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1. The BW (or, BM ichael W) Paper addresses the policy interactions between fiscal and monetary optimal policies. The main finding is that variations in the level of distorting state-contingent  taxes (sales taxes) should be chosen to serve the same objectives as those of optimal monetary stabilization policies
 (which minimize fluctuations in output gap and inflation).
2. The output gap results both from price stickiness and supply side effects of tax distortions (creating price dispersions). Both are affected by monetary and fiscal policies.
3. Both monetary and fiscal policies matter for inflation determination, because of the effects of tax rates on (real) marginal costs; hence leading to the New Keynesian Phillips Curve (or its equivalent aggregate supply).
4. The problem is to minimize the Loss function subject to two constraints: (1) AS relationship;

(2) Debt dynamics

5. The AS relationship is a  micro-founded Phillips curve is:
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So that, as is traditional in the monetary literature, inflation is primarily affected by: (i) economic slack; (ii) expectations; (iii) supply shocks; 
and (iv) inflation persistence. 
6. The  two constraints in the optimization  problem are given by the aggregate supply relationship and the inter-temporal solvency of the government: 

a.  The micro-founded reduced form objective function is given by: 
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b. The inter-temporal government solvency is given by:
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 is a measure of fiscal stress arising from  shocks that make the budget constraint unattainable with policies that lead to zero inflation and zero output gap.
7. The policy problem is to choose state-contingent paths for the endogenous variables {
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8.  The constrained-efficient allocation is achieved when output is equal to the would be price-flex, no wedge distortion  level, with a zero price dispersion (or any other costs of inflation), and real value of the initial government debt equal to the deterministic steady state real debt.. 
9. A fiscal stress variable is a combination of the shocks in the model. It is supposed to measure the extent to which it is not possible to achieve the constrained-efficient allocation.
 (Definition: appendix A9, page 61).
10.  A way to think about efficiency in the BW model is by noting that there are two instruments, the tax rate and the inflation rate. There are also   two types of distortions, the wedge between the supply-price and demand-price for labor, and the fiscal stress.
(a) MRS/MRT wedge in the labor market;

and 

(b) staggered price inflation that lead to price dispersion among  firms with an equal  
technology.

The fiscal-stress distortion reflects  the shortage in  of instruments in the management of public debt. If there were available complete contingent securities available for the government (as in Lucas and  Stockey), the fiscal-stress variable will no more be relevant in the stabilization problem,  since the state-contingent return on the debt will take care of the inter-temporal cash flows  of the government. With a nominal risk-free bond, the inflation rate can be used to cope with the fiscal-stress distortion by making the return on the bond, equivalent to a portfolio of state-contingent securities issued by the government. The tax rate can then cope with the other distortion, and the constrained efficient allocation can be achieved.
In the more standard approach (called Ramsey approach) the government can use surprise inflation to reduce the monopolistic wedges and to get rid of the initial level of the government nominal debt. This leads to a time-inconsistency issue: you promise today not to inflate away the debt in the future; but when the future arrives yo do. If you are under a  committment to not inflate the debt away in the future, you do make the inflation UPFRONT, because you surprise those who bought the government debt in the past. BW therefore strengthen the constraint on the government: 
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 , that is, the initial real value of the debt is equal to the deterministic steady state value.

In the flex-price model there are no price dispersion ( no costs of inflation) and with the tax instrument the mark-up cum output stabilization problem can be addressed fully.  But therefore, tax smoothing is not obtained. In Chari-Kehoe-Christiano  (Handbook of Monetary Economics) taxes are smoothed because they assume only productivity shocks, but no mark up shocks.

But, if you stabilize output by taxes how can you make the inter-temporal budget constraint always valid? Surprise inflation is then necessary to restore debt-tax solvency. With sticky prices, however, inflation becomes costly and a real trade off exists between the tax and the surprise inflation instruments.
11. In a benchmark flexible-price model with nominal government debt, surprise inflation should be used to completely offset variations in fiscal stress so that tax rates are completely smoothed (other than what is needed to stabilize the output gap). In contrast, in a sticky-price model it is not optimal for inflation to respond to fiscal stress by more than a tiny fraction of the amount needed to eliminate the fiscal stress. Instead, a substantial part of the fiscal adjustment should come through tax rates changes.
12.  Evidently, when prices are flexible, there is no cost of inflation. With nominal bonds, unexpected movements in the inflation can be used to make the return on the bond state-contingent. Thus, one can avoid tax movements needed to accommodate the fiscal stress variable. Unexpected movements in the inflation rate adjust the inter-temporal budget constraint of the government, thereby freeing the tax instrument to perform the task. Taxes can now move so as to reach the constrained-efficient expected level of output.

13. In the flex-price allocation, the main distortion is the inefficient wedge between the consumption-labor marginal rate of substitution and the real wage—the wedge; output is sub-optimally low. Even if policymakers are committed, the expected level of output can be increased by an appropriate stabilization of the shocks. So taxes are now free to move to achieve the desired stabilization of the shocks and in principle taxes can be volatile. 

14.  Why in the fixed- price BW model does not have similar tax smoothing?


This is because inflation is now costly. It creates unnecessary dispersions in demand across goods that are produced with identical technology. It follows that inflation is not free to move, as in the flex-price model, to offset the fiscal stress variable. This is a case in which taxes should be used to accommodate also the fiscal stress variable in a way that the inter-temporal budget constraint of the government will be satisfied.
In other words, it is now costly to do that by using the inflation rate alone.
15.  As in Woodford masterpiece, Interest and Prices: Foundations of a Theory of Monetary Policy, the analysis and the exposition in the BW paper is elegant and un-contestable on analytical grounds.
16. A More General Perspective.
An obvious omission in the BW paper is the absence of any effects of changes in domestic spending upon the production capacity (the potential output). Hence they abstract from the influence of aggregate supply (through supply costs) in future periods.
Woodford (2003, Chapter 5) has an insightful analysis of the model with capital. With convex costs of adjustment for investment in capacity, he extend the macro  model : (1) The IS Block solves for paths of {Y, K}, given expected future rates of interest; (2) The AS Block solves for paths of { Y, K and 
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},; and (3) The Monetary Rule Block solves for paths of {
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, I, and Y}.
The standard monetary policy setup would have the output gap in the loss function, with the
output gap being the difference between actual output and potential output. Potential output is defined as the hypothetical output level that would result if prices and wages are completely flexible but other distortions, like taxes and imperfect competition, are left in place. That is, potential
output is normally lower than the efficient output level (the Pareto-optimal output level).

If the loss function is derived as a quadratic approximation of household welfare, the efficient output level replaces potential output. Under discretion, this leads to the standard Kydland-Prescott Barro-Gordon inflation bias.

The standard setup disregards, however, the existence of capital. 
If capital is put into the model, one has to rethink the definition of potential output.
Indeed, Michael Woodford’s book define in one of the chapters the  potential output conditional on given stock of  capital (but he has not generate the micro-based objective linear function in the presence of capital); Katherine Neiss and Ed Nelson have a paper where they define potential output conditional on the flex-price level of
capital. A paper by Charlotta Groth
and David Vestin (two Stockholm students of Lars Svensson) also deals with these issues.
http://www.davidvestin.com/docs/invest2.pdf

17. This brings me to point to A Limitation in the Framework of Analysis, in my view, of the BW paper. 
a. In the BW model Fiscal policy does not affect output in the medium and long runs. If it were,    the objective function should be modified. Because in the paper, the objective function ( 
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)
depends only on  squared-deviations from long run values as its arguments, excluding the  potential output level, as a separate argument, a critical shortcoming when we think of the traditional function of fiscal policy. 
In contrast, fiscal policy in the literature typically influences long-run values of the endogenously- determined real variables.
b. The specification of monetary policy also ignores potential output, as is traditional in the monetary policy literature. Again, if monetary policy does affect potential output the objective function 
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 .
The BW specification of the objective function may not be a sensible objective for a joint policy by the  fiscal and monetary authorities, in many important situations.

\

11. Political rigidities (with voting considerations and pressure groups effects) seem, in reality, to differentiate between the ability of fiscal policies to be state-contingent and the ability of   monetary policies to react to shocks. Monetary policy is, typically, more independent from political pressures, and it has a more narrow focus (the pursuit of price stability). These differences between fiscal and monetary policies, however, are not addressed in the BW paper.  
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