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- Key Tradeoff

eral-equilibrium models
itative answers (DSGE):

ro models covering specific phenomena,
1 on micro-foundation, often providing
ative answers:

riphery “

“Macroeconomics after the Crisis: Time to Deal with
the Pretense-of-Knowledge Syndrome” (Ricardo
Caballero, Journal of Economic Perspectives, 2010)




itations of DSGE Models

ols provide general-equilibrium
alysis

oy their nature, are only an
on and simplification of the real world

compromises are required, and with DSGE
5 this often means |

ed form models

ing out first principles of economic mechanisms, such as:

ral  hazard, asymmetric  information,  strategic
)plementarities and panics

= Leavi g out institutions and activities, e.g., the financial sector
- Calibration of deep parameters might be a “black box”




“ Example: Runs

sic phenomena in financial systems,
d policies
1S:

Banks finance ill set with demandable liabilities

his generates strategic complementarities between agents:
ey want to run if other people run

ultiple equilibria arise

>IN TUNS:

happen more broadly than just in banks and
characterize other financial institutions and markets
o Repo markets, mutual funds, money market funds

= Key in forecasting future developments, in monetary
policy, and in financial-stability policy




'Runs and Policy

ding of runs and policy implications was
o-oriented models
1d Suspension of Convertibility

| its ipteraction with bank choices and
S

Da 10 A

olicy; global-games a
ns in institutions other n banks
models are needed to evaluate runs and related

' iity requirements, capital requirements, monetary policy,

@ Very hard to incorporate runs into DSGE
macroeconomic models
= Some progress recently by Gertler and Kiyotaki (2015)

=@ Progress forward must happen in both dimensions




SUTi jent Statistic Approach

awback of models of the periphery
ey do not provide
ions, which are so desired

an ative co:
bolicymakers

this does not have to be the case

sufficient statistic approach developed and
ainly in public finance allows us to
develop quantitative policy implications for
specific questions

= Optimal taxes, optimal insurance, etc.




Sufficient Statistic Approach -
“ Cont'd

tage of this approach is its reliance
atistics” that can be estimated in the

1ese are endogenc
deep parameters
ration exercise

dea is that it is sufficient to estimate these
istics to address the policy questions at hand

_ eed a different sufficient statistic estimated for
different policy questions

high level variables and not
at are targeted in a

“Sufficient Statistics for Welfare Analysis: A Bridge Between
Structural and Reduced-Form Methods” (Raj Chetty, Annual
Review of Economics, 2009)




SUfficient Statistic Approach -
lllustration

Primitives Sufficient
statistics

o,

?k‘—.ﬁlﬁ)

Wy

@ = preferences, B=f(w.r0) dW/dt used for
constraints y=pX,+ B, X,+e policy analysis

@ not uniquely [ identified using
identified program evaluation




nstrance (Davila and Goldstein,
2016)

andard microeconomic model a’ la
Dybvig (1983)

W Hsit insurance:

Reduces the pra g of a run lowering the expected
age from a run b
t sometimes has to be paid causing fiscal costs

addition, there are all the effects of deposit insurance

bank and investor behavior, e.g., the often mentioned
al hazard

resumably, a calibration approach would attempt

to calibrate all the underlying parameters, e.g.,

preferences, technology, etc.

= A daunting task




Pptimal Deposit Insurance -
Cont'd

= But, we develop a formula based on four
elasticities that can be potentially estimated in
the data:

Optimal level of DI

e Marginal benefit
. Sensitivity of bank failure probability to DI change

. Drop in depositors consumption at failure threshold
e Marginal cost
; Probability of bank failure
. Expected marginal social cost of intervention in case of bank failure
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Wptimal Deposit Insurance -
‘ Cont'd

hazard and other effects on
oear due to envelope condition

3anks maximize their objectives, and so the effect
hrough bank behavior approaches zero (perfect
npetition benchmarl

pical in the sufficient statistic approach
nula provides guidance as to what we
- should try to measure and estimate
= Approach can be applied to other policy
questions:
= Liquidity requirements, capital requirements, etc.
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Conclusions

ul but limited in incorporating many
omena

gress i1 )rporating some phenomena into
>GE is welcome, ., TUns
‘one cannot avoid using micro models with

ons developed from first principles to address
2 issues related to fragility and policy

rt should continue on both dimensions

ient Statistic approach can be useful in taking
these models to provide quantitative implications

@ It also provides guidance on what needs to be
measured
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