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Research Article in macroeconomics. The welfare cost of inflation refers to changes in welfare
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Introduction

Inflation is defined as the process of a continuous increase in prices or, equivalently, a persistent decline
in the value of money. It is one of the most critical issues in macroeconomics, and few social or economic
phenomena remain unaffected by inflation. The public’s perception of the adverse effects of inflation is
often imprecise. One such aspect involves the relationship between inflation and welfare. This issue
raises two key questions: What is the welfare cost of inflation? And is there an optimal rate of inflation
that maximizes the sustainable welfare of a representative household? Regarding the first question, the
welfare cost of inflation was first calculated by Bailey (1956) as the area under the money demand curve.
The second question was initially addressed by Bailey (1956) and later by Friedman (1969). In standard
economic analysis, rising price levels create four potential problems. The first problem is that inflation
erodes the value of money, effectively acting as a tax on monetary balances. Additionally, to keep up
with rising prices, money users may be forced to make more frequent trips to the bank. These expenses
are traditionally referred to as "shoe-leather costs," as such, frequent banking visits would not be
necessary in the absence of inflation. The second cost of inflation involves the redistribution of wealth
from creditors to debtors. The third issue is that inflation compels sellers to allocate additional resources
to frequently update prices. These so-called "menu costs" vary directly with the rate of inflation. The
fourth problem is the impact of inflation on the distribution of relative prices in the economy, which
results in the misallocation of resources.

On the other hand, welfare is a fundamental concept and a crucial issue for every country. It is
considered one of the key characteristics of a developed society, and the primary goal of governments
in policy-making and implementing economic programs is to meet the needs of society and provide
maximum welfare for citizens. Accordingly, many economic and social policies aim to enhance
individual well-being. Therefore, inflation—as one of the central objectives of macroeconomic policy—
has always been a subject of interest to economists due to its impact on economic activities and,
ultimately, on individual welfare. Currently, one of the most significant challenges facing the Iranian
economy is the persistent rise in inflation, which has placed Iran among the countries with the highest
inflation rates in the world. According to a report by TRADING ECONOMICS at the beginning of
2024, Iran ranks among the top 10 countries with the highest inflation globally.

Methodology

In this study, the welfare cost of inflation in the steady state is calibrated for the Iranian economy using
a monetary general equilibrium model approach with parametric data from the period 2006 to 2020. The
model employed is based on the studies of Heer. The model consists of four distinct sectors: households,
firms, the monetary authority, and the government. All variables are assumed to be continuous, and to
provide a more realistic representation of the real world, money is incorporated into the model via a
cash-in-advance constraint. The primary analysis is conducted on the three sectors of households, firms,
and the monetary authority, after which the government sector is integrated into the model. Additionally,
MATLAB software was utilized for data analysis.

Results and discussion

In this research, an attempt was made to examine the welfare cost of inflation using the general monetary
equilibrium model approach in a Walrasian labor market for the Iranian economy. The results of
calibrating the model are: 1) with an increase in the inflation rate, welfare gains decrease in the steady
state. 2) With a decrease in the inflation rate from the benchmark case to the quarterly inflation rates of
4%, 2%, and zero, welfare gains will be equal to 0.045, 0.11, and 0.17 percent of consumption,
respectively. 3) With an increase in the monetary growth rate and consequently the inflation rate, labor
supply, consumption, and production decrease. 4) With an increase in the Investment Tax Credits rate or
the investment subsidy rate (tax policy), the instantaneous utility (welfare) increases in the steady state.
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