




Example #4: Optimal Monetary Policy - Clarida-Gali-Gertler Model ...

• Discussion of the results

– In the absence of a working capital channel (i.e., ψ = 0) it is optimal to cut
the interest rate, to encourage households not smooth consumption away
from what is optimal.

– In the presence of a working capital channel, (i.e., ψ > 0), the cut in the
interest rate reduces the marginal cost of labor and expands output and
employment. By reducing marginal cost, inflation drops.

– The rise in employment and fall in inflation are both costly, and so:

∗ it is optimal when ψ > 0 to cut the interest rate by less.

∗ it is optimal to manage expectations so that the incentive to cut prices in
the present is reduced.
· announce inflation close to zero in the next period
· announce relatively small interest rate drop in the next period.
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Example #4: Optimal Monetary Policy - Clarida-Gali-Gertler Model ...

• Previous example illustrates importance of working capital channel (‘lending
channel’)

– CCG model with Taylor rule illustrates this too

Rt = 1.5π
e
t+1

– With ψ = 0, obtain standard result that inflation expectations cannot be
self-fulfilling.

– With ψ > 0, results turn upside down (see CMR, ‘Two Reasons...’)
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