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@ We are asked to solve the Fischer model with unbalanced price
setting. Let's look at the case of even time periods. The price level
will be

p: = foi + (1 — f)p?

where a fraction f of firms set their prices last period (an odd period)
and a fraction (1 — f) of firms set their prices two periods ago (an
even period).

@ We assume that, as before, firms who set prices choose their
expectation of the profit-maximizing price at time t, p;, where

pi = ¢me + (1 — ¢)p:
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Exercise 7.1 (cont.)

@ We have
P% =Ei_1[pme + (1 — ¢)pt] (1)
= pt = Ec10me + (1= ¢) (fpr + (1 — )p}) (2)
and
P? =¢Eomy+ (1 —¢) (fEt—ZP% +(1- f)P?) (3)
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Exercise 7.1 (cont.)

e Solve (2) for p}

pr+ f(¢—1)pt = ¢E_1ms + (1 — £)(1 — ¢)p?

1_ ¢ (1-H1-9) ,
= p; = ma—lmt + mpt (4)
o Take expectations at t — 2
1 ¢ (1-(1-9¢) ,
P = T =) 2™ T T o =) P
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Exercise 7.1 (cont.)

@ Substitute in (3) and simplify

P2 = SEr_ome+(1—)f <1+f(¢;1)5f—2mt + W,;?)
L o)
N 1+¢—(11;¢22f(1—f)pg
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Exercise 7.1 (cont.)

e So
2 _ 1+¢ (1—@)f
TP T I (1 epra - f) (¢+ 1+f(¢1)) Ee—am;
= p; = aEr_om; (5)

@ | could not see an easy way to simplify this expression, so | just
redefined it as «
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Exercise 7.1 (cont.)

e Now substitute in (4)

1-f)(1-
pg‘ = ]-—i_f_(¢;_1)Et1mt + MQE{‘ 2m; (6)

1+f(p—1) B
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Exercise 7.1 (cont.)

o We get
pe = for + (1= F)p;
_ ¢ (1-F)(1—-9)
= f (].—i—f(gﬁ—l)Etlmt + 1+f(¢_1)0éEt2mt)
+(1 - f)O[Et_th
_ fo
IR
(1-f)1-9)
<1+f(¢_1)a +(1- f)a> Eiom;

This is not easy to interpret. If anyone finds a way of simplifying,
please let me know
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