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Working Papers:
“Optimal Monetary Policy in the presence of Commodity Prices”

Abstract: The current theoretical advice for the optimality of core price stabilization is based on closed
economy models, and thus isolated from the open economy discussions incorporating terms of
trade externality. This project studies which price index we should stabilize using a small open
economy model. The key difference from the previous literature that makes the case for the
core price index is the existence of steady state distortions, which are more relevant and thus
frequently discussed in open economy settings than in closed economy. As a result, the
solution to the optimal monetary policy problem with linear quadratic approach with a
distorted steady state suggests that the optimal target price index is different from the core
price index and depends on the size of steady state distortion.
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