








* The following slide corrects the hours
worked response in the previous slides,
which was graphed incorrectly.
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Why Is the Boom-Bust So Big?

 Most of boom-bust reflects suboptimality
of monetary policy.

 What's the problem?

—Monetary policy ought to respond to the
natural (Ramsey) rate of interest.

— Relatively sticky wages and inflation
targeting exacerbate the problem



Policy solution
 Modify the Taylor rule to include:

— Natural rate of interest (probably not feasible)
— Credit growth

— Stock market

— Wage inflation instead of price inflation.

* Explored consequences of adding credit
growth and/or stock market by adding
Bernanke-Gertler-Gilchrist financial
frictions.



Conclusion

o Estimated a model in which agents receive advance
iInformation about technology shocks.

« Advance information seems to play an important role in
business cycle dynamics

— Important in variance decompositions

— Boom-bust of late 1990s seems to correspond to a period in
which there was a lot of initial optimism about technology, which
later came to be seen as excessive

 Monetary {Joli_cy aPpears to be overly expansionary in
response to signal shocks

— Ramsey-efficient allocations require sharp rise in rate of interest,
which “standard monetary policy does not deliver’.

— Problem is most severe when wages are sticky relative to prices.





