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Abstract

We ask how including endogenous capital formation into a New-Keynesian model

affects optimal monetary policy. We find that the response of Ramsey optimal policy

to a persistent cost-pushing shock is unconventional: In response to the shock, the

central bank persistently reduces the nominal interest rate below its steady state. We

find that this is due to a decrease in the natural interest rate and does not reflect

a desire to choose a systematically different point on the policy frontier. However,

the central bank’s tradeoff is affected in the sense that inflation stabilization can

become more costly: When analyzing optimal simple rules, we find that these can

imply welfare losses which substantially exceed those of Ramsey optimal policy. The

reason is that active interest rate policy magnifies output fluctuations by destabilizing

the capital stock. When introducing adjustment cost, our results return to standard:

First, Ramsey optimal policy increases the interest rate as a response to a cost-pushing

shock. Second, active policy becomes more successful in mimicking the allocation a

Ramsey planner would choose.

1 Introduction and motivation

This paper seeks to contribute to the literature on optimal monetary policy in New-

Keynesian models by analysing how endogenous capital accumulation affects the tradeoff

faced by monetary policy. A paradigm in the literature on optimal monetary policy in

New-Keynesian models is the prescription of active interest rate policy: Schmitt-Grohé and

Uribe (2007) and argue that simple policy rules, where the central bank raises the interest

rate in response to inflation overproportionally, resolve the central bank’s tradeoff in a

near-optimal way. The intuition behind this policy it that an increasing real rate in face

of inflationary pressure will curb economic activity and thereby dampen inflation. Schmitt-

Grohé and Uribe (2007) further find that a policy of complete inflation stabilization yields
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a level of welfare virtually identical to that implied by optimal policy. Woodford (2004),
in his survey of the literature, finds that "it is not a bad first approximation to say that
the goal of monetary policy should be price stability". While we do not wish to contest
that claim, our goal is to analyse how the inclusion of endogenous capital formation affects
the central bank’s policy tradeoff. In particular, we present the Ramsey optimal policy
for a model with endogenous capital formation and compare it to optimal policy in the
standard model. We further ask to what extent simple rules can mimic the allocation
achieved by Ramsey optimal policy when capital accumulation is endogenous.

In the canonical New-Keynesian model, as presented for instance in Clarida, Gali,
and Gertler (1999), the capital stock is assumed to be either absent or fixed, so that
the central bank has an impact on aggregate activity exclusively due to its influence on
agents’ consumption-saving decision. This implies that, in absence of capital, the interest
rate set by monetary policy has no impact on the intertemporal allocation of resources:
The central bank can reduce aggregate demand by increasing the interest rate without
having an impact on future allocations. When allowing endogenous capital accumulation,
an increase in the real interest rate implies a reduction of investment which affects future
marginal cost and production. This so-called investment channel is empirically important,
in particular in the euro area: Angeloni, Kashyap, Mojon, and Terlizzese (2003) finds
that output changes are predominantly driven by investment fluctuations, as opposed to

fluctuations in consumption.

We present three main results in this paper. First, we find that optimal policy reacts
to a cost-push shock by reducing the nominal and real interest rates for a prolonged time
period. However, this does not reflect a systematically changed tradeoff: As in the model
without capital, optimal policy induces temporary inflation by persistently reducing the
nominal interest rate below its natural rate. The benefit of this policy is an improved
stabilization of output. Rather, it is the path of the natural interest rate which is different
in our model: The natural interest rate falls in response to a cost-pushing shock. Second,
we find that introducing capital accumulation worsens the performance of simple rules: The
optimal simple rule induces welfare cost exceeding those under Ramsey policy by 9.2%.
The reason is that the optimal simple rule stabilizes inflation by aggressive active policy.
The investment channel magnifies the output cost of this policy: Any reduction in output
is now associated with a reduction in future output or an increase in future marginal cost.
Third, when introducing investment or capital adjustment cost, our results resemble the
standard model with a fixed capital stock. In this case, the natural interest rate increases
as a response to a cost-pushing shock and accordingly, the response of optimal monetary
policy is to increase the interest rate above its steady state. Further, the excess welfare
cost of the optimal simple rule falls to 6.4% under capital adjustment cost and 2.8% under

investment adjustment cost.

McCallum and Nelson (1999) argue that fluctuations in the capital stock over the



business cycle can be neglected because capital and output movements are not strongly
correlated at cyclical frequencies. However, the authors themselves name analytical sim-
plicity as the main justification for the fixed capital assumption. Accordingly, many studies
have analysed New Keynesian models with endogenous capital accumulation, but none has
exposed its impact on optimal monetary policy explicitly. The existing literature generally
considers two different assumptions: Under the rental market assumption households ac-
cumulate capital and rent capital to firms. Another possibility is to assume that each firm
owns a firm-specific capital stock, which implies that any short-run adjustment in produc-
tion must be done by adjusting labour demand. As demonstrated by Gali, Gertler, and
Lopez-Salido (2001), this implies that marginal cost differ across firms. The present paper
assumes an economy-wide rental market for capital. Carlstrom and Fuerst (2005) con-
tribute to the discussion that monetary policy can generate endogenous fluctuations. They
find that in a rental-market model, forward-looking interest rate rules are likely to gener-
ate equilibrium indeterminacy. Sveen and Weinke (2005, 2007) focus on the determinacy
properties of simple interest rate rules in a model with firm-specific capital accumulation.
They find that firm-specific capital generates endogenous price stickiness which implies
that the Taylor principle can be insufficient to guarantee equilibrium determinacy.! Sveen
and Weinke (2006) analyse the welfare implications of optimized simple interest rate rules
in a model with sticky wages. They find that a central bank which ignores the endogenous
price-stickiness implied by firm-specific capital puts too less weight on price inflation and
too much weight on wage inflation. However, these authors confine to analyzing simple
rules and do not compute Ramsey optimal policy. Similarly, in an early contribution, Yun
(1996) includes capital accumulation but does not analyze optimal policy. Further, Chris-
tiano, Eichenbaum, and Evans (2005) and Smets and Wouters (2007) estimate large-scale
models which include capital. However, these models contain simple interest rate rules
designed to capture actual monetary policy. Among the literature on optimal monetary
policy, the setup of Schmitt-Grohé and Uribe (2007) is probably closest to the present
paper. Following them, we analyze Ramsey optimal policy in an economy with sticky
prices where households invest into capital and rent it to firms. However, Schmitt-Grohé
and Uribe analyze the optimal policy in response to shocks to government expenditures
and factor productivity. The optimal policy in their paper allows fluctuations in inflation
because any positive interest rate distorts households’ cash holding decision. In contrast,
our model is a cashless economy which faces cost-push shocks. These are modelled as wage
markup shocks arising from imperfect substitutability of different labour types. A markup

increase implies an inefficient increase in wages and a reduction of economic activity.? Such

! Altig, Christiano, Eichenbaum, and Linde (2005) show that the endogenous price stickiness implied by
models with firm-specific capital helps to reconcile the different estimates of price stickiness from macro
and micro models: To match the data, macro models need large price stickiness implying that prices are
adjusted in average every six quarters. However, microeconomic estimations suggest much more frequent
price adjustment.

2The wage increase is inefficient in the sense that it does not reflect a change in the social cost of labour,



shocks play an important role in models aimed at replicating empirical dynamics, such as
Smets and Wouters (2007). Further, Gali, Gertler, and Lépez-Salido (2007) measure an
inefficiency gap in the labour market, defined as the gap between the marginal product
of labour and the marginal rate of substitution between leisure and consumption. They
find that this gap can be decomposed into a wage and a price markup and find the wage
markup to be the predominant source of fluctuations in the gap. We calibrate our wage
markup shock to create an inefficiency gap identical to that measured by Gali, Gertler,
and Loépez-Salido (2007). According to Chari, Kehoe, and McGrattan (2009), shocks pro-
ducing such a gap, which they call the labour wedge, are an important driver of business
cycle fluctuations.?

The present paper is structured as follows. We start by presenting the model in the
following. Section 3 presents the first-best allocation, which provides a useful benchmark
and is used to expose distortions in the model economy. We further derive the problem
of the Ramsey planner in the third section. In section 4 we present our calibration and
the welfare measure we use. Section 5 show the impulse response of the Ramsey policy
and optimal simple rules to a cost-push shock. In this section, we evaluate welfare under
the alternative policies and characterize their stabilization properties with reference to the
distortions identified in the analysis of the first-best equilibrium. Following Casares and
McCallum (2006), who argue that a model with frictionless capital accumulation yields
an implausible variability of investment, we introduce adjustment cost into our model
in section 6. We analyse both capital adjustment cost and the investment adjustment
cost introduced into the New Keynesian literature by Christiano, Eichenbaum, and Evans
(2005).

2 The model

The model is a standard New-Keynesian model with Calvo-type sticky prices, flexible
wages and monopolistically competitive firms. We introduce a cost-push shock by allowing
for imperfect substitutability of labour supply. For purposes of illustration, we will here

expose the model without adjustment cost.

i.e. the wage does not increase because the marginal rate of substitution between leisure and consumption
increases. Therefore, a social planner would leave the allocation unchanged as will be made explicit in
section 3.1.

3Note there is debate on the microfoundation of these shocks and to what extent they represent inef-
ficient fluctuations: Chari, Kehoe, and McGrattan (2009) argue that New Keynesian models are not yet
ready for policy analysis because there is no microeconomic evidence on the nature of the shock. There-
fore, in principle, the observed inefficiency gap might for instance be the result of a fluctuating utility
value of leisure. Such a shock would imply efficient fluctuations in the sense that a social planner would
accommodate the shock.



2.1 Households and labour supply

There exists a continuum of households with total mass 1, indexed over j. The households

derive utility from consuming c;; and enjoying leisure 1 — n;;, with the utility function
1—0’_1 1+n
given by u(cjt,njt) = CJI’T — Xqﬁ:n . They further invest into capital k;;, which they rent

out to firms at the (real) rental rate rf. In nominal terms, letting P; denote the price level,
their revenue is Ptrf. The capital stock evolves according to k; 1 = (1 — §) kj¢+1;¢, where
it denotes investment and ¢ the depreciation rate. Households can buy both investment
and consumption goods from retailers at an identical price P;, so that a household’s
expenditures for consumption and investment goods amount to P;(i;; + ¢;). Households
further have access to nominally state-contingent claims which deliver a certain payoff of
one unit of currency in a particular state. Let D;; denote the amount of claims purchased
by a household j in period ¢t. T’gt 11 denotes the period-t price of such a claim for a
particular state, divided by the probability of occurrence of that state conditional on time
t information so that Etrgt +1Dj+ are a household’s expenditures for acquiring claims.
Note that this setup implies incomplete markets because households do not have access
to real state-contingent claims. Further, households receive the profits earned by firms
PV ;4 and need to pay a lump sum tax P;7;;. Households further supply a differentiated
type of labour n;; for which they earn the real wage wj;. For reasons explained later, the
wage is subsidized by the factor v*. Thus, the household’s budget constraint is given by

VO Pwjgn e+ Dyt 1+ PV 4k Prf = ¢ Pt [kjor — kjo (1= 8)] P+-Prrjy+Egrf Dy

Defining d;; = D}.%t‘t, so that Etrgt 11d;t denotes real expenditures on state-contingent
claims, the budget constraint can be expressed in real terms as

djt—1

v wjenge + + W+ ke (rf + 1= 0) = e + kjaer + i + Beriy 1dje

where m; = P—f"—l denotes inflation. Before describing optimal behaviour, the structure

of the labour market, which resembles Erceg, Henderson, and Levin (2000) and Smets and
Wouters (2007), will be explained. Households supply labour not directly to firms but to
labour packers who pay them the real wage w;;. Each household supplies a differentiated
type of labour which is aggregated to a composite labour good by the labour packers using

the production function

The labour packers sell the aggregate labour good n: to intermediate firms at the real
wage w; in a perfectly competitive market. Thus, the labour packers’ demand for the good



n;¢ is given by
1
1=y
We assume that the log of the substitution elasticity ¢, follows an AR(1) process

—Ct
Wit
njt = <—‘7> ny where (; =

Wy

with mean ¢. Because labour packers are perfectly competitive, we can use the zero-profit

condition to write the aggregate wage as

Y1

1 P
_ E?:T(j' P
we = IUjJ ]
0

This implies that in absence of wage dispersion w; = wj;. We can now to derive the

households’ optimal behaviour. The first order conditions for consumption, capital and

state contingent claims read
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This implies that households charge a markup over their marginal rate of substitution
between leisure and consumption. The government subsidy, 7%, is set so that in the steady
state is efficient (see section 2.3). To simplify notation, we denote the net wage markup

¢ 1
py = =
G — 1y

Note that the only ex ante reason for household heterogeneity is their market power in

as

the labour market. However, wages are perfectly flexible and households have identical
market power, so that all households will charge the same wage given that their marginal
rates of substitution do not differ. There is no reason for such a difference and thus house-
holds will all behave identically and we can work with a representative household. This



further implies that there is no dispersion across household’s labour supply which would
be inefficient under the given labour aggregator, similar to the inefficiencies caused by
price dispersion we will encounter later on. To summarize, the representative household’s
first order conditions are given by

OL w -
a—wt =0 = w = XTLZZCt (3)
8L —0 —0
=0 <= ¢ =pE | 40rf, +1-10) (4)
Ok 1
oL At+1
— =0 < ¢ = 5
Ody hit+l B)\tWtJrl (5)

We can further use the asset pricing equation to construct the (nominally) risk free

portfolio which pays an interest of Ry = . We thus obtain a standard Euler equation

d
E“"t.,t+1

_ o Iy
Cy 7 — ,BEt |:th1?+1:|

(6)

For our analysis, it will mostly be sufficient to consider equation (6) instead of the
complete set of claim prices in (5) as the central bank controls the rate of the risk-free
portfolio. Further, (6) can be used to derive an arbitrage-freeness between state-contingent
claims and capital investment, which reads

—0

Cey1
Tt+1

RtEt = Et [C;fl(rf—l-l + 1-— 6)

This equation provides one of the central mechanisms of our model. The central
bank, who sets the nominal interest rate R, has an impact on capital accumulation: An
increase in the real interest rate leads households to adapt investment until this investment
promises an expected return equal to the state-contingent claims. This link is substantially
weakened by the introduction of investment adjustment cost in later sections. A second,
important feature of the model is the time-varying markup of labour supply, which will
generate cost-push effects.

2.2 Firms

In the model, there are two types of firms: Producers and retailers. Monopolistically
competitive producers rent labour and capital to produce the final good y;;. Retailers
assemble these goods without incurring further cost and produce y; according to

1 1/q
0

where 0 < ¢ < 1 is a function of the elasticity of substitution & between two input



goods, g = % In contrast to the labour sector, there is no time-varying market power
here.

Retailers
Retail firms operate in a perfectly competitive market and maximize profits given a
price level P; and aggregate demand ; :

1
max Py, — / Piyirdi
Yit 0

1 1/q 1
<= maxF; [ / yftdi} - / Piyudi
0 0

Yit

Analogue to the labour sector, retailers demand the following quantity from each in-

P\ T
Yit = j2) Ut

Due to perfect competition in the retail sector, the retailers’ profits are zero and thus

dividual producer

the equilibrium price level is given by

1

1 1—¢
P = </ Pi}fsdi>
0

Producers : Pricing decision

Producers face two decisions: They minimize cost given a certain level of production.

Further, they choose optimal prices, which determine their production. Let us first focus
on the pricing decision. We assume standard Calvo pricing where each producer faces a
constant probability ¢ that he may not reset his price in a given period. Thus, producers
maximize expected (nominal) profits subject to the Calvo pricing scheme. They receive a
subsidy P which is designed to render the steady state efficient. Using again that demand

—€
is given by y;; = (%) y¢, nominal profits are
P't 1—¢ P't —€
Ly = P Puyir — meiPryiy =77 | —- yPr—meP | = | w
P, Py

where mc denotes real marginal cost of firms. As is shown later on, these are constant
across producers. Thus, the producers solve

o0
max Ey Z Atirsd®
t
s=0

Z 178 Z —E&
7P <Pt—&t— ) Py syirs — mepys (ﬁ) Pt+syt+s]



The first order condition to this problem is

oo Zt —& Zt —e—1
Z Apitsd® [’Yp (1-¢) <P ) Yt+s + € <P ) Z/t+s] =0
5—0 t+s t+s

With a discount factor of A1 = Bi’;—*j Pi -, this gives the standard optimal prices

€ 1 Et Es (5¢)S C;styt+spf+smct+s

Zt = - — —
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Prices are thus set as a markup on a weighted sum of expected future marginal cost,
reflecting the positive probability of not being able to adjust prices. We assume the
government to set the subsidy to 4?7 = =, which implies that if the steady state fea-

tures a constant price level, each firm sets its price equal to nominal marginal cost, Z =
—71 c 7yPemc
1 1['3(15

mc—dypa—l
to change its price and the price level will indeed remain constant so that we obtain a

= Pmec. As marginal cost are identical across firms, no firm has an incentive

zero inflation steady state. Further, in the steady state, the subsidy eliminates the ineffi-
ciency implied by monopolistic competition and the economy efficiently produces at a real
marginal cost of unity.

Further, we eliminate the price level by rewriting the optimal price setting equation in
terms of the real price Zt =7/ P,. Zt can be written as a

_ _ 2 _
P E; [Ct Tyimee + Boc, L y1ms  mer1 + (B9)7 ¢ oy 2T 1 T oMCry2 + ]
t p—

_ _ _ 2 _ 1 e—
Ey [Ct Ty + Boc iy + (B9) ¢ ayeam iy + }

We can rewrite the denominator and the numerator recursively and thus obtain a
system of three equations which describe optimal price setting:

-7k
Zt = Z_t2
t
Zt = ¢ Tyemey + BOE 1 ZEy @
Z =y + BB L ZE (8)

To find a law of motion for inflation can be derived by using the definition of the price



index?

1
Pl = /0 Py tdi

— (—0)Z + P

U= 002 om
1
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This equation, together with the above two equations describing the evolution of Z;
and Zs constitute the non-linearized version of the New Keynesian Phillips curve.

Producers : Cost minimization

Producers further minimize cost given demand y;; (which is determined by their pricing
decision), taking as given real factor prices w; and . Their production function is given by
Yit = Amf{gk}[“, where total factor productivity A; is an exogenously given constant. Note
that the multiplier on the constraint equals nominal marginal cost, M C. Further, we denote
real marginal cost by mcy = MCj/P;. Producers thus solve

min. Pawyni; + Pyrfkiy + MCit(yie — Ak, %)

The producers’ first orders read

k' -«
Pow, = MCitfm <— w; = me A (—Zt>

Nt
Tt @
Pﬂ“f = Mcitfkyt < T‘f = mctAt(l — Oé) <k,‘_l>
it
We can combine these equations to yield an expression giving the optimal capital-
labour ratio and real marginal cost

we_ o K (10)

k(1= a)ng
1 ¥ - wg\ @
men= g <1 _a) (%) (11)

Note that the capital-labour ratio is identical across firms as all have access to the

same factor market. Thus, marginal cost are equal across firms, mc;; = mc.

Tracking price dispersion

*Details can be found in (A.3.1)

10



As the aim of this paper is to compute Ramsey optimal policy, and the derivation
of a quadratic loss function is complicated by the introduction of capital, the model’s
equilibrium conditions will not be linearized. Thus, we have to take into account that the
production of the final good production is affected by price dispersion which implies that
capital and labour are inefficiently allocated across firms. To capture this effect, define

intermediate output 10, as the sum of produced intermediate goods,

1 1 n a n e}
IOt = / yltdZ = / Atkit —Zt dZ = Atk‘t —t
0 0 kit ky

where the last equality uses that k/n is constant across firms. Further, we know that

—&
firm demand is given by y;; = (l][;":> y¢ and thus

1 1 P‘t —€
10y = / Yirdi = yt/ (—Z> di
0 o \ B

An inefficient distribution of production across firms implies that 10; > y;. We can
find a recursive law of motion for the above integral so that we do not have to track
individual prices of firms (following Schmitt-Grohé and Uribe (2004a)). We define the

newly set price in real terms, Z = %, and use that Z is identical across all firms which

—€
set a new price. Let s; = fol (%) di. The law of motion for s, whose derivation can be
found in A.3.2, is given by

s.= (1= )2 + g5t (12)

Schmitt-Grohé and Uribe (2004a) show that s; is limited below by 1. It increases above
unity whenever firms reset their prices, i.e. Z; = 1. Thus, any price displersion implies an
Atktian?

inefficient allocation of aggregate resources which is evident by y; = <

2.3 Government

Fiscal policy

We assume that the government does not issue bonds which implies that its budget
must be balanced in every period. The government collects lump sum taxes to finance the
production subsidy to firms and the employment subsidy to workers, 7; = 77 rod | rlabour.
In section A.3.3, we show that the households’ "transfer", i.e. the difference of firm profits
minus lump sum taxes (in real terms) equals

U, — 7_ffrool . 7_éabour =y (1 —mepsy) — (7 — 1) wpny

The first term of the RHS reflects firm profits and the tax required to finance the
production subsidy. These cancel out in the steady state where s = 1 and mc = 1,
because the steady state is efficient. The second term reflects the tax collected to finance

the subsidy to workers.
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2.4 Summarizing the model’s equilibrium conditions

The model’s equilibrium conditions consist of the optimality conditions (3)-(4) and (6)-
(12) as well as an aggegrate resource constraint which can be derived from the household’s
budget constraint (see A.3.4).

Households
wi = XN ] iy
_ __ R
7 = BE, [thl —m;}

¢ 7 =BE; [Ct_—fl(rf+1 +1- 5)}

Firms
k (1 — o) weny
Tt == —
« ]{It
1 ¥ o (wt)a
mey = — —
t At 11—« «
Pricing (13)

Z} = ¢ Tymey + BOEs 2y
Z¢ = ¢; Tyi + POEm; 1 Ziia
Zl 1—¢ B
1=(1-9) (Z—g) +omi !
i
1

st=(1-9) (%) + omisi—1

Aggregate resources

Atkg_an? = [Ct + kt+1 — (1 — 5)kt] St

3 Ramsey optimal policy

As a benchmark, we first present the first best allocation for this economy. These op-
timality conditions expose the potential distortions in our economy and thus provide a
framework for our subsequent analysis of second-best policy. We then proceed to derive
the Ramsey optimal policy for our model.

3.1 The social planner equilibrium

The social planner maximizes household utility subject to the economy’s technology re-

1y 5. /9

strictions. As our labour aggregator, n; = { J: nj,td]} , is a concave function, and all

0
households’ preferences are identical, it is optimal for each type of labour to be used to

12



the same extent, i.e. for any two households j, k, optimality requires

Njt = Nkt

We now derive the remaining optimality conditions. As mentioned before, because
household preference are identical, we can work with a representative agent. Thus, the

1 1/q
Yt — </ yftd2>
0

1 1
AN [y — ¢ — kepr + (1 — 0)ky) + \F [k‘t - / kit+1di:| + A2 [nt - / nit+1di]
0 0

social planner’s problem reads

l1—0o 1+n

[e.e]
c n
max GIEOE Bt{[ L — ==
= 1-0 1+n

{c,n,ni,k,ki,y,yi}

+ A + AT [Amgiki = il

where i is an index of firms. The first-order conditions to this problem show that the social
optimum is characterized by

Uet = BBy [ucr1 (mphip1 +1 —0)] (14)
mpng = — an (15)

Yit = Yt (16)

kit Ky

R 17

Nt Ty ( )

and the aggregate resource constraint y; = ¢; + ky+1 — (1 — d)k. The social planner
employs both production factors up to the point where their marginal products equal their
social cost. Further, he will not allow any inefficiency in production, which can be caused
by dispersion in output or factor usage across firms.

Distortions in the sticky price economy

The social planner’s optimality conditions provide a framework for our further analysis
in the sense that they clarify the potential distortions in the competitive equilibrium of
the sticky price economy. In that economy, as shown in section 2.2, there is no dispersion
in the capital labour ratio across firms so that (17) holds in all economies analysed in
this paper. Equation (16) represents the well-known distortion caused by price dispersion:
(16) does not hold in our economies whenever m; # 1. This distortion is the reason why
any deviation in inflation from its steady state causes welfare losses. The second well-
established distortion concerns deviations from the optimality condition (15). We here

give this distortion an interpretation in terms of the economy’s total markup, defined

mpng
mrse ©

as ptot = As in Gali (2008), let us define the firms’ average price markup as
ul = ]\fét = mLCt Further, in our model the households’ wage markup, which is exogenous

Wi

in our model, is given by, p’ = .

As shown in section (2.2), firms labour demand

13



satisfies wy = mcympng. We can thus write the markup distortion, i.e. the deviation from

.. s mpns ]
the optimality condition st =1, as

w
tot _ TP W By P
= = = My g
Mrs; mee Wy

tot > 1, the competitive equilibrium leads to a inefficiently low

Intuitively, whenever p
usage of labour at the aggregate level. The two distortions described so far are present
in any model without capital. The distortion implied by price dispersion provides the
rationale for stabilizing inflation at m; = 1 whereas the markup distortion is the reason

why stabilizing output prevents welfare losses.

In the model with endogenous capital accumulation, (14) exposes a potential distortion
related to capital accumulation. To be clear, we use the term "distortion" in the sense that,
whenever (14) is violated, the capital accumulation decision is distorted.’ In our economy,
where intermediate firms’ capital demand satisfies rf = mecympky, the household’s first-

order condition for capital accumulation reads

Uet = BEt[ucit1 (megrimpkir +1—0)]
—
mpk
Uer = BBy [Uett1 % +1-96 (18)
Hitq

Because firms are demand constrained, they do not generally rent capital up to its
marginal product: Firms who cannot optimize prices face real marginal costs different from
unity, i.e. their price markup %changes. This causes the average price markup to deviate
from its steady state value of uf = 1.This influences households capital accumulation: If
they expect a positive average markup, i.e. real marginal cost below unity, households
will reduce capital accumulation below the level a social planner would choose, all other
things equal.

The nature of the wage markup shock

We observe from the social planner’s first order conditions that the wage markup shock
has no impact on the first-best equilibrium: Although the shock technically is a change in
technology, it represents no constraint to the social planner. The reason is that the shock
concerns the process of wage formation while the social planner can just choose the amount
of worked hours he prefers. Because the wage markup shock is the only shock, the social

®Note that this definition does not imply that a distortion arises whenever the path of capital chosen
by a social planner deviates from that of the competitive equilibrium. This definition would imply that
even a lump-sum tax to finance government expenditures would "distort" capital accumulation. Rather,
our terminology implies that capital accumulation is distorted whenever, all other things equal, the repre-
sentative household accumulates an amount of capital different from that implied by the social planner’s
optimality condition.
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planner would choose constant paths for all model’s variables. Thus, the efficient level of
output is constant and welfare losses accrue whenever output is not in its steady state.
Further, the shock also distorts the flexible price equilibrium. Thus, it is not necessarily
optimal for the central bank to stabilize output at its natural rate. Rather, as in Adao,
Correia, and Teles (2003), the presence of the sticky price friction equips the central bank
with an additional instrument which optimal policy can use to improve upon the flexible
price allocation and stabilize output closer to its efficient level, the steady state.

The central bank’s tradeoff

From the above considerations, we observe that the social planner equilibrium can be
achieved by completely stabilizing the total markup p'°* and inflation 7 at their steady
state values. However, this is not possible whenever our shock is present: A positive wage
markup can in principle be eliminated by a negative average price markup. However,
a negative average price markup requires price dispersion, so that, whenever u* # 1,
monetary policy cannot achieve m; = 1 and pu'®* = 1 at the same time. Intuitively, as a
reaction to a positive wage markup shock, the central bank can create a negative average
price markup by setting the nominal interest rate below its natural rate®, which implies
that demand and thus output will exceed their natural rates. This implies that marginal
cost exceed their natural level. This policy stabilizes output at the expense of increased
inflation. So far, this is the familiar tradeoff of a central bank in a sticky price model with
monopolistic competition. The introduction of capital accumulation affects the central
bank’s tradeoff because firms’ expected average price markup Eymci+1 has an impact on
capital accumulation and thus on the future path of the economy. If households expect the
central bank to pursue a policy which generates a negative average price markup, they will
reduce capital accumulation below the level a social planner would choose. Thus, a policy
aimed at stabilizing output by creating price markups which offset the exogenous wage
markup potentially increases the fluctuations of the capital stock. However, as we analyse
a general equilibrium in which other distortions are present, nothing can be said about
the welfare implications of a policy which distorts capital accumulation at this stage.

Other authors have derived loss functions by using a second-order approximation of
household utility. For the model with capital, Edge (2003) and Sveen and Weinke (2006)
derive such a loss function. However, as these contain standard deviations and, in the case
of Edge (2003) also correlations among all the model’s variables, they are not straightfor-
ward to interpret, either. Moreover, the welfare function derived by Sveen and Weinke
(2006) has positive coefficients on the variances of consumption, output and investment
while the coefficients on the variance of labour and those relating to price and wage dis-
persion. It is obvious that such a loss function cannot be used to answer the question
if stabilizing the capital stock is beneficial. The reason is that it cannot be interpreted

5To be exact, it is the path of future interest rates that matters for consumption demand.
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in a ceteris paribus manner: If we did so, we would have to conclude that increasing the
consumption variance would increase welfare. Rather, the general equilibrium effects of
such an increase (for instance an associated decrease in the labour variance) would have
to be considered as well. Therefore, such a loss function does not provide more intuition
than the strategy we apply: We calibrate the model’s parameters and use second-order
approximations to solve the model around its deterministic steady state. We then evaluate
welfare under different policies using a welfare measure developed by Schmitt-Grohé and
Uribe (2006). The distortions identified in this section are used to build an intuition for

our results.

3.2 The Ramsey problem

By analysing Ramsey optimal policy, we assume that the central bank can credibly commit
to its monetary policy and thus manipulate agents’ expectations. As mentioned before, we
do not derive a quadratic loss function from a second approximation to household utility
but set up a full fledged Ramsey problem and derive its first-order conditions without
linearizing the model’s equilibrium conditions.” Due to the complexity of the model, it is
not possible to condense the model’s competitive equilibrium into a single implementability
constraint. Thus, we apply a dual Ramsey approach: We derive an intertemporal budget
constraint by iterating forward the household’s budget constraint. This allows us to ensure
that the transversality conditions for capital and state-contingent bonds hold. Further, we
substitute out as many variables as possible in the model’s equilibrium conditions. The
Ramsey planner then maximizes household utility subject to the intertemporal budget
constraint and the "condensed" version of the model’s equilibrium conditions. Again, we
restrict the derivation to the case without adjustment cost. However, the general strategy
in the models with adjustment cost is the same.

Deriving the intertemporal budget constraint®
The representative household’s budget constraint can be written as

d—
weng + ;—1 + Yt (1 — mctst) + kt(Tf +1- 5) =+ /{Zt+1 + Etrg’tJrldt
¢

where we used that the government collects the subsidy to workers by raising lump
sum taxes, so that y; (1 — mes;) is the residual left from firm profits after paying the

part of the lump-sum tax which finances the production subsidy, 7%

rod " Tterating over
state-contingent claims and using the household’s first order conditions, the intertemporal

budget constraint can be written as

"The solution to the resulting system of optimality conditions will be solved by second-order approxi-
mation methods using the software dynare.
$We will here focus on the main steps while (A.4.1) contains the detailed derivation.

16



d o ot —
Ct [;—1 +hi(rf +1 - 5)] =E1 Y B0 (Cros — wigsniys — s (1 — merysiys))
s=0

Substituting out the wage and the capital rental rate, the intertemporal budget con-

straint becomes

1l-«a 1 _ IOt+
= E; Zﬁs [C§+§’ <T> X”tigﬂgjrs - ctf:s Ser = (19)
S

where Ay = ¢; 7%=t 4 U=ax a)x n T 4 ek (1—6).

Tt

Writing the intertemporal budget constraint recursively

The Ramsey planner faces an intertemporal budget constraint in every period because
the household cannot by trading in period zero insure against all risks. The reason for
this is that he has no set of real state contingent claims so that HH solvency cannot be
ensured by period zero trading but must be guaranteed in every period. As described in
Ljungqvist and Sargent (2004), the sequence of intertemporal budget constraints can be
written recursively:

1—« 1 IOt+‘
R o ey + (150 )ty i ] -

- l-«a w _UIO
=FEy Zﬁt { [ 1— (T) Xni+77ut _ S—tt:| — (Ft — Ft—l)At}

where v, denotes the multiplier on the intertemporal budget constraint and where
Iy =141+ 7, with I'_; = 0.
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The Ramsey problem

We can reduce the system of equilibrium conditions (13) by eliminating w, 7*, and mc
which yields a system of 7 equations. The Ramsey planner maximizes household utility
subject to the intertemporal budget constraint and the remaining equilibrium conditions,
so that the Ramsey planner’s problem reads

1—o 1+n
n
J=E ¢ u 20
{c,n,k,R,r;,li}%,Zl,ﬁ} 0 Z g [1 -0 X 147 (20)
_ 1—o S Ak
+1 [Ctl 7+ X”im/ﬁftﬂ ts—]
t

— (T —Ty_1) [% T 4 ke o (1 5)}

_ R,
AL - F
TA elomit 77t+1]
i nnJrl
‘H\% ¢, 7 — EB(1— O‘)g k?l N%U+1 EB(1 — )Ct+1
_~ S
+X7 | Zy — —t]
t I Zt2
1
1 — 1zl
+)\§ T — + (QS ) t
0
+)\? St — (1 - d))Z;E + qbwfst,l}
i 1+77 X
+20 1z - 1 — SBETE 2y
St Ol
A kl a
N | ZE = tS— _¢5Et”§+1lzt+1}

As the first order conditions to this problem are not straightforward to interpret, we
proceed by describing the response of optimal policy to a cost-push shock, i.e. an increase
in the markup pf’, in a calibrated model. The interested reader can find the complete
system of first order conditions in the appendix.

4 Calibration and welfare measure

4.1 Calibration and functional form

The model’s calibration is standard and can be found in the appendix. We here confine
to a description of our single shock, the wage markup shock.

Our shock is based on Gali, Gertler, and Lépez-Salido (2007) who measure an ineffi-
ciency gap, defined as log n”;—l’;fl based on a simple model. Using wage data, they decompose
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this gap into a price and a wage markup, finding that the wage markup accounts for nearly
all of the variation in the inefficiency gap. We calibrate our shock to match the standard
deviation of their gap but set the autocorrelation at p* = 0.9 instead of their estimate of
0.95. As is shown in the appendix, so as to yield o(u}”) = 0.051, we set standard deviation
of the driving innovation to sd(¢¢) = 0.1177.7 This implies that a positive shock of one

standard deviation increase the households markup, uy’ = Cfil C—El, by 2.35%. A note on
the consistency of using their measured inefficiency gap in our model is in order: First, if
Gali, Gertler, and Loépez-Salido (2007) had measured the gap based on the flexible price
version of our model, this would not have affected their results.'? Of course, consistency
requires us to use their preference specification, c = = 1. Second, price stickiness gener-
ates an average price markup which implies that the measured gap of our model will not
be entirely identical to Gali, Gertler, and Lépez-Salido (2007). However, under all simple
rules we analyse, the exogenous wage markup quantitatively dominates the endogenous
fluctuations in the price markup: The standard deviation of the price markup never ex-
ceeds 4% of that of the total markup. In contrast, Ramsey optimal policy generates large
procyclical price markups which reduce the standard deviation of the inefficiency gap im-
plied by our model by up to 15%. However, it is unlikely that optimal Ramsey policy was
in place during the measurement period of Gali, Gertler, and Lépez-Salido (2007).

Further, under simple rules, monetary policy follows a rule of the form!!

1 wn
R == (@) with w, > 1
B\T

Thus, the central bank increases the nominal rate more than one-for-one whenever
inflation increases above its steady state value (which is unity, as argued above).

4.2 Welfare measure

Our welfare measure is based on the representative household’s expected lifetime utility,
W = Ey >3, Bu(ct, ne) . Following Schmitt-Grohé and Uribe (2006), we measure welfare
conditional on the initial state being the deterministic steady state. The reason is that all
policies imply the same deterministic steady state. The central idea of Schmitt-Grohé and
Uribe (2006) is to use the policy function of the variable V; = Ey Y o0 B%u (Crqs, Nits)
and to evaluate it at the initial state. With V' denoting this policy function, what we

9Their wage markup has nearly identical properties: Its autocorrelation parameter is identical to the
gap and the standard deviation of the wage markup is 0.054 instead of 0.051 for the gap. We calibrate our
model to their gap so as to capture the total inefficiency they measure.

10The reason is that they have an identical utility function and measure the marginal rate of substitution
between consumption and leisure as logmrs, = ologc: + nlogny — &,, where &, denotes low frequency
preference shifts. Further, the marginal product of labour is measured as log mpn: = logy: — logn:, so
that the inclusion of capital accumulation does not affect the measurement of the gap.

"'Smets and Wouters (2007) use a similar interest rate rule in the non-linearized model presented in the
appendix to their paper.
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seek is V(xg,w), where xg refers to the vector of initial states and w is a parameter
scaling the degree of uncertainty in the economy. Because we analyze welfare under wage
markup shocks only, w equals the standard deviation of this shock. If we based our welfare
measure on the average value of V; obtained from a simulation of the model, we would
actually evaluate unconditional welfare and ignore the transition path involved after a
policy switch. Here, such transition paths are not caused by different deterministic steady
states but result from different stochastic steady states around which the model’s variables
fluctuate in a simulation.'?

As is common in the literature, we measure welfare in terms of the percentage of con-
sumption that would leave the representative household indifferent between the superior
policy A and the inferior policy B. Denoting this welfare measure with A and letting
superscripts refer to a particular policy, A is implicitly defined by

WP =E, Zﬁtu (1= cf,nf)
=0

Schmitt-Grohé and Uribe (2006) show that A, which is a function A(z¢,w) of the
initial state and w, can be computed accurately up to second order from the second-order
approximated policy functions for V. With our utility function,

2

Az, w) ~ A(Z,0) + Ay (Z, 0)w + Aww(i,O)%
—

A ~ VE(2,0) -V (2,0) w?

(o) = (0 —1)[VA(z,0) - VNA(z,0)] 2

147

V' N here denotes the policy function of the variable VN, = —E; > 22 5° <X?T+; + ﬁ) )

Further, V2 (z,0) and V.2 (z,0) are steady state values of the second derivatives of the

policy function V' under policy A (or B) in a second-order approximation around the

model’s deterministic steady state (z,0):

V(zg,w) =V (Z,0) + Vo(z,0)(xr — ) + Voo (Z, 0)w + Vo (Z, 0)w (2 — T)
1 1
+5 Ve (7, 0) (1 — 7)? + 5 Ve, 0)w?
In the following analyses, we will evaluate the welfare loss of each policy relative to

the deterministic model. We report these results as well as the additional welfare loss
implied by simple rules, expressed as percentages of the welfare loss under Ramsey optimal

12For a detailed description of the welfare measure used here, the interested reader is referred to the
appendix, section A.2.
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policy. For our purpose of comparing simple rules to optimal policy, we prefer using the
latter measure. The reason is that it is independent of the shock variance which varies
considerably across studies.!?

5 Optimal monetary policy

Before interpreting the policy response, a few words on the nature of our cost-push shock
are in order. The shock puts upward pressure on wages and firms’ marginal cost and thus
leads to both price increases and a contraction in output. It is important to note that
the shock constitutes an inefficiency: As can be seen in section 3.1, the wage markup does
not affect the level of output a social planner would choose, i.e. the first-best level of
output stays constant. Further, the shock also distorts the flexible price equilibrium so
that the central bank cannot achieve the first-best allocation by eliminating fluctuations
in inflation entirely. Therefore, our shock confronts the central bank with a true tradeoff
between stabilizing inflation and the total markup, as is exposed in more detail in section
3.1. All variables are defined in terms of percentage deviations from their steady state.
Variables with superscript n denote a variable’s value under flexible prices.

5.1 Model without capital

Figure 1 shows the impulse response function to a wage markup shock under Ramsey
optimal policy in the model without capital. This model serves as a benchmark for our
subsequent analysis. To illustrate the central bank’s tradeoff, the last row shows the total
markup !t the exogenous wage markup p* and the endogenous average price markup
u = ﬁ which are presented in section 3.1. The shock causes a rise in wages and
a decline in output. The central bank reduces the nominal interest rate on impact but
increases it above its steady state value for all periods thereafter. To clarify how this policy
improves upon the flexible price allocation, observe that the central bank persistently sets
the interest rate below its natural rate. This policy creates a negative average price markup
and thus stabilizes output more successfully than the flexible price allocation, as indicated
by the positive output gap. The cost of this policy is temporary inflation, which generates
welfare losses through price dispersion. However, the central bank pursues this policy
of output stabilization only for the first 2-3 quarters. The reason is the forward-looking
nature of our Phillips curve: The central bank does not allow inflation to persist because
any inflation in later periods would lead to pre-emptive price increases due to staggered
price setting. Thus, stabilizing output in "early" periods is less costly than doing so in
later periods. We will see this pattern of short-run output stabilization re-emerge under

all models we analyse.

3 For instance, Smets and Wouters (2007) estimate a one s.d. wage markup shock to increase wages by
24 percent. In our case, this figure is 2.35 percent.
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Figure 1: Ramsey policy in the model without capital

5.2 Model without adjustment cost

5.2.1 Ramsey policy

Figure 2 shows the response of Ramsey monetary policy to a wage markup shock. Output,
working time and consumption decrease as a response to the shock. Investment is also
reduced, which lowers the capital stock in subsequent periods. In terms of the output
gap and inflation, the pattern from the model without capital re-emerges: The central
bank opts to generate a negative price markup, thereby generating a positive output gap
at the cost of temporary inflation. Thus, the inclusion of endogenous capital formation
has not substantially altered the central bank’s tradeoff in the sense that optimal policy
chooses to resolve the tradeoff in a similar way. However, the path of its instrument has
changed. As before, the central bank chooses a path of the nominal interest rate which
is persistently below the natural interest rate, except for the first period. This generates
the positive output gap and the associated inflation. The main difference we observe is
that the natural interest rate now falls below its steady state for 8 quarters. This leads
the central bank to reduce the nominal rate below its steady state for at least 10 quarters.
This pattern is inconsistent with the usual intuition of central banks curbing inflation by
applying active policy, i.e. increasing the real interest rate in response to positive inflation.
We thus analyse in the next section how such a policy, which is recommended as a virtually
perfect approximation of optimal policy, for instance by Schmitt-Grohé and Uribe (2007),

performs well in our model.
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Figure 2: Ramsey policy, model with capital, without adjustment cost

5.2.2 The optimal simple rule

Figure 3 shows the impulse response functions under the optimal simple rule, which fea-
tures an aggressive response to inflation, w, = 8. This policy is very successful in stabilizing
inflation and thus induces an allocation virtually identical to the flexible price economy:
The output gap is close to zero at all times. The central bank achieves this by setting the
interest rate very close to its natural rate. We now assess the welfare implications of this
policy, which are summarized in Table 1, which gives the welfare loss A in percent of steady
state consumption under both the Ramsey policy and the optimal simple rule. The welfare
loss of the optimal simple rule is 9.19% higher than that of the Ramsey policy. However,
due to the rather low welfare cost of the shock, the simple rule looses only 0.0057% of
steady state consumption compared to Ramsey optimal policy.'* As suggested by the
impulse response functions, the simple rule stabilizes the average markup less successfully
than the Ramsey policy. The benefit of the simple rule is a reduction in the variance of

“However, as shown by Gali, Gertler, and Lépez-Salido (2007), welfare cost can be moderate in average
but may amount to several percentages of steady state consumption in specific recessions. Further, the

absolute welfare difference A*™P'® — \Fe™s Jepends on shock variance. Therefore, we consider our relative
simple

measure A

SFams a more useful measure of the performance of simple rules.

23



x10°  cc i x10° Kk vy
0 0 0 0
1 { -0.01
2
2 | 002 -0.005
N -4
3 | -0.03
4 -0.04 6 0.01
0 10 2000 10 20 0 10 20 10 20
nn x10° W x10°  rkk x10° P
0 6 5 2
-0.005 4
0 0
-0.01 2
. 2
-0.015 of 5
-0.02 2 10 4
0 10 20 0 10 20 0 10 20 0 10 20
x10* R x10* R x10° RR x10°  ¥Y"
2 2 2 0
0 0 0 1
2 2 2 2
4 4 4 3
0 10 20 0 10 20 0 10 20 o 10 20

Figure 3: Optimal simple rule, no adjustment cost

inflation. However, this comes at the cost of increased fluctuations in output, the capital

stock, consumption and labour.

Welfare comparison \?Z)eslsfa;e sd(#) | sd(ptot) | sd(y) | sd(k) | sd(¢) | sd(n)
Optimal simple rule | 0.0682% | 0.0085% | 0.0511 | 0.0256 | 0.0234 | 0.0162 | 0.0326
Ramsey policy 0.0625% | 0.1142% | 0.0477 | 0.0239 | 0.0223 | 0.0155 | 0.0302

Standard deviations refer to variables defined as p,=log (Mt/ﬁ)

Due to its low values, the s.d. of 7 is expressed in terms of % points.

The optimal simple rule features a coefficient of W = 8.

Table 1: Welfare comparison without adjustment cost

6 Optimal policy with positive adjustment cost

Intuition suggests that capital accumulation is likely to entail adjustment cost: When a

firm desires to increase its capital stock, there is a cost of installing the investment goods

purchased. Such cost lead the capital stock to behave in a more sluggish manner, which

is considered empirically realistic. For instance, Casares and McCallum (2006) argue that
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adjustment cost are needed in order for models with endogenous capital accumulation to
match cyclical data. We thus consider a version of our model under capital adjustment
cost as well as the specification of investment adjustment cost used by Christiano, Eichen-
baum, and Evans (2005). First, we present impulse responses to a wage markup shock
for a baseline calibration for each type of adjustment cost. Subsequently, we evaluate the
performance of simple rules - in terms of replicating the allocation achieved by Ramsey
policy - across a range of plausible calibrations.

6.1 Capital adjustment cost

As in Chari, Kehoe, and McGrattan (2007), adjustment cost are given by the function
F(£) so that the law of motion for capital reads

kt+1:(1—6)kt+z’t—F<“>kt

ke
) 2
where F:% <Ilc_tt - 5)

The first order conditions of the representative household with respect to investment

and capital change to

: 2 : ,

_ N ; ; .

¢ qr =B {Qt+1(1 — &) i — qt+1% L;;l _ ] 4 g kt+1 [ktJrl B 5)} }
t+1 t+1 t+1

. -1
o= [1-uGt )]
where ¢; represents the value of capital relative to the consumption good. As marginal
adjustment cost are zero in the steady state, ¢ equals unity in the steady state.'® In our
benchmark scenario, we calibrate ¢ to ¥ = 10 so as to obtain a steady state elasticity of
the price of capital with respect to the investment-capital ratio is 0.25, which is in the
midst of the range considered reasonable by Bernanke, Gertler, and Gilchrist (1999).

6.1.1 Ramsey policy

Figure 4 shows the impulse responses under positive capital adjustment cost. The patterns
of inflation and the output gap are unchanged from the previous analysis: It is again
optimal to stabilize output by allowing inflation in early periods and stabilize inflation in
later ones. The natural interest rate increases above its steady state and optimal policy

5Note that, under adjustment cost, it is not possible to derive an intertemporal budget constraint. The
reason is that the above first order conditions become more complicated. Therefore, the Ramsey planner
here maximizes utility subject to the aggregate resource constraint in its period-by-period form, and the
(reduced) system of the model’s equilibrium conditions.
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Figure 4: Ramsey optimal policy, model with capital adjustment cost

reduces its instrument below the natural rate to generate the familiar output-inflation
pattern. Thus, the impulse responses resemble those of the model without capital closely.'6
The reason is that adjustment cost weaken the link between the real interest rate and
investment because capital cannot be invested and disinvested at zero cost. Thus, the
arbitrage equation derived earlier does not hold any more. We further observe that the
central bank here increases the nominal interest rate in all periods but the first. Thus, the
next section asks the question if active policy performs better in the model with capital
adjustment.

6.1.2 The optimal simple rule

Figure 5 shows the impulse responses to a cost push shock under the optimal simple
rule, which is again very aggressive, w, = 8. Similar to the model without adjustment
cost, the optimal simple rule stabilizes inflation more successfully than the Ramsey policy.
Again, this requires that the central bank sets its instrument close to the natural interest
rate. Table 2 presents the welfare cost of both policies, together with selected variables’
second moments. The simple rule stabilizes output only slightly more successfully than
the flexible-price allocation, which is reflected in the fact that the standard deviation of
the average markup is reduced only slightly below that of the exogenous markup shock
(which is 0.0510). The benefit of the simple rule is the reduced variance of inflation. As

'6This is in line with Casares and McCallum (2006) who find an analogous result for simple rules.
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Figure 5: Optimal simple rule, model with capital adjustment cost

before, this comes at the cost of increased fluctuations in labour, consumption, capital
and output, compared to the Ramsey policy. However, the welfare loss of the simple rule
is only 6.41% higher than that of the Ramsey policy. Thus, the moderate adjustment cost
we calibrate imply that active policy more closely resembles optimal policy.

Welfare A

Welfare comparison loss \ sd(m) | sd(ut) | sd(§) | sd(k) | sd(e) | sd(n)

Optimal simple rule | 0.0548% | 0.0119% | 0.0509 | 0.0210 | 0.0156 | 0.0162 | 0.0283

Ramsey policy 0.0515% | 0.0936% | 0.0482 | 0.0200 | 0.0152 | 0.0155 | 0.0268

Standard deviations refer to variables defined as (= 1log (ut/ﬂ)

Due to its low values, the s.d. of 7 is expressed in terms of % points.

The optimal simple rule features a coefficient of W; = 8.

Table 2: Welfare comparison with capital adjustment cost

6.2 Investment adjustment cost

This section analyses optimal monetary policy and the performance of simple rules un-
der investment adjustment cost. This specification is used in many large-scale models,
most prominently by Christiano, Eichenbaum, and Evans (2005).!7 Under investment

7 Among others, Beaudry and Portier (2006) and Burnside, Eichenbaum, and Fisher (2004) employ this
specification. For a survey of models assuming investment adjustment cost, see Khan and Groth (2006).
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adjustment cost, the capital law of motion takes the following form

. 7
kty1=(1—0)kt + ltS(i]t_jl)

. . 2
with §(—t) =2 (Z—t - 1>

1t—1 2 \it—1

so that the households first order conditions with respect to investment and capital
read

e g = BE [Ct_fﬂtﬂ(l —0) + C;—l-alrf-&-l}
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where ¢; is the value of capital.'® With respect to the calibration, there is considerable

disagreement in the literature, which is discussed further in the appendix. We here analyse
as a baseline case the value estimated by Christiano, Eichenbaum, and Evans (2005),
k = 2.48, which serves to generate empirically reasonable impulse responses to a monetary
policy shock in their model.

6.2.1 Ramsey policy

Figure 6 shows the impulse responses under optimal policy in the model with positive
investment adjustment cost. Again , we observe a pattern of temporary inflation and a
positive output gap. Thus, under investment adjustment cost, optimal monetary policy
resolves its tradeoff similar to the model without capital. The familiar short-run stabi-
lization of output is achieved by setting the nominal interest rate below its natural rate.
As was the case under capital adjustment cost, we observe that the central bank rises
the nominal interest above its steady state value, reflecting the increased natural interest
rate. Thus, both the way the central bank resolves its tradeoff, and the instrument path
required to implement this policy are similar to the model without capital. The next
section asks how closely a simple rule can imitate this optimal policy.

6.2.2 Optimal simple rule

The optimal simple rule in the model with investment adjustment cost is less aggressive
here, with an optimal coefficient of w, = 4. Similar to the simple rule under capital
adjustment cost, the simple rule achieves a slightly positive output gap. This is achieved
by allowing some inflation which drives down the real interest rate below its flexible-price

'8The Ramsey policy is computed by maximizing utility with respect to the set of equilibrium condi-
tions, including the above derived Euler equations for capital and investment, and an aggregate resource
constraint in period-by-period form.
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Figure 6: Ramsey policy, model with investment adjustment cost

counterpart. Comparing the optimal simple rule to Ramsey policy, our conclusions are

alike to those under capital adjustment cost: The simple rule stabilizes inflation more

successfully at the expense of (slightly) increased fluctuations in consumption, labour,

output and the capital stock. The welfare losses under the simple rule exceed those of the

Ramsey policy by only 2.83%. Thus, active policy achieves an allocation very close to the

Ramsey policy under positive investment adjustment cost.

Welfare

Welfare comparison logs sd(m) | sd(ut) | sd(k) | sd(g) | sd(e) | sd(n)
Optimal simple rule | 0.0581% | 0.0648% | 0.0497 | 0.0177 | 0.0213 | 0.0162 | 0.0282
Ramsey policy 0.0565% | 0.0931% | 0.0482 | 0.0178 | 0.0210 | 0.0156 | 0.0276

Standard deviations refer to variables defined as p,=log (;Lf/ﬁ)

Due to its low values, the s.d. of 7 is expressed in terms of % points.

The optimal simple rule features a coefficient of W, = 4.

Table 3: Welfare comparison with investment adjustment cost
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Figure 7: Optimal simple rule, model with investment adjustment cost

6.3 Welfare cost of active policy under alternative calibrations

The previous sections have shown that the ability of simple rules to imitate Ramsey optimal
policy depends on the specification of adjustment cost. Because empirical estimates of
adjustment cost are very heterogeneous, we here repeat the above welfare evaluation of
simple rules under alternative calibrations. Beside the moderate adjustment cost analysed
above (¢ = 10), we also analyse the cases of ¢y = 40 and ¢ = 80, which correspond to
the relatively high adjustment cost found by the q literature.!” Concerning investment
adjustment cost, our baseline scenario was calibrated as Christiano, Eichenbaum, and
Evans (2005), who use x = 2.48. However Khan and Groth (2006) estimate much lower
adjustment cost from industry data. The average elasticity of investment with respect to
q they estimate implies a value of kK = 0.0827.

Table 4 shows the excess welfare losses of the optimal simple rule compared to the
Ramsey optimal policy for each model. We observe that increasing capital adjustment cost
to larger values does not reduce the excess cost of optimal simple rules substantially: The

9See Groth (2006) for an overview. Groth (2006) argues that the q literature is likely to exaggerate
adjustment cost because not all variations in rents on capital must necessarily be the result of adjustment
cost.
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Excess welfare loss of optimal simple rule Absolute loss | Relative loss
No adjustment cost 0.0057% 9.19%
Capital adjustment cost (¢ = 10) 0.0033% 6.41%
Capital adjustment cost (¢ = 40) 0.0027% 5.76%
Capital adjustment cost (¢ = 80) 0.0029% 5.63%
Investment adjustment cost (k = 0.0827) (Groth Khan 2006) 0.0026% 4.20%
Investment adjustment cost (k = 2.48) (CEEO05) 0.0016% 2.83%

Note: The absolute loss is expressed in % of steady state consumption.

Absolute Loss: )\szmple — )\Ramsey' Relative loss: )\szmple/)\Ramsey

Table 4: Welfare evaluation of active policy for varying adjustment cost specifications

simple rules always imply welfare cost at least 5% higher than those implied by Ramsey
optimal policy. Allowing for investment adjustment cost, even to a very moderate degree,
lessens the excess welfare cost of the optimal simple rule to 4.20%. When increasing these
to the value used by Christiano, Eichenbaum, and Evans (2005), the excess welfare cost
decrease to 2.83%. Thus, under investment adjustment cost, active policy performs best

and reaches an allocation close to that under Ramsey policy.

7 Conclusion

This paper analyses how endogenous capital formation affects the central bank’s tradeoff
and the performance of simple policy rules. We introduce a tradeoff in form of a wage
markup shock calibrated so as to match the inefficiency gap measured by Gali, Gertler,
and Lopez-Salido (2007). This shock represents a distortion of the competitive equilibrium
and consequently leaves the first-best allocation unaffected. Our analysis of the first-best
equilibrium further shows that endogenous investment adds a third potential distortion
to our New-Keynesian economy: Beside an inefficient level of worked hours and inefficient
dispersion of production across firms, the intertemporal tradeoff is potentially distorted in
competitive equilibrium. However, as we deal with more than one potential distortion, our
analysis of the first-best equilibrium conditions does not allow us to answer the question
how the central bank should influence capital accumulation so as to enhance welfare.
Therefore, we calibrate the model and analyse the welfare implications of Ramsey optimal

policy and simple policy rules.

We show three main results. First, introducing capital accumulation does not change
the central bank’s tradeoff in the following sense: In the models with and without capital,
optimal policy induces similar patterns of inflation and the output gap. In both cases,
it is optimal to allow temporary inflation. This creates a procyclical price markup which
serves to stabilize output. However, introducing endogenous capital formation changes the
instrument path required to achieve this pattern: In the model with capital, the natural
rate of interest falls for 7-8 quarters. This implies that, in response to a cost-pushing
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shock, optimal policy reduces the nominal interest rate for at least 10 quarters (with
the exception of the shock period) so as to lift output above its inefficiently low natural
rate. As this interest rate pattern is not consistent with the common intuition of central
banks fighting inflation by setting interest rates in an active way, we ask to what extent
a simple, active policy rule can replicate the optimal allocation. As a second result, we
find that, in our basic model without adjustment cost, the optimal simple policy leads to
welfare losses exceeding those of the Ramsey policy by 9.2%.2° With positive adjustment
cost, these are much smaller. Our intuition for the relatively bad performance of simple
rules is that, by construction, they focus on stabilizing inflation. However, when capital
can be accumulated absent adjustment cost, this magnifies the output cost of simple rules:
Stabilization of marginal cost after a cost-pushing shock requires a reduction in investment
which puts upward pressure on future marginal cost. In subsequent periods, the central
bank reduces demand further in order to counter this endogenous cost-push pressure. For
this reason, the simple rule causes more severe fluctuations in output when capital can
be accumulated at no cost. Our third result is identical to the findings of Casares and
McCallum (2006): When allowing for positive adjustment cost, our model becomes very
similar to the standard model which assumes a fixed capital stock. First, the natural
interest rate increases in response to a cost-pushing shock and optimal policy increases
the nominal interest rate (except in the shock period) above its steady state. Second,
active policy induces an allocation closer to the Ramsey optimal policy: The welfare cost of
optimal simple rules exceed those of Ramsey optimal policy by 2.83% to 6.41%, depending
on the calibration and specification of adjustment cost.

To summarize, our findings are in line with Casares and McCallum (2006) who find
that models which allow for endogenous capital accumulation resemble the standard model
when we include adjustment cost. Similarly, we show that simple policy rules with pos-
itive adjustment cost provide a reasonably close approximation of optimal policy. This
is true independent of the specification of adjustment cost as investment adjustment cost
or capital adjustment cost. Further, our analysis clarifies the implications of including,
or neglecting, adjustment cost for optimal policy. This is especially interesting as there
is substantial disagreement concerning the magnitude of these cost. We show that ad-
justment cost potentially affects optimal monetary policy in two ways: When adjustment
cost are low, commonly used simple interest rate rules can lead to non-negligible welfare
losses. Further, endogenous capital formation potentially affects the behaviour of the nat-
ural interest rate: When adjustment cost are absent or low, the natural interest rate can
decrease in response to a cost-pushing shock. From the opposite perspective, our results
imply that ignoring adjustment cost can substantially affect welfare results and might lead
to misleading estimates of the natural interest rate. In all our models, the natural interest

20The extent to which this relative measure implies absolute welfare cost depends on the welfare cost of
business cycles. Although these are low in average, they can be high in specific recessions, as shown by
Gali, Gertler, and Lépez-Salido (2007).
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rate is an important indicator for monetary policy: Across models, the response of optimal
policy to a cost-pushing shock is a persistent reduction of the nominal interest rate below
its natural rate. However, the question which simple rule can implement optimal policy
exactly, is left to future research.
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A Appendix
A.1 Calibration
Calibration of the shock

The wage markup shock is the single shock we analyse here. We assume that the
substitution elasticity ¢ between the labour varieties evolves according to

¢, =(1—p)InC+p° I,y —ef

where 5§ ~ itd with standard deviation o¢. The resulting wage markup is given by p’ =

ijl 7%, where 7% = Z—El A first-order approximation of p* around g% = 1 yields

w1
2 _6_1Ct

where hat variables denotes percentage deviations from steady state, Z = ’“Tfj Thus,
we see that the markup inherits the autocorrelation parameter of the stochastic process
for the substitution elasticity, p°. We set this value to p* = 0.9 slightly below the value
of 0.95 estimated by Gali, Gertler, and Lépez-Salido (2007). Concerning the variance,
we know from a first-order approximation that &t = pgét_l - Eg which implies that Var

R 2
(= 1%,?‘ Therefore, the variance of our markup depends on the variance of the driving
¢
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shock, ag, as follows

o
€1 (1-s2)

We calibrate O‘% to match the standard deviation of the inefficiency gap estimated by

Varp¥ =

Gali, Gertler, and Lépez-Salido (2007) at 0.051. Given our parameters, this implies setting
o¢ = 0.1112. Thus, a shock of one standard deviation reduces the substitution elasticity ¢
from 6 to 5.33 and raises the markup by % =2.22%.2

Parameter calibration
Discount Factor 6 =0.9901
Inverse of intertemporal substitution elasticity o=1
Inverse of Frisch elasticity of labour supply n=1
Substitution elasticity intermediate goods (StSt) e=6
Substitution elasticity labour goods (StSt) (=6
Scale parameter for disutility of labour x = 10
Labour share a=0.64
Depreciation rate 6 =0.025
Calvo price stickiness ¢=0.7
Wage markup shock pe =0.9; ¢ =0.1112
(shock calibrated to match) o(u) =0.051
Capital adjustment cost ¥ = [10; 40; 80]
Investment adjustment cost Kk = [0.0827; 2.48]

Calibration of the remaining parameters

We apply a standard calibration of the supply side of the economy where a model
period is taken to represent a quarter of a year. « is calibrated to labour income share of
0.64, 0 to a (yearly) steady state investment/capital ratio of around 0.1 and f3 is calibrated

to a quarterly SS real interest rate of 1%, i.e. R = % = 1.01. Thus, % is determined by
the capital Euler equation,

k 1-—

Yy 3 146

which yields a value of 10.29 given our parameters. Note that this is in line with em-
pirical observations: Annually, g is around 2.5-3 and thus its quarterly value is between

7.5 and 12 because annual GDP is a flow variable whose value depends on the period

21We also experimented modelling the markup directly as a process of the form p = p,u® | + €t with

p=0.9. So as to get sd() = 0.051, the standard deviation of is set " to o, = 1/0.0512(1 — p2) = 0.0222.
This shock has welfare effects virtually identical to those of the shock to (: The welfare cost of fluctuations
under the Ramsey policy are identical up to 6 digits.
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length. Following Gali, Gertler, and Lépez-Salido (2007), we set the inverse of the labour
supply elasticity n, to 1. Card (1994) suggests a range of 0.2 to 0.5 based on microeco-
nomic estimates. Further, this is in line with Smets and Wouters (2007) who estimate an
elasticity of 1.92. Thus, the value of unity represents a reasonable choice. We also follow
Gali, Gertler, and Lépez-Salido (2007) in the choice of o, the intertemporal substitution
elasticity of consumption goods and set o = 1, i.e. utility logarithmic in consumption.
Barsky, Kimball, Juster, and Shapiro (1997) estimate an elasticity of 0.18 using microdata,
implying a a value of around 5 for o. However, the macroeconomic literature tends to use
lower risk aversion coefficients: For instance, Smets and Wouters (2007) estimate o = 1.39.
Thus, o =1 is a choice rather close toward the lower bound of available estimates. The
parameter y affects disutility from work and is set to 10 so as to generate a reasonable
steady state share of time spent working of 0.29.

A Calvo parameter of ¢ = 0.7 is in line with price stickiness in the euro area, implying
that on average prices are reset every 3-4 quarters: For the euro area, Alvarez, Dhyne,
Hoeberichts, Kwapil, Bihan, Liinnemann, Martins, Sabbatini, Stahl, Vermeulen, and Vil-
munen (2006) estimate a mean duration of prices of 13 months, i.e. 3.25 quarters. For
the U.S., average price duration is estimated much lower, at 6.7 months. The steady state
substitution elasticities between the differentiated labour and intermediate goods are both
set to 6 so that in the steady state, markups of firms and workers are 20%. The price
markup is in line with Gali, Lépez-Salido, and Vallés (2004) who assumes ¢ = 6 and Gali,
Gertler, and Loépez-Salido (2007) who suggest steady state price markups of 0.15 to 0.20.
Justiniano and Primiceri (2008), in a Bayesian estimation, find posterior means of 0.17
for the wage markup and 0.22 for firm markups on goods prices. Concerning the wage
markup, Gali, Gertler, and Lépez-Salido (2007) suggests values around 0.30 to 0.35, i.e. a
value of 4 for the steady state substitution elasticity. Sveen and Weinke (2006) use { = 6
as well. Note that both markups are eliminated by steady state subsidies. The parameter
¢ mainly affects the importance of price dispersion (and thus inflation) for welfare: A low
€ implies higher market power and consequently less responsive demand. Thus, a given
inflation rate implies less dispersion in factor input across firms and thus lower welfare
losses. Further, the capital adjustment cost are calibrated to the steady state elastic-
ity of the market value of capital with respect to the investment-capital ratio = . Using

it

1
G = [1 — w(k—t — )| , this elasticity is given by

_Oaz _
_8xq_[
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so that ¢ = 10 implies 7, , = 0.25, which is reasonable according to Bernanke, Gertler,
and Gilchrist (1999). We use a value of ¢ = 10 as a baseline calibration. However, there is
substantial disagreement regarding this elasticity, ranging from a value of 4 (Dotsey (2002))
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to & (Baxter and Crucini (1993)). According to Groth (2006), N4, 1S estimated at around
1-2 in the q literature, which implies up to 8 times higher adjustment cost. However, Groth
(2006), following Hall (2004) and Shapiro (1986) believes that the q literature exaggerates
adjustment cost as not all variation in firms stock prices (their value) is likely to come
from rents on capital due to adjustment cost.?? Based on the estimate by Shapiro (1986),
Groth (2006) suggests a value of ¢ = 17. Woodford (2003, chapter 5) assumes rather low
adjustment cost and sets ¢ around 3. Gali, Lépez-Salido, and Vallés (2004), following
King and Watson (1996) sets Mgz = 1, implying higher adjustment cost of ¢ = 40.

Concerning the specification of adjustment cost in the change of investment, we follow
Christiano, Eichenbaum, and Evans (2005) and Schmitt-Grohé and Uribe (2006) and set
k = 2.48.in our baseline scenario. Note that only Schmitt-Grohé¢ and Uribe (2006) assume
the exact functional form I use while Christiano, Eichenbaum, and Evans (2005) only
specify that the second derivative of the cost function S(i;/i;—1) be equal to x at the SS
[S”(1) = K]. According to Khan and Groth (2006), who give an overview of estimated
elasticities in models with investment adjustment cost, the value used here is well inside
the range estimated by other authors. However, the industry-level estimation of Khan
and Groth (2006) suggests an elasticity of investment with respect to the shadow price of
capital around thirty times larger than that implied by the calibration used here. This
implies a value of £ = 0.0827 which we use as an alternative calibration.

A.2 The Welfare measure

Our welfare measure is based on Schmitt-Grohé and Uribe (2006) and is derived from the
representative household’s expected lifetime utility

W = Ey Zﬁtu (ctyne)

t=0

Conditional vs. unconditional welfare

To correctly evaluate welfare, we have to be clear on the definition of the expectation
operator Ey. We will here follow Schmitt-Grohé and Uribe (2006) and evaluate welfare
conditional on the initial state being the deterministic steady state.?® This is sensible
because all models analysed in this paper have the same deterministic steady state in-
dependent of policy. For this reason, we do not face the problem of having to evaluate
transition periods from one to another deterministic steady state, which is not straight-
forward when using local approximation methods. However, we face a similar problem

*2Tall (2004) and Shapiro (1986) estimate adjustment cost directly from Euler equations whereas the q
literature relates a firm’s value to the replacement cost of its assets and thus assigns any fluctuations in
the measured g to the presence of adjustment cost.

23 This approach is also recommended by Kim, Kim, Schaumburg, and Sims (2008).
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which stems from the fact that the models’ stochastic steady states generally depend on
monetary policy. Therefore, an unconditional welfare measure will be biased because it
ignores the transition to a particular stochastic steady state.

Our welfare measure

When comparing two policies, our welfare measure is the percentage A of steady state
consumption that a household would be willing to give up under the superior policy A and
still be as well of as under the inferior policy B (equivalent variation). Note that we can
only interpret A as percentage points of steady state consumption when A refers to the
deterministic model.? Let superscripts A and B denote welfare, consumption and worked
hours under a given policy A or B. Thus, we need to solve

WE = E, Zﬂtu ((1 - ) cf‘,nf‘)
t=0

c170'_1 n1+'q

=5 — XI55 We can rewrite the

for A. Given our period utility function, u(c,n) =
preceding equation as

W — Z‘” N il ) M S (70
_Eotzoﬁ l1-0 X 1+n
_ l—o1/A 1-0o - t (n{l)l'HI 1
—(1-N"TwW —[1—(1—>\) }{Eotzoﬁ e

14
Defining WN = —E Y 5%, 8 (XEH_%;I + ﬁ) , we obtain

WB=(1- " WA 4 [1 (- A)H’} WNA

(1=XN'"7 WA - wWNA] + wNA

Solving for A yields

WB = WNA\ T
S (A A
A <WA—WNA>

Evaluating welfare from a second-order approximated policy function

Now define V; = E; > 22 U (Ct4s, Nt+s) - The idea of Schmitt-Grohé and Uribe (2006)
is that by determining the solution of V; in terms of its policy function, W is equal to
the value of this policy function at the initial state. It is important to note that we
are not interested in V; but only in Vj. Nevertheless, we can use standard methods to
solve for the policy function of V; and evaluate it at the initial state. Schmitt-Grohé

24 This is the reason why we compute a welfare loss separately for each policy and do not directly compare
simple rules to optimal policy.
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and Uribe (2004b) show that the solution to an equation system which can be written as
Eif (Y41, Yt, Tr+1,x¢) = 0 is given by a policy function y; = g(x4,w). y here denotes non-
predetermined variables (such as V;) while x includes endogenous and exogenous state
variables. The parameter w summarizes the uncertainty in the model. As we evaluate
welfare under wage markup shocks only, w equals the standard deviation of that shock.
As mentioned above, we wish to evaluate welfare conditional on the deterministic steady
state. Thus, the policy function we are interested in is that for V, evaluated at the initial
state V' (Z,0), where Z denotes the deterministic steady state. Algebraically, our approach
implies
[e.e]
W = Ey Zﬁtu (ct,ne) = V(zo,w)
t=0
Analogously, WN can be evaluated by using the policy function VN for the variable

147
Nyts

VN, =—-E; > 2, 6° <XTn - ﬁ) For our welfare analysis, we will thus evaluate W N
by using WN = VN (zg,w).

Computing A from the approxzimated policy function for V

Schmitt-Grohé and Uribe (2004b) demonstrate the application of perturbation meth-
ods to solve for the policy functions. A second-order approximation of the policy function
for V' around the deterministic steady state yields

V(xg,w) =V (z,0) + Vo(z,0)(xs — Z) + Vo, (Z,0)w + Viou(Z, 0)w(zy — T)
1 1
+5 Ve (7, 0) (1 — 7)? + 5 Ve, 0)w?
where we have used that in the deterministic steady state, w = 0. We now proceed
along the lines of Schmitt-Grohé and Uribe (2006) to show that our welfare measure A can
be approximated correctly up to second order from a second-order approximation of the
policy functions V and V. N. Our welfare measure A can be viewed as a function of states

x; and the uncertainty parameter, A(z¢,w)

1
VB _ VNA e
Mapw) =1 — (L Z09) (@t,0)
Vv (.’L’t,&)) - VN ($t,LL))
Because we wish to measure welfare conditional on the initial state being the deter-
ministic steady state, it is sufficient to consider the derivatives of A w.r.t w:
2

Aze,w) ~ A7, 0) + A (7, 0)w + Awo (7, 0)%

Because the deterministic steady states are identical across policies, V4(z,0) = VB(z, 0)
and thus A(z,0) = 0. Differentiating A(z;,w) once w.r.t. w, we obtain (where I write
VB(x,w) = VB for simplification)
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Ay (e, w)
1 (vB - VNA> ! { [VE = VNA] [VA = VNA] = [VA = VNA] [VE — VNA] }

1-0

VA _VNA [VA - VNAP

We know from the analysis of Schmitt-Grohé and Uribe (2004b) that the first derivative
of a policy function w.r.t the uncertainty parameter must be zero, i.e. V,,(Z,0) = 0 and
VN, (z,0) = 0. 2> This implies A,(Z,0) = 0. To simplify the next steps, let us define the
numerator and the denominator

Z=271+ 272

Z1=[VE (v, w) — VNI (w1, w)] [VA (@1, w) — VNA(24,w)]

72 =— [ViMay, w) = VNI (24, 0)] [V (w1, 0) = VN (2, w)]
= [VA(xt,w) — VNA(xt,w)]z

To evaluate A, (Z,0), we need to differentiate A(x¢,w) twice w.r.t. w. This yields .

L\ (VEoVNATE
1_02 -0 ) \VA—VNA

VB -VNI [VA-VNA] — [V = VNI [VE = VNA]
[VA —~ VNA]2

1 VB—VNA 1 le N+dZ2*N *Z
" 1-0 \VA-VNA [VA_VNA]

where
dci L N= V2 - VNA] VA~ VNA] 4 [VE - VNA] [V — VNAY VA - VA
dci 2aN={—[VA - VNA][VE - VNA] - [VA — VNA] [V - VNA]) [VA - vNA]
AN

o Z=2[VA-VNA [V = VNG| VA = VNA] - [V - VNS [VE - VN

We need to evaluate this derivative at the deterministic steady state, so that many of
the terms involved drop out: Because V,(Z,0) = 0, the numerator in the first term, is zero

2 This is the technical reason why certainty equivalence holds in a first-order approximation.
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in the deterministic steady state:
(VE VNI [VvA-VNA] - [V - VNI [VE - VN4 =0

Further, in the deterministic steady state,

% « N=[V5(z,0) - VNA (z,0)] [VA(Z,0) — VNA(z,0)] [VA(Z,0) — VNA(z,0)]?
% « N=—[VA(3,0) - VNA (z,0)] [VE(z,0) - VNA(z,0)] [VA(z,0) — VNA(z,0)]”
and
AN

B _ A
Also., Yo =VN~

s 7a—yNax = 1 in the deterministic steady state, so that

A (Z,0)
1 [{[VE(2.0) - VNA(Z,0)] - [VA(Z,0) - VNL(z,0)]} [VA(Z,0) - VNA(z,0)]°
~ l-o { [VA(z,0) — VNA(z,0)]* }
_ Ve (#,0) — V5, (3,0)
- (0 —1)[VA(z,0) — VN4(z,0)]

Therefore, our welfare measure can be computed accurately up to second-order from

w2

A(&Tt, w) ~ Aww (!73, 0)7
VwB;<!f,0) B Vuﬁ.}(£70) 2

T (0-1)[VAz,0)— VNA(z,0)] 2

We obtain V.2 (z, 0)%2 and VA (z, 0)%2 from the "correction term" in dynare, because
the second-order derivatives of policy functions wrt w lead to this constant correction term.
VA(z,0) and VN4(z,0) are the deterministic steady state values of the variables V4 and
VNA.

Interpretation

Because both policies have identical steady states, the term in the numerator V.2 (z,0)—
V4 (z,0) is the only welfare relevant difference between the two policies.?® Thus, the heart
of our welfare measure (the term in the numerator) implies that we compare the solution

26 All other terms in the policy functions for V4 and V¥ are zero in the deterministic steady state
when variables are expressed as deviations from their deterministic steady state - except for the constant
term VA(Z, 0) which is equal across any two policies with an identical deterministic steady state. Thus,
computing V.2 (z,0) — V2,(Z,0) is equivalent to computing VZ(z,0) — V4(z,0).
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to the value functions V' under two policies, conditional on the same (deterministic) steady
state. In principle, we could use the approximate solutions for the policy functions of V'
conditional on any other steady state, as long as we condition on the same steady state
for both policies. Here, we use the deterministic steady state so that we include the wel-
fare effects implied by the transition from the deterministic steady state to the (different)

stochastic steady states.

Case of logarithmic utility

The base case scenario analysed in this paper sets ¢ = 1 which corresponds to logarith-
mic utility in consumption. The welfare measure in this case is much simpler to compute.
As above, ) is implicitly defined by

oo (nA)1+77
WB:E()Zﬁt {log [(1 —-A) cf] — Xt—}

pare 1+n
)1+77

=1-NWA-[1-(1-2X E025t e

Rearranging terms,

0o (nA)1+77
WB :E() Zﬁt {log [(1 — /\) ctA] — Xt—}

=0 T+

oo (nA)1+77
:E025t {log(l —\) +logef — t—}

—~ 1+n
og(1-N) o o= g [y ()"
:W—FEO;B IOgCt _TT]
_log(1—X) A
=13 +W
Solving for A yields
log(1-X) = (WP —w4)(1-p)
<~
1-\ = exp[(WF - WA) (1-0)]
—
A= 1—exp[(WF-W4)(1-7)]

We now evaluate welfare by using the policy functions of the variable

n1+77
EoZﬁ {log [ce] — 1+77}

t=0
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which we denote V (x4, w). Thus, A is a function of states and uncertainty w,

A(w,w) =1 — exp { [VP (2, w) — ViH(m,w)] (1 - B)}

As before, we approximate \ up to second order,
w2
Az, w) = A(Z,0) + Aw(Z, 0)w + A (T, 0)7

Computing the derivatives yields

Ay (z,w) = —exp { [Vf(xt,w) — VwA(xt,w)] (1-— ﬁ)} * {[VWB(:Ut,w) — Vf(:nt,w)] (1-— ﬁ)}
Ao (4, w) = —exp { [VWB(:L‘t,w) - Vf(:ﬁt,w)] (1-5)}=* {[VWB(:Bt,w) - Vf(:vt,w)] (1-08)}
— exp { [Vf(xt,w) — Vofl(xt,w)] (1-— 5)} * {[Vw%(a:t,w) — Vaﬁj(xt,w)] (1-— 5)}

2

As before, identical (deterministic) steady states imply V4(Z,0) = VZ(z,0) and
thus A(Z,0) = 0. From Schmitt-Grohé and Uribe (2004b), we know that V(z,0) =
V.B(z,0) = 0, which implies A, (Z,0) = 0 and can be used to simplify the second deriva-

tive: Aww(Z,0) = — {[V.5,(z,0) — VA (z, 0)] (1 — 3)} .Thus, our welfare measure is given
by
A B w’
A(xtvw) ~ (1 - /8) [wa(xﬁw) - wa(a:t?w)] 7

Hence, we can again evaluate welfare using the correction terms given by dynare, which
2

equal V2, (Z,0)%-.
A.3 Model equilibrium

This section contains derivations of the model’s equilibrium conditions concerning the law
of motions for inflation and price dispersion. We further present the model’s fiscal policy
and derive the aggregate resource constraint.

A.3.1 Law of motion for inflation

In section 2.2 , we write the definition of the price index recursively so as to find a law of
motion for inflation.

1
Ptlis = /0 Pz‘ltisdi
—

1 = (1-¢)Z " +¢mi

To show this, use that reoptimizing firms all set identical prices Z. Further, the share
of firms which were allowed to reoptimize k periods ago is qbk(l — ¢) which allows us to
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write
1
Ptlis :/0 Pi}:igdi
=(1-9) [2/7 + 025 + 2,5 + .
Lagging this expression by one period and pre-multiplying with ¢ gives
0P = (1= 0) (2,77 +6°275 + 0° 2,75 + ]
so that the price index follows
Ptlig =(1- ¢)Ztli€ + d’Ptl:lE

Dividing by P!~¢, this implies

1=(1-¢)2 " +¢mi "
which is the law of motion used in the main body of this paper.

A.3.2 Tracking price dispersion

We can find a recursive law of motion for the above integral so that we do not have to
track individual prices of firms (following Schmitt-Grohé and Uribe (2004a)). Note that
we denote the newly set price in real terms: Z = % and use that Z is identical across all

firms which set a new price:

) ra-ee(B2) ca-ae (L2) <.
(%N _ ZiaP1) e (Z—2Pa P\
- ‘”(a) -0 (TR ) o (D2 p g

+

(1 — )pZ, 575 + (1 — ¢)* Z, Smimi_y + ...

Lagging this expression by one period
© J
si-1=(1—¢) Z ¢]Zti€1—j H1 T
j=0 5=
=(1-0)275 + (1= 0)0Z, 5mi 1 + (1= 9)0° 2, Symiamig + o
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Multiplying this by 7f¢, we get

simid=(1— ¢)pZ, 575 + (1 — @) > Z, Smims_y + (1 — ¢)p° Z, Symsmi_yms_y

0o .
- J
=(1-9) Z¢]+1Zt_—€l—j I1 75
j=0 s=0

e}

=10 > 25 [ ni s

=1

Thus, we can eliminate all lagged Z terms by taking the difference

st —¢pspamy = (1—@)Z, ¢
—
st = (1—¢)Z;7 ¢+ ¢si_1ms

which is the law of motion used in the main body of this paper, (12).

A.3.3 Fiscal policy

Expenditures for the production subsidy amount to?”

1
P,
T?md:/ (6 £ . —1) ijitdi
0 _
1 Lrp\' e
— 2t di
e—l/o (P) -

1

:s—lyt

—E&
where we used the demand condition of firms, y;; = <%> y¢ and the definition of

1—e
the price index, fol (%) = 1. Expenditures for the subsidy to workers are given by

7_Ilsabour — (,}/w . 1) winy

2TNote that we analyse taxes and profits in real terms, consistent with the notation introduced in the
main part of the paper.

47



Note that the sum of firm profits W; is

1
e by .
v, = —Yit — itd
t /0 c—1P Yit — MCYirar

1 Pz' 1—¢ . 1 Pz —& .
=1 [/0 <?t> dz—mct/o (E) dz]

3

= - _ 1yt (1 — mctst)

Therefore, the households’ "transfer", i.e. the difference of firm profits minus lump

sum taxes (in real terms) equals

U, — 7_;;;rod . 7_Ilsabour =y (1 _ mCtSt) — (fyw — 1) wWNy

Firm profits and the production subsidy cancel out in the steady state where s = 1

and mc = 1, because the steady state is efficient.

A.3.4 Derivation of the aggregate resource constraint

In the following that the aggregate resource constraint Agki ~“n$ = [c; 4+ ker1 — (1 — 0)ky] s¢
can be derived from the representative household’s budget constraint which reads

di—1
weny + ;_— + Yt (1 — mCtSt) + kt(rf +1- (S) =ct+ ki1 + Etrtd7t+1dj,t
t

where we have used that v*win; + ¥y — 74 = wyng + y¢ (1 — megsy) . In other words,
because the government taxes away the subsidy to workers, the net revenue the household
gains from receiving firm profits and the labour subsidy after paying the lump-sum tax
equals y; (1 — mesy) . Because the representative household cannot hold state-contingent
claims (which are traded only among households), d; = 0 V ¢. Thus, the constraint simpli-
fies to
ye (1 — meysy) + wing + ktrf =c 4 kiy1 — k(1 —0)

Now use that the producers’ first order conditions are w; = mesmpn; and rf =

meympky,?8 which implies that

10 10
wenyg + ktrf = meja——n; + kymey(1 — a)k—t
Uz t

= ’I’)’LCtIOt

so that
Yt (1 — mctst) + mCtIOt =c + kt+1 - kt(l — 5)

28 Given our production function, the marginal products of labour and capital depend only on the capital
labour ratio which is constant across firms as was shown above.
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Because y; = IS—Ott, this simplifies to

10
S_t =ct + ki1 —/{Zt(l —5)
t

which by using the definition of intermediate output 10, is equivalent to

Akt = [cp + k1 — (1 — 0) ki) s

A.4 The Ramsey problem without adjustment cost
A.4.1 Deriving the intertemporal budget constraint

We now write states explicitly with s’ denoting the history of states up to period t.
Denoting the price of a state-contingent claim to a unit of currency with Qt7t+1(8t+1), the
representative household’s budget constraint can be written as

wy(sH)ng(s?) + % + i (sh) (1 — mct(st)st(st)) + k(s H(rF(sh) +1—0)
=ci(s") + kupa (') + ) Quera (s dy(s™)

which uses YYwing + Uy — 7 = wyng + yr (1 — meysy) as was derived in section 2.3.
We will derive the intertemporal budget constraint by iterating the households budget

constraint forward for d, the state-contingent bond. It will be useful to define go(s') as

Ae(st)
t t AP
s') = B'pr(s’ls
qO,t( ) B'p ( ’ ))\0(80)
Using the first order condition for state contingent claims, Q¢ 41 (sith) = pE ;(:Z;)l ) /\t(i‘fﬁt(jzzt)ﬂ) ,

we can express qo.(s') as
qo,¢(s HQz i1 (s hmipa (s

Rearranging the budget constraint yields

d_1(s°) = 10 (s°) Q0 (s°) + 7o (s ZQm do(s")

d_l(SO) =To (Q()) + 7o ?7([')711((:1) do(Sl)

where Q;(s") = cy(s")—wi(s")ne(s) =y (s') (1 — mee(s)se(sh)) +hega (s)) = ke (s (rf (s")+
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1 —9). Iterating forward for d, we get

do(s') =m1(sH) Q1 (s1) + 1 41.2(5) dy(s?)

> ma(s?)
260 =m0 706 S s (ﬂm )+ 22y
= m0(s%)Q0(s%) + mo(s°) > q0.1(sM) +7TOZQO1 )q1,2(5%)a(s%)
=m0(s")0(°) + 70(s°) Y qoa(s)) (s )+7TOZQO,2(5 )Q2(s%) +

d(s°)/mo(s%) = Qo(s”) + D qoa(s")(s") + Y q0,2(s*)2(s%) + .
sl 52
Now we can obtain an arbitrage freeness equation by first rewriting the capital Euler

+
equation and then using %C;U(St)ﬂt+l(st+l)6 = ¢ (s

i 7(s) = BB: [ifh (b +1- )
=4 Zpr(stﬂ|3t)ct_f1(3t+l)<7’f+1<3t+1) +1-9)

st+1
1_ZQtt+1 D (s (rf o (87 + 1= 6)
st+1
1= (s (ra (s +1-6)
st+1

This arbitrage freeness condition can be used to eliminate capital in the intertemporal
budget constraint whose capital terms are

1) — Rl +1=0) + 3 o ) [a(s!) = k() (rf(sh) + 1 0)
D" d0a(s?) [ks(s?) — ka(s)(r5(s) + 1= 6)] + .

= —ko(s V) (rk(s°) + 1 6) +_mn§:%t Ve (sh)

where we have used that k;(s?) is independent of s!. The intertemporal budget con-
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straint thus reads
d_l(SO)
WO(SO) t=0 st

+ hm ZQOt Veit1(s —l— hm ZQOt

We now substitute out qo; by using go(s') = S'pr(st|s?) _UESO)) Further, the two latter
terms are zero by the transversality conditions. Thus, the intertemporal budget constraint

is given by
e > _
co’ _7r01 + ko(rg +1- 5)} = ko E Bre;? (er — weng — yi (1 — megst))

Now, we eliminate the wage, the capital rental rate and real marginal cost

. 1 rk 1ra (wt>a
g = — —
t A \1—a «

(1 — ) weny

k
’[’ fr—y
t « ]{Zt
— n.o,w
Wy = XNy Cy by
1 X 1
_ A +n o, w
— McC; = —A ak;l_Oé o <nt Cy Ut )
1T Ry
An@kl®

Further using yy = —4=—, we get

Atno‘kl «
—o t —0 ayl—
¢ Ty (1 —mes) =c¢; S—t —¢; TAmI kT mey
all—«a
_ o AmikTY X 1+77
=G i
St Oé

Thus, the intertemporal budget constraint can be written as

— ot [ 1o 1w o AmPEY X 14
AOZE()Zﬁ C XNy Hy s—t+ant ot
t=0

Atn kl_a

o 1— w
Ao=Ep Zﬁt [ - (T) xny i — S—tt]

where A; = ¢; 7 dt Lt ky(rf +1— 5)] . As households trade state-contingent claims
among each other, in the aggregate, no state contingent bonds can be held so that in
equilibrium d; = 0V ¢ . Thus, the LHS simplifies to Ay = ¢; 7 [ke(rf + 1 = 9)] .

ol

+ko(s™H)(r5(s°) + 1 — 6) = Eo Z Z qo.t(5") (ce(s") — wi(s")ma(s") — ya(s') (1 = mee(s")se(s")))



A.4.2 Writing the intertemporal budget constraint recursively

The Ramsey planner faces an intertemporal budget constraint in every period because the
household cannot by trading in period zero insure against all risks. The reason for this is
that he has no set of real state contingent claims so that HH solvency cannot be ensured
by period zero trading but must be guaranteed in every period. Letting 7, denote the
multiplier on the intertemporal budget constraint, the Ramsey planner’s Lagrange takes

the form

l1-o 147
t Ty

> C
L—E025t[ - X
pr l1—0 1+mn

[ee)
4 1—«o 104
1— 1+ - i+
7t EEDWJFJ+<_;vaJ%%_QQSWJ_At
=0

+A: 0
+...

As described in Ljungqvist and Sargent (2004), the sequence of intertemporal budget
constraints can be written recursively:

E = t E - t+j | -0 l -« 1+n w —c IOt+j A
0 Z By § Ei Z g Cipy T o) XMrg g T G Sert — A
t=0 =0

[e%¢)
Y l—a w —olO
:EO E Bt {Ft |:C% + ( o )XntlJrth — Ct —t:| — (Ft — Ftl)At}
t=0

St

where Iy =1'y_1 +y,and I'_; = 0.
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A.4.3 First order conditions to the Ramsey problem without adjustment cost

The Ramsey problem (20) reads

max
{C,’I’L,k,R,S,ﬂ',Z,Zl,Z2}

J= EOZH [1

1—
+T [ci—" -

l—0o n%-f—??
—o M1 +n

a
L

l-a. «
141 w _o Atk ”t]

St

—([y = Ty_q) [w T 4 ke o (1 5)}

[ R
+)‘t Etﬁct+1 : :|
Tt4+1
B X1 77+1
_ 1
+)‘? CtU_EtB(l_a)_ - N%U-H E3(1 — )Ct+1]
_~ i
+X3 | Zy — —t]
t I Zt2
f| o (1re-nZ\T
+)\t T —
¢
A7 |8t — (1= @) Z; + émss 1}
i 1+
n X
+A7 |2 - ;t = PBETE 1241
- A ]{71 a
M |27 = ! 5 ¢/8Etﬂ-§+llzt+1:|
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The first order conditions to this problem are

o0J v 101 -« l-—« o
t St (6] o
% =0 & A\ =0Vt (which is used in all further equations)
t
oJ —o 2 —o—1
c_:O S 0= g1+l —-0)]+o(l=00)A_i¢
t
A kl—oc a A kl_a «
toc, ! [Ft—t GRS ) Y Rt 1)\ 2T T “t]
St St
QZO = 02(14‘77)& [_ . nf + T (1= @)pg'ni — N 1(1_a)'ut n/ _/\6”_tnt
¢ (1 +T]) ]{Zt St
A k a—1
+c;“¢ [Ty — \T]

St

oJ _ (1 —a)x 9 ”?illﬂftuﬂ
=0« 0= (1-6&§€)c¢((T,-T + N FE
Tt ( )ity (T = Tig) - T

C 1 _
- 5:11 At+l(1 - a)ktﬁn?-s—l [Ft+1 + >\t7+1]

i‘t] =0 & NA¢[—esa N =N Zin = (e - DA Zin ] =0
a.J A} :
Zi=0 & 7 + A8 X onf =0
t
dJ z}
=0 N+ X -\ _j¢ni =0
2 t t t—19P7¢
Zi (22)°
o.J -
= — =0 0=X4+e\(1-9¢)Z !
t
(F=-1)
14+ (p—1)21= —-1 -
w( o D ) Dz
8J A k‘ +1 A klfoz «@
— =0 & Ty t7+>\t A2 Bomsy + XAt e+ Aje; : t2 "o
St St St St
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