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Introduction

o Central Bank may have superior information (Berkelmans 2007)
o Private sector cannot distinguish between types of shocks

@ Optimal monetary policy
e Actions reveal information

o Policy stabilizes shocks
@ Policy reveals information and may destabilize expectations

e Optimal policy may be ‘passive’
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Ehye New Hork Eimes

January23,2008

Fed’s[ActionStems[Sell [OffihWorld
Markets

By EDMUNDI.ANDREWS

WASHINGTON —[The[Bederal[Reserve, lcbnfronted by [deepening
paniclin[globalfnancial mharkets[aboutalpbssible récession i fhe
United[Skates, struck Backoh Muesday mhorning Whith fhe biggestane [
day[réduction [of fhterestrhteslah récord lahd [at [8ast fémporarily
stopped [alvertigofhducing plungelih[stockplrices....

...Fed[officialslclearlyMoped fhat[albbld Ehd [decisive [akt ould [chlm
investorslahd réstorelcbnfidencelit [cteditmharkets, Whereféarsabout
soaring[defaultsloh [shbprimemhortgageshhve fhcreasingly fbrced bhanks
tolchirtail theirléndingfih otherlakeas.

...ButWhileihvestorsidid reactwithrklief, theBed’smhove

alsolseemedibMalidatefhefearsfhatfheleconomyfislcloser
to[@recessionthanlpolicymakershad thought...
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Introduction

e Central Bank may have superior information (Berkelmans 2007)

e Private sector cannot distinguish between types of shocks

@ Optimal monetary policy
e Actions reveal information

@ Policy stabilizes shocks
o Policy reveals information and may destabilize expectations

o Optimal policy may be ‘passive’
@ Today we show you:

o Toy model (static)
o Dynamic model (Clarida, Gali and Gertler 1999) — 2 periods
o A ‘calibration’
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@ Monetary economy
e Central Bank chooses output
e Loss function
L=+ txyz
@ Two key ingredients
e Asymmetric information: only bank knows shock
o Expectations matter (0 < B < 1)
=B +xky+u

@ No time inconsistency

e Policy set before expectations are formed
e Full commitment

Bank announces Shock Bank implments Private sector forms Inflation Realized
policy Realized policy expectations
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Toy model

Full information

@ Bank understands 1€ = 7t

minL = %+ ay?
y

@ Optimal policy

K _ «(1-p) u

_K2+(x(1—,8)2u ~ 7T_K2+(x(1—,8)2u< 1-p

y:

@ Less inflation volatility if

e Policy is more effective (x high)
e Policy is less costly (« low)
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Toy model

Asymmetric information

@ Bank can choose

e Active policy — reveals shock — full information solution
e Passive policy — private sector forms expectations without knowing u

Bank announces Shock Bank implments Private sector forms Inflation Realized
policy Realized policy expectations

@ Passive policy

o Act as if do not observe shock

n=pn+xy+u = n= y

e Maximize expected loss function
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Toy model

Optimal policy

@ The trade-off: Under passive policy

o Output volatility is lower (+)
o Inflation volatility is

o higher: full impact of shock (—)
o lower: expectations do not respond to shock (+)

@ Passive policy is optimal if

Lpasswe < Lactlve RN % < ﬁ (2 _ [B)

e Policy ineffective (low «) or costly (high «)
o Expectations important (high B)

@ [ Inflation volatility may be lower under passive policy |
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Dynamic model

o New-Keynesian model with inflation-output trade-off (CGG 1999)

o RBC model without capital
e Monopolistic competition
o Staggered price setting (Calvo 1983)

Ty = ﬁEtﬂt+1 +Kyt =+ ug (NKPC)

e B = discount factor, « (B,6,0,¢,€,&) ~ 0.1
o Cost-push shock uy = pur_1 +1,, 17, ~ i.i.d.

@ Optimal monetary policy under commitment

minL = Ey Z B! (7‘(% + (xytz)
t=0

Martin & van Rens (CREI and UPF) Passive Monetary Policy April 3, 2008 9/ 14



Dynamic model

New-Keynesian model with inflation-output trade-off (CGG 1999)

Ty = ,BEtTCt+1 + Ky + U (NKPC)

Optimal monetary policy under commitment

min L = Ey Z B! (7‘[? + (xytz)
t=0

This paper: private sector learns u; with one-period lag, E; # E;

Trade-off as in static model

o Shocks are persistent = information about u; affects ;71
o E;myyq affects 7t
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Dynamic model

Two periods

o Central Bank's problem

)r/niyn L = E [ﬁg + ,B7T% + ’Xyg + “,Byﬂ
0,Y1

Mo = PEormi+Kyo + uo

T = ky1+pu

o World ends in period 2, Eimy=0
o up = pug +1;, wlog let 7, =0

@ Bank can choose

o Active policy (yg conditional on uy) — Eyrry = Egrry
e Passive policy (yg not conditional on uy) — Egmry = E_17131
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Dynamic model

Active policy

Bor®—(1+Bp) (a+x?)

Yo =

aBr2+(a+x2)?
_a(14pp)+(atr?)p
= aBr+(a+x2)? Kto
P a(a+K2+o¢ﬁp)
0= aBr2+(a+x2)>
2(,_ 2
= G 1)+pa

aBK2+(a+x2)>

Passive Monetary Policy

Passive policy

yo=0
n = _“szKUO
7Top = Up

_
T = yrePlo
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Dynamic model

Optimal policy

@ Passive policy is optimal if

Lpassive < Lactive

0 < a®B%0% 4 203 Bp + 20°k%Bp — 0’1 B — K — ax*B — 2ax* — x°
@ New in the dynamic model

o Cost-push shocks need to be persistent enough (p high enough)
o Agents/Bank need to be patient enough (B high enough)

@ As in the static model

o Policy cannot be too effective (x low enough)
e Policy cannot be too costly (a high enough)
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Dynamic model

Optimal policy

@ Passive policy is optimal if
Lpassive < Lactive
0 < a®B%0% 4 203 Bp + 20°k%Bp — &’k B — K — ax*B — 2ax* — «°

o ‘Calibration’

B =0.99 discount factor
e=06 EOS between goods
Kk =005 [0.1] 0=2/3, c=¢=1, a=1/3

a =x/e=0.0083 [0.0167] « = 0.0083

@ Passive policy is optimal if p > 0.31 [0.65]
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