Romer Chapter 9 pp. 388-398

Steady Inflation

I. Introduction to Inflation

A. Causes of Price Changes

1. G

2. T

3. M

4. Supply Shocks

B. Money is the only plausible explanation for sustained inflation.

II. Money Growth and Inflation in the Keynesian Framework

A. First recall the impact of a one-time increase in the money supply:

1. P and W go up in proportion to M.

2. Real variables are unchanged.

B. Now suppose that money is growing at a constant rate, 
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.

C. Conjecture a steady state with the following properties:

1. Output is constant at Y (Assume classical aggregate supply).

2. P and W also grow at the rate 
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.

3. Expected inflation, 
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, is equal to 
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4. The real rate of interest, 
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, is invariant to money growth and inflation.

D. Recall the equations of the classical model:
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E. Analysis of the Steady State:

1. So long as W and P are growing together at rate 
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, the real wage will be constant, and it must be at the level that equates labor quantities demanded and supplied (i.e. the same level as in the static classical model).

2. This implies that L and Y are also equal to the levels that prevail in the static version of the model.

3. The real interest rate must  be unchanged if the IS equation is to be satisfied (Y, G, and T are unchanged, so 
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 must also be unchanged).

4. The nominal interest rate must vary point for point with expected inflation. Thus, compared to the zero inflation case, the nominal interest rate is higher by 
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 units. 

(1) Show this result in the IS-LM diagram. IS shifts up with an increase in 
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5. The LM equation tells us that 
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 must be lower in the inflationary steady state.

F. Moving from zero inflation to steady inflation:

1. Suppose that it is announced that the money growth rate will rise from 0 to 
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 from this moment on, and that this is immediately believed.

2. P jumps up immediately as expectations change, then continues upward at rate 
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 thereafter. 

3. Note that there are two effects on P:

(1) An effect related to the change in expectations, which results in the higher nominal rate of interest.

(2) The direct effects of money on prices.

4. If inflation expectations adjust gradually, the price level will gradually adjust to its new steady state path. At some point inflation must exceed its steady state value, however. This is inflation rate overshooting.
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