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Exercise 20.1

1.
The social loss function is similar to the one we studied. There is no first-order
term. We have
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The slope of the AS curve is, as before,
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So the FOC for the central bank is
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Solving for 7, we get
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This is the MPR curve. The main difference is that it now goes through the
origin, so that in the absence of shocks the central bank would want 7 =y = 0

2.

Use AS and MPR to eliminate 7 and then use AD to find the policy rate. Setting
s = 0 and substituting in MPR we get

Without using the expectations operator, this means the central bank sets its
interest rate so that the output gap will be zero (assuming all shocks are zero).
Substituting in the AD equation (39) we get
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The policy rate is just the “natural rate,” equal to the inflation target plus

3.

We plug the policy rate into our AD curve:
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So aggregate demand depends on government spending shocks, private spending
shocks v and risk premium shocks.

Since AD depends on expected inflation which is equal to the inflation target, it
turns out not to depend on realized inflation at all. It is a vertical line whose
position depends on the value of the shocks.

4.

Discussion in class.

If the interest rate must be set before observing shocks, it is possible now for the
macroeconomic equilibrium to be at a point off the MPR curve

A shock to AS affects the inflation rate. Since AD does not change, the supply
shock only affects the inflation rate.

S.

Discussion in class



