MACRO-LINKAGES, OIL PRICES AND DEFLATION WORKSHOP
JANUARY 6-9,2009

Boom-bust Cycles and Monetary Policy

Lawrence Christiano







Boom-bust Cycles and
Monetary Policy

* |t has often been argued that there is
advanced information about technology
shocks.

— Beaudry-Portier, Michelle Alexopoulos,
Jaimovic-Rebelo, Christiano-llut-Motto-
Rostagno

* In the presence of such advance
information, standard monetary policy can
create an inefficient boom, followed by a
bust.

Obijective
« Estimate a model in which technology shocks
are partially anticipated
— ‘Normal’ technology shock:
a; = pPaae1 + &

— Shock considered here (J Davis):

‘recent information’ ‘earlier information’
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ar = Pati +&+EL +EL +E s+ ELy + Es +ES G+ E L+ &R

Evaluate importance of &ifor business cycles

Explore implications of ¢/ .for monetary policy.

Outline

 Estimation
— Results
— ‘Excessive optimism’ and 2000 recession

 Implications for monetary policy

— Monetary policy causes economy to over-
react to signals....inadvertently creates ‘boom-
bust’

Model

Features (version of CEE)

— Habit persistence in preferences

— Investment adjustment costs in change of
investment

— Variable capital utilization

— Calvo sticky (EHL) wages and prices
« Non-optimizers: Pit = Pir-1, Wi = =W

« Probability of not adjusting prices/wages: &p, $w
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