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The Effect of an Increase in an Interest Rate Risk Premium on Business Cycles in
a Small Open Economy Facing Social Turmoil and Its Mitigation
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An interest rate risk premium in a country increases not oan in response to
an increase in the country’ s external debt but also because of social turmoil in the country. The
assumption of this study is that an exogenous shock to the interest rate represents the increase in
the risk premium caused by social turmoil. The study found that the interest rate shocks accounted
for approximately 10% of the variation in output growth in South Africa.

Monetary expansion under a flexible exchange rate regime might cancel out the negative effect of
the interest rate shock on output growth. However, this study also found that replacing a fixed
exchange regime with an inflation targeting rule under a flexible exchange rate regime would
increase the volatility of the interest rate and hence that of consumption, thereby decreasing the
welfare of risk-averse households in a small open economy where the availability of long-term bonds

was limited for the monetary operation.
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