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		Abstract

		This paper considers a simple quantitative model of output, interest rate and inflation determination in the United States, and uses it to evaluate alternative rules by which the Fed may set interest rates.  The model is derived from optimizing behavior under rational expectations, both on the part of the purchasers of goods and upon that of the sellers.  The model matches the estimates responses to a monetary policy shock quite well and, once due account is taken of other disturbances, can account for our data nearly as well as an unrestricted VAR.  The monetary policy rule that most reduces inflation variability (and is best on this account) requires very variable interest rates, which in turn is possible only in the case of a high average inflation rate.  But even in the case of a constrained-optimal policy, that takes into account some of the costs of average inflation and constrains the variability of interest rates so as to keep average inflation low, inflation would be stabilized considerably more and output stabilized considerably less than under our estimates of current policy.   Moreover, this constrained-optimal policy also allows average inflation to be much smaller. This version contains additional details of our derivations and calculations, including three technical appendices, not included in the version published in NBER Macroeconomics Annual 1997. 
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