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Gray’s Model

Cobb-Douglas production function:
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Money Supply:
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Money Demand:

(3) MD=kPY

(3)
logMD=logk+logP+logY

Equilibrium in Money Market:

(4)
MD=MS
(4) logMD=logMS
Labor Demand:
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Labor Supply:
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Certainty Equivalence:  (((((
(5) = (6) = > logw*=0, logL* = (log(, logY*=((log(.

Equilibrium Values

(5) = (6) yields:
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Labor Contract:

logW = logW*+( (logP – logP*)

logw = logW – logP = - (1-()(logP – logP*)

Substitute this real wage into the labor demand function, and assuming L = LD substitute this into the production function (1). This yields
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Using the money market to solve for the price level logP-logP* gives,
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