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Overview
This course studies the incorporation of financial frictions in DSGE models and their

use for the design of monetary policy and financial regulation. It also extends those mod-
els to include household heterogeneity and studies the impact of monetary policy. The
Financial Crisis of 2008 showed the importance of shocks originating from the financial
sector on the real economy and highlighted the role of central banks in minimizing the
economic downturn while wealth and income inequality have come to the forefront of
economic analysis.

In the first part of this course we will explore some of the workhorse macroeconomic
models with financial frictions, see how do they perform quantitatively and which are the
different approaches. These models are a natural extension of the benchmark NK model
(Smets and Wouters (2007)) which you are strongly suggested to study before the course.

In the second part we will focus on incorporating policy in models with financial fric-
tions. This will cover different forms of unconventional monetary policy (e.g. quantitative
easing, liquidity injections) that occurred in order to stimulate the economy from the crisis
and to the adaptation macro prudential policy measures. Capital bases measures (such as
the Basel III minimum capital requirement constraint for the banks) and borrower based
measures (e.g. debt service to income (DSTI) ratio, loan to value ratio (LTV)) were intro-
duced by the majority of the central banks in order to avoid a second financial downturn.

The third part will firstly provide some evidence on the distribution of income and
wealth among households. Secondly we will study models that can, in a tractable way,
incorporate this heterogeneity and provide information on how important this is for the
monetary policy.

Background reading

0.1 Workhorse NK model
1. Smets, F. and R. Wouters (2007): ”Shocks and frictions in US business cycles: A

Bayesian DSGE approach,” American Economic Review, 97, 586-606.
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2. Christiano, L. J., M. Eichenbaum, and C. L. Evans (2005): ”Nominal rigidities and
the dynamic effects of a shock to monetary policy,” Journal of Political Economy, 113,
1-45.

0.2 Literature review of the main topics
1. Brunnermeier, M. K., T. M. Eisenbach, and Y. Sannikov (2012): ”Macroeconomics

with financial frictions: A survey”, National Bureau of Economic Research.

2. Colciago, A., A. Samarina, and J. de Haan (2019): ”Central bank policies and income
and wealth inequality: A survey,” Journal of Economic Surveys, 33, 1199-1231.
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1. Bernanke, B. and M. Gertler (1989): ”Agency Costs, Net Worth, and Business Fluc-

tuations,” American Economic Review, 79, 14-31.

2. Bernanke, B. S., M. Gertler, and S. Gilchrist (1999): ”The financial accelerator in a
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2 Financial frictions, monetary and macroprudential pol-
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1. Arau ÌĄjo, A., S. Schommer, and M. Woodford (2015): ”Conventional and unconven-
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3. Curdia, V. and M. Woodford (2011): ”The central-bank balance sheet as an instru-
ment of monetary policy,” Journal of Monetary Economics, 58, 54-79.
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3 TANK models, (tractable) household heterogeneity and
some evidence
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verted) aggregate demand logic,” Journal of Economic Theory, 140, 162-196.

2. Bilbiie, F. O. (2019): ”The new keynesian cross,” Journal of Monetary Economics.
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