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Policy response to the 2007-09 Crisis

I Fed relied on unconventional monetary policy
I Zero fed funds rate, asset purchases, agency bonds, forward

guidance...

I Based on the idea that lower long-term rates may lead to faster
recovery

I Trade-off: financial stability
I Lower rates may induce excessive risk-taking behavior
I Risk-taking beyond what ultimate holders of the risk would find

optimal
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This paper

What was the impact of unconventional monetary policy on four classes
of financial institutions?

I Banks and Life Insurers: Positive effects on yields and stock prices
after Fed announcements, especially in 2009

I MMFs and Pension Funds: Moderate reaching for yield behavior
in 2007-09, behavior has disappeared by 2013

No trade-off by 2013: risk-taking dissipated and solvency benefits are still
felt
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How does Monetary Policy affect Financial Institutions

1. Hurdle rate for risky projects ↓ ⇒ optimal increase in risk in the
economy

2. Incentives to “reach for yield” ⇒ suboptimal increase in risk-taking

3. General equilibrium effects on asset prices ⇒ value of legacy assets ↑

I Real spending, real profits increase
I Discount rates decrease
I Unemployment, delinquency rates decrease
I Aggregate demand effects
I Stealth recapitalization

4. Opportunity cost of holding collateral ↓ ⇒ leverage ↑
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Banks and Life Insurers - Methodology

I Measure impact of (surprise) monetary policy announcements

I High frequency event studies

I Identification:

1. Window narrow enough to prevent contamination by other shocks
2. Window wide enough to allow markets to process information

I Focus on equity, bond and CDS prices

1. Equity and Bonds: difference in average trading prices between
[−7,−2] and [18, 23] minute windows

2. CDS: quasi-intraday window using closing price data from Tokyo,
London, and New York
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Life Insurers

I Maturity mismatch: shorter term assets than liabilities

I r ↓ ⇒ interest spread ↓

I Life insurers can try to offset this by reaching for the yield...

On the other hand...

I Lost considerable asset value

I GE effects ⇒ monetary easing may have had a positive effect on life
insurers
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Life Insurers: CDS
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Life Insurers: Bond Yields
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Life Insurers: Equity Prices



Motivation Banks and Life Insurers Money Market Funds Pension Funds Conclusion Appendix

Life Insurers: Results

∆Pi = β0 + εi
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Bank Holding Companies

I Converse maturity mismatch

I Low interest rates can function as “stealth recapitalizations”

I GE effects on legacy asset values, as well as higher returns due to
lower delinquency rates

I Low opportunity cost of collateral may increase leverage and induce
suboptimal risk-taking
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Bank Holding Companies: Results

∆Pi = β0 + εi
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Money Market Funds - Institutional

I Stable NAV of $1 per share

I Subject to runs

I Fees cover fund’s running costs, affecting total net return

“Breaking the buck”

I Fund forced to liquidate its portfolio

I Massive pecuniary externalities (fire sales, etc.)

In normal times, spreads easily cover expenses, but when r ↓
I Suspend fees to avoid negative returns

I ...or avoid fee waivers by reaching for yield
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Fee waiving during the crisis
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Why are fees decreasing?

I Gross yields have become compressed around zero

I Fee reductions explained by low yields, not lower costs

I Does this make high cost funds reach for yield?

yi,t = αi + δt + βt [Administrative costsi,t ] + γ′txi + ei,t

I yi,t is a measure of risk-taking
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Results (Annual)
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Pension Funds: Institutional

I Documented facts regarding risk taking:

1. PFs reduce risk exposure as liability duration decreases

2. Underfunded PFs take less risk (opposite of risk shifting)

I Does this behavior change when interest rates are low?

Plan measures:

1. Liability duration: benefit expenses / assets

2. Solvency: NPV of benefits /assets
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Specification

Two measures of risk-taking:

1. Annual return on assets, total earnings on investments divided by
assets plus one-half of net contributions

2. Standard deviation of the fund’s return in the 2004-08 and 2009-12
periods

How did funds with different measures load on market excess returns?

yi,t = γ[r em,t ][Plan measure]i,t+I{t ≥ 2006}γt [r em,t ][Plan measure]i,t+Controls
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Pension Funds: Results
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Conclusion

I High frequency event studies: monetary policy had a strong
stabilizing impact on banks and life insurers

I These suggest a recapitalizing effect of monetary policy

I Some evidence of modest risk-taking in MMFs and pension funds
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Monetary Policy Surprises
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Bank Holding Companies: Results
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Bank Holding Companies: Results
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Bank Holding Companies: Results
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Why are MMF fees decreasing?
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