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Abstract

In their quest for simple, easy to implement and commitment-resembling policies, researchers may
have overlooked an obvious candidate that to some extent is already in place - the practice of infrequent
monetary policy meetings. We show that under such policy central banks operate as if under short-term
sequential commitments and face improved inflation-output variability tradeoff. Improved tradeoff also
spreads to periods of central bank’s inaction where lower inflationary expectations mute the effects of
exogenous shocks. We find that even in the absence of any adjustment costs, holding monetary policy
meetings infrequently is preferred to period by period adjustment under discretion. In addition, we
solve for the optimal frequency of policy meetings and characterize its determinants. Under reasonable
calibration we find that the Federal Open Markets Committee should meet no more than (and possibly

less than) twice a year.

1 Introduction

As Clarida et. al. (1999) point out, no major central bank has announced a life-time
commitment to a specific monetary policy rule. Thus, theoretical literature has devoted
a great deal of attention to designing policies that could in one way or another mimic
commitment. In this paper we consider the benefits of a simple policy that to some
extent is already in place: the practice of holding infrequent and periodic monetary policy
meetings.

Our motivation comes from two observations. First, central banks around the world
make monetary policy decisions at discrete times and with differing frequency. Bank of
England’s recent survey of over ninety central banks found that seven central banks held

policy making meetings less than monthly, about thirty six had monthly meetings, while
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the rest made policy decisions more frequently, some even on a daily basis?. A natural
question is whether there are benefits of such infrequent policy adjustment and what
makes some central bankers meet more often than others 3.

Second, in the absence of major shocks to the economy most major central banks hold
policy meetings with regular frequency. For example, Bank of Japan’s monetary policy
meetings take place twice a month, the Governing Council of the European Central Bank
meets monthly, while the Federal Open Markets Committee in the U.S. revises the target
federal funds rate eight times a year. Moreover, most monetary authorities in developed
countries announce the schedule of policy meetings in advance.

Below we argue these practices should be viewed as important characteristics of mon-
etary policy. We show that infrequent but periodic (with pre-announced schedule) policy
meetings can serve the commitment purpose when no explicit rule is announced. This is
because following each meeting central bankers not only announce a new policy target,
but also de facto promise to keep it fixed until the next meeting. Such implicit promises
can be viewed as sequential short-term commitments. As such they allow the monetary
authority to affect short-term private sector forecasts and therefore improve the inflation-
output tradeoff at the time of the target adjustment. Since improved tradeoff results in
an aggressive response to inflation, inflationary expectations are low even in periods when
the central bank rests. This additional effect is of great importance: when comparing a
policy of infrequent interventions with pure discretion, we find that the former produces
lower sensitivity of inflation to supply shocks in all periods, including periods of central
banks’ inaction. This line of analysis led us to several findings. First, we show that in
the standard New Keynesian model and for most plausible parameter values the policy
of infrequent and periodic interventions is preferable to pure discretion, even without any
costs of convening policy meetings. Second, we identify key factors contributing to the

desirability of infrequent interventions. Thirdly, we solve for the optimal frequency of

2See Mahadeva and Sterne (2000), chart 7.5.

3At the anecdotal level, many justify observed frequency of policy meetings by administrative diffi-
culties, Board members’ opportunity costs, etc. However, this reasoning is not useful in explaining the
fact that some major central banks (e.g. Bank of Japan, the ECB and the Bank of England) have policy
meetings more often than some smaller ones (e.g. Bank of Canada or the Riksbank).



monetary policy meetings. The optimal frequency is decreasing in the length of price
stickiness, the persistence of supply shocks and labor supply elasticity, and is increasing
in the volatility of demand shocks and the firms’ elasticity of demand. Finally, when the
model is calibrated in relation to the U.S. economy, it prescribes a much lower frequency
of policy meetings than what is observed: FOMC should meet twice or even once a year.

The analysis below proceeds as follows. We consider a central bank in the Clarida et.
al. (1999) world that is not able (or not willing) to make a life-time commitment to a
policy rule (i.e. operates under pure discretion). As they show, even in the absence of
the Barro and Gordon(1983) natural rate problem, commitment to a simple linear rule
is welfare improving because the impact of policy decisions on private sector forecasts
improves the inflation-output variability tradeoff. To this we add that a welfare improving
commitment need not be life-time. We show that a policy of sequential announcements
of short-term commitments (although inferior to life-time commitment) is also preferred
to the discretionary outcome and for the same reason. This is discussed in section 2.

Next, in section 3 we characterize a simple policy of infrequent interventions where
the central bank vows to adjust the interest rate only every other period. Section 4
discusses model calibration. Then in section 5 we compare the simple policy of discrete
interventions with the standard case of discretion. Intuitively, a discretionary policy allows
a timely response to exogenous disturbances, but features higher output costs of reducing
inflation. On the other hand, under infrequent adjustments the central bank acts as if
under commitment every two periods, but leaves some shocks unanswered in non-meeting
months. We discuss in detail how benefits of commitment spread over to periods of central
bank’s inaction making inflation less volatile in all periods, not only when the interest
rate is adjusted. We also examine how welfare gains of this simple infrequent adjustment
policy depend on parameter values.

Finally, section 6 discusses optimal frequency of policy meetings. The choice of optimal
duration between meetings boils down to comparing gains from the ability to affect longer
term forecasts with the losses arising from longer periods of inaction. Optimal frequency

is decreasing in the length of price stickiness, the persistence of supply shocks and labor



supply elasticity, and is increasing in the volatility of demand shocks and the firms’
elasticity of demand. In the benchmark specification, chosen to relate to the U.S. economy,
it is optimal to revise the target rate twice a year. An alternative calibration suggests

even longer periods of FOMC inaction. Section 7 concludes.

2 Short-term Sequential Commitments

2.1 General Framework

To better relate to the existing New Keynesian literature, we consider a central bank in
the celebrated world of Clarida et. al. (1999),hereafter CGG99. It seeks to minimize

expected quadratic losses of the form:
1 . 2 2
Ey (L):ﬁEogﬁt (ox} + 77) (1)
The economy is described by the usual IS and Phillips curve equations:
zy = =iy — Eymi1) + By + g (2)

T = AT + BE T + uy (3)

where the two exogenous state variables u; (cost-push shifts) and g; (demand shifts)

evolve according to*:

9t = HGi—1 + Gt (4)

Uy = pUp_1 + Uy (5)

4Exact interpretation of the cost-push and demand shifts depends on the level of generality in the
underlying nonlinear model. With government spending, variable markups and technology shocks each
shift is a combination of two types of disturbances: g; incorporates government spending (as in Clarida
et. al. (1999) and shocks to the natural rate of interest (as in Woodford (1999)). Similarly, in the general
setup u; is a combination of exogenous variations in firms’ markups and shocks to productivity (as in
Ireland (2002)).



2.2 Benefits from Life-Time Commitment

CGGY9, compare optimal policies with and without commitment. In the absence of
commitment, which we will refer to as pure discretion, the central bank does not make
any future promises as to how it will adjust the interest rates in the future. Thus every
period it solves a static version of (1), taking all forecasts as given. Equilibrium then
implies an interest rate policy that always neutralizes demand shocks and makes inflation

and output react to supply shocks only:
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The outcome could be improved if the central bank were to announce and commit to a
particular policy in advance. Commitment enables the central bank to influence private
sector expectations. Such ability effectively reduces output costs of reducing inflation.
As CGGI9 show, if the central bank announces a rule of the form © = const - u;, it can
count on private sector forecasts of future inflation to be F;m; 1 = pm;. The Phillips curve

equation then becomes:
A 1

T g T

Uy’

(7)

The multiplicative constant 1_#@ captures the effects of current policy actions on ex-
pected inflation in the future. To see the importance of this term, recall from CGG99, that
under policies that neutralize demand shocks the social loss function can be represented

as a multiple of current period losses:
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where T is the policy horizon (co in their case). The modified loss function can be

maximized w.r.t. z; subject to the Phillips curve relation. The F.O.C. is:
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The term g_;rz is therefore crucial in determining inflation-output tradeoff. In the

standard case under discretion the Phillips curve is simply (3), hence g_;rz = ) and the

solution is (6). On the other hand, under life-time commitment the current period effect of

A is multiplied by the effects on all future discounted forecasts of inflation. The modified

Phillips curve (7) implies: g_;r: = %ﬁp > A. Hence, commitment reduces ceteris paribus

per unit output cost of reducing inflation by a factor of (1 — 3p). In equilibrium, we

have®:
T = —aT]’“xf
S _mut (8)
T = Fran (o

where k& =1 — (p.

2.3 Benefits from Short-term Sequential Commitments

The commitment described in the previous section was long-term (in fact, life-time). It
may be both unrealistic (e.g. because chairmen of central banks have limited terms in
office) and undesirable (e.g. in the presence of model uncertainty or because extraordinary
circumstances in the economy may require deviations from the announced rule). As an
alternative, central banks could use short-term commitments, i.e. announce policy rules
that are valid for a pre-determined period of time. Such short-term promises are also
capable of affecting private sector forecasts in periods when the commitment is valid,
although not in the long-run. Thus, we should expect it to be suboptimal relative to
life-time commitment, but preferred to a case of pure discretion.

As an example, consider a CB that announces a new commitment every other period.
Because the promise is only valid for two periods, the CB’s powers are restricted to
affecting only one period ahead forecasts. We will consider a rule that also neutralizes

demand shocks®:

) 1
iy = Yur + — gy 9)
2

5Note, that this is not a globally optimal policy under commitment, but only within a family of linear
interest rate rules that neutralize demand shocks.
6This rule is also not globally optimal. We use it to ease exposition and comparison across models.



Thus, the IS equation at the time of announcement becomes:
Ty = —p(Yuy — Eymia) + B (10)
Since the rule is valid in the next period, we have:

Tpr1 = —p(Yur1 — Er1iga) + B Tgo

Hence, the CB expects people to form the forecasts of next period’s output as follows:

Eyxy = —pypuy + 0B 0 + By = —@ypuy + for

where two period ahead forecasts (summarized in fo;) are taken by the CB as given.

Similarly, next period’s inflation forecast is:

Eymn = —Aoypuy + BE 0 + Aoy = —Apypuy + f3
Using the expressions for output forecast in the current period IS equation, we obtain:

Ty = —pyu + @ (—Apypuy + fa) — @ypur + fo

or pyu; = —mzt + fu, where fy; captures two period ahead forecasts. The Phillips

curve becomes:
Ty = )\.Tt + ﬁEtﬂ't_t,_l + Uy = )\ﬂft + ﬁ (—)wp’yput -+ f3t) + Ut =

(11)

Z)\<1+ Ty + for +uy
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The extra output term appearing in the Phillips curve represents the effect of the

current period announcement on the next period’s inflation forecast (compare to equation



7). As discussed above, the sensitivity of inflation with respect to output growth rises

by a factor of <1 + 17 f;’p +p> > 1, thus improving the Central Bank’s tradeoff relative to

pure discretion. Full solution can be expressed as:
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where ky = (1 + 1 Jw/\pp +p> < 1. To summarize, even although k; < ko (i.e. lifetime
commitment is still preferred), Central Banks that are unwilling to commit forever can
achieve a better outcome than pure discretion by offering short-term commitments to

policy rules.

3 A Policy of Infrequent Interventions

In this section we take more seriously the empirical reality that central banks seem to
be unwilling to commit to explicit policy rules. However, they make policy decisions
at specific (pre-announced) dates. We therefore consider a central bank that publicly
announces the schedule of its policy meetings but makes no other promises. Clearly, such
announcements de facto represent a promise to leave the policy unchanged between the
meetings and therefore can be viewed as a form of short-term commitment. To the extent
that such implicit promises are believable”, it then follows that the central bank should
be able to affect short-term private sector forecasts and (in light of the discussion in the
previous section) enjoy a better inflation-output variability tradeoff. A formal analysis
of such policy must weigh the benefits of short-term commitment with the costs arising

from central bank’s inaction. We do this next.

"In other words, we abstract from the possibility of frequent unscheduled meetings. This is a reasonable
assumption for major economies. For example, since 1982, only in 2001 has the FOMC had more than
eight meetings a year. As long as the probability of unscheduled meetings is small, their existence should
not affect our main results.



3.1 Effects on Short-term Forecasts

To keep things tractable, we begin with a central bank that commits to holding policy
meetings every other period. In every meeting period (denote t) it sets a new interest
rate and promises to keep it fixed for two periods®. Thus it can only affect the forecasts

of next period’s variables. In particular, the next period IS equation is:

Tp1 = — iy — Byp1mgo) + Erpa®epo + g

The private sector then forms expectations accordingly:

Eixyy = —iy + pge + ?Etﬂtﬂ + B9 = — iy + g + fi; (13)

—
e

where the monetary authority takes fj, as given due to the short-term nature of its

commitment. Similarly, expected next period inflation can be written as:

Eymi = =Xty + puy + Auge + fs (14)

where f5, = A ff; + BEimi10 = (Ap + B) Eymtiqo + AEZ1 4.
To account for the influence of the new policy on people’s forecasts, use (13) and
(14) to substitute for the expectations in (2) and (3). The modified structural equations

become:

vy =—p(iy — Eym) + By + g = (15)
= —iy + @ (= Apiy) + @ f5, — wis + [T, + @ (pue + A\pge) + pge + ¢ =

= —i; (20 + ©*N) + (A + e+ 1) g + ppue + o f5, + £

Inflation can be re-written as:

8In a sense, it behaves like a firm in a two-generational model of Taylor price setting. A fundamental
difference lies in the external effects of central bank’s actions.



T = Ay + B (=A@l + puy + Mg + f5,) +up =
= —i;(2Xp + * X2+ AB) + (N4 A+ B\ + ) g+ (16)

+ (App+ Bp+ 1) ug + (A + B) f5, + M ff,
3.2 Central Bank’s Problem

In contrast to the case of pure discretion, the policy of using short-term commitments
expands the policy horizon to two periods. At the time of interest rate adjustment the

central bank’s problem is:

max — 3 | (ax? + 77) + BE, (axf, + 77,) + F (17)

it

where F; represents expected losses beyond ¢ + 1, which are taken as given. The

constraints to the problem include the modified IS and Phillips curve at dates ¢t and ¢+ 1:

xe = —i (20 + @A) + (A + e+ 1) g + ppue + o f5, + f1) (18)

T = —it(2Ap + N + ABp) + (oA + A+ BAp + A) gi+

(19)

+ (App+ Bp+ 1) uy + (X + B) f5, + A ff,
Tep1 = —p(it — Ery1mo) + BTy + g (20)
T4l = A1 + BBt Tego + Ui (21)

where E; 1m0 and Eyi 1240 can not be manipulated by the Central Bank in the
absence of commitment beyond period ¢ + 1. Inserting the constraints into the objective

function and maximizing w.r.t. 7, yields the following F.O.C.:

% 87& 87Tt+1 31t+1 .
al‘t 6it + B’Lt + 6Et (Oéxt_i_l 8@ + +1 8£Et+1 81t+1 - O

a2+ X))z + A2+ A+ B)m = =B (k241 + AEyT4) (22)
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Thus, the optimal policy under infrequent interventions tries to achieve a balance between
both current and next period inflation and output®. A complete solution to the problem
requires describing the equilibrium outcomes in periods of interest rate adjustment and
when the interest rate is not adjusted. Here we’ll describe the solution in general terms!®.

In periods of intervention, the equilibrium is described by (18), (19), and (22).

We solve for an optimal policy of the form:

yt = Det (23)

where y; = [z, ™)', and e; = [g¢, u;]' . To obtain the solution, we can first substitute
the interest rate out using one of the equations. Next, note that since at ¢ 4+ 2 the central
bank faces exactly the same problem as in (17)-(21), rational expectations equilibrium
requires Eyys, o = DP%e;, where P is a diagonal matrix with persistence parameters (u
and p) on the diagonal. Using this forecasting rule and (23) leaves us with a deterministic
system of 4 linear equations in unknown coefficients of D which is straightforward to
solvell.

At time t + 1, when the CB rests, equilibrium is described by:

Ter1 = —o(i — Erp1migo) + Er1®eie + Gra (24)

Tir1 = A1 + BB T + U (25)

where the expectations F; im0 and 1240 must be consistent with the way the
CB is expected to adjust interest rates, i.e. Fy 1910 = DPe;yq.

We use the unconditional expectation of the loss function (1) to measure social

9Note, that in the absence of next period considerations (3 = 0) , the optimality condition reduces
to the standard solution without commitment as in (6).

10A complete solution is provided in Appendix A.

HNote, that unlike the case of pure discretion, matrix D will generally not have zeros in the first
column. This is because with interest rate being fixed for two periods, it is no longer optimal to neutralize
demand shocks at the time of adjustment. Instead, a policy of minimizing the average effects of demand
and supply shocks over two periods is preferred.

11



loss. For the case of infrequent interventions welfare costs can be expressed as:

0.5

E(L%) = =3

(0.5E (L%™) + 0.5E (L™))
where E (Ld“) and F (Ld") represent unconditional expectations of losses in times of

adjustments and inaction, respectively (see Appendix A).

Under pure discretion, expected losses are straightforward to compute from (6)%:

2 9

2 __ A 94
Ba® = [/\2-5-04(1—69)} 1—p?

Er? = = ¢
t Mta(1-6p) | 1-p?

E (L) = % (aEx? + En?)
4 Choice of Parameter Values

Our choice of parameter values is guided by micro-foundations behind the model. The IS
equation is derived from the consumption Euler equation, where ¢ is the inter-temporal
elasticity of substitution (%) The plausible range of o suggested in the literature, lies
between 1 (log utility) and 2. In the benchmark model we use an average: ¢ = 0.67
(0 = 1.5). We choose = 0.997 since the focus is on monthly frequency. The Phillips
curve is commonly derived from Calvo pricing equation (see Appendix C), which restricts

A as follows:

A:(l_ﬁe)(l_e) (U—f—ﬂ) (26)

0 U]
where 6 is the probability that a firm will not change its price in any given period, n

is the weight of labor in the Cobb-Douglas production function, ¥ is the inverse of the

Frisch elasticity of labor supply. Common assumptions in the literature, suggest 6 = %

and n = % There is little agreement regarding the appropriate value of labor supply
elasticity. We use a high value of elasticity (¢ = 0.2), as prescribed by Prescott (2003)

and used in Rotemberg and Woodford (1992, 1997) and Gali et. al. (2003). The weight

12Tn some of our experiments we report welfare results under the simple life-time commitment policy
in eq. (8). Values of the loss function there were computed similarly as for the case of pure discretion.
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of output in the loss function can be expressed as follows 3:

A

o =

(27)

where ¢ is the demand elasticity. We set the latter at 6, which implies steady state
markup over marginal costs of 20%.

Innovations to cost and demand shifts are assumed uncorrelated with standard devi-
ations of: o5 = 0; = 0.001. Finally, the persistence parameters are: p = p = 0.8. In

section 6 we consider an alternative calibration of the stochastic processes.

5 Discreteness vs. Discretion

In general, the desirability of a policy of infrequent interventions depends on the size of the
gains from short-term commitment relative to losses arising from the inability to respond
to exogenous shocks in a timely fashion. In the benchmark model welfare loss under the
discrete adjustment policy (0.0045) is smaller than under period by period adjustment
with discretion (0.0053) . In this section we explain the reasons for the welfare gain as

well as its determinants.

5.1 Why less is more

We begin our explanation by examining in detail the responses of output and inflation
under the two policies. In the benchmark model the solution for equilibrium in times of

adjustments (eq. (23)) is:

! 0.0445 —23.0357 9t
= (28)
md —0.0009  2.8620 w

Under pure discretion the variables in all periods evolve according to:

13Wodford (2003), chapter 6, proposition 6.2.
14As a reference point, the loss under a simple life-time commitment (eq. 8) is 0.0031.
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e 0.0000 —19.3301 o
= (29)
e 0.0000  3.2217 w

First, consider the response to cost-push shocks in times of adjustments (second column
of each coefficient matrix). Note that under the discrete adjustments policy inflation
responds by less and output responds by more to supply shocks. This is a result of two
effects. First is the 'substitution effect’ of lower output costs of reducing inflation: the
central bank tries to ”buy” more of inflation reduction at the expense of output!®. As a
result, under infrequent interventions a 1% positive cost-push shock generates a ’saving’
of 0.35% in inflation. Second is the presence of demand shocks. Since the policy has to
react to demand shocks, it does so at the expense of output, resulting in a larger response
of output.

Next we examine periods of central bank’s inaction. On the surface level, an
easy way to examine volatility of inflation and output is to simulate the model and
examine period-by-period differences in absolute deviations of inflation and output under
the two policies. Figure 1 displays the resulting series. The left panel indicates that with

Figure 1: Model Simulation: Absolute Deviations of Inflation and Output(left panel:
(| 7Tdiscretion | . | 7.(.discrete |)7 I'lght panel: (| xdiscretion ’ - | xdiscrete |))

10

x10™ 0.01
T T T T T T T T T T

1

]

-

1
kl

l|i ! 7 0.005 Periods of Intervention ;

1
i

Lo i mglllmugl;u 1

1 |I,
Wl oy ' Y

\
1
1
| N
l
l

1 ‘l
1 i
;

-
—

i
‘ 1
' [ 1
1 [ 1
! ! R - 1
R R [ -0.005F ! i
1 “ ! 1yl v
1
1
S
]

! \ \,
] ~ N,
IIII IIII III IIIII"II I ooty
AR EEEEENLUEEEEEENdAE N

Periods of Intervention

|
L "
!

1

1
|
l
l
1

|

|
1
1 '
|

) 1
i 1
| 1 1

[ 1 i
I | 1
1 1 1
1 1 1
|

1

1 1
1 i
[l 1

1 1

1 !
1 1
' £

]
» j !
[ 1

2 L L L L L I I I I I ~0.015 L L L L L L I I I I
5 10 15 20 25 30 35 40 45 50 5 10 15 20 25 30 35 40 45 50

infrequent interventions volatility of inflation is smaller in all periods, including periods

of inaction. The explanation of this comes from the forward looking nature of the model.

15CGGY9 also make this point.
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From equation (28) it follows that rational agents expect aggressive stabilization in periods
of intervention. Hence, in contrast to pure discretion, inflationary effects of supply shocks
arriving in periods of inaction are not expected to persist for too long. Lower inflationary
expectations, in turn, mute the effects of cost-push shocks and contain inflation itself.

A more illuminating illustration of this extra kick from commitment can be constructed
directly from equations (28) and (29). Suppose the economy is initially in the steady
state (all variables equal zero) when a 1% cost-push shock arrives. Suppose also that the
central bank happened to rest at the time of shock arrival. Under pure discretion (see
(29)) inflation and output change by 3.22% and —19.33% respectively. The response of
inflation under the infrequent adjustment policy can be obtained by combining (24) and

(25) with rational forecasts:

5 x§l+1 0.0445 —23.0357 0.8 0 0.00
t p—
7Tg+1 —0.0009  2.8620 0 0.8 0.01
Expected output is Fyxr; 1 = —0.1843. Similarly, expected inflation is: Eym 1 =

0.0229. From (24) and since i; = 4,1 = 0, we can obtain output:

= ¢ -0.0229 — 0.1843 = —0.1690 or — 16.9%.

Inflation’s response follows from (25):

m = —0.1690 - A + 3 - 0.0229 4+ 0.01 = 0.0298 or 2.98%.

Thus, while in periods of adjustments inflation is made less volatile at the expense
of output, in periods of inaction both inflation and output can be made less sensitive to
supply shocks. To this end, we can conclude that in a world without demand shocks,
the policy of infrequent interventions would result in: i) lower volatility of inflation in all
periods; ii) higher and lower volatility of output in, respectively, periods of intervention

and inaction.

16The benchmark calibration implies that A and « are respectively 0.018 and 0.003.
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Figure 2: Comparison of Policies: Role of Shock Volatility
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5.2 Role of Demand Shocks

Next, we consider the effects if demand shocks. The first column of the coefficient matrix
(eq. 28) suggests that they are less important both in periods of adjustment and (in
light of the discussion above) inaction. One confirmation of this is obtained by comparing
the prediction of the previous paragraph with Figure 1. Clearly, deviations from the
prediction are small and rare, and more so in case of inflation. Another illustration is
provides in Figure 2, which plots social losses for various standard deviations of exogenous
innovations. The left panel, suggests that for the central bank to choose discretion over
discreteness in the benchmark model, the standard deviation of demand shocks must be

50 times larger than the standard deviation of the supply shocks. On the other hand,
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the right panel confirms increasing desirability of the infrequent interventions policy when

cost-push shocks are very volatile.

Figure 4: Model Simulation
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5.3 Persistence of Supply Shocks

As is evident from Figure 3, desirability of infrequent interventions is increasing in the
persistence of cost-push shocks!”. Intuitively, the more persistent they are, the greater is
the pre-determined component of conditional short-term forecasts of inflation and output,
which, in turn, raises the importance of the central bank’s ability to affect those forecasts.
A straightforward way to see this is to examine the simple commitment rules of section
1 (equations (8) and (12)). Note that both k; and ks reduce to unity when p = 0, and

are larger when it is large. Hence, gains from commitment are increasing in p = 0. In the

I"Persistence of g; was not found to affect ranking of the policies.
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Figure 5: Comparison of Policies: Role of Price Stickiness

x107°
9
= Infrequent Adjustment j
sl | = Adjust. Every Period, Discretion PR
== Adjust. Every Period, Life-Time Commitment PR
v -’ -
Rd
7+ P ’ 4
.
-~
c ka
Q6 Ka B
46 ‘/
5 4
[ ',’
& 51 ‘,\ B
S .
o R
sS4 K4 =
— ’
S) ’”
g ’
<3 K4 b
> .
\i\
.
2 , B
\,\
~/
.
1+ . i
\/.
0 1 1 1 1 1 1 1 1
2 4 6 8 10 12 14 16 18 20

Length of Average Price Stickiness (Months)

benchmark model with infrequent interventions, when p is roughly less than 0.17, benefits
from commitment are not sufficient to outweigh the effects of demand shocks. However,
this threshold is far below what is empirically plausible.

As a summary of the previous discussion, Figure 4 displays simulated inflation and
output series under the two policies. We see that, as predicted, the policy of discrete
interventions achieves a more stable inflation and a slightly less stable output . Next

we examine how the two policies perform with variations in other parameters.

5.4 The Role of Price Stickiness

Duration of average price stickiness in the Calvo model is determined by the firms’ prob-
ability of not adjusting their prices (dumtion = ﬁ) Thus, longer price stickiness de-
creases A (see eq. 26), resulting in i) smaller sensitivity of inflation to output fluctuations
(hence smaller effect of demand shocks on inflation); and ii) lesser weight of output in
the social loss function (see eq. 27). In light of the discussion above, both effects work to

increase the desirability of a discrete adjustment policy (see Figure 5).

BDifferences between the two policies will become more evident in section 6 when we solve for the
optimal frequency of policy meetings
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Figure 6: Comparison of Policies: Role of Labor Supply Elasticity
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5.5 Labor Supply Elasticity

Perhaps the most controversial parameter in macroeconomics is the elasticity of labor
supply, %. Most empirical estimates based on micro level data suggest more realistic
values of elasticity in the range of near zero to 0.5 (See, for example, Altonji (1986) or
Domeij and Floden (2002)). On the other hand, most of the macro literature suggests
quite the opposite (e.g. Woodford and Rotemberg (1992)). Prescott (2003) argues that
a highly elastic labor supply is more plausible to account for cross-country variations in
labor effort. In the context of our model, when labor is inelastic (high 1), firms marginal
cost schedules are very steep, which raises the impact of exogenous shocks on inflation
and makes output stability a priority. The opposite is true when labor supply is highly
elastic. Figure (6) suggests that discrete adjustment policy is preferred when elasticity is

greater than roughly 0.03, which is plausible from both camps’ perspectives.

6 Optimal Frequency of Interventions

Next, we seek to characterize the optimal frequency of interventions. This is done in
two steps. First we develop a solution to a more general model where the central bank

revises the interest rate every T 4 1 periods'®. Then we choose optimal T based on

19The solution is provided in Appendix B.
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expected social losses. Figure 7 plots values of the social loss function for various 7T in the
benchmark model. The optimal frequency of policy meetings is twice a year (T = 5)%.
Under optimal frequency of adjustments the value of the loss function reduces to 0.0034
and is much closer to the case of simple commitment than under the previous section’s

policy. To further illustrate gains from moving to the optimal frequency of adjustments,

Figure 7: Social Losses and Frequency of Interventions
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Figure 8 presents simulated series under the optimal frequency of interventions. It shows
that choosing the frequency of meetings optimally can achieve sizable gains in stabilizing
inflation (compare with Figure 4). Another observation is that interest rate movements are
significantly smoother. This is interesting in light of the recent evidence on interest rate
smoothing in developed countries. Smoothness in this model stems in part from lengthier
duration of interest fixity and in part from the central bank’s ability to affect longer-
term forecasts. The latter is related to Woodford (1999)’s arguments for interest rate
smoothing: when monetary authority can affect longer term forecasts, it takes a smaller
change in interest rates to achieve the desired effect on output and inflation. Finally,
Figure 9 explores how the optimal time between policy interventions varies with model

parameters. Interpretation there is directly related to the discussion in previous sections.

2ONote, that our solution restricts T to integers only. One option to approximate a more general
solution is to use a polynomial fit based on Figure 7. See e.g. Miranda and Fackler (2002).
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Figure 8: Model Simulation Under Optimal Frequency of Adjustments
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Factors that decrease A\ (see eq. 26) tend to raise benefits of infrequent interventions and
imply longer durations of inaction (the reasons are the same as in section 5.3). Similarly,
more persistent supply shocks raise the importance of longer term forecasts and increase
the optimal duration between meetings. Interestingly, with higher persistence, optimal
length of inaction rises exponentially. Finally, higher volatility of demand shocks relative
to supply shocks raises expected losses from inaction and works to increase the desirable

frequency of monetary policy meetings.

6.1 How Often Should the FOMC Meet?

Most parameters used in calibrating the benchmark model are commonly used in relation
to the U.S. economy. Since many of them are a source of disagreements, we consider

5 months as a conservative estimate of the optimal duration between FOMC meetings
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Figure 9: Optimal Frequency of Adjustment and Parameter Values
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and examine how this policy prescription changes with key parameters. Most important
parameters are those, describing the stochastic processes of demand and supply shocks.
Ireland (2002) estimates these based on the U.S. post-WWII data. The principal difference
between his estimates and our benchmark model is higher persistence of both shocks?! in
the range of 0.95-0.96. High persistence is quite plausible, especially in the short-run 2.
Second we take a middle ground with respect to labor supply elasticity and set ¥ = 1,
instead of 0.2. Finally, disagreements exist about the exact interpretation of the average
length of price stickiness in the Calvo model about the value of its empirical counterpart.
Therefore, we examine optimal duration between policy meetings as a function of the price
stickiness in the Calvo model. The result estimate is presented in Figure 10. Assuming
the duration of 6 and 12 months in the Calvo model as boundaries of plausibility our
alternative calibration suggests that the FOMC should roughly meet between twice and

once a year.

2reland (2002) estimates a system, that matches (2) - (5) combined with a Taylor-type rule describing
monetary policy. The analogue of the demand shock follows AR(1) with a persistence parameter of 0.9590
and a standard deviation of innovations of 0.001. The supply shock analogue is a linear combination of
productivity and markup variations, both assumed uncorrelated. The translation to our model implies
that the process for u; can be approximately described by p = 0.9586, and o5 = 0.0021.

22Referring to Figure 9, such persistence implies that the FOMC should meet roughly once a year
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Figure 10: Optimal Duration Between FOMC Meetings:
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7 Conclusion

In this paper we have examined the issue of optimal frequency of monetary policy meet-
ings. Viewing infrequent adjustment of monetary policy as simple short-term sequential
commitments, we showed that it is preferred to period by period adjustment under dis-
cretion. Crucial in our argument is the finding that benefits from commitment spread
to periods of central bank’s inaction. This happens because expectations of aggressive
inflation stabilization at the time of policy adjustment contain inflation and mute effects
of exogenous shocks in times when the central bank rests. In addition we have provided
a solution for the optimal frequency of policy meetings. For most sensible parameters
describing the U.S. economy, the model prescribes holding FOMC meetings twice a year
or less.

The analysis in the paper suggests several directions for fruitful research. First, in light
of Fuhrer (1997) and Mankiw and Reis (2002), it would be interesting to examine optimal
frequency of policy decisions in an environment with the presence of backward-looking
agents.

Second, one of the real world determinants of frequency of policy meetings is uncer-
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tainty faced by the central bank itself. Parameter and model uncertainty on one hand
raises the attractiveness of short-term relative to life-time commitments. On the other
hand, it is likely to call for more frequent interventions. A complete analysis of these
issues would certainly increase our understanding of the proper policy design.

Thirdly, central banks around world use targets at different horizons. The exact
horizon of the target is likely to affect optimal frequency of policy meetings.

Fourth, our analysis could be extended by explicitly introducing emergency /unscheduled
meetings. Their presence is likely to lower inflationary expectations, requiring less sched-
uled meetings.

Fifth, the Federal Reserve uses often uses additional tools in affecting private sector
expectations, such as bias announcements??. Private sector and the media perceive bias
announcements as indications of future policy changes. The latter clearly gives the Fed
an extra leverage in influencing private sector forecasts.

Many more extensions are possible.

ZConley, Dupor and Mirzoev (2004) discuss the usefulness of bias announcements in the estimation of
monetary policy rules.
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A Equilibrium in the Model with Interventions Ev-
ery Other Period

Here we describe how the optimal policy and equilibrium conditions were solved for under a policy
adjusting the interest rate every other period. The solution here corresponds to a slightly more general
case, where the loss function in equation (1) also has an interest rate stabilization term wi;. When w = 0

the solution corresponds to the model in section 3.

A.1 Periods of Central Bank Intervention

The equilibrium in periods when the Central Bank adjusts the target rate is described by four equations:

a (24N x + A2+ X+ B)m + g (14 B)ir = -0 (aEixis1 + AEimi41) (30)
= —@(it — Eymogr) + By + g (31)

e = Axy + BBy + ug (32)

Eizip1 = —pis + pEymiys + Erteo + pge (33)

By = —Apir + (A + B) Etmtera + AE g2 + pus + Auge (34)

First we reduce the system by substituting one period ahead forecasts into current period equilibrium

equations. This yields:

a2+ Nz + A2+ A+ B)m = B (a+A) i+ 2 (1+ B) iy =

2 2 2 (35)
=-0 (0“,0 +pA° + )\5) Eymiyo — 3 (/\ + Oé) Eyxiro — pABuy — afuge — A Bugt
T +irp 2+ 9N = (Ap+ B8+ 1) Eymipa + (Ao + 1) Eyzpga+ (36)
+ (A +p+1) g + opur
T — Ay + BApiy = (AByp + B%) Eymiqo + BAE @40 + (Bp + 1) wy + BAng: (37)

Next, since expectations of i; do not appear in the system, we can substitute the interest rate out.
The last equation implies:
1 p

. 1 1
iy = _Tgo)\ﬂ—t + @xt + Eymiqo (1 + W) + ;Etxt+2 +

The system becomes two-dimensional:

Bp+1 7

By ¢ BeX ¢ ©

a+pha =2+ BB gy g (204 oA 4 BA+ 020 L)y — (14 9) 2Ly,
35 = (1+8) 2 (1+ 5)) Bemeso — 222 Bmen + (o +X2) 28 — pAB— (14 8) 2250 ) s

Mzgth - 2;1“”” = (“P - 2%) Eymiys — Eywygo + (1 — p) g + <<PP —(2+¢A) "Zﬁl) Ut (40)

It can be represented as:
Ay = BE; (yi+2) + Cey

err1 = Pey + €1
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where y; = [z, )" and e; = [g¢, us]’. We are looking for the solution of the type: y; = Dey,so that

By = DP?e,. Insert the solution into the system:
ADe, = BDP?¢, + Ce,
Thus the matrix of coefficients D must satisfy:

AD — BDP? —C =0 (41)

Be ¢
B2+ 0 24N

8
w=| ") P2= e 02 ;D = e ;
Tt 0 P d/& d4

atpra— 4+ H2L (204N 4 pr+ 2R L)
where the matrices are: A = ( v 4 b A pex @ ;

I3

148 w 2« w )

B=<_%"v FE-0+0 (1+5)) :
1 —p—2%

oo ~aEaEE (@) B g2 ) |
1—p pp— (2+ @A) 2512

The full equation is:

atpra— N+ Lle (N4 gy o - L)

B+2+Ae 242 )
o

_<—1$:B(ﬁzi—<1+mw(1+£))ﬁj<dl d)( > 0 >: )
-1 —(pf?g ds da 0 ,02

<_(1+ﬂ)$fi (<a+v>%“—pw—<1+ﬁ>z%p5))
1—p pp— (24 A

To save space, denote:
2
a1 = a+pla— N4+ S8, = (2)\+<p)\2+6)\+ atd _ %g);

as = 764_25_)\99;0,4 = —2_};?@;
=220, = (- (1492 (1+ 5));

by = —1; by = —p — 25
cr=—(1+8) 28 cp = ((a+22) 2L — pAB — (14 8) 2251 )

e’

cs=1—pica=p— (2+¢X) 255,

hi = (a1 — byp?); ha = (az — byp?)
hs = (a3 — byp®); ha = (as — byp?)
hs = (a1 — b1p?); he = (a2 — ba2p?)

hr = (az — bgp?); hg = (ag — bsp?)
Then the system becomes:

hidy + haods = cq; hady + hads = c3;

(43)
hsdo + hgds = co; hrdo + hgds = cq4.
The solution is:
dy = taci—cahs . do = —hsca—cahe .
1 —hzha+hahy? 2 —h7he+hsghs’ (44)
da = — —hicstcihs . ds = hsca—cahr
3 = T Thahothahi® 4= Thrhothshs

Finally, using the solution we can re-write the interest rate equation as follows:
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_ 1 1 1 +1
iy = (—W\m + %l‘t + Eymigo (1 + Sf)\> + ;Etxt-m + %Ut + th> = (45)

1 A ! !
( e )yt+<1 )Et’yt+2+<5f+1>€t
T BeX BoX
1 A Vi !
= % D DP?
1 e + 1 8 e; + Bp+1 et
T Bex T X Box

A.2 Periods of Non-Adjustment

=

€ |~
5
sl= Sl

3 6=

In periods of non-adjustment the equilibrium is described by:

vy = —p(it-1 — Eymeer) + Eyrey + g (46)
T — )\EEt = ﬁEtT{'tJrl =+ uy (47)

Note, that the expectations Eymi4q1 and Eyxiq1 must be consistent with the way the CB is expected
to adjust interest rates, rather than with the interest rate being fixed. Hence, they must satisfy Eyy; 41 =
DPe;, where D matrix has been solved for in the previous section. The values of z; and 7; are therefore

straightforward to compute.

A.3 Solution for the Social Loss Under Discrete Interventions

Since half of the time the interest rate is left unadjusted, its unconditional variance is the same in both
periods. However, unconditional variances of inflation and output are different in the two periods. We
decompose the total social loss under the proposed policy into three parts: losses due to output and

inflation in the two types of periods and the interest rate component:

(E (L) + E (L™)) + ﬂwE (r?) (48)

E(L%) = =3

N | =

where F (Ld“) and £ (Ld") are respectively expected losses in periods of adjustment and in periods

when the Central Bank rests.

A.3.1 Losses In Periods of Interventions

When the CB adjusts the interest rate equilibrium variables evolve as:

xga = dius + dage

(49)
T = dyuy + dag
Since the two shocks are assumed uncorrelated, we have:
0.5 d? d2 d? d?
da) _ 1 2 2 2 3 2 4 2
B =15 [Oé(l—/ﬂa‘?+ 1—p2%) Rl (50)

A.3.2 Losses In Periods of Non-Adjustment

To describe social losses in periods of non-adjustment, re-write the interest rate in (29) as:

it = \Ilet
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1 !/ 1 !/ !
Where\Il:<_Wl>D+<1+“’B>DP2+<B 1).
BepA ©A B

Next, re-write the IS equation as:

/ /
1 1
xy = —pWPer_1 + ( ) DPe; + ( 0 > et = —pVe_q1 + Dey
4

Hence:
Ex? = (—p0) Q (W) + 0P’ — 20U’ (51)

where  is the matrix of unconditional variances and ¥ is the covariance matrix of [e;—1, €] :

0= 1*1/»020?7 0

Y — fuz 03 0
B 0 L g2
1—p2~a

Finally, the Phillips curve can be represented as:

=

!
0
Ty = ATy + ﬂEtﬂ't—i-l + U = —)\(p\IIBt_l + ()\(p + ( 1 ) (5DP+ 12x2)> et

=T

The variance of inflation is:
Er? = (=X\p®) Q (=Ap0) + Tl — 200U (52)

Hence, expected losses in periods of non-adjustment can be expressed as:

E (L) = 0'5{04 [(—p0) Q (—T) + 2QP' — 20TEP'] +

1-p
(53)
+ (=2 ®) Q (= Ap¥) +TQIY — 2)@\1/21“’}
Finally, the interest rate variability is:
Er? = vQv’ (54)
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B Solution to a Problem with Arbitrary Frequency

of Interventions

Now we assume that the Central Bank fixes the interest rate at ¢ until some future date ¢ + 7. The logic
of the solution is the same as for 7" = 1. First we would like to eliminate all endogenous forecasts until
date t + T to understand the full impact of such policy.

B.1 Impact of Interest Rate on Future Output and Inflation

Since the forecasts beyond date ¢ + 7T when the commitment expires are taken by the CB as given, at
date t + T we have:

aEtxtJrT 5Et77t+T aEt$t+T
— = —; and =A =—=A
i 4 i i 4
At date T'— 1 the impact is:
6Et1g;t_T_1 _ _@;;3 3E§Z:+T + 8Eta7;:+T _
= v+ T (L4 eA);
and:
8Et7ét;t»T—l _ AaEt‘gtii»T—l +)\ﬁaE§;§:+T
Continuing in this fashion and noting that dEé# = dg% = BJ and % = 895% = By,
T > j > 0 we can see that the impact can be expressed in a recursive form:
T
Bf = —p+ Bj, +Ap kZ_jl BEIBY
(55)
T
BT =\ kX_:Oﬁ B, = A\Bj + BB},
for any j € [0,T) and for j = T, the impact is
T = — i and e = —Ap (56)
B.2 First Order Condition
Then, the Central Bank’s first order condition can be expressed as:
T
B B (omweBEy; +mi BTy ;) =0 (57)
j=0

To solve for the equilibrium we perform repeated substitutions to express each Eix:;; and Fymyy;,
j €10, T] above as a function of the current period interest rate and the variables which the Central Bank
takes as given: exogenous states u; and g; and time ¢ + T 4 1 forecasts of inflation and output. Each

forecast in the equation above can be represented as:
Et'rt+j = Bj:n’l,t + A‘?IEtIt_FT_’,l + A;:WEtﬂ't_;'_TJ,_l + Af;ggt + A;?“ut (58)

Etﬂ'j = Bjﬂlt + A;mEt$t+T+1 + A;WEtWt+T+1 + A;g‘gt —|— A;r“’ut (59)
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where coefficients B and A are constants. In the same way as we derived the coefficients on i; is

possible to show that other coefficients can be computed recursively as follows:

Expected Inflation:

T—j .
AT = AT e B AT o

T—j ) T—j )
ATT = ) I;O BFATT, + BT = XNATT + A3 ;;1 prErAST, T

Expected output:

Demand Shocks:

Cost-Push Shocks:

for any j € [0,T)

and for j

A

A

A

A

T—j
A5 = A5+ 0 X AUIATE,

T3
AT =25 BFATT, = NAZ® 4 BATE

T—j
g _ J zg k—1 AZg
AT = W+ AT A X B ATE,

T—j .

g __ zg

AT =\ Y A,
k=0

A5 = ATH + AT

ATv = NATE 4 BATY 4 p

= T the initial values are:

T = 5 and AT =B+ Ao
Hr=1 and ATEn = A

hr = T and Al = T
trr =0; and Ari = pT

B.3 Equilibrium in Period of Adjustment

So far we have:

As before, we guess that at time t the response of inflation and output takes the form:

So that:

Et’ﬂ't+]‘

¢ J T T Et$t+j
Z;)ﬂ- (aB; B7) =0
pm

Tt Ut
Eiriyri _ ppr+i| 9
Eymiyria Ut
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It follows that:
E i B?
t Lt _ b i+ A 9t (67)
Et’/TH»j B-;'r Ut

where:
ATr AT AT Az
(e () )
Aj' Aj Aj Aj
EA1]‘ EAZj

The first order condition becomes:
2 d g
1’ ™ ; j T T t _
S oo 057 [ [ S (o )] ()=
We can express the optimal interest rate as:
-1 .
x m\2 j T T gt
Zﬁﬂ( + (BY) ) : Zﬂﬂ(aBj B’ )Aj <ut ) (69)

EC1

iy = Cy - (AsDPTH 4 A,) ( ot ) o)

Ut

where

A3 = zT:ﬁ] ( OéBJI B;r )Alj
7=0
T
A4iZﬂj( OLBJI B;T )Agj
7=0

To solve for equilibrium in periods when the interest rate is adjusted, we combine the previous

equation with forecast equation when j = 02
BI
D7 )= 7t Ji+a,| ”
Ut BZT Ut
———
Bg

Hence, D must satisfy:

D = B{C, - (AsDP" 1 + A4) + (A, DPTT! + Ay))

or:
D — (B¥C A3 + Ay, )DPT = B¥C1 Ay + Ay,
N—— N———
503

ECQ

This is a system of 4 linear equations in coefficients of D which are straightforward to solve

B.4 Equilibrium in Periods of Non-Adjustment

Ay = A, DPTH + Ay,
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In periods when the interest rate is fixed (0 < j < T'), equilibrium is described by:
Tij = =Pl + ErjTejin + BTt + ity (71)

T = Ayqj + BB jTigji1 + Uy (72)

with T > j > 0. These equations can be also expressed as:

. G+ Ut

Tiyj = B;':Zt + A?wEt+j£L't+T+1 + A;ﬂEt+j7Tt+T+1 + A;EQT]J + Afupij] (73)
. gt+j Ut 5

Tt4j = B;-Tlt + A;rmEt+jI’t+T+1 + A;'TWEtJ'_]’TrtJ,_T_‘_l + A;gT]J + A;"upijj (74)

where the forecasts of (¢t + 7'+ 1) variables must be consistent with interest rate adjustment policy:
B ivipm1 _ ppT+i—i [ 9t+i
Eiyjmiyria Uty

/
Solution for the interest rate can be expressed as i; = Ve;, where e; = ( Jitj  Utyj ) .

Collecting terms, we obtain:

( Tty ) = ( gi > We, + [AUDPT+173‘ + Ay (Pj)il} €ttj

Tt45 j
B?*
J

Coj = Ay DPTH177 4 Ay (P) ™

Let:

Hence:

T
( tﬂ ) = Csjer + Cojer

Tt4j
Unconditional variances can be expressed as:

Ea}y ;= (5, V) Q(e5, %) + (cojy) Q(cesn) + 2 (c55, ¥) 5 (cg5,) (75)

En}y ;= (55, %) Q2 (c55, %) + (co5,) 2 (cosn) + 2 (55, ¥) 5 (o)’ (76)

where c5;, and cs;, are first and second elements of C5;, csj, and cgj, are rows of Cgj, €2 is uncondi-

tional covariance matrix of e, and X, is the unconditional correlation matrix E(e e+ ;).
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C Derivation of the New Keynesian Phillips Curve

under Calvo Pricing

The derivation below is available in many places (the most complete source is Woodford (2003)). We
reproduce it below for mere convenience of the reader.
Firms under Calvo pricing face a fixed probability 6 of not adjusting prices every period. Firms who

get to set new prices face the following problem:

—q
— MCiyj ( Pt
maX Z 9 Qt+] Pt+] J ( ’Pzt-‘rj TLOt+] (77)
disc. factor
Yt’ij (real demand)
FOC:
> 1 4 MQ+ d
PitEtz;thHP v = Etzﬁ’ Qrr; Jytﬂ (78)
J

The first order condition can be loglinearized using a general principle that E;f(zi41) =~ & - f/(Z) -

ag
Ey (#441) . If fims are owned by the consumers, then the discount factor is: Q¢y; = 3/ (C“’J ) . However,

(Ct)a P, can be taken out of the expectations operator and will cancel on both sides of the FOC. Hence,

the summation term on the LHS becomes:

S0 08 (Coag) ™ Yirgple = {0+ 098 (Coag) ™" 5 Yo+ p =
{ + 07 3IQY (—ocry; — pitj + Yas) + } =

=YC P 2 0B (—ocij — peaj + Yivg)

The total LHS can be expressed as:

Py Z;io 077 (CtJrj)ﬂ7 Yitj %ﬂ- =

(79)
(PYC=oP71) {11m9ﬁit T30 0 (—0lyj — Py + Yt+j)}~
The RHS similarly is:

T B0 0057 (Crag) ™" M gy = {098 (Cuay) ™ MY o =

- R (30)
= (131{ + 60767 - MC - Ciapfl(fdcﬂ_j — De+j + MCH.]' + Yt.t,_j) + })
Combining the two sides, and noting that in the steady state _“7 MC = P;:

b= (1= BB 0/5 (MCyy) (81)

=0
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or:
Pit = (1 — ,6’9)]\/4-63 + BOE: (Pit+1) (82)

This is the dynamics of the Home reset price. Recall, that the Home price index follows:

Py = 0Py + (1 = 0)pis
N (83)

A 1 - 0 A 0 (s = A
Dit = 725Dt — 7=gPt—1 = 19 (pt _pt—l) + D:

Plug back into pricing equation:

I R — 0 . R R
138 (e = Dr1) + Dy = (1= BOMC, + BOE; (1_9 (Des1 — Pr) +Pt+1)

Bring p, to the right side and add and subtract 86p,

0 — 0
1_g™ ™ (1-p0) (Mct *ﬁt) + BOE; (1_9 (ﬁt-«-l *ﬁt) + Diy1 ﬁt)
We get:
—80)(1—0) /—
T, = % (Mct—ﬁt) + BE, (th) (84)

Finally, define deviations of the real marginal costs from the steady state as: mey4; = ]\//[\C't+j — Diyj-
Then:
Ty = 577’/.1\Ct + /BEf (7Tt+1) (85)

w. The forward looking Phillips curve is obtained by introducing technology and

where § =
consumer preferences. We’ll assume Cobb-Dublas technology and that capital is fixed in the short-run

(normalized to equal 1). The production function then exhibits decreasing returns to scale:
ye(i) = ALY, n<1

Hence, the cost function can be written as:

11

Costy (i) = WA, "y, (i)

Real marginal costs become:
1 1-7

. 1 -1 1=n
me(i) = Etht Ty, " (4)

Real wage is defined from the labor supply condition in the consumer problem:

We’ll parametrize the utility of a consumer employed in sector i as:

Ci 7 L)
1-0 1+

u(Cy, L (i) =
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and impose equilibrium conditions: Y = C, and y(i) = AL"(i). Marginal costs become:

53

N lyt() -L =m0
ma(i) = 2 AT, T )
t

Loglinearizing and averaging across firms:

_ 1- 9 1.
me; = <0+77+) xe — — A,
n n

Finally, combine this with the inflation equation derived earlier and label the cost push shock as

Up = — LA, 25 The result is:
i

T = Azy + BE; (mp) +w (86)

n

25Note: many also assume that markups are stochastic. In that case u; would be a linear combination
of shocks to markups and productivity (see Ireland (2002))
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