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» The Keynesian policy paradigm not a ‘barbaric relic’

> the DSGE framework has not contributed towards explaining
monetary and fiscal stabilisation policies during the recent
financial turmoil

» Driffill and Miller: Need a model that is a synthesis between
DGE and orthodox macroeconomics
» Crucial: nominal and real rigidities

» How will an unanticipated liquidity shock affect corporate
investments?
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» Competitive goods markets, flexible prices, neoclassical
production function

» 3 assets: human capital, equity of physical capital and a fixed
stock of fiat money

» Opportunity to produce new capital arrives with probability
7T; iid across time, aggregate shocks and agents

» Productive entrepreneurs invest everything — no money
holdings

» Unproductive entrepreneurs hold both money and equity,
precautionary demand for money
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Brief Summary to Kiyotaki and Moore

» Trade off between money and equity:

> Investment opportunity: money is the most liquid asset to
finance investment
» No investment opportunity: equity yields higher return than
money
» Entrepreneur cannot pledge more than fraction 6 of future
returns from new capital — borrowing constraint
» Entrepreneur can only sell up to fraction ¢, of equity —
resaleability constraint

» = Money is more liquid than equity

> If negative shock on ¢, Pigou effect stabilises markets:
pl = cl
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Modifications to KM framework

» Add nominal rigidities

» both fixed prices and wages, and real rigidities, 6 and ¢
» w and p do not ensure continuous market clearing

» Stock market RE assumption dropped

> bubbles possible (section still incomplete)

» Banking omitted
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What effects does a liquidity shock has?

» Liquidity shock: ¢ |
» KM: productive entrepreneurs get less funds from equity sales
as equity less attractive = q |, pl =/1] = ¢ = K|

» DM: g; T through an equation, that defines the value of equity
held by non-investing entrepreneurs in the following period

> Pigou effect will not stabilise AD if | falls, or maintain full
employment

> recession as output will adjust to maintain balance in goods
market

» pand w fixed — wage bill varies with L

> g: and the savings portfolio satisfies KM's intemporal
constraint
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Liquidity shock

What is the role of monetary policy?

» The government buys equity from investing entrepreneurs by
issuing money

> relax the fixed M assumption
» Quantitative Easing is efficient

> increases the liquidity of investing entrepreneurs, stabilises /
and g
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» A compact model that combines elements from Keynesian and
RBC frameworks

» Captures many elements of current debate, and seems to
explain recent events better than KM's workhorse

> An answer to the ‘Keynesian moment’

» BUT Does the model really help to understand the role of
monetary policy in times of financial stress?

> relays on assumption that there is no lack of trust in the
government fiat money

v

6 does not change if policy or ¢, changes

» Looking forward to reading the next version!
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