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		Abstract

		Inflation targeting is a monetary policy rule that has implications for both the average performance of an economy and its business cycle behavior.  We use a modern, rational expectations model to study the twin effects of this policy rule.  The model highlights forward- looking consumption and labor supply decisions by households and forward-looking investment and price-setting decisions by firms.  In it, monetary policy has real effects because imperfectly competitive firms are constrained to adjust prices only infrequently and satisfy all demand at posted prices. In this 'sticky price' model, there are also effects of the average rate of inflation on the amount of time that individuals must devote to shopping activity and on the average markup of price over cost that firms can charge.  However, in terms of the welfare effects of long-run inflation, it is optimal to set monetary policy so that the nominal interest rate is close to zero, replicating in an imperfectly competitive model the result that Friedman found under perfect competition. A perfect inflation target has desirable effects on the response of the macroeconomy to permanent shocks to productivity and money demand.  Under such a policy rule, the monetary authority makes the money supply evolve so a model with sticky prices behaves much like one with flexible prices. 
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