
Assignments for MSc advanced macro, lectures 2/3, macro and
credit frictions, based on Christiano-Ikeda.

The banker absconds model.
1. Given the set-up for the banker absconds model, solve the household’s

problem, deriving solutions for all endogenous variables. These are given in the
lecture slides, but the idea is to check that you can do it yourself.
2. What would break the Barro-Wallace irrelevance result presented in the

lecture and the CI paper?
3. Suppose the deposits were risky. Would Barro-Wallace irrelevance hold

then? Explain your answer.
4. Inspect the solution for c you found in question 1 and confirm [alge-

braically] that as R increases consumption falls, and explain why.
5. In the no financial frictions model with optimising households, firms

and banks, the spread is zero, and we get the first best. Why, as Christiano
and Ikeda observe, is getting the first best confirmed by observing that the
equilibrium is the same as the one that solves the planning problem?
6. Derive the FOC for the bankers’problem by setting up the appropriate

Lagrangian, and optimising wrt the appropriate choice variable, deposits for the
bankers.
7. Manipulate these to get an equation for the spread that is shown in the

lecture slides.
8. If the constraint binds, the spread on the LHS has to be positive. Why

is that?
9. In this model the endowment of the banker N is a given. But suppose

we had a dynamic model in which the banks debtors, the firms, were hit by
a productivity shock. What would be the effect of this do you think? [Just
sketch verbally, don’t try to work it out].
10. Make a connection between this model and global policies after the

Banking crisis broke towards banks.
11. What is the key assumption that makes government policy work in this

model? Is it realistic?
12. Why do Christiano and Ikeda ask us to restrict attention to ‘interior’

equlibria?

13. Supplemental question. Prove that in the financial frictions version of
the model deposits fall as the deposit rate R falls.
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