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THESIS ABSTRACT
Part I: Financial Intermediaries, Credit Shocks, and Business Cycles. Job market paper

This paper conducts a quantitative analysis of the role of financial shocks and credit frictions
affecting the banking sector in driving U.S. business cycles. We first document three key
business cycle stylized facts of aggregate financial variables in the U.S. banking sector: (i)
Bank credit, deposits and loan spread are less volatile than output, while net worth and
leverage ratio are more volatile, (ii) bank credit and net worth are procyclical, while deposits,
leverage ratio and loan spread are countercyclical, and (iii) financial variables lead the output
fluctuations by one to three quarters. We then present an equilibrium business cycle model
with a financial sector, featuring a moral hazard problem between banks and its depositors,
which leads to endogenous capital constraints for banks in obtaining funds from households.
The model incorporates empirically-disciplined shocks to bank net worth (i.e. ~“financial
shocks™) that alter the ability of banks to borrow and to extend loans to non-financial
businesses. The series of financial shocks are constructed from the data using the theoretical
model. | show that the benchmark model is able to deliver most of the above stylized facts.
Two key results emerge. First, financial shocks and credit frictions in banking sector are
important not only for explaining the dynamics of financial variables but also for the
dynamics of standard macroeconomic variables. Second, the simulation of the model shows
that U.S. banks experienced a significant deterioration in their lending ability in the 1990-91
and 2007-09 recessions. Financial shocks matter a lot for real fluctuations since they
significantly affect the tightness of bank capital constraint, and hence the credit spread in the
theoretical model.

Part II: Optimal Bailouts of Financial Sector. work in progress

This paper investigates the optimal fiscal policy to mitigate the adverse effects of financial
shocks and credit frictions in banking sector in the presence of distortionary taxation. The
recent literature studying the policy tools to correct credit market dysfunctions generally
assumes that government interventions are financed via lump-sum taxes, which in most cases
trivially achieve first-best allocations. In this paper, | study the optimal asset price subsidies
or interest rate subsidies to banks given that they are financed via distortionary labor taxation.
To this end, | build a quantitative equilibrium business cycle model with a financial sector
capable of replicating real and financial fluctuations observed in the U.S. data. Credit frictions
in financial sector are modeled as in Gertler and Karadi (2011). | show that these credit
frictions lead to inefficiently low volume of financial intermediation and inefficiently high
credit spreads in the laissez-faire economy. In the absence of exogenous government
spending, optimal policy features a state-contingent tax on labor of 1% and a state-contingent
interest rate subsidy to banks of 0.3%, on average. In the case of asset price subsidies, optimal
policy features a state-contingent tax on labor of 0.1% and a state-contingent asset price
subsidy to banks of 4%, on average. Optimal policy induces lower variability of consumption
and labor via generating purposeful tax volatility. Ramsey planner reduces the fluctuations in
the intertemporal wedge at the expense of creating static distortions due to labor taxation.
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