Loss function

In this model, the household’s welfare criterion is the following:
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where u represents the utility function, ¢; consumption, n; employment and h; hours worked

by each household’s member.

This welfare criterion admits the following second-order approximation:
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where t.i.p represents terms independent of policy, O% are terms of order third and higher

and L; is a purely quadratic loss function given by:
Ly = Anf + (0 = 1)& + (A + ha)? + b + x(1 = )6} (2)
where m; represents inflation and 6; the labour market tightess. Hats are meant to indicate

log-deviations of a variable around its steady state value. A, i, o, x and ¢ are parameters
of the model.



