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1. INTRODUCTION 

A récurrent problem in equilibrium monetary models with rational 
expectations is their inhérent instability. This feature of such models has been 
pointed out by, for example, Burmeister and Dobell (4), Olivera (12) and (13), 
Black (3), Sargent and Wallace (15) and Gertler (8); and this is by no means an 
exhaustive list. 

Suggested "solutions" to this problem of instability have tended to fall into 
three main classes. A typical example in the first category is provided by Sargent 
and Wallace (15). Hère, it is assumed that rational agents "rule out" unstable 
paths. A "forward-looking" solution is suggested in which discontinuous jumps 
in the price level are permitted in response to changes in the exogeneously 
determined money supply policy. By this means the economy follows a séquence 
of rational expectations equilibria. Basically similar solution techniques hâve also 
been adopted by Lucas (11) and by Sargent and Wallace (16). 

The second type of solution to the problem consists of building into the 
model some degree of sluggishness in the adjustment of priées and/or wages. 
Following Fischer (7), such rigidities are often explained as the resuit of the 
existence of long-term contracts. Examples of this type of model may be found 
in the papers by Gertler (8), Hoel (9) and Peel and Chappell (14). In each case 
a stability condition similar to that of Cagan is developed. Generally, such models 
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are stable under exogenous money supply policies providing that the speed of 
adjustment of priées and/or wages is slow enough. 

In the final category are the solutions discussed by Olivera (12), (13) and 
Black (3). The distinguishing feature hère is the distinction between active (by 
which is meant exogenous) and passive (i.e. endogenous) monetary policy. It has 
been shown that if money supply is determined endogenously, stability may almost 
always be ensured. A logical development hère would seem to be to enquire into 
the nature of an optimal monetary policy. That is the aim of this paper but we 
defer discussion of the choice of optimality criterion until section 3 below. 

The structure of the paper is as follows. In section 2 our économie model 
is introduced and its reduced form, a stochastic differential équation, is derived. 
Section 3 deals with the stochastic optimization problem and dérives the optimal 
money supply policy. Finally, in section 4, some concluding remarks are offered. 

2. A STOCHASTIC MONETARY MODEL 

Our model closely follows that of Taylor (17). Two major différences, 
however, are our assumption of rational inflation expectations and the 
introduction of a measure of uncertainty. Uncertainty is incorporated in a 
relatively simple way by including an additive stochastic disturbance term in our 
description of the IS curve. There is no real loss in generality in assuming that 
the is curve is the only stochastic relationship. Stochastic terms could also be 
added to the LM curve and the augmented Phillips curve but this would resuit 
in composite error terms in the "reduced form" équations; confining uncertainty 
to the IS curve results in great économies of notation. 















4. CONCLUDING REMARKS 

We have shown that the optimal policy for the rate of growth of the money 
supply is to follow a linear feedback rule. If the stability condition holds, the 
"slope" coefficient in the feedback rule is greater than unity but the "intercept" 
is a négative function of the amount of uncertainty in the System. We would 
emphasise that the model illustrâtes a pure anti - inflation policy since there is 
no trade-off between output (or unemployment) and inflation in this 
strict-neutrality-of-money framework. We feel that it may hâve potentially 
interesting implications for empirical work. 
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