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Policy Tradeoffs and the New Keynesian Phillips Curve
T = BE{ T} + £y — yy)

Criticism: no policy tradeoffs, optimality of strict inflation targeting
Implicit assumption: Yy, — Yyl =0

Alternative: time-varying y; — y;' gap

T = BEA T} + kT +

where x; =y, — y; and u; = /f(yf - ?J?)



The Monetary Policy Problem
min EO{Z Ik (oaxa:? + W?)}
t=0

subject to:
T = BEA T} + K3 +
where {u;} evolves exogenously according to

U = P, Ut—1 -+ Et

In addition:

1 e
xr = —;(Zt — E{mip1} — 1) + Edxa}

Note: utility based criterion requires o, = f



Optimal Discretionary Policy

Each period CB chooses (x;, 7;) to minimize
ozxx? =+ Wf
subject to
T = KTt + Ut

where v; = SE{m11} + u; is taken as given.

Optimality condition:

K
Tt — ——T¢
al’
Equilibrium
T = oYy
ry = —kWuy
iv =15 + Vko(l — p,) + aup,|us
where U = 1

K2 +a,(1-B8p,)



Implementation:
. . KO
=T+ [(1 T pu)a_ + pu]ﬂ-t

T

uniqueness condition: £ > 1 (likely if utility-based: oe > 1)

Uy

Alternatively,
iv =17 + Vko(1 — p,) + azp,ur + o (T — W)

uniqueness condition: ¢_ > 1.



Optimal Policy with Commitment

State-contingent policy {z;, m;}:°, that minimizes
oo
Ey Z Ik (ozxxf + ﬂ?)
t=0
subject to the sequence of constraints:

T = BEA T} + Koy +
Lagrangean:

1 o0
L= —§EO Zﬁt[oax CEtQ + 7T? + 29y (7 — KTy — BTpy)]
t=0

First order conditions:
Ty — Ky = 0

T+ = Y-1 =0
for t =0,1,2,...and where v_; = 0.



Eliminating multipliers:

K
o= ——T
al’
K
Lt = Tp—1 — — T
al’
fort=1,2,3,.....
Alternative representation:
R <
Ly = —— Pt
CYZC

for t =0,1,2,...where p; = p; — p_;



Equilibrium

pr = api—1 + aBEA D1} + auy
for t =0,1,2,...where a =

Stationary solution:

Ozx(lfé)qwﬁ
— _ U
Pt Pt—1 (1 —55,%) t

for t = 0,1,2,...where § = V149 (1),

2a3

— price level targeting !

K0

Ty = 0Ty—1 —

fort =1,2,3,...as well as

B KO0 ’
O‘x<1 T 5Bpu) !

Xy —

aa:(l o 56/0u)Ut

(10)

(11)



Figure 5.1: Optimal Responses to a Transitory Cost-Push Shock
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Figure 5.2 : Optimal Responses to a Persistent Cost Push Shock
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