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Conclusion
• Incorporating financial frictions changes inference 
about the sources of shocks and of propagation

risk shock– risk shock.
– New nominal rigidity: nominal non‐state contingent 
interest rate

• Models with financial frictions can be used to ask 
interesting policy questions:interesting policy questions:
– When there is an increase in risk spreads, how should 
monetary policy respond?

– How should monetary policy be structured to avoid 
excess asset market volatility?

– Should central bank ‘bail out’ banks with balanceShould central bank  bail out  banks with balance 
sheet problems?




