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Outline of the Lectures

First Lecture:

a) What determines economic activity? Classical vs. Keynesian views
b) Policy options (I): Supply-side policies

Second Lecture:

a) Policy options (II): Demand-side policies
b) Concluding remarks
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First Lecture: Key Ideas

Both Classical and Keynesian models are taught and used in economics,
but they represent radically di¤erent views about the determination of
aggregate activity.

In a Classical world, supply side policies are likely to be very e¤ective in
stimulating economic activity.

In a Keynesian world, supply-side policies may fail to stimulate economic
activity unless they are accompanied by su¢ ciently accommodating
monetary policies.

Monetary policy rules that make interest rates highly responsive to
in�ation in the face of supply-side stimuli are likely to make the latter
more e¤ective.

Supply-side policies are likely to be the least e¤ective in (small) countries
that are part of a currency union (Galí-Monacelli 2014), or facing a
binding zero lower bound constraint on the nominal interest rate
(Eggertsson-Ferrero-Ra¤o 2014).
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Policy Options (II): Demand-side Policies

Wanted : a policy that stimulates output and employment without...

...raising the debt/GDP ratio

...relying on a reduction in the short-term nominal rate

...generating "unacceptable" in�ation or de�ation

Failure of existing policies

(i) Fiscal policy: consolidations still underway
(ii) Monetary policy: forward guidance, QE-type policies

Jordi Galí (CREI, UPF and Barcelona GSE) Federico Ca¤è Lectures Federico Ca¤è Lectures 2014 4 / 9



Euro area: Limited effects of forward guidance on loan rates 



ECB: A large increase in the balance sheet….  



…but limited effects on M3 or credit  



Policy Options (II): Demand-side Policies

Wanted : a policy that stimulates output and employment without...

...raising the debt/GDP ratio

...relying on a reduction in the short-term nominal rate

...generating "unacceptable" in�ation or de�ation

Failure of existing policies

(i) Fiscal policy: consolidations still underway
(ii) Monetary policy: forward guidance, QE-type policies

Proposal : An increase in government purchases �nanced entirely through
money creation (Galí 2014)

Evaluation of its e¤ects:

(i) Classical vs. New Keynesian economies
(ii) Money vs. debt �nancing
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"The prohibition of money �nanced de�cits has gained within our
political economy the status of a taboo, as a policy characterised not
merely as [...] undesirable, but as something we should not even think
about let alone propose." Lord Turner (2013)
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A Monetary and Fiscal Framework

Government purchases bgt = ρg bgt�1 + εgt

where bgt � Gt � G
Y

Two �nancing regimes:

(i) monetary-�nancing:
∆Mt

Pt
= Gt � G

(ii) debt-�nancing:

BHt = BHt�1Rt�1 + Gt � T � ∆Mt/Pt

it = ρ+ φpπpt

where φp = 1.5 ("Taylor") or φp = +∞ ("in�ation targeting")
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The Effects of a Money-Financed Fiscal Stimulus in a New Keynesian Economy 
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The Effects of a Fiscal Stimulus in a New Keynesian Economy 
Money vs. Debt Financing 
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Second Lecture: Key Ideas

Failure of ongoing policy responses to jumpstart the economy

A proposal: A money-�nanced �scal stimulus

The e¤ects of a money-�nanced �scal stimulus: highly model dependent

Classical model:

- large frontloaded in�ation
- small output and employment e¤ects
- negative welfare impact

New Keynesian model:

- smooth price adjustment
- large output and employment e¤ects
- likely positive welfare impact

Key feature: "double boost" to aggregate demand: higher G and lower r

In�ationary impact: not catastrophic
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Thanks for your attention!
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