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This paper provides a framework to examine the dynamics of extremely low or
negative nominal interest rates in a dynamic (in particular, continuous-time) capital asset pricing
model under a bank capital constraint. It shows that the dynamics of nominal interest rates are
subject to the bank capital constraint. Specifically, a lower level of the ratio can result in a
lower (possibly, negative) level of the nominal interest rate in normal times. When the ratio hits a

floor caused by the bank capital constraint, a bail-in is triggered so as to raise the ratio and

to underpin the nominal interest rate. The floor brings about an effective lower bound of nominal
interest rates.
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