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How does an increase in government spending affect
output, consumption and employment?

How does the economy respond to a change in monetary
policy?

How important is inequality for the macroeconomy?

How should the government design transfer programmes to
stabilize the economy in recessions?

How should governments and central banks design
macroprudential policies to minimize the risk of financial
crises?
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Global financial crisis and ensuing Great Recession have
renewed interest in these questions...

...but revealed the serious shortcomings of the prevailing
paradigm at the heart of macroeconomics

Macroeconomics has been dominated by
representative-agent DSGE models:
» Models whose main elements are derived from
microeconomic theory
» But, that are inconsistent with vast empirical micro
evidence on consumer behavior

We can do better.
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» Future direction for macro should be micro-consistent
models: models that are micro-founded but also consistent
with empirical microeconomic evidence on household
hehaviour and outcomes

» Requires starting from the ground up with micro data on
households decisions.

» The key idea:

» Identify the relevant micro consumer behaviour that relates
to the macro question being asked

» Build aggregate economy around the core
partial-equilibrium model that can explain the micro facts.

» Will require a combination of empirically motivated
frictions: incomplete markets, unemployment risk, search in
the housing market, default on debt

» Allow for departures from full information rational
expectations at the household level.
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» Takes very seriously matching heterogeneous micro-level
data on consumer choices

» Allows for very rich environments, complicated household
portfolios, significant heterogeneity

» Choices tend to be heuristic, as opposed to derived from
microeconomic theory of household behavior

» How can we discipline the (large) degrees of freedom that
we have in choosing household behavior?

» Particularly important for policy counterfactuals - how
much of the answer is already assumed?
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Already have a class of models with heterogeneous agents
in the Bewley-Huggett-Aiyagari tradition

v

Essentially, amounts to differing identifying assumptions

ABM and HAM converging...and both stand to gain from
learning from each other!
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