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Inflation Is Conflict

BQuestions...
& Mechanism for inflation?
& Proximate cause of inflation?
& Useful minimal common framework for wide set of models?

BOur answer: two ingredients...
® Conflict = Disagreement on relative prices
& Staggered prices (distill best of NK models!)

BOur contribution...

® Extends existing ideas and creates bridge to modern macro
®|solate conflict in a stylized model
® Network economy, non-stationary, inflation expectations, REE, stability
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Conflict Perspective: Two Parts

B #1 Stylized Model...

& stylized, simple, conceptual, “intuition pump”, “shock to the system”

& far from standard traditional models (on purpose)
Nno money, no credit, no savings, no interest rates, no output, no employment

& Goal: not realism, isolate conflict
B #2 General Framework...
& akin to macro models...
& put stripped down and N sectors (fewer special assumptions)

® result: decomposition of conflict and adjustment inflation

® Goal: conflict — standard modern macro bridge
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Staggered Pricing, Trading and Barter

B Staggered sticky prices, agents take turn setting prices...
& A In even periods
& B In odd periods

B Prices are “nominal” (not relative)...

® formally: just numbers in |
& economically: maybe some unit of account (but not goods)
@ informally: unit of account is by convention in some currency
® No currency or money held nor exchanged
® Trade by barter...
® using prevailing relative prices taken as ratio of nominal ones

& alternating who chooses quantities (buyer) and who does not (seller)
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P = P} = P/, t=0,2,...

+1

P¥ =P’ =P’ t=13,...

+1

B seller: sets p* = pp, A seller: sets p = py;
A buyer with il B buys with a2
PAo PB1

Barter: Buyer take-it-or-leave-it offer

P>I<
/ [ /-
buy ¢ — pay ¢’ in own good
P,




P 1 A seller: sets p5‘< = Pao B seller: sets pf‘ = PB1 A seller: sets pJ = py,
B buyer with FA0 A buyer with P1 B buys with Paz
PB-1 PAo PB1
- A - A - : T N

P;k — Pt — Pt+1 — ()’2’. - Barter: Buyer take-it-or-leave-it offer

* — pb — pb — )22
Pt Pt Pt+1 [ 1’3"” buy ¢’ — pay P; ¢’ in own good

t—1

i plu(c,, c;)
=0
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c'= D(p)

(standard demand)

c=1-pc’

Seller controls today, but
other agent controls tomorrow!

u(l —c’,pc’) > u(1,0)
| (not binding)
Static problem!
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price buyer offer oSl N
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' V(p) = maxu(c,c’) |
N . =D(p)
c=1- pPC , P

(standard demand)

Seller controls today, but l/t(l — pC’) > M(l O) 3'
other agent controls tomorrow! :: ’ N 7

(not binding)
Static problem!

* = arg max V(p)
p

W(p) = u(l = D(p), pD(p)
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against some given
demand function...

... wants relative price > 1

No Role for Inflation Expectations here!

Does not depend on [ discount
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Random Matching

® Previous: permanent matches
®Now: random matches (not observed a priori)

® Price resetter: price will now affect relative price tomorrow!

P = p*(II°)P*
p*(Il) = arg max {v(p) + V((I1°)*/p)
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Random Matching

® Previous: permanent matches
®Now: random matches (not observed a priori)

® Price resetter: price will now affect relative price tomorrow!
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Adding Money

B Questions...

& Can we have a unit of account without money? Yes we can!
& |[f add money, fixed money supply stops inflation? No....
® Extension....

® Add money to stylized model (with random matches)

& Main result: nominal money fixed...
... money Is used In exchange...
... but conflict inflation persists! M/P shrinks towards zero...

® Converge to moneyless equilibrium studied earlier!
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Network Economy

® A network of N “sectors” each sector n:
® good or factor (labor)
& continuum of varieties

® Each sector cares about relative price (in logs)
Input-output

Pn - 2 mnn/Pn/
n/
or

® Each sector has aspiration for relative price... Consumption baskets
of workers

ay



Network Economy

Final Good

Intermed



Network Economy

Final Good

Wage-Price Example




Can we make everyone happy?



Can we make everyone happy?

® |s there a vector P such that...?

Pn_ Zmnn’Pn’: a,
n/



Can we make everyone happy?

® |s there a vector P such that...?
Pn_ Zmnn’Pn’: a,
n/

® Definition: conflict if above is not possible.



Can we make everyone happy?

® |s there a vector P such that...?

® Definition: conflict if above is not possible.

Result. No Conflict if and only if

ya = 2 Yy =
n

/

where 7 is network centrality y'M = v




Can we make everyone happy?

® |s there a vector P such that...?
Pn_ Zmnn’Pn’: a,
n/

® Definition: conflict if above is not possible.
Result. No Conflict if and only if
) - Wage-Price Example
]/a — }/nan - o
ay + ap =0
n

/

where 7 is network centrality y'M = v
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Wage-Price Example
P, = A (a, + w,)

(a)t — W, — pt)

W, = A (a,, — o)
Example 1: No Disagreement Example 2: Disagreement
ay = —ay,, =A>0 a,=A>0=a,,
wy =0 y 1 =0
Opposite signs Same signs

+
No long run
inflation

+
Positive long
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Model of Aspirations?

® We take 14,} as given...

& exogenous? No!...
& ... determined by full model

® \Wage-Price Example (standard model)

a, = mrs + union markup + expected inflation

a, = — mpl + firm markup + expected intlation

BOther possibilities?

& real wage rigidities (Blanchard-Gali)
& .. 7
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Wage Price Spirals

® What is a wage price spiral? A shock or alternative model?
& NO: mechanism, at work also in standard NK models
® Can we gauge if mechanism is at work by looking at W/P?

® NO: total power of mechanism vs. relative power on W and P

® Does W/P tell us about shocks?

® NO: Demand & Supply shocks can Tinflation and |W/P

® Optimistic perspective: wage price spiral but inflation falling



Conflict — Specific Model

® Build on previous conflict framework
B Specialize to NK model with some features...
® price and wage stickiness (as before)

& output: labor AND input
(supply constrained, energy, chips, lumber, etc)

 f

Staggered Pricing
Game

{ aspirations §

NK + input

(Conflict)
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Supply Constrained Demand Shock

® Explore...

& monetary policy mistake
Increases demand temporarily

[ shock
1 | | | |

0 0.5 1 1.5 2 2.5 3 3.5 Z 4.5 5

price and wage inflation
| | | | |

0 0.5 1 1.5 2 2.5 3 3.5 & 4.5 5

real input price

10

0 0.5 1 1.5 2 2.5 3 3.5 4 4.5 5

real wage w — p




Real Wage Falls...

A supply-constrained demand shock

A\

\)
_p_X > GSL + 7]
AW € \
rel]):t?\i]y Scarce Relatively weak
less sticky input has response of real
than wages high share v}\]/age demands to
and low ot labor market
elasticity of

substitution
with labor
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® Availablility of input falls temporarily

® Two different responses of monetary poli

® Response: keep y on original path (zero)

x shock
O I I ] —
-1 / | |
0 0.5 1 1.5 2.5 3
price and wage inflation
4 | | | |
2 ¥_
0 | |
0 0.5 1 1.5 2.5 3
input price
20 | | |
10 \
O | | | |
0 0.5 1 1.5 2.5 3
real wage w — p
O | | | R —
0.2 \/
0.4 | | | |
0 0.5 1 1.5 2.5 3



Supplv Shock

[ shock

® Availlabl ‘w7

® Two diff

I

® Respon
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I I I I
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20 [ [ [ [ [ [ [

4.5

real wage w — p

20

10

x shock
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price and wage inflation
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input price
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Why Does Inflation Fall when Wages Rise?

® Price inflation can fall with higher wage inflation

® Price of other input falls (hegative inflation)...
... Supply constraints easing...
... also: profit margin high, room for real wages to recover;

® \WWage increases already partially priced in
(forward-looking rational expectations)
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Adding Money

®Needed: motivate the use of money, give it some edge...

B Split each period into an interval with [0,1] instants
®Fraction 1 — 0 instants as before

® Fraction o are “disasters”
+ buyer has no endowment
4+ cannot trade via barter

4+ ... but can buy at nominal prices using money!

® Monetary policy: fixed M
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Equilibrium

(1= o)+ 0F(1 =)+ p (1= oyv (22 ) ot (52 )

Pt PtPr+1

—— V,(pt)pt + mH_l I/l(l — mH_laO) — ﬁV,(pl‘-I-l)pH-l

1 -0

H'(m)m, > p 2mt+2H (my,,)

G (D(p)) < G'(m,/p,)



Equilibrium

(1 =oyw(p)+oF(1 —ml/p,)+p ((1 - o)V (pt?:l ) + ol (Pf::“ ))

—> V(p)p, + m, u(l —m,1,0) = pV(p )P

1 -0

AN Y : K (WYl Result. For all M low enough...

G (D(p)) < G'(m,/p,)



