


with which firms and/or workers can adjust 
their nominal prices and wages, respectively. 
An implication of such constraints is that 
price and wage-setting decisions become 
forward-looking, since agents recognize 
that the prices/wages they set will remain 
effective beyond the current period. 

Emphasis is given to the endogenous 
component of monetary policy (i .e., monetary 
policy rules) and the consequences of 
alternative specifications of that component, 
rather than to the effects of exogenous 
changes in a monetary policy instrument. 

• The NK framework can be used in order to 
evaluate the desirability of alternative policy
rules, as well as to determine the optimality of
such a rule, using a welfare-based criterion,
based on the maximization of the utility of the
economy's representative consumer, and in a
way largely immune to the Lucas critique.

In addition to the previous elements, which 
are inherent to the basic NK model, one should 
emphasize that an important characteristic 
of the NK framework more generally líes in 
its proven flexibility to accommodate a large 
number of extensions to the basic model, 
including those incorporating open economy 
features, imperfect information and learning, 
unemployment, credit frictions, etc. 

But what are the main insights that have 
emerged from the NK research program and 
what are sorne of the challenges it faces? This 
is the subject to which the present chapter is 
devoted. The lessons and novel insights I will 
focus on below pertain to the following topics: 

• The costs of inflation and the benefits of
price stability.

• The role of expectations and the gains from
commitment.

• Importance of "natural" levels of output and
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interest rates as policy benchmarks. 
• The benefits of a credible anti-inflationary

policy.

Befare turning to a discussion of the above 
themes, I find it convenient to write clown the 
three equations that constitute the simplest 
possible version of the NK model, and which I 
will use in subsequent sections to illustrate the 
main points I want to convey. 

The first equation, usually referred to as the 
New-Keynesian Phillips Curve (NKPC), can be 
derived from the aggregation of the price-setting 
decisions by firms, combined with an equation 
describing the relationship between marginal 
cost and the level of activity. It takes the form: 

(1) 

where 1tt is inflation, 'Xt is the output gap, and Ut is 
a cost-push shock. The output gap, Xt = Yt -y�, 
is defined as the difference between (log) 
output Yt and the (log) natural level of output, 
y�, where the latter corresponds to the level of 
output that would prevail in equilibrium in the 
absence of nominal frictions. 

The second key block of the model relates 
the output gap positively to its expected one­
period ahead value, and negatively to the 
interest rate gap, where the latter is defined 
as the difference between the real interest rate 
it - Et { 7tt + 1} and the natural rate of interest r�, 
with the latter defined as the equilibrium real 
interest rate in the absence of nominal rigidities. 
The resulting equation is given by: 

Finally, the model can be closed by means 
of a block describing how monetary policy 
is conducted. The simplest possible such 
description is given by a version of the so-called 
"Taylor rule", which takes the form: 











Given that the central bank truly follows (7) it
must be the case that, ex-post, Vt = 00n 7t1 for
ali t. We can then impose this on the equilibrium
conditions above to obtain final expressions for
inflation and the output gap as functions of the
cost-push shock:

a 

00nda ) %1 = ( c + 1 - 00nb Ut. 

In oder to determine the impact of the
credibility gap on the trade-off facing the
central bank, I compute the standard deviations
ofinflation and the output gap, a (7t1) anda (%1),
implied by the previous expressions for a
calibrated version of the model. In particular, 1
assume 13 = 0.99, K = 0.1, a = 1, a(u1) = 0.25
and Pu = 0.9; ali of which are kept unchanged. 1
then consider two values for the credibility gap:
O = O. 5 and O = O, with the latter corresponding
to the foil credibility benchmark. Figure 1

shows, for each value of O considered, the locus
of feasible combinations of a (7t1) and a (%1)
given the interest rate rule (7), with that locus
being spanned by varying 0n over its admissible
range. 11 
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As Figure 1 makes clear, an improve­
ment in credibility ( captured here by a decline
in O from 0.5 to O) makes it possible,
through an appropriate choice of 0n, to reduce
simultaneously the volatility of both inflation
and the output gap. In other words, there are
potential welfare gains to be made if the central
bank conveys in a credible way the degree of
its anti-inflationary stance. By appearing
more dovish than the central bank actually is,
the trade-off it faces between stabilization of
inflation and stabilization of the output gap is
likely to worsen.

Sources of Policy Trade-offs in the
New-Keynesian Framework: A Challenge? 

Despite the overall success of the NK
research program and the favorable assessment
of the ability of medium-scale versions of the
NK model, severa! challenges remain. Here, 1
briefly discuss one such challenge which was
the focus of Blanchard and Galí (2007a): The
need to uncover relevant sources of policy
trade-offs.

While the analysis above has made use of
a version of the New-Keynesian Phillips Curve
(given by (1 )) that incorporates a trade-off
between output gap and inflation stabilization
in the form of an exogenous cost-push shock w,
what the latter represents is often far from clear.
In fact, the inflation equation that emerges in 
the baseline NK model lacks that feature and 
takes instead the form:

7tt = l3 Et {1t1+ 1} + K (yt - y�)- (9)
Note that, under (9), inflation occurs

if and only if the leve! of output is above its
corresponding leve! with flexible prices. The
reason is that only in this case (and under
standard assumptions) will average markups

11 The standard deviation of inflation is multiplied by 4 so that it corresponds to a measure of inflation expressed in annual rates. 
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