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Abstract

Rational expectations models of staggered price/wage contracts have failed to replicate the

observed persistence in inflation and unemployment during disinflationary periods. The

current literature on this persistency puzzle has focused on augmenting the nominal contract

model with imperfect credibility and learning. In this paper, I re-examine the persistency

puzzle by focusing on the discretionary nature of monetary policy. I show that when the

central bank is allowed to re-optimize a quadratic loss function each period, imperfect

credibility and learning, even in the absence of staggered contracts, can generate a significant

amount of inflation persistence and employment losses during a disinflationary period.
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1. Introduction

The New Keynesian sticky price/wage framework has been criticized for its
empirical failure to generate sufficient inflation and output persistence.1 This so-
called persistency puzzle has led researchers to more closely examine the theoretical
problems of generating observed output and inflation dynamics. In particular, a
group of models has emerged attempting to improve the empirical fit of the New
Keynesian framework by augmenting it with imperfect credibility and learning.2 This
literature asserts that the persistency puzzle arises because of the empirically
questionable assumption of perfect policy transparency, and not because of any
intrinsic shortcomings of the contract structure. The idea is that if policy suffers from
imperfect transparency and credibility, then the public is forced to learn the true
intentions of the monetary authorities by observing real outcomes. It is this learning
process that is likely to generate additional persistence in inflation and output
dynamics. For example, Erceg and Levin (2001) use a contract model similar to
Taylor (1983) and argue that by including imperfect information and learning they
can account fairly well for the dynamics of inflation and output following the
Volker-disinflaition in 1979.
The problem with these learning models is that they typically assume that the

monetary authorities do not behave optimally, but instead simply follow an
exogenously determined Taylor rule. As a consequence, the explicit relationship
between discretionary monetary policy and inflation and output dynamics is
disregarded.3

The main reason for sidestepping the central bank’s optimization problem is the
difficulties of modeling optimal policy in an environment of imperfect information
and learning. However, this is not without consequences. For instance, the common
specification of the Taylor rule includes lags of the central bank’s control instrument.
This exogenously assumed policy inertia is not only likely to create inflation
persistence in itself but also makes it harder for agents in the economy to learn the
true nature of the current regime and thus reinforce the persistence in both output
and inflation. The question then is how much of the persistency is really generated
endogenously through imperfect credibility and transparency and how much is
exogenously assumed by eliminating discretionary monetary policy in favor of an
appropriately specified Taylor rule.4
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1Phelps (1978) and Taylor (1983) show that forward-looking staggered wage contracts do not

necessarily lead to an initial decline in economic activity following a disinflationary shift in monetary

policy. Ball (1994) demonstrates that contractionary monetary policy coupled with staggered price setting

can even give rise to a boom in output. Fuhrer and Moore (1995) also show that the New Keynesian

Phillips curve derived from overlapping wage contract fails to account for the observed persistence in

inflation.
2For example, Erceg and Levin (2001), Andolfatto and Gomme (1999), and Huh and Lansing (2000).
3In the conclusion of their paper, Erceg and Levin (2001) do recognizes this limitation of their model

and suggest that future research should give explicit considerations to the relationship between

discretionary policy and imperfect credibility and transparency.
4Another interesting feature of these learning models is that the importance of credibility and

transparency as determinants of disinflation costs depend on the nature of the staggered contract. For
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