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The objective of this paper is to examine the welfare cost of inflation in
A ted: the context of Iran's economy, incorporating labor market frictions (search
Uz L) theory) within a monetary general equilibrium model. The model also
16/01/2024 features a cash-in-advance constraint. To achieve this goal, through the
utilization of calibration and sensitivity analysis in the steady state, the
Keywords: findings indicate that both employment and production are contingent on
Welfare Cost of Inflation, | the elasticity of labor supply and the elasticity of vacancies in job
General Equilibrium, matches. Depending on these two parameters, they may exhibit an
Unemployment increase in response to an escalation in the inflation rate. Additionally, the

three-month optimal inflation rate in a stable state is determined to be
JEL Classification: 4.66%. Th_e welfare gains, derived from reduc_:ing the th_ree-month inflati(_)n
D58. J64. E31 rate from its current level of 5.3% to the optimal rate in a steady state, is
T calculated to be 0.0031% of total consumption. Therefore, based on the
results, it is suggested that in inflation reduction policies, the effects of
this reduction on welfare are taken into consideration, and special
attention should be paid to the area of business investment by giving tax
incentives, especially tax credits.
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Introduction

One aspect that has been overlooked in our country, despite numerous studies in
economic scientific centers globally, and is notably absent in the literature on
inflation, is the trade-off between inflation and welfare. The issue of inflation
and welfare raises two questions: How much is the welfare cost of inflation ?
And is there an optimal rate of inflation that maximizes the sustainable welfare
of a typical household? Therefore, the purpose of this research is to investigate
the welfare cost of inflation by considering frictional unemployment (search
theory) and by using the approach of the monetary general equilibrium model
with cash in advance constraint, which has been calibrated for the Iranian
economy by using relevant parametric data during the years 1385 to 1398.

Research method and data

The model utilized in this research is founded on the framework developed by B.
Heer. It comprises four distinct components: households, companies,
government, and the monetary authority. The model, inspired by Pissarides
(1990), incorporates labor market frictions. All variables are treated as
continuous, simplifying the representation by omitting the time index. Money is
introduced into the model via the cash-in-advance constraint (CIA), and the
parameters of the model have been determined using the calibration method and
based on the available studies..

Analysis and discussion

By employing the calibration method to establish the model's parameters, and
drawing from existing studies, the steady-state values of model variables have
been derived. Subsequently, the model was analyzed through sensitivity
analysis, with a welfare criterion introduced for calculation purposes.

Conclusion
The findings challenge the traditional perspective that inflation leads to a decline
in employment, production, and overall welfare. Instead, the results suggest that
employment and production are contingent on the elasticity of labor supply and
the elasticity of vacancies in job matches. Additionally, the determined optimal
inflation rate for a steady state is 4.66% over a three-month period.
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