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Abstract

An optimizing model, with a flexible-price sector and a sticky-price sector, is
presented to analyze the effects of relative-price changes on inflation fluctuations. The
relative price of the flexible-price good represents a shift parameter of the New

Keynesian Phillips curve. The optimal monetary policy is to target sticky-price inflation,
rather than a broad inflation measure. Although stabilizing the relative price around its
efficient value is one of the appropriate goals of the central bank, stabilizing sticky-price
inflation is sufficient for achieving this goal. An optimal monetary policy for a small

open economy is also discussed. r 2001 Published by Elsevier Science B.V.
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1. Introduction

Relative pricesFfor example, of food and energyF, are often discussed in
studies of inflation control for two reasons. First of all, relative prices are often
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used as measures of ‘‘supply shocks’’ in ‘‘Phillips curve’’ equations that seek to
model the short run output-inflation trade-off.1 In the empirical literature on
the Phillips curve, changes in the relative prices of food and energy are
commonly used as a measure of supply shocks, which shift the short-run
Phillips curve. Second, many authors have sought to identify a more persistent
component of inflation, known as ‘‘core inflation’’.2 For the conduct of
monetary policy, core inflation is considered a more important indicator than
broader inflation measures. In this literature, fluctuations in the prices of food
and energy are regarded as a transitory component of overall movements in
inflation, since they are thought to be caused mainly by temporary, sector-
specific shocks. Based on this idea, it is a common practice to subtract the
prices of food and energy from an aggregate inflation measure to calculate a
measure of core inflation.

However, it is not obvious how changes in relative prices affect aggregate
inflation. Strictly speaking, a pure relative disturbance is a change in supply or
demand conditions that leaves the appropriately defined aggregate production
possibility frontier unchanged. In the absence of price stickiness, this shock
should not change aggregate real output and the aggregate price level.3 It is
also not obvious how relative-price changes are related to supply shocks. Large
changes in relative prices are not necessarily caused by large supply shocks.
Relative prices are affected by several factors other than supply shocks, such as
demand shocks and elasticities of substitution among goods. These arguments
suggest that the appropriate measures of supply shocks and core inflation
should be based on a structural model which identifies the factors that affect
relative-price changes and the persistent component of aggregate inflation.

In this paper, we construct a two-sector dynamic general equilibrium model,
with a flexible-price sector and a sticky-price sector. The model is a variant of
optimizing models with nominal price stickiness, that have recently been used
in the literature on inflation dynamics and monetary policy.4 Using this model
we discuss the correct specification of the Phillips curve in the presence of
sectoral shocks, and show in what way changes in the relative price of flexible-
price good shift the short-run Phillips curve. We also show that the inflation in
the sticky-price sector represents a persistent component of inflation, in the

1See, for example, Ball and Mankiw (1995) and Roberts (1995).
2See, for example, Bryan and Cecchetti (1994), and Cecchetti (1997).
3Gordon (1975) is a classic paper which studies the interaction between the relative prices of food

and energy and aggregate inflation. A paper by Ball and Mankiw (1995) argues that, under the

existence of menu costs for changing prices, the skewness of the distribution of relative price

changes is positively related to aggregate inflation.
4See, for example, Clarida et al. (1999), Woodford (1996), Rotemberg and Woodford (1997,

1999). Although their focus is different from ours, Ohanian et al. (1995) construct a model with a

sticky-price sector and a flexible-price sector.
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sense that it responds to smoothed expectations of the future output gaps and
relative-price changes. Inflation in the sticky-price sector is therefore a good
candidate for a measure of core inflation.

Another important question is how a central bank should conduct monetary
policy in the presence of sector-specific shocks that affect the efficient relative
prices of the different types of goods. The central bank has a choice among
several different possible measures of inflation and output gap, and it must
identify which variables are the appropriate goal variables. Using an
optimizing model has an important advantage; namely, it allows us to evaluate
alternative monetary policies in a welfare-theoretic framework, and to analyze
which variables should be stabilized in the optimal equilibrium. The paper
shows that the optimal monetary policy is characterized as an inflation
targeting regime, that incorporates the correctly chosen inflation measure. It is
also found to be desirable to stabilize core inflation, rather than a broader
measure of inflation, where core inflation is identified as an index of inflation in
the sticky-price sector. The paper demonstrates that stabilizing the relative
price of the flexible-price good around its time-varying optimal value is one of
the appropriate goals for the central bank. However, the model implies that
stabilizing core inflation is sufficient for keeping the relative price at its efficient
value. We also address the issue on the output gap-inflation variability trade-
off, which has been an important guiding principle in studies of monetary
policy. Our model implies that there is a trade-off between stabilizing the
aggregate output gap and aggregate inflation, but that there is no trade-off
between stabilizing aggregate output gap and stabilizing core inflation. Thus, in
this model, whether output gap-inflation variability trade-off exists or not
depends on which measures of inflation and output gap the central bank
chooses to stabilize.

The organization of the paper is as follows. Section 2 presents a two sector
dynamic sticky-price model, and studies the interaction between relative price
and inflation determination. Section 3 derives the optimal monetary policy for
the economy described in the model, and applies the model to an small open
economy setting. Section 4 concludes.

2. Model

2.1. Utility of a representative household

In this section we construct the model which will be used through the paper.
Many of the goods that exhibit large price variability are standardized goods,
for example, food and energy. Such goods are traded in almost competitive
markets, and their prices are adjusted frequently. On the other hand, in
markets where goods are differentiated, prices are adjusted slowly. To capture
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this fact, our model assumes flexible-price goods which are traded in a
competitive market, and a continuum of monopolistically produced goods.

The model is a variant of dynamic sticky price model (Clarida et al., 1999,
Woodford, 1996; Rotemberg and Woodford, 1997, 1999). There is one type of
flexible-price good, denoted by CF; and a continuum of differentiated goods
cðzÞ indexed in zA½0; 1�: Each household consumes the flexible-price good and
all of the differentiated goods, and produces a single good. The objective of
household i is to maximize5

E0

XN
t¼0

bt uðBi;tC
i
tÞ � vðAi;ty

i
tÞ

� �
; ð1Þ

where uð�Þ represents the utility of consumption and vð�Þ represents the disutility
of production. We make the usual assumptions that uð�Þ is increasing and
concave, and that vð�Þ is increasing and convex. The constant bAð0; 1Þ is the
discount factor, and the argument Ci

t; which represents an index of household
i’s purchases of the flexible-price good and all of the continuum of the
differentiated goods, is defined as

Ci
t ¼

ðCi
S;tÞ

gðCi
F;tÞ

1�g

ggð1� gÞ1�g ; ð2Þ

where

Ci
S;t ¼

Z 1

0

citðzÞ
y�1
y dz

� �y=ðy�1Þ

: ð3Þ

The elasticity of substitution between any two differentiated goods is y which is
assumed to be greater than one.6 The argument yi

t is the output of the good
that household i produces. The household indexed by i produces one type of
good i; where i ¼ F if it produces the flexible-price good, and iA½0; 1� if it
produces one of the differentiated goods. Ai;t and Bi;t are stationary random
shocks. Since we wish to focus our analysis on the effects of sector-specific
supply shocks on the economy, we assume Ai;t ¼ AF;t for all households
producing the flexible-price good and Ai;t ¼ AS;t for all households producing
one of the differentiated goods. We also assume that the preference shock Bi;t is
identical across all households. These assumptions imply that all of the
households in the same sector face the same supply shocks, and that there are
no idiosyncratic demand shocks in this economy. Eq. (2) also abstracts from
any sector-specific demand shocks.

5Following Rotemberg and Woodford (1997), we can safely abstract from the liquidity services

provided by money when monetary policy takes a form of interest rate rule, as we consider later.
6Here, the elasticity of substitution between the flexible-price good and the composite

differentiated good is unity.
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2.2. The consumption decision

The model assumes complete financial markets with no obstacles to
borrowing against future income, so that each household faces a single
intertemporal budget constraint. The model further assumes that households
can insure one another against idiosyncratic income risk. These assumption
imply that, if all households have identical initial wealth, they will choose
identical consumption plans.7 The optimal allocation for a given level of
nominal spending across the flexible-price good and all of the differentiated
goods at time t leads to the Dixit–Stiglitz demand relations as functions of
relative prices. For the following the index i is suppressed, since the
consumption decision is identical across all households. The total expenditure
required to obtain a given level of consumption index Ct is given by PtCt;
where Pt is defined as

Pt ¼ ðPS;tÞ
gðPF;tÞ

1�g: ð4Þ

Here PS;t is the price index of the composite differentiated good defined below,
and PF;t is the price of the flexible-price good. Demand for the flexible-price
good is then given by

CF;t ¼ ð1� gÞ
PF;t

Pt

� ��1

Ct: ð5Þ

On the other hand, demand for the composite differentiated good is given by

CS;t ¼ g
PS;t

Pt

� ��1

Ct; ð6Þ

where PS;t is the Dixit–Stiglitz price index defined as

PS;t ¼
Z 1

0

XtðzÞ
1�y dz

� �1=ð1�yÞ

; ð7Þ

where XtðzÞ is the price of differentiated good indexed as z at time t: Demand
for each differentiated good z is given by

ctðzÞ ¼
XtðzÞ
PS;t

� ��y

CS;t

¼ g
PS;t

Pt

� ��1
XtðzÞ
PS;t

� ��y

Ct: ð8Þ

7 Insurance contracts are assumed to be made before households know in which sector they are.

By making insurance contracts, the households can insure one another against the difference of

revenues that they could receive in future states. The insurance contracts make the marginal utility

of nominal income identical across the households at any time t:
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The optimal consumption plan of the household must satisfy

Btu
0ðBtCtÞ
Pt

¼ Lt; ð9Þ

where Lt is marginal utility of nominal income. The marginal utility of nominal
income must satisfy

Ltdt;tþ1 ¼ bLtþ1 ð10Þ

at each possible state at time tþ 1; and dt;tþ1 is a stochastic discount factor
which satisfies

Rt ¼ ðEt½dt;tþ1�Þ
�1; ð11Þ

where Rt is the risk-free nominal interest rate at time t:

2.3. The production decision

2.3.1. The production decision of firms in the flexible-price sector
Sellers of the flexible-price good are assumed to be price takers.8 Given a

market price PF;t; the sellers set

LtPF;t ¼ v0ðAF;tYF;tÞAF;t;

where YF;t is the production of the flexible-price good. Using Eq. (9) and the
market clearing conditions, the above condition implies that

PF;t ¼ AF;tv
0ðAF;tYF;tÞ

Pt

Btu0ðBtYt=2Þ
ð12Þ

must hold. The right hand side can be interpreted as the marginal cost of
production in the flexible-price sector. In deriving (12) we assume that there
are mass of one of households producing the flexible-price good and mass of
one of households producing the differentiated goods. Therefore market
clearing conditions are YS;t ¼ 2CS;t; YF;t ¼ 2CF;t; and hence Yt ¼ 2Ct at all
time t:

2.3.2. The production decision of firms in the sticky-price sector
We assume that prices of the differentiated goods are sticky. Following

Calvo (1983) and Woodford (1996), prices in the sticky-price sector are
changed at exogenous random intervals. A fraction 1� aAð0; 1Þ of the sellers in

8The important assumption here is that the price of the flexible-price good can be adjusted every

period. Whether that sector is competitive or not does not affect the subsequent analysis.
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the sticky-price sector can change their prices at each period t: The others must
continue charging their old prices.

When sellers get a chance to change their prices at time t; they choose their
price Xt in order to maximize the following objective9XN

k¼0

ak½LtEt½Rt;tþkXtytþkðXtÞ� � bkEt½vðAS;tþkytþkðXtÞÞ��;

where Rt;tþk 

Qk

i¼0 Rtþi�1 with the initial condition Rt;t 
 1: Here, production
must equal the demand facing the sellers

ytþkðXtÞ ¼ 2g
PS;tþk

Ptþk

� ��1
Xt

PS;tþk

� ��y

Ctþk:

The sticky-price index is expressed as

PS;t ¼ ½aP1�y
S;t�1 þ ð1� aÞX1�y

t �1=ð1�yÞ: ð13Þ

The optimal price Xt solves the following first order condition:

XN
k¼0

akLtEt gð1� yÞRt;tþk
PS;tþk

Ptþk

� ��1
Xt

PS;tþk

� ��y

Ctþk

" #

¼
XN
k¼0

akbkEt �gyAS;tþkv
0ðAS;tþkytþkÞ

Xt

PS;tþk

� ��y

X�1
t Ctþk

" #
: ð14Þ

Eqs. (9), (10), and (11) imply that

Rt;tþk ¼ bk BtþkU
0ðBtþkCtþkÞ

BtU 0ðBtCtÞ
Pt

Ptþk
: ð15Þ

Substituting (15) into (14) and arranging terms, (14) reduces to

XN
k¼0

akEt Rt;tþk
PS;tþk

Ptþk

� ��1
Xt

PS;tþk

� ��y

Ctþk Xt �
y

y� 1
SS;tþk

� 
" #
¼ 0;

ð16Þ

where

SS;tþk ¼ AS;tþkv
0ðAS;tþkytþkÞ

Ptþk

Btþku0ðBtþkCtþkÞ

is interpreted as the marginal cost of production, and y=ðy� 1Þ is the constant
markup of price over marginal cost. Eq. (16) implies that sellers in the sticky-
price sector set their price equal to a weighted average of their marginal cost

9We suppress index z for the simplicity of notation, since all producers in the sticky-price sector

are assumed to be symmetric.
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multiplied by the constant markup. Substituting the market clearing condition,
Ytþk=2 ¼ Ctþk; yields

XN
k¼0

akEt Rt;tþk
PS;tþk

Ptþk

� ��1
Xt

PS;tþk

� ��y

Ytþk Xt �
y

y� 1
SS;tþk

� 
" #
¼ 0;

ð17Þ

where

SS;tþk ¼ AS;tþkv
0ðAS;tþkytþkÞ

Ptþk

Btþku0ðBtþkYtþk=2Þ
: ð18Þ

Eqs. (9), (10), (12), (17), (18), the definitions of the price indices in Eqs. (4)
and (13), and the monetary policy function which chooses the risk-free nominal
interest rate, jointly determine the equilibrium path of aggregate consumption,
aggregate output, and the price levels in the two sectors. The demand for each
sector is determined by (5) and (6).

3. Inflation and relative prices

3.1. Log-linearized system

In this section we log-linearize the system around the steady state with
constant prices. The stationary variables are defined as follows. Aggregate
inflation is defined by Pt 
 Pt=Pt�1; while Pi;t ¼ Pi;t=Pi;t�1 for i ¼ S;F denotes
the inflation rate in each of the sticky-price and flexible-price sectors. The
relative price charged at time t by firms with new prices in the sticky-
price sector is denoted by xt ¼ Xt=PS;t; while xi;t ¼ Pi;t=Pt for i ¼ S;F
denotes the relative price in each of the sticky-price and flexible-price sectors.
The price indices thus satisfy the following relationships.10 From Eq. (4) we
have

#PPt ¼ g #PPS;t þ ð1� gÞ #PPF;t: ð19Þ

Eq. (4) also implies

#xxS;t ¼ �
1� g
g

#xxF;t: ð20Þ

If we notice that xS;t ¼
PS;t

PS;t�1

PS;t�1

Pt�1

Pt�1

Pt
; we obtain

#PPt ¼ #PPS;t þ #xxS;t�1 � #xxS;t: ð21Þ

10A variable #xxt; for example, represents the percentage deviation from its stationary value %xx:
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Using these identities, aggregate inflation is given by

#PPt ¼ #PPS;t þ
1� g
g

D #xxF;t; ð22Þ

D #xxF;t 
 #xxF;t � #xxF;t�1:

The aggregate demand equation is the log-linearized Euler conditions (9) and
(10), where aggregate demand is equated to aggregate supply,

#YYt ¼ Et
#YYtþ1 � s½Rt � Et

#PPtþ1 � #BBt þ Et
#BBtþ1�: ð23Þ

The term � #BBt þ Et
#BBtþ1 can be interpreted as an aggregate demand shock.

From (6) and (5) we obtain the output for both sectors as

#YYS;t ¼ #YYt þ
1� g
g

#xxF;t; ð24Þ

#YYF;t ¼ #YYt � #xxF;t: ð25Þ

The supply equation of the flexible-price sector, which is obtained by log-
linearizing (12), is given by11

#xxF;t ¼ kð #YYt � #YY
n

F;tÞ; ð26Þ

where

k 

o�1 þ s�1

1þ o�1
; ð27Þ

and

#YY
n

F;t 
 �
1þ o�1

s�1 þ o�1
#AAF;t �

s�1 � 1

s�1 þ o�1
#BBt: ð28Þ

#YY
n

F;t is interpreted as a supply shock in the flexible-price sector. It also
represents a change in the natural rate of output in the flexible-price sector, in
the sense that it is the level of supply required to keep certain marginal cost in
the flexible-price sector, in the absence of price variability. Eq. (26) implies that

11Here s ¼ �u00BC=u0 and o ¼ v00i AiYi=v0i for i ¼ F; S; evaluated at the steady state values. For

simplicity we assume that o is the same across the all sellers. This is true when v takes a form

v ¼ ðAyÞ1þo=ð1þ oÞ: Allowing o to vary across the two sectors would slightly complicate the

definition of the ‘‘aggregate output gap’’ that is discussed in Section 3.2, but the analysis below

would remain unchanged.
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the relative price of the flexible-price sector depends only on the output gap of
that sector, defined by #YYt � #YY

n

F;t:
It can be shown that the supply equation of the sticky-price sector is

given by12

#PPS;t ¼k1ð #YYt � #YY
n

S;tÞ þ bEt
#PPS;tþ1 � k2 #xxS;t

¼k1ð #YYt � #YY
n

S;tÞ þ bEt
#PPS;tþ1 þ

1� g
g

k2 #xxF;t; ð29Þ

where

k1 

1� a
a

ð1� abÞ
o�1 þ s�1

1þ y=o
> 0;

k2 

1� a
a

ð1� abÞ
o�1 þ 1

1þ y=o
> 0;

#YY
n

S;t 
 �
1þ o�1

s�1 þ o�1
#AAS;t �

s�1 � 1

s�1 þ o�1
#BBt: ð30Þ

#YY
n

S;t is regarded as a supply shock in the sticky-price sector. It also represents a
change in the natural rate of output in the sticky-price sector, in the sense that
it is the level of supply that would arise in the absence of price rigidity.
Eqs. (23), (26), (29), the definitions of price indices, and the monetary policy
function which chooses #RRt jointly determine the equilibrium path of #YYt; #RRt;
#xxF;t; #PPt and #PPS;t: We now focus on the analysis of inflation determination.

3.2. The Phillips curve and relative price as a proxy for supply shocks

Sticky-price inflation (29) takes a form of the expectation-augmented Phillips
curve. It depends on the output gap in the sticky-price sector ( #YYt � #YY

n

S;t), its
inflation expectation, and the relative price of the flexible-price good. Here the
relative price of the flexible-price good represents a shift parameter of the
Phillips curve. This is a variant of the aggregate supply equations obtained
from dynamic sticky-price models, called by Roberts (1995) the New
Keynesian Phillips curve. Since firms cannot change their prices every period,
they change prices on the basis of the expectations of future demand and cost
conditions. This results in the expected inflation term.13 The sticky-price

12Details of derivation can be found in the following web page: http: ==www.bankofengland.co.uk/

workingpapers/external/index.html.
13On the other hand, inflation in the flexible-price sector does not have a Phillips-curve

representation. This is because the price of the flexible-price good can be adjusted each period. This

does not necessarily mean that the relative price of the flexible-price good does not depend on any

expectations about the future. For example, if the good were storable, its current price would

depend on its expected future prices. However, all goods are assumed to be perishable in this model.
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inflation depends also on the relative price of the flexible-price good because
the demand for the composite sticky-price good depends on the relative price as
well as aggregate demand conditions (See Eq. (24).)

It is of interest to compare these results with those of Gordon’s (1975) classic
paper on relative prices and aggregate inflation. In that paper Gordon
considers a model in which the prices of farm goods are flexible while those of
nonfarm goods are fixed, and shows that an increase in the relative price of
farm goods is inflationary. An increase in the relative price of farm goods
causes the nominal price of the farm goods to rise while other prices remain
constant, so raising the aggregate price level. However, Gordon (1975) assumes
that the price in the nonfarm sector is fixed forever, and does not analyze how
the relative price changes over time affect the pricing behavior of the firms in
the nonfarm sector. In contrast, the model of this paper shows that, holding
other conditions constant, an increase in the relative price of the flexible-price
good leads an increase in the prices of sticky-price goods. It is a well known
fact that the increase in the prices of food and energy during the 1970s was
associated with increases in the prices of other goods. This implication of our
model agrees with this historical episode.

It is of great interest to examine the implications of this model for the
econometric specification of aggregate inflation, since much of the empirical
literature on the Phillips curve uses aggregate data. Using Eqs. (22) and (29),
aggregate inflation is given by

#PPt ¼ k1ð #YYt � #YY
n

S;tÞ þ bEt
#PPtþ1 þ

1� g
g

ðk2 #xxF;t þW #xxF;t � bEtW #xxF;tþ1Þ;

or equivalently,

#PPt ¼ k1 #YYt þ bEt
#PPtþ1 þ

1� g
g

ðk2 #xxF;t þW #xxF;t � bEtW #xxF;tþ1Þ � k1 #YY
n

S;t:

ð31Þ

Eq. (31) is the form of the Phillips curve that is estimated by Roberts (1995).
Here aggregate inflation depends on detrended aggregate output, aggregate
inflation expectations, the relative price of the flexible-price good, and the #YY

n

S;t

disturbance. Roberts (1995) uses changes in real oil prices as a proxy for supply
shocks when he presents his estimates of the Phillips curve. He finds that the
effect of the relative price of crude oil on aggregate (CPI) inflation is
statistically significant. Our expression for aggregate inflation Eq. (31) agrees
with Roberts’ ð1995Þ results once the way the relative price enters into the
Phillips curve equation is correctly specified. However, one sector models, from
which his estimation equations are derived, do not explicitly explain how the
price of oil affects the pricing behavior of the firms in the other industries.
The mechanism considered in our model is the substitution between the
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flexible-price good and the sticky-price goods. When the price of the
flexible-price good increases the households increase the demand for the
sticky-price goods. Facing an increase in demand, the sellers in the sticky-price
sector raise their prices.

Note that (26) shows that the relative price of the flexible-price sector is
affected not only by the supply shock in the flexible-price sector but also by
aggregate demand. Thus, if the current level of consumption and the relative
price of the flexible-price good are observed, then the supply shock in the
flexible-price sector can be identified. In this sense, relative prices can be used
as proxies for supply shocks. However, they do not provide complete
information about supply shocks. In particular, it is not possible to extract
information about the supply shock in the sticky-price sector by observing the
relative price.14 Therefore, #YY

n

S;t from the estimation equation of the Phillips
curve even if one adds a relative-price term as a proxy for supply shocks.

3.3. Inflation in the sticky-price sector as a measure of core inflation

We can solve (29) forward to obtain

#PPS;t ¼ Et

XN
i¼0

bi k1ð #YYtþi � #YY
n

S;tþiÞ þ
1� g
g

k2 #xxF;tþi

� �
: ð32Þ

Therefore, inflation in the sticky-price sector represents a relatively persistent
component of aggregate inflation because it responds to smoothed expectations
of future output gaps and relative-price changes. Hence (32) can be interpreted
as a measure of core inflation. Since the distributed lead coefficients in (32) die
out only very slowly as i increases, sticky-price inflation depends mainly upon
the relatively persistent components of variations in the output gap and
relative-price changes. Sticky-price inflation will itself be a persistent variable,
since it is a good predictor of its own future values.

Alternatively, by substituting (26) into (29), sticky-price inflation can be
expressed as

#PPS;t ¼
1

g
k1½gð #YYt � #YY

n

S;tÞ þ ð1� gÞð #YYt � #YY
n

F;tÞ� þ bEt
#PPS;tþ1: ð33Þ

Here,

#GGt 
 gð #YYt � #YY
n

S;tÞ þ ð1� gÞð #YYt � #YY
n

F;tÞ ð34Þ

14The supply shock in the sticky-price sector affects the relative price of the flexible-price sector

trough changes in aggregate consumption. Given changes in aggregate consumption, changes in the

relative price does not have further information about the supply shock in the sticky-price sector.
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represents the aggregate output gap, where the relative weights on each output
gap are equated to the proportion of spending on the goods in each sector.15

Therefore, sticky-price inflation is determined by smoothed expectations of
current and future aggregate output gaps

#PPS;t ¼
1

g
k1Et

XN
i¼0

bi #GGtþi: ð35Þ

Much literature on core inflation is mainly concerned with how to remove
temporary ‘‘noise’’ in order to get better forecasts of future inflation. For
example, Bryan and Cecchetti (1994) suggest trimmed mean inflation as a
measure of core inflation.16 Their approach is based on the hypothesis that large
price changes are caused mainly by large sector-specific shocks whose effects on
aggregate inflation are temporary. By trimming these outliers, they argue, the
remaining inflation measure represents the persistent part of aggregate inflation
that monetary policy can control. However, the effect of a sector-specific shock
(a supply shock to food and energy markets, for example) on aggregate inflation
would not always be transitory. Eq. (32) implies that if a shock is persistent,
then it could change inflation expectations and thus affect aggregate inflation
for a long period of time. Moreover, the sticky-price firms may change their
prices largely when they get a chance to do so. This is because the firms need to
take into account the fact that they would have to keep charging their current
price in the future. Suppose, for example, a firm expects that inflation may be
higher in the near future. Since the firm changes its price on the basis of future
demand and cost conditions, it would increase its price largely today in order to
keep its future relative prices near its desired levels. For example, prices of
magazines are kept for a long period of time, but when their prices are adjusted,
the percentage changes in the price are large. Large price changes of this kind
are due to price stickiness, and therefore it is not desirable to exclude goods with
large price changes from the components of core inflation simply because their
price changes are large. The nature of pricing behavior is as important as the
nature of shocks in constructing a good measure of core inflation.

15When o takes different values between the sticky-price sector and the flexible-price sector, then

(33) is given by

#PPS;t ¼
1

g
k1 gð #YYt � #YY

n

S;tÞ þ ð1� gÞ
o�1

F þ s�1

o�1
S þ s�1

o�1
S þ 1

o�1
F þ 1

ð #YYt � #YY
n

F;tÞ
� �

þ bEt
#PPS;tþ1;

where the subscripts F is for the flexible-price sector and S for the sticky-price sector. Therefore, the

definition of the aggregate output gap would be slightly different. However, this does not change

the analysis below.
16Bryan and Cecchetti (1994) apply Ball and Mankiw’s (1995) model with a menu cost of

changing prices.
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4. Optimal monetary policy

We now characterize the optimal monetary policy for the economy described
by the model. Much of the literature on optimal monetary policy assumes that
the objective of a central bank is to minimize the squared deviations of certain
measures of inflation and output from their target values.17 In our model the
central bank has a choice between several different possible measures of
inflation and output gap, and it is of great interest to study which variables are
the appropriate goal variables of the central bank.

The objective of the central bank here is assumed to be to maximize the ex-
ante utility of the households. Setting the central bank’s objective as the
maximization of the households’ utility implicitly assumes that the central
bank is not responsible for the welfare loss due to factors which are not
assumed in the model.18 The idea is that the government could use other
instruments to remove welfare loss caused by these factors, and the central
bank is responsible only for the welfare loss due to price stickiness which is the
propagation mechanism of business cycles in our model. Furthermore,
following Rotemberg and Woodford (1997, 1999), we take a second order
Taylor series approximation of this welfare measure around the steady state
values with constant prices. The important advantage of this approach is that
we can derive a loss function for the central bank that is theoretically justified
in terms of individual welfare. Using this loss function we can evaluate
alternative monetary policies and analyze which variables should be stabilized
in the optimal equilibrium. It will be shown that the optimal monetary policy
for the economy in this setting is the complete stabilization of sticky-price
inflation.

4.1. Welfare of the economy

As stated above, we look for an optimal monetary policy which maximizes
the welfare of the households. Following Rotemberg and Woodford
(1997, 1999), the welfare measure we consider is the ex-ante expected utility
given by 19

W 
 E½Wt� 
 E 2UðBtYt=2Þ �
Z 1

0

vðAS;tyS;tðzÞÞ dz� vðAF;tYF;tÞ
� �

ð36Þ

17See, for example, Clarida et al. (1999).
18The costs of inflation that are often discussed are, for example, the distortions caused by un-

indexed tax system and the redistribution of income and wealth over heterogeneous agents. These

costs are typically due to the failure of nominal contract to adjust inflation.
19Here UðBtYt=2Þ is multiplied by two because we assume that there are mass of one of agents in

each of the flexible-price and sticky-price sectors.
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in the stationary equilibrium, where aggregate consumption is equated to
aggregate supply. It should be noted that our specification of the utility of the
representative household (1) implies that we do not consider the so-called shoe-
leather cost of inflation, which is the welfare cost of inflation due to the
decrease in money holding.20 We take a second order Taylor series
approximation of (36) around the steady state where all prices are constant.
We assume that this steady state involves a tax rate which is set such that the
steady state level of output in the sticky-price sector is efficient. Thus, monetary
policy is not responsible for the welfare loss that arises from the distortion
caused by monopoly power.21

It can be shown that a second order Taylor expansion of Wt is given by22

Wt ¼ �
1

2
U 0 %YYðs�1 þ o�1Þ #GG

2

t

�
1

2
U 0 %YYð1� gÞgðo�1 þ 1Þfð #YYS;t � #YYF;tÞ � kð #YY

n

S;t � #YY
n

F;tÞg
2

�
1

2
U 0 %YYgðy�1 þ o�1ÞVarz½ #yytðzÞ� þ t:i:p:þ Oð3Þ: ð37Þ

In Eq. (37) U 0 and %YY are evaluated at their steady state values. Here the
aggregate output gap #GGt is defined by (34), and the term kð #YY

n

S;t � #YY
n

F;tÞ
represents the efficient fluctuation in relative output where k is defined by (27).23

The term Varz½ #yytðzÞ� represents the output dispersion in the sticky-price sector.
The term t:i:p: represents terms that are independent of policy, which consist of
variations in exogenous variables, and the term Oð3Þ indicates that we neglect
terms that are of third or higher order in the deviations of variables from their
steady state values. Eq. (37) shows that welfare depends only on real factors:
namely the aggregate output gap, the deviation of relative output from its
efficient value, and the dispersion of the level of output in the sticky-price sector.

Alternatively, one can write welfare as a function of relative prices.
From Eqs. (24) and (25) we have a relationship between relative price

20See, also, Section 4.4
21 It is often argued that expansionary monetary policy is welfare improving since it can reduce

the market power of monopolistic producers. However, there are better policy variables such as tax

system with which to address the distortion caused by monopoly power. Here, we focus our

analysis on the welfare loss due to the failure of the firms to adjust their prices to the exogenous

shocks.
22Details of calculations in this section can be found in the following web page: http://

www.bankofengland.co.uk/workingpapers/external/index.html.
23Using (28) and (30), this simplifies to

kð #YY
n

S;t � #YY
n

F;tÞ ¼ ð� #AAS;tÞ � ð� #AAF;tÞ:

Therefore the efficient relative output depends solely on the relative random variations in the

disutility of production in each sector.
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and relative output

#xxF;t ¼ gð #YYS;t � #YYF;tÞ: ð38Þ

Similarly,

#xx*
F;t ¼ gkð #YY

n

S;t � #YY
n

F;tÞ ð39Þ

is the efficient relative-price changes. It is also the change in the level of the
relative price that would arise in the absence of price stickiness. Substituting
these into (37) we obtain

Wt ¼ �
1

2
U 0 %YYðs�1 þ o�1Þ #GG

2

t

�
1

2
U 0 %YY

1� g
g

ðo�1 þ 1Þð #xxF;t � #xx*
F;tÞ

2

�
1

2
U 0 %YYgðy�1 þ o�1ÞVarz½ #yytðzÞ� þ t:i:p:þ Oð3Þ: ð40Þ

Taking unconditional expectation of (40) we obtain24

W ¼ �
1

2
U 0 %YYðs�1 þ o�1Þ½Var½ #GGt� þ ðE½ #GGt�Þ

2�

�
1

2
U 0 %YY

1� g
g

ðo�1 þ 1Þ½Var½ #xxF;t � #xx*
F;t� þ ðE½ #xxF;t � #xx*

F;t�Þ
2�

�
1

2
gU 0 %YYðy�1 þ o�1ÞE½Varz½ #yytðzÞ��: ð41Þ

Furthermore, E½Varz½ #yytðzÞ�� can be written as a function of the sticky-price
inflation process. This is because the dispersion of output levels in the sticky-
price sector directly corresponds to the degree of price dispersion in this sector.
Price dispersion, in turn, depends on the process of the sticky-price inflation in
this model. With this substitution, we obtain

W ¼ �
1

2
U 0 %YYðs�1 þ o�1Þ½Var½ #GGt� þ ðE½ #GGt�Þ

2�

�
1

2
U 0 %YY

1� g
g

ðo�1 þ 1Þ½Var½ #xxF;t � #xx*
F;t� þ ðE½ #xxF;t � #xx*

F;t�Þ
2�

�
1

2
gU 0 %YYðy�1 þ o�1Þ

a

ð1� aÞ2
fVar½ #PPS;t� þ ðE½ #PPS;t�Þ

2g: ð42Þ

Eq. (42) clarifies which kinds of stabilization are important for the social
welfare. It shows that the relevant variables for welfare are the variations

24We suppress t:i:p: and Oð3Þ here.
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of the aggregate output gap, core inflation (i.e., sticky-price inflation),
and the deviation of the relative price from its efficient value.25 Eq. (42)
also identifies the proper weights on the variabilities of each variable, as
functions of the preference parameters (s; o; g; y) and the degree of price
stickiness (a).

We can furthermore express our welfare function as a function of only core
inflation. Eq. (33) implies that the aggregate output gap is given by

#GGt ¼
g
k1

ð #PPS;t � bEt
#PPS;tþ1Þ:

Using (26) and (39), we can express the deviation of the relative price as a
function of the aggregate output gap

#xxF;t � #xx*
F;t ¼ kð #YYt � #YY

n

F;tÞ � gkð #YY
n

S;t � #YY
n

F;tÞ

¼ kf #YYt � g #YY
n

S;t � ð1� gÞ #YY
n

F;tg ¼ k #GGt: ð43Þ

Therefore, the deviation of the relative price reduces to

#xxF;t � #xx*
F;t ¼

g
k1
kð #PPS;t � bEt

#PPS;tþ1Þ:

Substituting these into (42) and arranging terms, we obtain

W ¼ �l1Var½ #PPS;t � bEt
#PPS;tþ1� � l2Var½ #PPS;t� � l3ðE½ #PPS;t�Þ

2; ð44Þ

where l1; l2; l3 are defined as

l1 

1

2
gU 0 %YY

k
k21
fgð1þ o�1Þ þ ð1� gÞðo�1 þ s�1Þg

� �
;

l2 

1

2
gU 0 %YY ðy�1 þ o�1Þ

a

ð1� aÞ2

� �
;

l3 

1

2
gU 0 %YY ð1� bÞ2

k
k21
fgð1þ o�1Þ þ ð1� gÞðo�1 þ s�1Þg þ ðy�1

�

þ o�1Þ
a

ð1� aÞ2

�
:

25 It can be also shown that average aggregate output gap E½ #GGt� and relative-price deviation

E½ #xxF;t � #xx*
F;t� can be expressed as functions of only E½ #PPS;t�: We use this fact to derive (44) below.

Therefore, our loss function is

W ¼ �L� l3ðE½ #PPS�Þ
2;

where L similar to a conventional quadratic loss function with a relative-price term

L ¼ ayVar½ #YY � g #YY
n

S � ð1� gÞ #YY
n

F� þ apVar½PS� þ axVar½ #xxF;t � #xx*
F;t�;

where ay; ap; and ax are relative weights on the variabilities in output gap, inflation and relative

prices, respectively.
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Eq. (44) attains its theoretical maximum when #PPS;t ¼ 0 at all t; implying that
complete stabilization of core inflation maximizes the social welfare. We
discuss the properties of the optimal equilibrium in the next section.

4.2. Complete stabilization of sticky-price inflation

Eq. (35) implies that, if the central bank chose the interest rate #RRt such that
the aggregate output gap #GGt is zero at any time t; then in a rational expectations
equilibrium core inflation would be completely stabilized, i.e., #PPS;t ¼ 0 at all
times. Note that these responses are also equivalent to those that would arise in
an economy where the prices in both sectors are completely flexible. This is an
extension of the results obtained by several authors who use one-sector sticky-
price models (Ireland, 1996; King and Wolman, 1999; Rotemberg and
Woodford, 1997, 1999). In a one-sector sticky-price model where only the
market friction is price stickiness, complete stabilization of aggregate inflation
is desirable,26 and so, monetary policy should target aggregate inflation. By
stabilizing aggregate inflation the central bank can remove market distortion
due to price stickiness. In the model considered here, it is sticky-price inflation
that should be targeted, because price stickiness in the sticky-price sector is the
only market friction. The central bank should pay attention to core inflation
not because it is useful for forecasting future aggregate inflation (which many
authors suggest it should target), but because it is core inflation that should be
targeted in order to achieve the socially optimal allocation of resources.

Eq. (43) implies that the change in the relative price would also be efficient in
the optimal equilibrium,

#xxF;t ¼ #xx*
F;t: ð45Þ

Therefore if core inflation is completely stabilized, the changes in the relative
price solely depends on changes in the technology in both sectors. Demand
factors do not affect these changes in the relative prices. This result implies that,
even though the stabilization of the relative price around its time-varying optimal
level is an appropriate goal for the central bank, (see Eq. (42)), stabilizing core
inflation at all times is sufficient for keeping the relative price at its efficient level.
From (22) and (45) aggregate inflation in this equilibrium is given by

#PP *
t ¼

1� g
g

ð #xx*
F;t � #xx*

F;t�1Þ

¼ ð1� gÞk3fð #YY
n

S;t � #YY
n

F;tÞ � ð #YY
n

S;t�1 � #YY
n

F;t�1Þg: ð46Þ

This represents the optimal aggregate inflation rate.

26This conclusion assumes that the zero-bound of nominal interest rates does not prevent such a

policy. Our result also abstracts this issue. See Rotemberg and Woodford (1997) and Woodford

(1999a) for a discussion on the optimal policy under the presence of the zero bound.
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How should the central bank choose the nominal interest rate in order to
achieve the optimal equilibrium? The interest rate which is consistent with the
optimal equilibrium can be calculated by using Eqs. (22), (23), (34), and (45). It
is given by

#RR*
t ¼

1

s
½gðEt

#YY
n

S;tþ1 � #YY
n

S;tÞ þ ð1� gÞðEt
#YY
n

F;tþ1 � #YY
n

F;tÞ�

þ ð1� gÞk3fEt½ #YY
n

S;tþ1 � #YY
n

F;tþ1� � ð #YY
n

S;t � #YY
n

F;tÞg

þ ðEt
#BBtþ1 � #BBtÞ: ð47Þ

This is a variant of the ‘‘Wicksellian’’ natural rate of interest.27 It is the optimal
real interest rate, in terms of the sticky-price goods, which is determined solely
by real factors. It is also the equilibrium real interest rate in terms of the sticky-
price goods that would arise in the absence of price stickiness. Using (46),
we can also derive the equivalent natural interest rate in terms of the
complete basket of goods

#rr*t 
 #RR*
t � Et

#PP *
tþ1

¼
1

s
½gðEt

#YY
n

S;tþ1 � #YY
n

S;tÞ þ ð1� gÞðEt
#YY
n

F;tþ1 � #YY
n

F;tÞ� þ ðEt
#BBtþ1 � #BBtÞ:

ð48Þ

The notion of the natural interest rate is useful to judge whether monetary
policy is too inflationary or deflationary. We can rewrite the aggregate demand
Eq. (23) as

#GGt ¼ Et
#GGtþ1 � s½ð #RRt � Et

#PPtþ1Þ � #rr*t �: ð49Þ

Eq. (49) implies that the current aggregate output gap is determined as a
distributed leads of the expected deviations of the current and future real
interest rates from the natural interest rates,

#GGt ¼ �Et

XN
i¼0

s½ð #RRtþi � #PPtþiþ1Þ � #rr*tþi�: ð50Þ

If the real interest rates were chosen lower than the natural rates, then the
current aggregate output gap would be positive, requiring a higher core
inflation as a result of (35). On the contrary, if the real interest rates were above
the natural rates, then the current aggregate demand gap would be negative
and the policy would be deflationary. By choosing a nominal interest rate equal

27For the recent discussion of this concept, see Blinder (1998) and Woodford (1999a).
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to the natural rates at all times, the central bank can completely stabilize core
inflation, maximizing the social welfare.28

4.3. Core inflation targeting and the output gap-inflation variability trade-off

The previous section has shown that the central bank should stabilize the
aggregate output gap in order to stabilize core inflation. The optimal aggregate
inflation rate is given by (46), which is not in general equal to zero. This implies
that stabilizing aggregate inflation and stabilizing the aggregate output gap are
not consistent each other in this model. The existence of output gap-inflation
variability trade-off is originally emphasized by Taylor (1979) and has been an
important guiding principle in studies of monetary policy. However, standard
(one sector) New Keynesian sticky-price models predict that there is no output
gap-inflation variability trade-off when the output gap is defined as a deviation
from the efficient level of output, rather than a deviation from trend.29 In other
words, they predict that stabilizing output gap at all times would lead to the
complete stabilization of inflation. However, bringing down inflation is costly
in the real world,30 and this is regarded as a challenge to the New Keynesian
models. Clarida et al. (1999) use a one-sector sticky-price model and argue that
a certain kind of cost-push shocks could induce the output gap-inflation
variability trade-off. Their specification of the Phillips curve is

#PPt ¼ kð #YYt � #YY
n

t Þ þ bEt
#PPtþ1 þ ut;

where #PPt is a measure of aggregate inflation, #YYt � #YY
n

t is a measure of the
aggregate output gap, and ut is a cost-push shock. Note that their specification
is very similar to our inflation equation in the sticky-price sector (29). The
relative-price term corresponds to their cost-push disturbance. Their notion of
cost-push disturbance can be interpreted as a factor that influences the relevant
inflation measure but is not included in their definition of the output gap.
Furthermore, our two-sector model predicts that there would be no trade-off
between stabilizing core inflation and stabilizing the aggregate output gap, but

28An important question is how the central bank can implement the optimal policy given by (47).

Implementation of the optimal monetary policy requires the knowledge of the demand and supply

shocks, but it is impossible for the central bank to directly observe them in the real world.

Furthermore, the interest rate policy given by (47) is not a good candidate for the policy

recommendation. One reason is that the policy (47) would result in the indeterminacy of equilibria,

since (47) does not depend on any nominal variables. For these reasons, the construction of a

feedback rule which depends only on observable variables and which results in a unique

equilibrium remains to be an important problem. See Rotemberg and Woodford (1999) for the

construction of the feedback rules that implement the desirable equilibrium.
29See, for example, Clarida et al. (1999), Goodfriend and King (1997), and Rotemberg and

Woodford (1999).
30For example, Ball (1994) documented costly disinflation in 19 countries.
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there would be a trade-off between stabilizing aggregate inflation and
stabilizing the aggregate output gap. Thus, whether output gap-inflation
variability trade-off exists or not would depend on which measures of inflation
and the output gap are relevant for the central bank.

An important question for the central bank is which variables should be the
appropriate goal variables. For example, suppose there is an increase in the
price of food and energy, as observed in the 1970s, putting an upward pressure
on aggregate inflation. Is it desirable for the central bank to stabilize aggregate
inflation? The central bank could respond with a sharp contractionary policy
and reduce aggregate demand by a large amount so as to decrease prices in the
sticky-price sector. By doing so, the central bank could offset the effect of the
increase in the price of food and energy on aggregate inflation. However, our
model shows that such a policy is not optimal. The optimal policy is to stabilize
core inflation.31 Furthermore, we have shown that stabilizing the relative prices
around their efficient level is one of the appropriate goals of the central bank,
and that stabilizing core inflation is sufficient for this goal. Of course it does not
imply that the central bank need not pay attention to any observed relative-
price changes. As discussed in Section 3, the relative-price changes convey
information about the supply shocks to the flexible-price sector, and the central
bank needs this information in order to stabilize core inflation.

4.4. Discussions

Here we discuss briefly how our utility-based welfare analysis is modified if
we incorporate two complications from which we abstracted in the analysis.
First of all, we consider implications of transactions frictions for optimal
policy. Next we consider lags in the effects of monetary policy actions on the
sticky-price inflation.

4.4.1. Transactions frictions
In our model, we abstracted from the cost of inflation caused by the

transactions frictions that account for the demand for money (i.e., triangles
under the money demand curve). If we take the transactions frictions into
account, complete stabilization of the sticky-price inflation is no longer
optimal. This is because, as Friedman ð1969Þ famously argues, the policy which
minimizes welfare loss caused by the transactions frictions would require
deflation (this deflation rate is known as the Friedman rule, i.e., minus the
rate of time preference).32 Therefore, there is a conflict between minimizing

31See, also, the discussion of Goodfriend and King (1997).
32See, also, Wolman (1997) and King and Wolman (1999). Wolman (1997) indicates that the

most of the welfare gains from reducing average inflation from 5 percent to the Friedman rule are

gained by making inflation zero.
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the welfare loss caused by the relative price dispersion among the sticky-
price goods and minimizing the welfare loss caused by the transactions
frictions.

More specifically, in a framework of a one-sector sticky-price model,
Woodford (1999b) shows that the utility-based welfare measure under the
presence of the transactions frictions is given by the sum of the variabilities of
(i) inflation, (ii) output gap, and (iii) the deviations of the nominal rate from its
target, whose value is negative. The minimization of the last term requires
deflation, as argued by Friedman ð1969Þ; so there is a conflict between the rate
of inflation needed to minimize the first term and that needed to minimize the
third term. If we applied his analysis to our two-sector model, the proper loss
function of the central bank should put a positive weight on the interest-rate
variability, in addition to the variabilities of the sticky-price inflation, the
aggregate output gap, and the deviation of the relative price from its
efficient value. An important point to be noted here is that, although
complete stabilization of the sticky-price inflation is no longer optimal, the
proper measure of inflation to be stabilized is still the sticky-price inflation
but not aggregate inflation. This is because the inefficient relative price
dispersion among the sticky-price goods is caused by inflation in the
sticky-price sector. Therefore, core inflation targeting continues to be a good
candidate for a good monetary policy even if the transactions frictions are
taken into consideration.

4.4.2. Lags in the effects of monetary policy on inflation
Our model, along with many in this literature, models the sticky prices as

forward-looking variables rather than predetermined variables, and assumes
that monetary policy actions has an immediate impact on the current output
and the sticky-price inflation. However, the empirical literature on inflation
finds that there exist lags in the effects of monetary policy on inflation. For
example, Christiano et al. (1999) report that an monetary policy shock
decreases the GDP deflator with a lag of roughly six quarters. Rotemberg and
Woodford (1997) report that, after a contractionary monetary policy shock,
the greatest decline in inflation occurs two quarters later. Cochrane (1994) also
obtains very similar impulse responses.

The delay in responses of inflation to monetary policy actions can be
explained by the existence of decision lags or information lags in price setting.
For example, Rotemberg and Woodford (1999) develop a variant of the Calvo
model with pricing decision lags. Specifically, they assume pricing decision lags
of one and two quarters for the two groups of firms. They argue that these
assumed delays can explain why no prices respond in the quarter of a monetary
policy shock and why the largest response of inflation to a monetary policy
shock takes place two quarters after the shock, as they find in the empirical
part of their paper. Under the assumption of the pricing decision lags of this
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kind, Rotemberg and Woodford (1999) furthermore show that a proper loss
function of a central bank should put a positive weight on the variability of an
unforecastable component of inflation (namely, Var½ #PPt � Et�2

#PPt� under their
model specification), in addition to the variabilities of inflation and the output
gap.

Their argument could be directly applied to our two-sector model with a
sticky-price sector and a flexible-price sector. The central bank in this case
should put a positive weight on the variability of an unforecastable component
of the sticky-price inflation, in addition to the variabilities of the sticky-price
inflation, the aggregate output gap, and the deviation of the relative price from
its efficient value. Furthermore, it should be noted that complete stabilization
of the sticky-price inflation at zero can eliminate the variability of its
unforecastable component. Therefore, stabilizing the sticky-price inflation
continues to be the optimal monetary policy in our model, even if we modify
the model in order to capture the observed lags in the effects of monetary
policy on the sticky-price inflation.

4.5. An interpretation: domestic inflation targeting in a small open economy

In this section, we apply the model to an analysis of a small open economy,
and discuss the optimal monetary policy response to changes in the exchange
rate. We assume a small open economy which produces differentiated industry
goods whose prices are sticky, and imports raw material such as food and
energy. Exchange rate often exhibits large variability, which will affect the
relative price between domestic and foreign goods, which in turn will affect
both domestic and foreign demand for domestic goods. Thus, changes in the
exchange rate affect the pricing decisions of domestic firms. At the same time,
the exchange rate affects the domestic currency prices of foreign goods, which
enter the consumer price index. For example, a currency depreciation puts an
upward pressure on aggregate inflation. For this small open economy, an
interesting question is whether the central bank should stabilize broad inflation
measure, which includes prices of imported goods, or domestic inflation.

Svensson (2000) addresses this question. He assumes that the central bank’s
loss function is the weighted sum of unconditional variances of measures of
inflation, output, and interest rate. Using this loss function, he examines the
consequences of strict and flexible inflation targeting, domestic and CPI-
inflation targeting, as well as the consequence of the Taylor Rule. He calibrates
standard deviations of domestic inflation, CPI-inflation, output, exchange rate,
and interest rate for each policy regime. Based on the calibration results, he
argues that flexible CPI-inflation targeting stands out as successful in limiting
not only the variability of CPI inflation but also the variability of output and
the real exchange rate.
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The model developed in the previous section could be applied to the analysis
of a small open economy with sticky prices.33 Our model implies that the
optimal monetary policy for this economy would be the complete stabilization
of domestic inflation. This argument is intuitively verified by noting that, in this
open economy, price stickiness of the domestic producers is still the only
distortion. Then it would be optimal for the central bank to stabilize inflation
in that sector. When domestic inflation is completely stabilized, then the
responses of the economy to the various shocks is equivalent to those that
would arise in an economy with a domestic sector that has flexible prices. Note
also that, in this model, the stabilization of the real exchange rate around its
time-varying optimal value would be an appropriate goal of the central bank.
Presence of the relative-price term in our welfare function (42) implies this
observation. However, our model also implies that there is no trade-off
between the goal of domestic inflation stabilization and the goal of exchange
rate stabilization, when the latter is properly understood. Stabilizing domestic
inflation at all times is sufficient for keeping the real exchange rate at its
optimal level at all times.

5. Conclusion

In this paper, we addressed two important questions for a central bank
under the existence of sector-specific supply shocks: the relationship between
relative-price changes and inflation fluctuations, and the identification of
appropriate goal variables for the central bank. We showed that the relative
price of the flexible-price good represents a shift parameter of inflation in the
sticky-price sector. This feature of the model is in agreement with the findings
of the empirical literature on the Phillips curve that the relative price of food
and energy is significant source of supply shocks. We also characterized the
optimal monetary policy that maximizes the welfare of the representative
household. The optimal monetary policy for the economy described in the
model is a complete stabilization of the inflation in the sticky-price sector. This
result implies that the central bank should target core inflation, defined as
inflation in the sticky-price sector, rather than a broad inflation measure.
Furthermore, the model predicts that stabilizing core inflation and stabilizing
the aggregate output gap are consistent each other. The model also predicts
that, although stabilizing the relative price around its efficient level is one of the
appropriate goals of the central bank, stabilizing core inflation is sufficient for
achieving this goal.

33 In fact, Svensson ð2000Þ’s aggregate supply equation is closely related to our Phillips curve in

the sticky-price sector.
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The characterization of an optimal monetary policy would critically depend
on the central bank’s goal variables and propagation mechanism of business
cycles. The appropriate goal variables, in turn, depend on the structure of the
economy. It is therefore important to use an optimizing model to identify the
appropriate goal variables of the central bank and its optimal policy regime.34
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