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DEMOSTHENES N. TAMBAKIS

Expected Social Welfare Under a Convex Phillips

Curve and Asymmetric Policy Preferences

This paper evaluates the expected social welfare implications of
monetary policy with a convex Phillips curve under a symmetric
loss function and an asymmetric loss function corresponding to the
“opportunistic approach” to disinflation. The convex—asymmetric
specification yields an inaction range of inflation shocks for which
the optimal monetary policy setting does not adjust. For parameter
estimates relevant to the United States, numerical simulations show
that the symmetric loss function dominates the asymmetric alterna-
tive in expected social welfare terms. Asymmetric policy prefer-
ences enhance social welfare only under extreme parameter values.
This result is robust to sensitivity analysis with respect to inflation
variability and the degrees of Phillips curve convexity and prefer-
ence asymmetry, thereby supporting arguments for a tough anti-in-
flationary stance by the Federal Reserve regardless of the “true”
social loss function.

RESEARCHERS OF MONETARY POLICY have put forward a
range of arguments in support of alternative specifications of the short-run U.S.
Phillips curve. Clark, Laxton and Rose (1996), Debelle and Laxton (1997), Tam-
bakis (1999) and Turner (1995) propose a nonlinear and convex Phillips curve.
Under convexity, positive shocks to aggregate demand raise inflation by more than
negative shocks of the same magnitude lower it. As a result, the nonaccelerating in-
flation rate of unemployment—the unemployment rate consistent with stable aver-
age inflation rate—is greater in a stochastic setting than a deterministic setting. This
property of convexity provides a rationale for stabilization policy, as a policymaker
who succeeds in lowering unemployment variability also reduces its mean value.
The asymmetric impact on inflation of aggregate demand shocks also suggests that
early policy tightening can reduce the need for stronger disinflation later. A promi-
nent study arguing the case in favor of a linear Phillips curve is Gordon (1997). In a
linear world, the effects of positive and negative aggregate demand shocks on infla-
tion are of equal magnitude and will average out, regardless of the response of mon-
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etary policy. Moreover, there is no incentive for preemptive policy tightening to
counter expected inflationary pressure. Finally, Eisner (1996) and Stiglitz (1997)
make the case for concavity. In contrast to the first two alternatives, under a concave
short-run Phillips curve the sacrifice ratio is decreasing in the magnitude of disinfla-
tion. This provides incentives for aggressive probing of the economy’s short-term ca-
pacity limits. Thus, concavity implies that active stabilization policy actually raises
the average unemployment rate.

On the empirical front, the power of econometric tests to distinguish between lin-
earity and convexity has been investigated by Laxton, Meredith, and Rose (1995)
and Laxton, Rose, and Tambakis (1999). These authors show that, because policy-
makers have overall been successful in avoiding large boom and bust cycles, the sta-
tistical case for identifying modest convexity is weak based on typical historical U.S.
estimates. Indeed, to the extent that convexity presents a rationale for successful sta-
bilization policy, it further weakens the evidence upon which such policy is based.
However, they also present Monte Carlo evidence suggesting that if there is convex-
ity in the Philips curve, but monetary policy operates on the false assumption of lin-
earity or concavity—a type-II policy error—the welfare losses can be severe. In
contrast, a type-I error based on presuming convexity when the true Phillips curve is
linear or concave is much less costly in expectation. Therefore, on balance the Fed-
eral Reserve’s operating framework should presume that the short-run U.S. Phillips
curve has modest convexity.

The expected welfare evaluation of such type-I and type-II policy errors is condi-
tional to quadratic and symmetric policymaker preferences: opposite sign deviations
of unemployment from its target rate are equally costly. The present paper studies
the welfare implications of a convex Phillips curve under an asymmetric loss func-
tion corresponding to the “opportunistic approach” to disinflation. The preference
asymmetry is intended to capture a disinflation strategy in which the central bank is
guarding against any incipient rise in inflation, but waits for the next favorable infla-
tion shock to lower inflation toward the target, rather than actively seeking to lower
inflation in a manner that pushes the unemployment rate higher. Orphanides and
Wilcox (1996) and Orphanides et al. (1996) introduced a monetary policy model
with a linear Phillips curve rationalizing such an opportunistic disinflation strategy.
Its foundations lie in the perception that the welfare of the policymaker and society
depends negatively on the level of the unemployment rate, as well as on the variance
of unemployment and inflation. This may be because unemployment deviations from
target induce a greater social distortion than corresponding inflation deviations. For
example, Blinder (1997) argues that unemployment at 2 percent above the natural
rate implies that 2 percent of workers are fully unemployed, rather than all workers
being 2 percent unemployed. An alternative rationale could be that the central bank’s
vulnerability to political attack makes it more sensitive to positive rather than to neg-
ative deviations of unemployment from its natural rate, as positive deviations could
threaten its independence.

In line with the opportunistic argument, in this paper the quadratic loss function is
extended by a term linearly increasing in the actual unemployment rate when the lat-
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ter is above its average, and zero when unemployment is at, or below, the average.
Symmetric policy preferences imply that the one-period equilibrium level of unem-
ployment in a stochastic setting is always different from its deterministic counter-
part. This is so regardless of the shape of the Phillips curve. In contrast, Tambakis
(1999) shows that asymmetric preferences generate an inaction range of inflation
shocks for which the optimal monetary policy setting does not adjust. This lowers
the average unemployment rate at the expense of higher average and more variable
inflation. Numerical simulations are used to obtain simulated distributions of the
equilibrium levels of inflation and unemployment. The simulations make use of an
iteration algorithm to derive model-consistent inflation expectations. Using empiri-
cal parameter values for the United States based on the methodology developed by
Laxton, Rose, and Tambakis (1999), it is shown that, while the expected unemploy-
ment rate is lower, there is a positive expected inflation bias when policy preferences
are asymmetric. The variances of inflation and unemployment are respectively
higher and lower than their values under symmetric preferences.

The paper proceeds to compare expected social welfare losses under each policy
preference specification. In principle, the policymaker and society need not always
share the same macroeconomic policy preferences. The loss function used to guide
monetary policy may be different from that used by society to evaluate macroeco-
nomic outcomes, as a result of appointing a conservative independent central banker
or political economy reasons. Therefore, expected social welfare losses under the
two loss functions have to be evaluated and compared for all combinations of the ex-
ogenous, “true” loss function used by society to evaluate macroeconomic outcomes,
and the loss function used by the policymaker to guide the implementation of mone-
tary policy. Restricting the difference to the asymmetric term in the loss function, it
is found that the “consistent scenario” where both society and the policymaker use
the symmetric loss function dominates the asymmetric alternative. Moreover, this re-
sult is shown to be robust to inflation shock variability and to the degrees of Phillips
curve convexity and preference asymmetry. The intuition relates to the equilibrium
moments of the target variables. Whereas the average unemployment rate is smaller
under the asymmetric policy, the corresponding percentage increase in average infla-
tion is much larger. However, inflation and output variability are roughly propor-
tional under the two specifications, so overall expected symmetric social losses are
smaller. In relative terms, policymaking guided by the symmetric policy does better
in expectation than the asymmetric alternative under either “true” social loss func-
tion in most cases. The only cases when the asymmetric policy results in higher ex-
pected social welfare are when both the shock variance and the deterministic
non-accelerating inflation rate of unemployment are large, and/or when inflation
aversion is low and the preference asymmetry is large. Therefore, the asymmetric
policy enhances social welfare only under extreme conditions.

The remainder of the paper proceeds as follows. Section 1 reviews the monetary
policy model with a convex Phillips curve and asymmetric policy preferences under-
lying the opportunistic disinflation strategy. Section 2 discusses the model’s equilib-
rium properties and presents simulated distributions of equilibrium inflation and
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unemployment for the United States. Section 3 analyzes the expected social welfare
implications of the convex Phillips curve under the symmetric and asymmetric loss
functions. The robustness of the results is examined with respect to inflation shock
variability and the degrees of Phillips curve convexity and preference asymmetry.
Section 4 concludes.

1. A MODEL OF CONVEXITY AND PREFERENCE ASYMMETRY

In the stylized one-period framework of Barro and Gordon (1983) the policy-
maker’s and society’s loss functions coincide. They are symmetric and quadratic in
inflation and unemployment deviations from target:

L=U-U)Y+am, —T)°. 1)

The inflation and unemployment targets are & = 0 and U™ > 0, respectively, where
U" is the nonaccelerating inflation rate of unemployment in a deterministic setting.
The policymaker’s policy preferences are given by the normalized inflation aversion
coefficient o > 0. The linear short-run Phillips curve is given by

n,=E_m +yU —U)+eg, y>0. )

Reduced-form models can analyze shocks to the unemployment rate or aggregate
demand (U,), inflation expectations (E,_;x,) and actual inflation (m,). In this paper
only the last type is considered: € ~ N(0,0,) is an iid inflation shock realized after
inflation expectations have been determined. The policymaker is assumed to control
inflation directly.! The one-period optimal inflation and unemployment rates are then
obtained by minimizing the symmetric loss function (1) subject to the linear aggre-
gate constraint (2):

1 x
e, U =U" +—2
1+oy

m,=m+

g, . 3)

t? t

1+ocy2

Taking expectations in equation (3) implies that, in the absence of time-inconsistent
preferences on the part of the policymaker, there is zero expected inflation bias
(E,_m, = ™) and average unemployment equals the natural unemployment rate U?

1. Laxton, Rose, and Tambakis (1999), Stiglitz (1997), and Wieland (1996) examine the desirability of
experimentation (“probing”) with different policy rules in the face of uncertainty about the stochastic av-
erage unemployment rate.

2. A target unemployment rate less than U" would imply a positive expected inflation bias with no de-
cline in average unemployment.
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The first departure from the linear-symmetric model involves the convex Phillips
curve. Its specification follows Debelle and Laxton (1997) and Laxton, Rose, and
Tambakis (1999), and is based on the labor market model of Layard, Nickell, and
Jackman (1991). In a two-period framework the time subscripts may be dropped:

®

U_U * *
n=En+y————+e,0<oU )<U . 4)
U-oU)

The convex functional form of equation (4) is shown in Figure 1. The horizontal and
vertical axes measure unemployment and unanticipated inflation, respectively. The
slope parameter 7y is a horizontal asymptote corresponding to the maximum rate of
deflation. The parameter ¢(U") is a vertical asymptote, reflecting the limiting effect
of short-run capacity constraints on the unemployment rate lower bound as inflation-
ary pressure grows. In general, ¢ may be defined either as a fixed constant or as an
increasing function of U". In the subsequent numerical simulations the latter option
is used:

OU") =max(U,U" — 4). 5)

The unemployment rate lower bound is constrained to zero if trend unemployment
U is at or below 4 percent, and increases linearly with U’ when it rises above 4 per-
cent. Figure 1 shows that the inflation-unemployment trade-off worsens at the mar-
gin as the unemployment rate falls below U’. Moreover, the level of unemployment
consistent with stable inflation exceeds U" for any distribution of inflation shocks.
Subsequently, the average unemployment rate EU in a stochastic equilibrium is re-
ferred to as the NAIRU, while the term deterministic NAIRU (DNAIRU) is reserved
for U, the nonaccelerating inflation rate of unemployment in the absence of shocks.

n—-En

@ (U*) u* LU

F1G. 1. Inflation/ Unemployment Trade-off
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This result implies that successful stabilization over the business cycle will be induc-
ing lower average unemployment. The gap between the NAIRU and the DNAIRU is
increasing in the variance of the shock distribution, as well as in the degree of con-
vexity in the Phillips curve. This is a restricted case of Scarth (1997), in which the
slope is a function of unemployment but also of expected inflation. In the general
case, lower expected inflation increases the absolute slope and is therefore “bad,” as
it widens the unemployment gap between the NAIRU and the DNAIRU.?

The second departure from the linear-symmetric model concerns the policy-
maker’s preferences. In contrast to Laxton, Rose, and Tambakis (1999) and Wieland
(1996), I follow Tambakis (1999) in assuming that when unemployment gets above
the DNAIRU the policymaker cares about the level, as well as the variance of unem-
ployment. In contrast, when the unemployment rate is to the left of the DNAIRU,
preferences are symmetric. Put differently, unemployment rates above the DNAIRU
impose first-order welfare costs to the policymaker. Such asymmetric preferences
over the policy outcome can be modeled by introducing an extra term, which is lin-
ear in unemployment deviations from the DNAIRU if the economy is in the reces-
sion region (U > U"), and zero if it is in the expansion region (U = U"). The
asymmetric loss function is

L=U-UYY+on—7)+2ymax(0,U -U"), y>0. (6)

Equation (6) captures the asymmetric effect on social welfare of the level of eco-
nomic activity when the unemployment rate gets above the DNAIRU. A higher value
of y indicates a higher degree of asymmetry. As argued above, policy rules based on
such preferences—introduced by Orphanides and Wilcox (1996) and Orphanides et
al. (1996) in a model of a linear Phillips curve—underlie the “opportunistic ap-
proach” to disinflation.

2. EQUILIBRIUM MONETARY POLICY

2.1 Analytics

The one-period equilibrium inflation and unemployment rates are at the intersec-
tion of the inflation and unemployment marginal loss schedules. The first-order con-
ditions (FOC) of the nonlinear optimization problem can be expressed as a function
of either target variable:

U on
- == L (U)—=1,. 7
L, () . L, "(U)aU U @)

3. The general case is problematic because it is difficult to reconcile the positive effect on the unem-
ployment gap of lower expected inflation with the negative effect of smaller inflation variance. In general,
lower average inflation rates also tend to be less variable.
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Without loss of generality, attention is restricted to the FOC with respect to the un-
employment rate. The marginal loss function of unemployment is linear with unit
slope and discontinuous and nondifferentiable at U = U" because of the asymmetry.
Its two segments correspond to the expansion and recession regions of the economy.
The one-period equilibrium unemployment rate is given by

- U)oy —¢)

U=vu 3 2
U-9) U-9)

(En—T—y+e)=U-U". (8)

U0 | ay(U—¢)

U>U - 5
(U-9) U-9)

(En—T—y+e)=U-U +y. (9

The left-hand sides of equations (8) and (9) are identical, so the FOC can be written
as

A A, on
+ =-L (U)— 10
T w-or  P%u 10
where
A =y (U =), Ay =oy(U —@)ER—T—7y+e). 11

Tambakis (1999) shows that real-valued solutions for unemployment exist if and
only if the value of the inflation marginal loss function at the DNAIRU, —L, dn/oU
(U*), is outside the discontinuity range (0,y) of L. In other words, if —L, dn/oU
(U") is within the range of discontinuity, then the two marginal loss segments do not
intersect. The relevant inaction range of inflation shocks for this to occur is

(U —¢)
oy

n—En<e< +7T—En (12)

Over the range of shocks given by inequalities (12) the optimal policy setting does
not adjust and the one-period equilibrium unemployment rate is U". Importantly, the
nonintersection of the marginal loss schedules is caused by the asymmetry in the loss
function and not by convexity in the Phillips curve. The properties of the inaction
range are as follows: (i) More asymmetric preferences (larger y) widen the inaction
range, as unemployment levels above U" become relatively more costly. (ii) Higher
inflation aversion (larger o) induces a narrower inaction range: a more inflation-
averse policymaker pursues a tighter monetary policy, hence she is more likely to
disinflate in any given period, other things equal. (iii) Ceteris paribus, a more convex
Phillips curve (larger y and/or @) implies a smaller sacrifice ratio and a higher incen-
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tive to disinflate, consequently the inaction range narrows.* (iv) Higher inflation
shock variability yields more shock realizations outside the inaction range, thereby
inducing more proactive monetary policy.

2.2 Numerical Simulations for the United States

The equilibrium levels of inflation and unemployment are evaluated as a function
of simulated inflation shocks from an inflation shock distribution with zero mean and
standard deviation 6, = 1.29 percent (quarterly, at annual rates), which is approxi-
mately the estimate reported by Gordon (1997) in a linear model with a twenty-four-
quarter distributed lag of past inflation. However, under the asymmetric loss function
under consideration, solving the nonlinear FOC using the inflation target as an esti-
mate of expected inflation yields an average inflation rate different from 7. Expected
inflation would then not be model consistent. Therefore, unlike the linear model, T
cannot be substituted for the equilibrium expected inflation rate. As argued in Tam-
bakis (1999), this problem is resolved with the following numerical algorithm. First,
guess an arbitrary initial value of equilibrium inflation bias: B, = Ex — &t > 0. Com-
puting the one-period equilibrium level of inflation for a large number of shocks
yields an inflation sample mean of 7t(B). This generates an equilibrium expected in-
flation bias of b, = t(B;) — T > 0 corresponding to . If the guessed and the esti-
mated average inflation are different (B, # b,), a second iteration uses ; = by as an
updated bias estimate. Repeated iteration of this process yields a value B arbitrarily
close to the actual bias estimate b* = f(B") — T.” Therefore, B is self-sustaining as
a fixed point for the expected inflation bias under the particular inflation shock dis-
tribution, and the resulting inflation sample mean 7%([3*) can be used in the FOC to
derive the equilibrium outcomes.

The structural parameter estimates for the United States follow the methodology
of Laxton, Rose, and Tambakis (1999). The unobserved time-varying DNAIRU and
the Phillips curve parameters are jointly estimated using the Kalman filter. The esti-
mated value of the Phillips curve slope on quarterly data for 1968:Q1 to 1997:Q1 is
¥ = 4.71. The average unemployment rate over the sample is 6.4 percent and the av-
erage of the estimated model-consistent U,* series is 6.1 percent, implying an aver-
age gap between the NAIRU and the DNAIRU of the order of 0.3 percent.® The
benchmark value of the inflation target is set to T = 2 percent, while the inflation
aversion and asymmetric preference coefficients are setto o = y = 1.

Convergent moments of the inflation and unemployment distributions are com-
puted for ten thousand simulated normally distributed inflation shocks with mean
zero and estimated standard deviation 6, = 1.29 percent. The simulation exercise
consists of three alternative scenarios. Panel A is the benchmark scenario in which

4. If @ were constant, then an exogenous increase in the DNAIRU would widen the shock inaction
range. The Phillips curve would then be flatter at U".

5. The inflation shock distribution is assumed to be ergodic so that convergence occurs for finite sam-
ple sizes after a finite number of iterations.

6. It should be noted that estimates of the NAIRU have been falling recently as inflation has been sta-
ble while the actual unemployment rate has dropped.



442 . MONEY, CREDIT, AND BANKING

U' =61 percent, T = 2 percent, @ = 2.1 percent and o = y = 1. It follows from
(12) that the amplitude of the inflation shock inaction range then is 0.85 percent. In
Panel B the inflation target is set to T = 0, while Panel C considers an exogenous rise
in the DNAIRU to U" = 10 percent. Recalling from equation (5) that (p(U*) is speci-
fied to be a linearly increasing function of the DNAIRU, a hypothetical increase of
the DNAIRU from 6 to 10 percent would raise the minimum unemployment rate
from 2 to 6 percent. The simulated equilibrium moments of the target variables
under the symmetric and asymmetric policies are reported in Table 1.

First, the gap between the average unemployment rate and the DNAIRU is less
than 0.1 percent in all three cases, confirming the findings of Laxton, Rose, and Tam-
bakis (1999) that convexity in the Phillips curve is difficult to identify when policy-
makers are overall successful at stabilizing the business cycle. Also, underlying the
small gap are the relatively neutral preferences between unemployment and output
stabilization (o0 = y = 1). In that respect, Tambakis (1999) shows that reproducing
an estimated gap of the order of 0.3 percent requires a very large inflation aversion
coefficient (o = 10) and a very small degree of preference asymmetry (y = 0.1).
The sensitivity of monetary policy outcomes to the preference parameters is exam-
ined further in section 3.

Second, under the asymmetric policy loss function, all parameterizations yield
positive equilibrium expected inflation bias (En > &) ranging from 0.60 percent in

TABLE |
SIMULATED INFLATION AND UNEMPLOYMENT DISTRIBUTIONS

A. Benchmark parameter values

Inflation Unemployment

Symmetric Asymmetric Symmetric Asymmetric
Mean ( percent) 2.03 2.62 6.18 6.13
S.D. ( percent) 0.56 0.77 0.57 0.39
Skewness 1.12 0.48 —0.12 —0.33
Kurtosis 4.31 2.55 2.68 4.22
B. Zero inflation target (Tt = 0)

Inflation Unemployment

Symmetric Asymmetric Symmetric Asymmetric
Mean ( percent) 0.02 1.26 6.39 6.33
S.D. ( percent) 0.55 0.68 0.55 0.37
Skewness 1.08 0.50 -0.17 0.07
Kurtosis 3.97 3.53 2.70 3.75
C. Large DNAIRU (U" = 10%, ¢ = 6%)

Inflation Unemployment

Symmetric Asymmetric Symmetric Asymmetric
Mean ( percent) 2.01 2.63 10.08 10.02
S.D. ( percent) 0.55 0.75 0.57 0.39
Skewness 1.00 042 —0.23 -0.40
Kurtosis 3.79 2.60 2.74 443

Nores: Inflation and unemployment equilibrium levels are computed over ten thousand simulated inflation shocks drawn from a N(0.6,) dis-
tribution with G, = 1.29%. The benchmark set of parameter values is U" = 6.1%,7 = 4.71,¢ = 2.1%, T = 2% and o = y = 1.
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Panels A and C to over 1.20 percent in Panel B. This reflects the asymmetry in the
policymaker’s behavior: policy does not tighten unless a positive inflation shock ex-
ceeds the inaction range threshold. Moreover, the variance of the equilibrium unem-
ployment rate is always greater under the asymmetric policy. The intuition relates to
the asymmetric welfare costs of an unemployment rise on either side of U': the
asymmetric policy penalizes unemployment deviations from target less than the
asymmetric alternative. The equilibrium level of unemployment variance is therefore
larger under the symmetric loss function, and vice versa for inflation. The higher
order moments of the target variables indicate their distributions are not normal.

3. EXPECTED SOCIAL WELFARE

The expected social welfare implications of the convex Phillips curve depend on
the possible combinations of policymaker and social preferences. These correspond
to the two alternative “true” social loss functions used to evaluate policy outcomes,
each coupled with the same choice of loss function for guiding monetary policy. The
resulting four combinations reflect the fact that the policymaker and society—
median voter, or representative agent—need not have the same loss function. If they
do, that is, if the same loss function is used both by the policymaker for guiding
monetary policy and by society for evaluating the expected macroeconomic out-
come, then the two relevant combinations are referred to as consistent. If they do not,
the two combinations are inconsistent: society uses an asymmetric loss function but
the policymaker implements monetary policy using a symmetric loss function, or
vice versa. Thus the policymaker maximizes expected social welfare only under the
consistent scenarios.

At any particular point in time, the monetary authority may be uncertain of soci-
ety’s “true” policy preferences. In principle, such uncertainty on the part of the poli-
cymaker regarding the loss function used by society to evaluate policy outcomes
could exist along a number of dimensions—in this paper it is restricted to the asym-
metric term in the unemployment rate.” The macroeconomic policy preferences of
society and the policymaker need not coincide because of a conservative central
banker argument, or because the incumbent political party changes in midterm and
does not reflect the median voter’s policy preferences. Arguably, however, the differ-
ence in the loss functions is unlikely to be sustainable in the long term because of po-
litical considerations.

Expected social welfare is computed using equations (1) and (2). Under symmet-
ric policy preferences, a particular policy rule outperforms another in expectation if
it yields lower average inflation and less variable inflation and unemployment. Ex-
pected losses involve the first two moments of the target variables:

7. Society is also uncertain about the policymaker’s preferences, as modeled by the literature on the
optimal degree of central bank secrecy (for example, Eijffinger, Hoeberichts, and Schaling 2000 and
Garfinkel and Oh 1995).
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EL=02 +ac> + EU(EU —2U" )+ a(En — T’ + U™ . (13)

Under the asymmetric loss function in equation (6), expected losses are also increas-
ing in the gap between the average unemployment rate and the DNAIRU. They are
given by

EL=0? + 00> + EU(EU —2U") + a(Er — %> +U"

+ 2yE[max(0,U-U")]. (14)

The asymmetric term in equation (14) requires averaging only the outcomes of those
shocks for which the equilibrium unemployment rate exceeds U’. The expected so-
cial welfare comparisons evaluate the two alternative policy loss functions condi-
tional upon a given social loss function. The converse scenario of changes in
expected social welfare given policy preferences is not rational because changing
from the symmetric to the asymmetric social loss function yields lower expected so-
cial welfare by definition. Expected social welfare is evaluated as follows. The
benchmark set of structural and preference parameter values from section 2.2 is as-
sessed against changes to the variance of the inflation shock, the degree of convexity
in the Phillips curve, and the degree of relative inflation aversion and preference
asymmetry. In each of the first two comparisons nine parameter combinations are
evaluated, while the last comparison considers six parameterizations. The first-order
conditions are solved for ten thousand inflation shocks using three different standard
errors. The respective moments of the target variables are then substituted in equa-
tions (13) and (14) to evaluate the expected social welfare losses for each parameter
combination. The sensitivity of expected social welfare to inflation shock variability
is presented in Table 2.

The results indicate, first, that the symmetric policy delivers lower expected social
losses—equivalently, higher expected social welfare—than the asymmetric alterna-
tive for most parameter values. The intuition centers on the equilibrium moments of
the target variables entering (13) and (14). On one hand, Table 1 showed that the gap
between average unemployment and the DNAIRU is somewhat narrower under the
asymmetric loss function, but that the corresponding increase in average inflation is
much larger. On the other hand, the relation between inflation and output variability
is roughly proportional. Therefore, expected social losses are lower under the sym-
metric policy. Second, the expected social welfare differential is decreasing in infla-
tion variability: the differential is bigger in Panel A when the inflation standard error
is small (o, = 0.25 percent). Moreover, imposing a zero inflation target yields sig-
nificantly higher expected welfare losses unless inflation variability is very small.

Importantly, in Panel C (high inflation shock standard error) the asymmetric pol-
icy delivers expected welfare losses of the same order as the symmetric one. Indeed,
the asymmetric policy yields lower expected social losses when both the shock vari-
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TABLE 2
EXPECTED SOCIAL WELFARE LOSSES AND INFLATION VARIABILITY

A. Small inflation shock standard error (6, = 0.25%)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 0.03 0.65 0.23 0.81
2.m=0 0.04 0.70 0.28 0.87
3.U = 10% 0.03 0.73 0.25 0.91

B. Estimated inflation shock standard error (6€ = 1.29%)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 0.68 1.16 1.68 1.83
2.m=0 1.18 2.25 2.33 3.12
3.U = 10% 0.67 1.11 1.61 1.77

C. Large inflation shock standard error (6, = 10%)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 56.84 57.82 62.04 62.63
2.m=0 2129 221.8 219.8 228.0
3.U = 10% 559 53.0 61.1 57.6

Nortes: Inflation and unemployment equilibrium levels are computed over ten thousand simulated inflation shocks drawn from the appropri-
ate distribution (Panels A—C). The benchmark set of parameter values is U= 6.1%,Y =4.71,¢ = 2.1%, T =2%and 0. = y = 1.

ability and the DNAIRU are large (6, = 10 percent,U* = 10 percent). In that case
the shock realization is not often within the inaction range. The latter is invariant to
the increase in U"as ¢ also adjusts upward. Consequently, the variance of inflation
increases, albeit somewhat more than under symmetric preferences. However, al-
though the positive gap between EU and the DNAIRU widens under both policies, it
is narrower under the asymmetric alternative, and the variance of unemployment is
significantly lower. Therefore, asymmetric policy preferences can enhance social
welfare but only under extreme parameter values.

Turning to the sensitivity of the expected welfare differential to the degree of con-
vexity, it is apparent geometrically that the degree of convexity is increasing in the
horizontal and vertical asymptotes of the Phillips curve, y and ¢ respectively (see
Figure 1). Inequalities (12) showed that, given the preference parameters (o,y) and
the level of the DNAIRU, more convexity—Ilarger y and/or ¢—induces a narrower
inaction range because it implies a smaller sacrifice ratio. Conversely, less convexity
implies a greater sacrifice ratio: a 1 percent disinflation is costlier in terms of unem-
ployment. As argued above, switching to the asymmetric policy increases expected
inflation by more than it decreases expected unemployment. Thus, because under the
asymmetric policy more convexity induces a smaller expected inflation bias and a
higher expected unemployment rate, the net impact on expected welfare of a larger
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degree of convexity should be positive. By the same argument, less convexity should
have a negative effect on expected welfare with the asymmetric policy.

Expected welfare losses are evaluated for one case of large convexity and two
cases of small convexity. Regarding the former, Panel A sets Y = 9.5, implying a nar-
rowing of the inaction range to 0.425 percent and a substantially smaller sacrifice
ratio. For small convexity, Panel B sets y = 2.35, inducing a doubling of the inaction
range from its benchmark value of 0.85 percent to 1.70 percent, while Panel C sets
¢ = 0. The results are in Table 3.

The symmetric policy loss function again delivers lower expected social losses ir-
respective of the social loss function in place. In particular, note that with the large
degree of convexity (Panel A) expected losses under the asymmetric policy are still
greater than under the symmetric policy. However, expected losses are much smaller
than in Table 2, Panel B, the estimated benchmark convexity case of y = 4.71. In-
deed, when convexity is large and social preferences are asymmetric, the asymmet-
ric policy yields expected social losses very similar to the symmetric policy. This is
because the smaller sacrifice ratio induces a correspondingly narrower inaction
range, and consequently the asymmetry in the social loss function is not binding.
Meanwhile, expected social losses under small convexity in Panels B and C, al-
though both higher than Panel A, are of the same order of magnitude, suggesting that

TABLE 3
EXPECTED SOCIAL WELFARE LOSSES AND CONVEXITY

A. Large convexity (y = 9.5)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 0.25 0.38 1.03 1.07
2.m= 0.28 0.62 1.06 1.34
3.U = 10% 0.22 0.36 0.95 0.99

B. Small convexity (y = 2.35)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 1.46 2.31 2.36 2.73
27= 321 430 4.40 487
3.U = 10% 1.46 3.92 2.35 4.46

C. Small convexity (¢ = 0)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 1.01 1.69 1.97 2.29
2.mt=0 2.08 3.93 3.36 4.78
3.U = 10% 1.48 3.41 2.33 3.91

Norks: Inflation and unemployment equilibrium levels are computed over ten thousand simulated inflation shocks drawn from a N(0.G,) dis-
tribution with 6, = 1.29%. The benchmark set of parameter values is U = 6.1%,y = 471,¢ = 2.1%., & = 2% and o. = y = 1.
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the social welfare impact of varying y and ¢ is similar. Note also that, as in Table 2,
imposing a zero inflation target induces significantly higher expected welfare losses
unless inflation variability is very small.

Finally, the sensitivity of the expected welfare comparison is assessed with respect
to the policymaker’s and society’s relative preferences for inflation and output stabi-
lization. These are given by the normalized inflation aversion coefficient () and the
degree of preference asymmetry (y). I examine two extreme parameter combina-
tions, a case of low inflation aversion—equivalently, large recession aversion—and
large preference asymmetry (o = 0.1, y = 10), and a case of high inflation aversion
and small asymmetry (o« = 10, y = 0.1). The results are in Table 4.

Panel A indicates that when society’s preferences are very asymmetric and infla-
tion aversion is low, asymmetric policy preferences yield significantly lower ex-
pected social losses than the symmetric policy. Moreover, the expected social
welfare losses under the asymmetric policy loss function are identical for both social
loss functions. This is the only parameter specification in Tables 2—4 for which the
consistent scenario of asymmetric social and policy preferences outperforms the in-
consistent scenario of asymmetric social and symmetric policy preferences. How-
ever, conditional upon symmetric social preferences the symmetric policy loss
function yields lower expected losses than the asymmetric alternative even under
such extreme preferences in favor of unemployment stabilization.

Panel B shows that the consistent scenario outperforms the inconsistent alternative
when the inflation aversion coefficient is very large (o« = 10) and the degree of pref-
erence asymmetry very small (¢ = 0.1). For the extreme preferences under consid-
eration, however, the asymmetric term in the loss function effectively becomes
negligible. Consequently, conditioning upon society’s asymmetric loss function im-

TABLE 4
EXPECTED SOCIAL WELFARE LOSSES AND POLICY PREFERENCES

A. Low inflation aversion and large asymmetry (oo = 0.1, y = 10)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 0.12 0.19 2.23 0.19
2n= 0.46 0.71 428 0.71
3.U = 10% 0.20 0.79 2.82 0.79

B. High inflation aversion and small asymmetry (o = 10, y = 0.1)

Social Loss Symmetric Asymmetric

Policy Loss Symmetric Asymmetric Symmetric Asymmetric
1. Benchmark 141 1.51 1.60 1.71
2.m=0 1.90 1.92 2.10 2.13
3.U = 10% 1.85 2.13 2.04 2.33

Nores: Inflation and unemployment equilibrium levels are computed over ten thousand simulated inflation shocks drawn from a N(0,G,) dis-
tribution with G, = 1.29%. The benchmark set of parameter values is U =61%y=47,0=21%7=2%anda =y = 1.
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plies that the expected welfare differential resulting from the policymaker’s symmet-
ric and asymmetric preferences is relatively narrow.

4. CONCLUSION

This paper studied the expected social welfare implications of a convex Phillips
curve and an asymmetric policy loss function corresponding to the “opportunistic
approach” to disinflation. For parameter values corresponding to the modest degree
of convexity present in U.S. data, stochastic simulations suggested that policy based
on the symmetric loss function dominated policy based on the asymmetric alterna-
tive in expectation. In most cases, the symmetric policy loss function yielded lower
expected social losses regardless of the “true” social loss function used by society to
evaluate macroeconomic outcomes. This result was shown to be robust to the degree
of convexity, inflation shock variability and asymmetry in the loss function. The only
cases when the asymmetric policy can enhance expected social welfare involved ex-
treme and, arguably, unrealistic parameter values, notably high inflation shock vari-
ability and a large DNAIRU and/or very low inflation aversion and a large degree of
preference asymmetry.

Overall, the findings provide tentative support to arguments favoring a tough anti-
inflationary stance by the Federal Reserve regardless of any possible differences
with the “true” social loss function in place. It should be stressed that the welfare
comparison was specific to the chosen asymmetric functional form, and that the re-
sulting policy implications are conditional. In that respect, future work should con-
sider alternative functional forms and further study the relationship between
“opportunistic” and standard symmetric policy reaction functions. The finding that
an asymmetric loss function under convexity yields positive expected inflation bias
whose magnitude is increasing in the degree of asymmetry also merits research at-
tention.

LITERATURE CITED

Barro, Robert, and David Gordon. “ ‘Rules, Discretion and Reputation in a Model of Mone-
tary Policy.” Journal of Monetary Economics 12:1 (1983), 101-21.

Blinder, Alan S. “What Central Bankers Could Learn from Academics—and Vice Versa.”
Journal of Economic Perspectives 11 (1997), 3-19.

Clark, Peter, Douglas Laxton, and David Rose. “Asymmetry in the U S Output-Inflation
Nexus.” IMF Staff Papers 43 (1996), 216-51.

Debelle, Guy, and Douglas Laxton. “Is the Philips Curve Really a Curve? Some Evidence for
Canada, the United Kingdom, and the U S.” IMF Staff Papers 44 (1997).

Eijffinger, Sylvester, Marco Hoeberichts, and Eric Schaling. “Why Money Talks and Wealth
Whispers: Monetary Uncertainty and Mystique.” Journal of Money, Credit, and Banking 32
(May 2000), 218-35.



DEMOSTHENES N. TAMBAKIS : 449

Eisner, Robert. “A New View of the NAIRU.” In Improving the Global Economy: Keynesian-
ism and the Growth in Output and Employment, edited by P. Davidson and J. Kregel. Chelt-
inham, U.K., and Brookfield: Edward Elgar, 1997.

Garfinkel, Michelle R., and Seonghwan Oh. “When and How Much to Talk: Credibility and
Flexibility in Monetary Policy with Private Information.” Journal of Monetary Economics
16 (April 1995), 341-57.

Gordon, Robert. “The Time-Varying NAIRU and Its Implications for Economic Policy.” Jour-
nal of Economic Perspectives 11 (1997), 11-32.

Laxton, Douglas, Guy Meredith, and David Rose. “Asymmetric Effects of Economic Activity
on Inflation: Evidence and Policy Implications.” IMF Staff Papers 42 (1995), 344-74.

Laxton, Douglas, David Rose, and Demosthenes N. Tambakis. “The U.S. Phillips Curve: The
Case for Asymmetry.” Journal of Economic Dynamics and Control 23 (1999), 1459-85.

Layard, Richard, Stephen Nickell, and Richard Jackman. “Unemployment: Macroeconomic
Performance and the Labour Market.” Oxford: Oxford University Press, 1991.

Orphanides, Athanassios, and David Wilcox. “The Opportunistic Approach to Disinflation.”
Board of Governors of the Federal Reserve System Discussion Paper 96—24, Washington,
1996.

Orphanides, Athanassios, David Small, Volker Wieland, and David Wilcox. “A Quantitative
Exploration of the Opportunistic Approach to Disinflation.” Washington: Board of Gover-
nors of the Federal Reserve System unpublished paper, May 1996.

Scarth, William. “Wrap—Up Discussion.” In “Price Stability, Inflation Targets, and Monetary
Policy,” pp. 495-502. Bank of Canada Conference Proceedings, 1997.

Stiglitz, Joseph. “Reflections on the Natural Rate Hypothesis.” The Journal of Economic Per-
spectives 11 (1997), 3-10.

Tambakis, Demosthenes N. “Monetary Policy with a Convex Phillips Curve and Asymmetric
Loss.” Studies in Nonlinear Dynamics and Econometrics 3:4 (1999), 223 -38.

Turner, David. “Speed Limits and Asymmetric Inflation Effects from the Output Gap in the
Major Seven Economies.” OECD Economic Studies (January 1995).

Wieland, Volker. “Monetary Policy and Uncertainty about the Natural Unemployment Rate.”
Washington: Board of Governors of the Federal Reserve System Federal Reserve Bulletin
(December 1996).



http://www.jstor.org

LINKED CITATIONS
-Pagelof2-

You have printed the following article:

Expected Social Welfare under a Convex Phillips Curve and Asymmetric Policy Preferences
Demosthenes N. Tambakis
Journal of Money, Credit and Banking, Vol. 34, No. 2. (May, 2002), pp. 434-449.

Stable URL:
http://links.jstor.org/si ci?sici=0022-2879%28200205%2934%3A 2%3C434%3AESWUA C%3E2.0.CO%3B2-

This article references the following linked citations. If you are trying to access articles from an
off-campus location, you may be required to first logon via your library web site to access JSTOR. Please
visit your library's website or contact a librarian to learn about options for remote access to JSTOR.

[Footnotes]

' Reflections on the Natural Rate Hypothesis
Joseph Stiglitz
The Journal of Economic Perspectives, Vol. 11, No. 1. (Winter, 1997), pp. 3-10.

Stable URL:
http://links.jstor.org/sici?sici=0895-3309%28199724%2911%3A 1%3C3%3AROTNRH%3E2.0.CO0%3B2-C

"Why Money Talks and Wealth Whispers: Monetary Uncertainty and Mystique
Sylvester C. W. Eijffinger; Marco Hoeberichts; Eric Schaling

Journal of Money, Credit and Banking, Vol. 32, No. 2. (May, 2000), pp. 218-235.
Stable URL:

http://linksjstor.org/sici ?sici=0022-2879%28200005%2932%3A 2%63C218%3AWM TAWW%3E2.0.CO%3B2-J

Refer ences

Distinguished L ecture on Economicsin Government: What Central Bankers Could Learn
from Academics-and Vice Versa

Alan S. Blinder

The Journal of Economic Perspectives, Vol. 11, No. 2. (Spring, 1997), pp. 3-19.

Stable URL:

http:/linksjstor.org/sici 2sici=0895-3309%28199721%2911%3A 2%3C3%3A DL OEI G%3E2.0.CO%3B2-D

NOTE: The reference numbering fromthe original has been maintained in this citation list.


http://links.jstor.org/sici?sici=0022-2879%28200205%2934%3A2%3C434%3AESWUAC%3E2.0.CO%3B2-Q&origin=JSTOR-pdf
http://links.jstor.org/sici?sici=0895-3309%28199724%2911%3A1%3C3%3AROTNRH%3E2.0.CO%3B2-C&origin=JSTOR-pdf
http://links.jstor.org/sici?sici=0022-2879%28200005%2932%3A2%3C218%3AWMTAWW%3E2.0.CO%3B2-J&origin=JSTOR-pdf
http://links.jstor.org/sici?sici=0895-3309%28199721%2911%3A2%3C3%3ADLOEIG%3E2.0.CO%3B2-D&origin=JSTOR-pdf

http://www.jstor.org

LINKED CITATIONS
- Page2of 2 -

Why Money Talksand Wealth Whispers: Monetary Uncertainty and Mystique
Sylvester C. W. Eijffinger; Marco Hoeberichts; Eric Schaling

Journal of Money, Credit and Banking, Vol. 32, No. 2. (May, 2000), pp. 218-235.
Stable URL:

http://links]stor.org/sici ?sici=0022-2879%28200005%2932%3A 2%63C218%3AWM TAWW%3E2.0.CO%3B2-J

The Time-Varying NAIRU and itsImplications for Economic Policy

Robert J. Gordon

The Journal of Economic Perspectives, Vol. 11, No. 1. (Winter, 1997), pp. 11-32.

Stable URL:

http:/links.jstor.org/sici 2sici=0895-3309%28199724%2911%3A 1%3C11%3ATTNAI 1 %3E2.0.CO%3B2-A

Reflections on the Natural Rate Hypothesis

Joseph Stiglitz

The Journal of Economic Perspectives, Vol. 11, No. 1. (Winter, 1997), pp. 3-10.

Stable URL:

http:/linksjstor.org/si¢i 2sici=0895-3309%28199724%2911%3A 1%3C3%3A ROTNRH%3E2.0.CO%3B2-C

NOTE: The reference numbering fromthe original has been maintained in this citation list.


http://links.jstor.org/sici?sici=0022-2879%28200005%2932%3A2%3C218%3AWMTAWW%3E2.0.CO%3B2-J&origin=JSTOR-pdf
http://links.jstor.org/sici?sici=0895-3309%28199724%2911%3A1%3C11%3ATTNAII%3E2.0.CO%3B2-A&origin=JSTOR-pdf
http://links.jstor.org/sici?sici=0895-3309%28199724%2911%3A1%3C3%3AROTNRH%3E2.0.CO%3B2-C&origin=JSTOR-pdf

