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Previous lecture
 Monetary policy under discretion and commitment

 Model with sticky prices and wages

More policy problems
 Simple new Keynesian model can be extended
 Sticky wages
 Sticky import prices
 Sticky producer prices
 Other respects

 Implications for
 Choice of target variables
 Model structure and dynamics
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Both wages and prices are sticky
 Calvo type for wages

 Both wages and prices sticky, but degree of stickyness can
differ

Firms

definition of index of labor

labor demand
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aggregate wage index

Maximization problem

subject to

demand
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NKPC

Households

max
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Optimal wage setting

Specific functions as before
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Equilibrium
wage gap

real wage

price inflation

wage inflation

Equilibrium 2
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Monetary policy with unique efficient
equilibrium?
 Determinacy region:
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Simulation
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Dynamics
 Flexible wages and prices not so realistic

 Both wages and prices should be sticky

Optimal price & wage setting
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Efficient steady state
 Subsidy is

Loss function



2013‐12‐03

11

max L w r t
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Optimal policy
 Flexible wages => stabilize price level

 Flexible prices => stabilize wage level

 Wages & prices sticky => efficiency no longer possible => 
policy tradeoff

 Structural parameters in weights for wage and price inflation 
determine optimal policy
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Problem
 Too complicated

 Structural parameters difficult to identify

 Output gap unobservable

 Model unknown


