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(Related) Questions

Can financial frictions exacerbate MP’s supply-side effects?

4

Do financial frictions influence MP trade-off?

4

Should MP respond to financial indicators?
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Answers

Can financial frictions exacerbate MP's supply-side effects?

@ Yes. Affect cost of financing working capital.

4

Do financial frictions influence MP trade-off?

@ Yes. By influencing the cost channel.

4

Should MP respond to financial indicators?

@ Yes. MP should target asset prices in addition to inflation.
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The Paper

@ Introduces DSGE model with
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@ Introduces DSGE model with

e cost channel (working capital)

e credit channel (asymmetric information - CSV a' la Gale and Hellwig
(1985))

o price stickiness (monopolistic c. and adjustment costs a' la Rotemberg
1982)

@ Behavior of competitive equilibrium under standard Taylor rules
@ Optimal Monetary Policy

e Constrained Ramsey policies
o Global Ramsey policies
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Literature

@ Cost Channel of MP
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@ Cost Channel of MP

o lIdentification of a supply-side transmission mechanism for monetary
policy.

o Galbraith (1969), Shapiro (1981), Blinder (1987), Fuerst (1991),
Christiano & Eichenbaum (1992), Barth and Ramey (2001), Christiano,
Eichenbaum & Evans (2001).

@ Credit Channel of Shock Transmission

o Bernanke and Blinder (1988), Bernanke and Gertler (1989), Kiyotaki
and Moore (1997), Carlstrom and Fuerst (1997), Bernanke et al.,
(1999), Christiano, Motto and Rostagno (2006), Faia and Monacelli
(2007), and Curdia and Woodford (2008).
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Modelling Financial Frictions (1)

MICRO-FOUNDATION OF FINANCIAL FRICTION

@ Asymmetric information between Firms and External Financiers

e Firms can costlessly observe idiosyncratic output
e Households cannot observe firms' output

@ reason for no direct lending
e Banks can observe output at a cost

o Standard Costly State Verification
e Justification for existence of financial intermediaries
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Modelling Financial Frictions (II)

WORKING CAPITAL VS FIXED CAPITAL FINANCING

e Financial frictions on financing fixed investment
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Modelling Financial Frictions (II)

WORKING CAPITAL VS FIXED CAPITAL FINANCING

e Financial frictions on financing fixed investment

e Bernanke, Gertler and Gilchrist (1999),...
e exacerbate demand-driven fluctuations.

@ Financial frictions on financing working capital:

e exacerbate cost-channel = supply-driven fluctuations.
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Cost Channel 4+ Credit Channel

@ Phillips curve relationship:
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Optimal Monetary Policy

@ MP Rule:
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Comments

@ Non-trivial role for banks

e Corporate liquidity management done mostly through banks.
e Sufi (2008): 75% of business lending in the U.S. through credit lines

@ Trade credit
o Requires heterogeneity

@ Heterogeneity and balance sheet effects

e No net worth dynamics in firms
o Persistence?

e Precautionary behavior?

o Credit frictions mainly about wealth redistribution
e Presumably not included due to heterogeneity

@ would preclude analyzing nominal rigidity AND financial frictions in one
same agent.
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Comments

Empirical realism of asset pricing behavior of spreads
Moral hazard? Implications are quite different

Source in this model of hump-shaped output response?
Indicators vs Targets

o ...and which targets/indicators?

Source of countercyclicality

Role of reserve requirements
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