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Editorial

On October 12-13, 2006 the National Bank of Belgium hosted a Conference on "Price and Wage

Rigidities in an Open Economy". Papers presented at this conference are made available to a

broader audience in the NBB Working Paper Series (www.nbb.be).

The views expressed in this paper are those of the authors and do not necessarily reflect the views

of the National Bank of Belgium.

Abstract

We develop a utility based model of fluctuations, with nominal rigidities, and unemployment. In

doing so, we combine two strands of research: the New Keynesian model with its focus on nominal

rigidities, and the Diamond-Mortensen-Pissarides model, with its focus on labor market frictions and

unemployment. In developing this model, we proceed in two steps.

We first leave nominal rigidities aside. We show that, under a standard utility specification,

productivity shocks have no effect on unemployment in the constrained efficient allocation. We then

focus on the implications of alternative real wage setting mechanisms for fluctuations in

unemployment.

We then introduce nominal rigidities in the form of staggered price setting by firms. We derive the

relation between inflation and unemployment and discuss how it is influenced by the presence of

real wage rigidities. We show the nature of the tradeoff between inflation and unemployment

stabilization, and we draw the implications for optimal monetary policy.

JEL-code : E32, E50.

Keywords: new Keynesian model, labor market frictions, search model, unemployment, sticky

prices, real wage rigidities.
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Figure 4. Dynamic Responses to Transitory Productivity Shock
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Figure 5. Dynamic Responses to a Persistent Productivity Shock
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Figure 6. Taylor-type Rule vs. Optimal Policy
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