4 The new Keynesian model

4.1 Foundations: a classical monetary model (firms’ block and
equilibrium)
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Optimization by firms

The representative firm has the following production function:
Y = AN (1)

where A; is the level of technology. a; = logA; is an exogenous
shock process. The firm maximizes profits in each period,
taking P and W as given:

P:Y: — WiN; (2)
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Optimization by firms

Maximization given the production function yields:

W; —a
ﬁ = (1 — O[)AtNt (3)
This can also be written in terms of price equaling marginal
cost: W
pp=_ 't 4
T (1= a)AN )
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Labour demand

One can write the previous equation in log-linear terms as:

Wi — pr = at — ant + log(1 — ) (5)
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Equilibrium

Equilibrium implies goods market-clearing:
Yt =Gt

This condition is then combined with the optimality conditions
for firms and households to derive the general equilibrium.
We want to solve the model to obtain the relation of the
variables with shocks and constants (functions of the deep
parameters).
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Equilibrium: output and employment

Note that:
Wt — Pt = ar — ahy + /Og(1 — a)
Wt — Pt = oCt + pht
Implying:
ar—ang+ log(1 — o) = oct + on; (6)
ar — ang+ log(1 — o) = oyi + n; (7)
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Equilibrium: output and employment

Note that from the firms’ production function:

yi=a+ (1 —a)n (8)
Which combined with:

ar—ang+ log(1 — o) = oy + on; (9)
Ends in the equilibrium levels for output and employment which
are a function of technology shocks:

Nt = Ynadt + vn (10)

Yt = Yyadt +vy (11)
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Equilibrium: real interest rate

The real interest rate r; = it — Eym, 1 can be written in terms of
output using:

1.
Ci ~ EtCt+1 — ;(Ir — Etﬂ't+1 — p) (12)

By the goods market clearing condition:

1.
Vi~ EtYiv1 — g(’t — Emtip1 —p) (13)

We can thus rewrite the real rate as:

I =p+ oEAyiyq (14)

nr=p+ U¢yaEtAaz+1 (15)
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Equilibrium: real wage

The equilibrium real wage is given by:

Wi — pr = ar — ant + log(1 — ) = Ywadt + vw (16)

Jodo Sousa Monetary Policy



Equilibrium: summary

Nt = Ynadt + vn
Yt = Yyadt + vy
Ct = Vyadt + vy
It = p+ oyaErAar

W — Pt = Ywadt + v
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Equilibrium: parameters

1—0

TZ}na:cr(1—oz)—|-<,0+oz

bya = 1+

BT s(1—a)+o+a
o+

Ywa d

T o(l-a)+eta

B log(1 — «)
n_a(1 —a)t+p+a

vy =(1—-a)vp

(c(1 =) +¢)log(1 — @)
c1-a)+e+a
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