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Impossible to do the paper justice in 15 minutes, so I'll try to
strip it down
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Ideas, A, produce consumption, c:

c=A

Production of ideas depends negatively on the real rate:

A= a(r)
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INTEREST RATE ABOVE EQUILIBRIUM, FROM
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WHAT HAPPENS?

Following Krugman (1998), consider unemployment, in the
sense of output not consumed:
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t=cé—A=—(n—p)—aln)=7>0
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end at some T

z(t) = 77

u(0)=1—-e7 >0
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CONCLUSIONS

The moment the real interest rate is held above its equilibrium,
unemployment jumps up, by an amount controlled by the
interest-rate gap

If the gap remains constant, unemployment subsides and
disappears just as the gap disappears

The unemployment effect is greater if o is greater and if the
negative sensitivity of a(r) is greater



CONCLUSIONS, CONTINUED

The paper describes an economy with more sensitivity than
Krugman considered, as he had a(r) =0
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CONCLUSIONS, CONTINUED

The paper describes an economy with more sensitivity than
Krugman considered, as he had a(r) =0

No path of this type holds as a steady state
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LIMITATION OF THE KRUGMAN-STYLE MODEL

The model does not describe an equilibrium in the usual sense:
Unused output (or unemployed workers) exists when the
marginal utility of consumption is positive, a disequilibrium gap
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LIMITATION OF THE KRUGMAN-STYLE MODEL

The model does not describe an equilibrium in the usual sense:
Unused output (or unemployed workers) exists when the
marginal utility of consumption is positive, a disequilibrium gap

No convincing progress has been made to date to solve this
problem
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REAL V. NOMINAL INTEREST

The ZLB applies to the nominal interest rate while the model
deals with the real rate

The model describes what would happen if the central bank
pegged the real rate

The ZLB is not an issue in an economy with flexible expected
inflation, provided the expected rate rises enough to achieve the
equilibrium real rate
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EXPECTED INFLATION

No sign of a rise in expected inflation to offset the negative
shock of 2008
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EXPECTED INFLATION

No sign of a rise in expected inflation to offset the negative
shock of 2008

No sign of a decline in expected inflation as in New Keynesian
models and all models that relate inflation negatively to the
output gap or unemployment

Stock and Watson (2010) show that inflation has been
independent of gaps for an extended period—not just in the
Great Recession and its aftermath

With strictly anchored inflation expectations, the analysis
based on the real rate is right on point
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RELEVANCE TO MONETARY POLICY

Central banks control the real rate under normal, non-ZLB
conditions

In particular, the Taylor principle (coefficient on inflation well
above one) implies movements in the real rate

Thus the analysis in the paper in the the ZLB literature applies
at all times—it is the right way to think about the channels of
monetary policy
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