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Trend inflation distorts relative prices

"A signal wrapped in an incentive” — Alex Tabarrok.
A high price that signals scarcity also creates powerful incentives to
fix the problem:
» Consumers: Maybe wait or find a substitute
» Producers: Increase production—there is profit to be made

» Entrepreneurs: Develop alternatives or more efficient

production methods

Information paired with motivation makes prices uniquely powerful

for coordinating economic activity—which trend inflation distorts!
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https://truthonthemarket.com/2025/03/13/prices-are-signals-and-politicians-keep-shooting-the-messenger/

Aims

1. Trend inflation: How does price dispersion under trend
inflation affect macroeconomic dynamics and household

welfare?

2. Disinflation policy trade-offs: What are the long-run gains
and transitional costs of the SARB’s move to a lower inflation

target?
3. Policy coordination:

How does government debt shape the disinflation strategy and

policy coordination?

How can the short-run costs of disinflation policy be

mitigated?
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Placement within the literature

> Trend inflation matters for policy analysis:
(Ascari and Sbordone, 2014)
» to identify sources of persistence, and the extent of cyclical
trade-offs (more volatile and unstable economy);
» higher trend inflation requires more hawkish policy
(misidentification of monetary policy)
» higher trend inflation tends to destablise inflation expectations
» Divine coincidence also breaks under heterogeneous HHs
and nominal wage rigidity (Bhatnagar, 2023; Blanchard and Gali,
2007; Erceg et al., 2000; Garin et al., 2016)
» Credibility of the inflation target requires the public’s belief
on whether the government will respect that commitment
(Krause and Moyen, 2016)
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Placement within the literature

» Information frictions generally refer to limitations in the
availability, accuracy, or interpretation of information that
agents use to make economic decisions

» Relaxing perfect information assumptions yields a more
realistic policy analysis framework (Eusepi and Preston (2018)).

» Price dispersion reduces efficiency, widening the gap between
actual and potential output (Sims (2017)).

> Interest rates and fiscal concerns
(Krause and Moyen, 2016; Havemann and Hollander, 2024)
» Lowering the inflation target may reduce long-term interest
rates such that r — g < 0.
> However, deteriorating government finances (higher real debt
burden) could counteract this reduction by pushing rates
higher, complicating the target-setting process.
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Placement within the literature

» Optimal inflation in theory vs. practice
» Most ‘sticky price’ models recommend a zero inflation rate as
optimal for minimising welfare losses (Ascari and Sbordone,
2014; Brunnermeier and Sannikov, 2016; Diercks, 2019)
» In practice, CBs set higher inflation targets to address, e.g.,
measurement imprecision, zero lower bound, and deflationary

risks.

» Lack of consensus

» Challenging to determine an ‘optimal’ inflation target —
especially one tailored to South Africa. (Horn et al., 2025,
Undermind.ai)
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https://www.undermind.ai/query_app/display_one_search/f7428ccf76a13c894073a80daa2a7be5634602bf214a5376d24b67bbbb68b38e/

Main findings - Disinflation policy

> Long run output gains from lower inflation target
significant; For household welfare, lower is better——but not

necessarily zero%!
» Short run costs mitigated by lower price and wage dispersion

» Transfers to poor households mitigates short run costs, but

government debt dynamics complicate the trade-offs . ..

» Credible communication of the target crucial (partial

information)
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Core model features

» The Two-Agent New Keynesian (TANK) model (Garin et al.,
2016; Bhatnagar, 2023)
» Ricardian: Households with access to financial markets, able
to smooth consumption.
» Non-Ricardian Households excluded from financial markets,
only consume income from wages and transfers.
» Nominal rigidities: Calvo price and wage setting with

indexation
» Generalised New-Keynesian Phillips Curve (AS, 2014)

» introduces trend inflation: a role for price (and wage)

dispersion
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Policy authorities

» Monetary policy stabilises inflation and output (Taylor rule)
— time-varying and positive inflation target
» Monetary policy trade-off: divine coincidence is not possible
when output distribution between households is unequal.

> Fiscal policy raises revenue, spends and redistributes

» four fiscal instruments (fiscal reaction functions: tax bouyancy

and automatic stabilisers)
» risk premium on long-term bonds

» public debt maturity structure (Krause and Moyen, 2016).
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Inflation and price dispersion

Comparison of Price Dispersion Dynamics

from steady state
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The cost of price dispersion
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Trend inflation, long run output and welfare
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Trend inflation and transition costs
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Trend inflation and nominal rigidities
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Output 7 = 0%

Communication matters
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Trend inflation and transition costs
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Trend inflation and nominal rigidities
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Communication matters
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The sensitivity of debt to changing the inflation target
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Fiscal sensitivity analysis to debt (v:p) and output (7¢y)

Steady state welfare (% change)
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Conclusion

» Propose a Generalised NK-DSGE framework for policy
analysis in South Africa where positive trend inflation creates

meaningful distortions (information frictions)

> Analyse monetary and fiscal policy under these complexities

» Policy implications: prices are signals, don’t shoot the
messenger!

» lower is better — significant output and welfare gains

» short-term costs likely minimal given that current CPI inflation
is hovering around 3% — transition costs to financially
constrained (‘poor’) mitigated through transfers, but
government debt dynamics complicate the story ...

» credible communication is crucial (partial information)

» as well as government commitment to fiscal sustainability
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Going forward

> We aim to explore different aspects of information frictions in
policy coordination using DSGE models calibrated /estimated
to the South African economy.
1. Time-varying inflation targeting under imperfect information
(signal extraction problem).
2. Robust policy rules under forecast / output gap uncertainty
(noisy information).
3. Optimal policy coordination under bounded rationality (agent

myopia).
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Estimation /Calibration

» Calibrated/Estimated to South African economy using SARB
and StatsSA data and literature (Kemp and Hollander (2020),
Hollander and van Lill (2020), Havemann and Hollander (2024)).
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Estimated Taylor rule - South Africa

Taylor rule (log-linearised):
it = pi % i1+ (1= pi) * (¢n % Tt + by % ye) + €4
No trend (7 = 0):

= 094 i1+ (1-094)( 1.93 m + 022 y,) + 0.16
[0.92,0.96] [1.57,2.3] [0.14,0.29] [0.13,0.19]

Estimated trend (7 = 4.42):

ii= 075 i1+ (1—0.75)( 230 m + 0.24 y)+ 0.20
[0.68,0.83] [1.90,2.66] [0.16,0.32] [0.15,0.24]
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Simulated MP shock - AS2014 baseline

Output Inflation

Figure: Ascari and Sbordone (2014): IRFs to MP shock for different
trend levels
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Estimated MP shock - South Africa

Output Inflation

Figure: Estimated over 2009—2019: IRFs to MP shock for different trend
levels
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Sensitivity to Inflation Target Persistence and Debt
Maturity

Krause and Moyen (2016):

» To reduce real government debt need permanent change
(increase) in inflation target (temporary changes have limited
impact)

» High average debt maturity alone cannot make moderate

inflation changes substantially reduce debt.

» Short-term debt amplifies the effect of higher inflation on debt

due to mispricing from imperfect information.
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The sensitivity of debt to changing the inflation target
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Partial information: endogenous persistence
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2007)
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