
Accepted Manuscript

Uncertainty-induced dynamic inefficiency and the optimal inflation rate

Kuk Mo Jung

PII: S1059-0560(17)30781-5

DOI: 10.1016/j.iref.2017.12.006

Reference: REVECO 1547

To appear in: International Review of Economics and Finance

Received Date: 20 October 2017

Revised Date: 1 December 2017

Accepted Date: 11 December 2017

Please cite this article as: Jung K.M., Uncertainty-induced dynamic inefficiency and the optimal inflation
rate, International Review of Economics and Finance (2018), doi: 10.1016/j.iref.2017.12.006.

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service to
our customers we are providing this early version of the manuscript. The manuscript will undergo
copyediting, typesetting, and review of the resulting proof before it is published in its final form. Please
note that during the production process errors may be discovered which could affect the content, and all
legal disclaimers that apply to the journal pertain.

https://doi.org/10.1016/j.iref.2017.12.006


M
ANUSCRIP

T

 

ACCEPTE
D

ACCEPTED MANUSCRIPT

Uncertainty-Induced Dynamic Inefficiency
and the Optimal Inflation Rate

Kuk Mo Jung∗

Hanyang University

December 13, 2017

Abstract

I construct an overlapping-generations model of money with Epstein and Zin (1989)

preferences and study how aggregate output uncertainty affects the optimal rate of in-

flation for aggregate consumption. When money only serves as savings instruments, I

find that the optimality of Friedman rule breaks up only if agents prefer late resolution

of uncertainty. However, if an additional role of money as a medium of exchange is

introduced, then the Friedman rule achieves generally suboptimal level of aggregate

consumption regardless of agents’ preferences for the timing of uncertainty resolu-

tion. The aggregate output uncertainty, nevertheless, crucially determines the level

of optimal inflation rate in this case. Lastly, the optimal degree of aggregate output

uncertainty given a positive inflation rate turns out to be generally non-zero regardless

of the role of money.
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