Reading Group in Advanced Macroeconomics. Module on

Financial Frictions
(Domenico Delli Gatti)

Obijective of the module

The New Keynesian DSGE framework is essentially the output of the incorporation of real and
nominal frictions into an otherwise standard Real Business Cycle model. The real friction is market
power (firms are price setters in a monopolistic competition setting). The nominal friction is price
stickyness.

Since the end of the ‘90s, the NK-DSGE literature has branched in two strands, which enrich the
standard framework by incorporating additional frictions. The first strand focuses on additional real
frictions, namely labour market imperfections. The second strand emphasizes financial frictions,
such as asymmetric information on capital markets. A number of NK-DSGE models with financial
frictions have been developed since the appearance of the seminal paper by Bernanke, Gertler and
Gilchrist (1999). For obvious reasons, this literature has boomed especially in the aftermath of the
Global Financial Crisis.

The objective of the module is to explore the most important variants of financial frictions and the
way in which they impact upon the macroeconomic outcomes of the NK-DSGE model.

Structure of the module

In the first part of the module (2 lectures) I will overview different sources of financial frictions
using the detailed survey by Brunnermeier et al. (2012). I will also touch upon Agent Based
Macroeconomic models with financial frictions.
The second part of the module will be devoted to students’ presentations of scientific papers related
to the topics discussed in the first part of the course. For instance

e Asymmetric information/external finance premium (Bernanke, Gertler and Gilchrist,1999)
Collateral constraint (Kiyotaki and Moore, 1997)
Risk shocks (Christiano, Motto and Rostagno, 2014)
Credit spread (Curdia and Woodford)
Financial frictions in a NK-DSGE model with a housing and a mortgage market (lacoviello
2005)
e Financial frictions in a DSGE model with an interbank market (Gertler-Kiyotaki 2010)

Exam

The evaluation of the students’ performance will be carried out by grading the presentation and a
report on the papers chosen for presentation.
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