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1. Introduction

A number of recent papers argue that sticky-price monetary business cycle models with

explicit microfoundations fail to explain the persistence of output and in°ation in post-

war US data. For example, Chari, Kehoe, and McGrattan (2000) conclude that monetary

business cycle models based on Taylor's (1980) overlapping contracts require counterfac-

tually long contracts to explain persistent output °uctuations. Nelson (1998) concludes
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of nominal rigidity is controlled by a single parameter. Also, as is standard, the model pro-

duces output and in°ation series with business cycle °uctuations,sinn





and the demand function displayed in equation (6), where ¤t = ¦t
j=0R

¡1
j , , 0¡



2.3 The Real E®ects of Money Growth Shocks

Money growth shocks produce real e®ects because ¯rms ¯nd it costly to change nominal

prices. An unexpectedly higher money growth rate generates a larger transfer to the con-

sumer. As long as prices are sticky, this raises the consumer's real balances and stimulates

the demand for goods.
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Figures 1B and 2B suggests that the linear trend does not remove all low frequency

°uctuations. For example, output grows on average less rapidly during the 1980s than

during the 1960s and 1970s. In°ation is on average higher during the 1970s and early

1980s than during the 1960s and 1990s. Unfortunately, the lD 0.048  Tc (n) Tj
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match the autocorrelations.

4. Discussion

The proportion of production lost by changing prices is ('=2) (Pt=(¼Pt¡1)¡ 1)2. For

' = 50; 000, an instantaneous increase of the in°ation rate from its steady state of 0 to

0.10 percent translates to an instantaneous 2.5 percent loss of production. For ' = 3; 000,

the increase translates to a 0.15 percent loss of production. For ' = 200, the increase

translates to a small 0.01 percent loss of production.

Chari, Kehoe, and McGrattan (2000) remove a linear-quadratic trend from output

before computing the persistence of output. Our results show that removing this trend

may not fully remove low frequency °uctuations. Nelson (1998) does not remove any

low frequency °uctuations. In both cases, however, the models studied do not possess

low frequency °uctuations. This partially explains the failure of sticky-price models to

replicate the post-war persistence of output and in°ation.
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