








% deviation from ss

yoints

0.9
0.8
0.7
0.6
0.5
0.4

0.3F

0.2
0.1

Level of technology

Date 1 Ramsey
—6&— Date 2 Ramsey

—&— Date 1 Ramsey (no working capial)[]

10

% deviation from ss

oints

0.07

0.061

0.051

0.04

0.03f

0.021

001

-0.01

10




Implications for rules and discretion

e Mechanical rules, as an external constraint imposed on
the central bank by society, are not an option.

e Thereis no good alternative to leaving monetary policy
to the discretion of policy makers
— must be free to move in a crisis

— must be free to change strategy as understanding of the
economy evolves

e But, time inconsistency is (still) alive.

— It’s not in the very simplest model (CGG model with only
technology shocks and tax subsidy to neutralize monopoly
friction)

— Itis an issue in small perturbations on that model.



Conclusion

* Discretion in central banking is here to stay.

* Traditional strategy for inoculating against problems with discretion
— Society imposes that central bank follow particular simple rules
— This approach is not a good option today.

 So, how to deal with the problems associated with discretion?
e Get the monetary policy institutions ‘right’.

* Need an independent Fed, with a formal, legal, mandate to

— Make inflation the priority

— Be transparent
* Be clear about the rationale for policy
* Explain deviations of current plans from past (‘respect the multipliers’)

— Make clear that focus on stabilizing inflation is the best strategy for stabilizing
output/unemployment.

A group of economists advocating ‘Flexible inflation targeting ‘ is pushing in this
direction.





