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e The model setup is as follows:

IS equation:
xe = —@ (I — gq) + x51 + 8¢ (1)

e The superscript e is used to denote the (rational) expectation of the
respective variable given the information available to the policy-maker
and the public in period t.

e Phillips curve:
e = Axe + Brigig + ue (2)

e A=(1—-p0)(1—0)/6 (6 denotes the proportion of firms which
cannot adjust their prices in any given period, B denotes the policy
maker's discount factor.
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Model setup

Model setup

e Money demand

me — Pt = Yyye — Vil + € (3)
e Shocks:
&t = Ugt-1+ 77tg (4)
ug = pup—1 +17¢ (5)
e = Vér—1 + 7]? (6)

e Maximization problem:

1 =
maX—2Et{Zél [UCXE+I-+7T$+;:|} (7)
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Strict inflation targeting - Assumptions

e Full knowledge of the model and the shocks.
e Strict inflation targeting (« = 0).

e Maximization problem:

max —fEt {i ”t+, } (8)
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c- - ja{femals ®
i=0

[ee]

+ Veyi [ @ (ieti — Teqinn) + Xepig1 + 8eri — Xeri]
i=0
[e0)

) Sei [Axeri + BTG pin F Urei — M)
i=0
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e Lagrangefunktion:
1 C i 2
E - - EEt Eﬁ |:7Tt+i] + (9)
i=0

Y Veri [ Ueri = T8y 0) + XEign + Gevi — X
i=0
[e°]

) Oeri [Axewi + BTUEy i1 + e — M)

i=0

= Maximization is done with respect to x;1;, 7T¢+j, i, Vt+; and

Otti-
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e With respect to x;:
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e Plugging (11) into (10) and rearranging the resulting expression
yields:

e From equation (12) (and equation (13)) we get:

vy =0. (16)

e Then:
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¢ Plugging these two results into equation (14) and solving for x; yields:
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Strict inflation targeting - Model solution

e To see what interest rate the central bank has to set we solve the IS
curve for i and replace the current output gap and expected future
inflation rate and output gap by the optimal values obtained above.
This yields:
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Strict inflation targeting - Model solution

e To see what interest rate the central bank has to set we solve the IS
curve for i and replace the current output gap and expected future
inflation rate and output gap by the optimal values obtained above.
This yields:

xe = —@ (it = Tge1) + X5 + & = (21)

. e 1 e
e = Ty — ; (% — Xp1 — 8¢) =
1 1 1
o2 f() ()
1 1
()\ut> - <APUt> +gt:| =
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Flexible inflation targeting: Assumptions

e Full knowledge of the model and the shocks.
e Flexible inflation targeting (a # 0).

e Maximization problem:

max—Et{Z 1xxt2+,-—|—7t$+,-]} (22)
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Flexible inflation targeting: Lagrangefunction

e Lagrange function:

1 2
[ = — §Et {Z&I [DCXL?_H' + 77:?_;'_,'] } + (23)
i=0

(o]

- e e
+ Veri [= @ (ieri — Tipipn) + Xpivr T 8t+i — Xerd]
i=0

+ E Otai [AXei + BTy i1 + Ursi — Teti]
i=0
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Flexible inflation targeting: First-order conditions

e Plugging (25) into (24) and rearranging the resulting expression
yields:
B )LTL't + vt

- (29)

Xt —
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e Plugging (25) into (24) and rearranging the resulting expression

yields:
Xp = _ ATt (29)
«
e From equation (26) (and equation (27)) we get:
Vy = 0 (30)
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e Plugging (25) into (24) and rearranging the resulting expression

yields:
Xy = _)\77:1- =+ v (29)
«
e From equation (26) (and equation (27)) we get:
Ve = UL (30)
e Then: A
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Flexible inflation targeting: First-order conditions

e Plugging (25) into (24) and rearranging the resulting expression

yields:
Xp = _ ATt (29)
«
e From equation (26) (and equation (27)) we get:
Vy = 0 (30)
e Then: A
Xt = —Eﬂt (31)
cm
e Plugging this result into equation (28) and collecting terms gives:
xp o
= e e T e (32)
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e Solving this equation forward (and assuming that

I
lim (#’%) 7§, i41 = 0) we obtain:
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e Solving this equation forward (and assuming that
i
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= mut = aquy (33)

TTt
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e Plugging this result into equation (31) gives:
A
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Flexible inflation targeting: First-order conditions

e Solving this equation forward (and assuming that
i
lim (#’%) 7§, i41 = 0) we obtain:

44

= mut = aquy (33)

TTt

1

e Plugging this result into equation (31) gives:
A

_ s = —\aus. 34
Xt )\2 + 0((1 — ‘Bp) uz qut ( )
e Then:
i1 = Xquiyy = aqpu;. (35)
and
Xtr1 = —Aquii; = —Aqpuy. (36)
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Flexible inflation targeting: First-order conditions

e From the IS curve we have:
. e 1 e
’fpt = Ty + ; (—x: + Xey1 gt) = (37)
AM1l—p) 1
p— 1 — —_— p—
( T R
= —8t
741 9

with 7 =1+ 28200
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