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The paper’'s two main contributions:

» to construct a real model where good news about future

productivity causes a current boom (including in the stock
market);

» to show that, in the presence of monetary frictions and a

monetary policy with inflation-targeting features, the boom is
magnified

Other notables:

» a great deal of robustness analysis in different directions and

> a bigger monetary model with a banking sector and financial
frictions.

Impossible to do the paper justice in a 15-minute discussion.
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This is a way of formalizing and assessing the quantitative
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of investors and

Otherwise, what would demand shocks be?

> ? The literature does not seem to
like these.

> ? Farmer, Woodford, and
others examine them; has been hard to quantify, and the
focus is different. Would be interesting to connect to the
present work.
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Other examples where information shocks affect current
quantities and prices

» We find out that taxes will increase over the next 4 years (a
new government was just elected). Should create a current
boom (due to intertemporal substitution of leisure)?

» Macro/finance: information arrives about dividends; it is
possibly dispersed among market participants and not fully
revealed by prices.

» News on global warming.

» When Athens found out they got the next. ..
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» Assume it takes time to build =
we need to invest now.
» = We need to work harder now (productivity still low).

» Because of we want to start increasing
consumption now.

Main

> Effects are small quantitatively: W/P goes up too much and
chokes firms' demand for hours.

» Stock prices behave funny.
(simple version) does “better”:

> Big effects: W/P prevented from rising because W is sticky
and P is targeted to remain constant.

» Stock-price boom.



Problems/open issues



Problems/open issues

» We need separate evidence to defend the (unusual)
formulation for capital adjustment costs that is apparently
needed.



Problems/open issues

» We need separate evidence to defend the (unusual)
formulation for capital adjustment costs that is apparently
needed. Go with Rudi Bachmann's approach!



Problems/open issues

» We need

that is apparently
needed. Go with Rudi Bachmann's approach!

» Econometrics: the model parameters used here are estimated
from earlier work. But if news shocks are important, the
model should be reestimated. A news shock process should be
estimated too.



Problems/open issues

» We need

that is apparently
needed. Go with Rudi Bachmann's approach!

» Econometrics: the model parameters used here are estimated
from earlier work. But if news shocks are important, the
model should be reestimated. A news shock process should be
estimated too.



Problems/open issues

» We need
that is apparently
needed. Go with Rudi Bachmann's approach!

» Econometrics: the model parameters used here are estimated
from earlier work. But if news shocks are important, the
model should be reestimated. A news shock process should be
estimated too.

> . Should we perhaps pick
preferences to match (risky and safe) asset return processes?
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» We need
that is apparently
needed. Go with Rudi Bachmann's approach!

» Econometrics: the model parameters used here are estimated
from earlier work. But if news shocks are important, the
model should be reestimated. A news shock process should be
estimated too.

> . Should we perhaps pick
preferences to match (risky and safe) asset return processes?

» Hours behave strange IF the good news materialize.
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Should we rethink monetary policy?

» Maybe. The paper points to a situation in which monetary
rules argued to look like those that have been pursued, in
particular emphasizing inflation targeting, can cause
instabilities. This is good to understand!!!

» In particular, make sure to keep key relative prices flexible.

» But the analysis is quite incomplete here!

» The best policy is to engineer monetary policy so as to get
back to the RBC (flexible-price) behavior.

» Could slight changes in the rule improve on outcomes
significantly?

» Are the news shock episodes important enough for us to
change policy?
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» There are unused “resources”, and news can mobilize them.

» The economy reacts now, but somewhat slowly, due to
frictions:

» new firms enter,
» unemployment falls and output rises,

and the stock price jumps up and then rises further. ..
but things crash down if the news is reversed.

No predictions for consumption if this is an open economy.

vV v v v

With concave utility and an open economy, consumption
would increase: you borrow from abroad to consume now.
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