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Abstract: This paper applies new computational methods for studying nonstationary dynamics to reevaluate the
welfare cost of inflation. A dynamic stochastic general equilibrium model with heterogeneous agents is studied.
Incomplete markets induce agents to hold a fiat currency as insurance against idiosyncratic income fluctuations.
Rather than comparing steady state equilibria, I measure the welfare cost of inflation by explicitly modeling the
transitional dynamics that arise following a change in monetary policy. Transitional dynamics are shown to
increase the welfare cost of inflation substantially. Also, contrary to conventional wisdom, transitional dynamic
effects are shown to increase the benefits of reducing the inflation rate.
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E H W ZH H Q � � D Q G � � � D Q Q X D OO\� 7K H V W H D G \ V W D W H ZH OID U H F R V W R I � � D Q G

� � � D Q Q X D O LQ q D W LR Q U D W H V U H S R U W H G LQ 7D E OH � D U H F R Q V LV W H Q W ZLW K W K H OD U J H U

H V W LP D W H V D OU H D G \ IR X Q G LQ W K H OLW H U D W X U H ��� $ OV R D E V H Q W IU R P W K H OLW H U D W X U H

D U H F R P S D U LV R Q V E H W ZH H Q S R V LW LYH U D W H V R I LQ q D W LR Q V X F K D V W K R V H W K D W D S S H D U

LQ 7D E OH � �

7K H U R ZV R I 7D E OH � D U H S U H V H Q W H G J U D S K LF D OO\ LQ )LJ X U H � � ZLW K H D F K F X U YH

U H S U H V H Q W LQ J D S D U W LF X OD U LQ LW LD O LQ q D W LR Q U D W H � 7K H YH U W LF D O D [LV LQ )LJ X U H � LV

D S H U F H Q W D J H R I U H D O *' 3 � 1 R W LF H D J D LQ W K D W W K H V W H D G \ V W D W H ZH OID U H F R V W R I

LQ q D W LR Q LV LQ F U H D V LQ J LQ W K H p Q D O LQ q D W LR Q U D W H E X W G H F U H D V LQ J LQ W K H LQ LW LD O

LQ q D W LR Q U D W H � 7K LV ID F W LQ G LF D W H V W K D W W K H V W H D G \ V W D W H ZH OID U H F R V W R I U D LV LQ J

W K H LQ q D W LR Q U D W H IU R P � � W R V D \ � � LV J U H D W H U W K D Q W K H ZH OID U H F R V W R I U D LV LQ J

ZLOO EH DQDO\]HG VKRUWO\�
��$ PDWUL[ RI HOHPHQWV �DLM� LV VNHZ V\PPHWULF LI DLM  bDML�
��)HOGVWHLQ ������ LV D QRWDEOH H[FHSWLRQ DOWKRXJK KLV UHVXOWV GLoHU VXEVWDQWLDOO\ IURP

WKRVH RI WKLV SDSHU GXH WR KLV HPSKDVLV RQ WKH LQWHUDFWLRQV EHWZHHQ LQqDWLRQ DQG RWKHU
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+ D YLQ J W K H W U D Q V LW LR Q D O LP S D F W R I G LV LQ q D W LR Q D U \ P R Q H W D U \ S R OLF \ U H LQ IR U F H
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