










Example #8: Optimal Monetary Policy - Clarida-Gali-Gertler Model ...

• Previous example illustrates importance of working capital channel (‘lending
channel’)

– CCG model with Taylor rule illustrates this too

Rt = 1.5π
e
t+1

– With ψ = 0, obtain standard result that inflation expectations cannot be
self-fulfilling.

– With ψ > 0, results turn upside down (see CMR, ‘Two Reasons...’)
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now consider the case with a working capital channel



R

LM

IS(πe’)

IS(πe)

yy1

LM
( )

Phillips curve
π1

π

y1 y



R

LM’

LM

IS(πe’)

IS(πe)

yy1

LM
( )

Phillips curve
π1

π

y1 y



R

LM’

LM

IS(πe’)

IS(πe)

yy2 y1

LM
( )

Phillips curve
π2

π1

π

Higher πe confirmed 
and likely to persist

y2 y1 y




