Time to write essay

e Subject
— Should be related to New Keynesian theory
— A description of that theory should be ”integrated”

* =10 pages

e Criteria for evaluation
— Analysis
— Finish
— ldea

— Independence (no cut-and-paste, checked in Urkund)
— Write as a report to the governor

Conclusions

 Efficient steady state or not matters if
discretionary policy

e Results depend on
— Linear approximations around SS
— Functional forms

— Inflation bias with optimal policy (max repr
consumers welfare) & inefficient steady state

— Stabilisation bias with discretionary policy
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More policy problems

e Simple new Keynesian model can be extended
— Sticky wages
— Sticky import prices
— Sticky producer prices
— Other respects

e Implications for

— Choice of target variables
— Model structure and dynamics

Both wages and prices are sticky

e Calvo type for wages

e Both wages and prices sticky, but degree of
stickyness can differ
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Firms
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Maximization problem

II}DEI*X Z;o Q;E, {Qr,r#\- (PJ*Yr-v-kp Wik (Yz-v-k|r ))}

subject to

% —&p
b
Y =] - C demand
r+kle J2 1+k
t+k

NKPC

ﬂrp = ﬂEI {ﬂfkl}_ﬂ'pﬁfp

/'}rp = u — " =—(me, —mc)

L, _0-6)01-66) 1-a

r 6, 1-a+ac,

12/3/2012



12/3/2012

Households
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Optimal wage setting
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Specific functions as before
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Equilibrium 2
@ =0, ,+n —n’-Ao]
~ 1 1
yr:_;(lr_Er{ﬂ':-l}_l )+E {yr+1}

Monetary policy with unique efficient

equilibrium?

* Determinacy region:
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Determinacy

Indeterminacy

Simulation
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Dynamics

* Flexible wages and prices not so realistic
* Both wages and prices should be sticky




Optimal price & wage setting

Efficient steady state

e Subsidy is
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Loss function

£,(1-0)
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Q shows that the welfare costs increase with
A

W

a) the elasticity of substitution between different labor types, &,

b) the elasticity of output with respect to labor input, 1 — &, and

¢) the degree of wage stickiness, 6, , which is inversely related to 4.

a) and b) amplify the negative effect on aggregate productivity of any given dispersion of wages
across labor types while ¢) increases the degree of wage dispersion for any given rate of wage

inflation.
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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
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Special case
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Optimal policy as before

e Stabilize the composite price level with the
derived weights

e => output is stabilized as before

e But: Wage inflation should be included in the
target variable

12/3/2012

14



Simulations with simple rules

v'  strict price inflation targeting
v’ strict wage inflation targeting

v’ strict composite inflation targeting

i =p+1.57F

i Strict Rules Flexible Rules
Optimal
Policy Price Wage Composite Price Wage Composite
H',, = 1: Oy = :
a(@?) 064 0 0.82 0.66 1.50 1.08 1.12
o(x™) 02 (09840 0.19 1.05 030 0.42
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L 0.023 0.184 0034 0023 0.221 0.08] 0.089
o(r?) 029 0 0.82 0.21 140 145 1.30
o) e AeLAD 1.63 1.49 098 1.25
o) 019 061 052 0 0.29 068 0.32
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a(x”) 164 0 1.91 1.75 25816 210 2.10
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aly) S L 2380027 0 0.87 0.60 0.58

L 0016 0.184 0.021 0017 0271 0030 0031
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Results

e Wage inflation important
e Strict price inflation targeting suboptimal
* Strict better than flexible

Further extensions

* Open economy
— Prices on tradables

— Price discrimination or not, pricing to market or
law of one price

— Local currency or producer currency pricing
— Small/large economy
— Policy target variable
— Phillips curve, Dynamic IS Curve, Policy rule
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