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I. Introduction

A. There are two key points to this paper:

1. If firms have monopoly power, failure to optimally adjust prices in response to a shock may have very small costs for the individual firm, in relation to the size of the shock.  But if all firms fail to adjust, the real impacts of a nominal shock can be large. (Mankiw, Ackerloff and Yellen).

2. In a model where there are some small costs associated with changing prices, firms will adjust prices more frequently in steady inflations. But this means that nominal shocks will be incorporated into prices more rapidly when there is higher steady inflation. Moreover, this implies that the real impacts of nominal shocks will be smaller when there is higher steady inflation. This is a testable hypothesis. This paper supports that hypothesis.

II. The Role of  Real Wage Rigidity

A. The Importance of Real Wage Rigidity in New Keynesian Models

1. The New Keynesian story relies primarily on nominal price rigidity.

2. However, when output expands, the quantity of labor demanded will  increase. This might be expected to increase the real wage.

3. An increase in the real wage will have large effects on firms’ costs, which then would lead to price increases (the costs of suboptimality in pricing are no longer “small”).

4. So the New Keynesian story requires some real wage rigidity, not just output price rigidity, to make the overall story plausible.

III. A summary of New Keynesian ideas:

A. With imperfect competition, firms are price setters (and they are happy to sell one more unit of output when demand increases -- avoiding awkward explanations regarding why firms are willing to supply more output than would be indicated by their supply curves..

B. Private costs of rigidity are of second order magnitudes.

C. Output is demand determined (and firms are happy to supply the added output).

D. Booms raise welfare.

E. Unemployment can result from low demand (rather than "excessively" high wages).

F. Wages need not be countercyclical. Since prices are sluggish, real wages can rise in a boom. Also, markups over marginal cost may be lower in booms.

G. Nominal rigidities produce aggregate demand externalities.

IV. Inflation, Frequency of Price Adjustment, and the Phillips Curve

A. Price Adjustment Model Summary

1. Firms adjust prices at intervals; not continuously.

2. Interval between price changes depends on:

a) inflation

b) variability of nominal shocks

c) variability of real shocks

3. All of these lead to more frequent price adjustment, hence more price flexibility in the aggregate, hence smaller Phillips curve tradeoff parameter (i.e. less output impact of a given nominal shock).

V. Empirical Testing

A. Compare to Lucas Model

1. Lucas argued that real effect of a nominal shock (the "tradeoff") would be smaller the greater the variability of nominal demand. This prediction is same as Ball, Romer, Mankiw.

2. In contrast to Ball, Romer, Mankiw; Lucas model makes no prediction about effects of steady inflation on the tradeoff.

3. Lucas model predicts variability of real shocks leads to bigger real impact of nominal shock -- opposite of Ball, Romer, Mankiw. (Not tested here).

B. International Evidence

1. As in the earlier Lucas study, BRM gather data over time and countries for real growth, nominal growth, and inflation.

2. Estimate




for each of 43 countries, as in Lucas.  is the "tradeoff" parameter, which is estimated for each of the countries.

3. Now run cross-sectional regressions to explain determinants of 
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.

a) Explanatory variables include inflation and the variability of nominal GNP.  Quadratic terms included, since the relation is expected to be nonlinear.

C. Results

1. Many variants of the procedure describe above produce results which indicate the steady inflation does affect the tradeoff (supporting the New Keynesian view against the Lucas model).

2. Evidence that nominal GNP variability affects the tradeoff parameter is much weaker (not strongly supporting either theory). An increase in inflation from 5% to 10% would reduce the tradeoff parameter .22 (say from .67 to .45 for U.S.).

3. Level of inflation and variability of nominal GNP are highly correlated (.92).

4. Another implication: Higher inflation economies should have less real volatility, once variability of nominal demand is accounted for. This hypothesis is also supported. Consider policy implications?
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