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Inflation

Inflation isan increase in the
overall level of prices.
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Inflation: Historical Aspects

Over the past sixty years, priceshave
risen on average about 5 percent per
year.

Deflation, meaning decr easing aver age
prices, occurred intheU.S. in the
nineteenth century.

Hyperinflation refersto high rates of
inflation such as Ger many experienced
inthe 1920s.
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Inflation: Historical Aspects

In the 1970s pricesrose by 7 percent
per year.

During the 1990s, pricesrose at an
averagerate of 2 percent per year.
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The Classical Theory of Inflation
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The quantity theory of money isused to
explain the long-run deter minants of the
pricelevel and theinflation rate.
Inflation isan economy-wide
phenomenon that concer nsthe value of
the economy’s medium of exchange.
When the overall pricelevel rises, the
value of money falls.
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Money Supply, Money Demand, and
Monetary Equilibrium

Themoney supplyisa policy variable
that is controlled by the Fed.
Through instruments such as open-mar ket
operations, the Fed directly controlsthe
quantity of money supplied.
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Money Supply, Money Demand, and
Monetary Equilibrium

Money demand has several
determinants, including interest
rates and the average level of
pricesin the economy.
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Money Supply, Money Demand, and
Monetary Equilibrium

People hold money becauseit isthe
medium of exchange.

The amount of money people choose to
hold depends on the prices of goods and
services.
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Money Supply, Money Demand, and
Monetary Equilibrium

Inthelongrun, theoverall level of
pricesadjuststotheleve at which
the demand for money equalsthe

supply.
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Money Supply, Money Demand, and
the Equilibrium Price Level
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The Quantity Theory of Money

How the pricelevel isdetermined and
why it might change over timeiscalled
the quantity theory of money.
The quantity of money availablein the
economy deter minesthe value of money.
Theprimary cause of inflation isthe growth
in the quantity of money.
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The Classical Dichotomy and
Monetary Neutrality

Nominal variables are variables
measured in monetary units.

Real variables are variables
measured in physical units.
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The Classical Dichotomy and
Monetary Neutrality

According to Hume and others, real
economic variablesdo not changewith
changesin the money supply.
According to the classical dichotomy,
different forcesinfluence real and nominal
variables.
Changesin themoney supply affect
nominal variablesbut not real variables.
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The Classical Dichotomy and
Monetary Neutrality

Theirrelevance of monetary
changesfor real variablesis
called monetary neutrality.
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Velocity and the Quantity Equation

The velocity of moneyrefersto
the speed at which the typical
dollar bill travelsaround the
economy from wallet to wallet.
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Velocity and the Quantity Equation

V = (P X Y)/M

Where: V =veocity
P =thepricelevel
Y =thequantity of output
M = the quantity of money
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Velocity and the Quantity Equation

Rewriting the equation givesthe
quantity equation:

MxXV=PXxY
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Velocity and the Quantity Equation

The quantity equationrelatesthe
quantity of money (M) tothe
nominal value of output (P x Y).
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Velocity and the Quantity Equation

The quantity equation showsthat an
increasein the quantity of money in an
economy must bereflected in one of three
other variables:

thepricelevel must rise,

the quantity of output must rise, or

the velocity of money must fall.
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The Equilibrium Price Level, Inflation Rate,
and the Quantity Theory of Money

Thevelocity of money isréatively stable
over time.

When the Fed changesthe quantity of
money, it causes proportionate changes
in the nominal value of output (P xY).
Because money is neutral, money does
not affect output.
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The Equilibrium Price Level, Inflation Rate,
and the Quantity Theory of Money

When the Fed alter sthe money supply
and inducesparallel changesin the
nominal value of output, these changes
arealsoreflected in changesin the price
level.

When the Fed increasesthe money

supply rapidly, theresult isa high rate of
inflation.
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Hyperinflation

Hyperinflation isinflation that exceeds
50 percent per month.

Hyperinflation occur sin some
countries because the gover nment
printstoo much money to pay for its
spending.
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Money and Prices During Four
Hyperinflations
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Money and Prices During Four
Hyperinflations
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Hyperinflation and
the Inflation Tax

When the gover nment raisesrevenue by
printing money, it issaid tolevy an
inflation tax.

Aninflation tax islike atax on everyone
who holdsmoney.

Theinflation endswhen the gover nment
institutesfiscal reformssuch ascutsin
government spending.
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The Fisher Effect

According to the Fisher effect, when the
rate of inflation rises, the nominal
interest raterises by the same amount.

Thereal interest ratestaysthesame.

Nominalinterestrate=
Real interestrate+ Inflationrate
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The Nominal Interest Rate

(per yean and the Inflation Rate
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The Costs of Inflation:
A Fall in Purchasing Power?

Inflation does not in itself
reduce peopl€e' sreal
purchasing power .
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The Costs of Inflation

Shoeleather costs

Menu costs

Relative price variability

Tax distortions

Confusion and inconvenience
Arbitrary redistribution of wealth
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Shoeleather Costs

Shodeather costs aretheresources
wasted when inflation encour ages people
toreducetheir money holdings.

Inflation reducesthereal value of money,
s0 people have an incentive to minimize
their cash holdings.
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Shoeleather Costs

L esscash requiresmorefrequent tripsto
the bank to withdraw money from

inter est-bearing accounts.

Theactual cost of reducing your money
holdingsisthetimeand convenience you
must sacrificeto keep lessmoney on
hand.

Also, extratripsto the bank taketime
away from productive activities.
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Menu Costs

Menu cogts arethe costs of adjusting
prices.

Duringinflationary times, it isnecessary
to updatepricelistsand other posted
prices.

Thisisaresour ce-consuming processthat
takes away from other productive
activities.
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Relative-Price Variability

Inflation distortsrelative prices.

Consumer decisionsaredistorted,
and marketsarelessableto allocate
resourcesto their best use.
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Inflation-Induced Tax Distortion

Inflation exagger atesthe size of
capital gainsand increasesthetax
burden on thistype of income.
With progressive taxation, capital
gainsaretaxed more heavily.
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Inflation-Induced Tax Distortion

Theincometax treats the nominal
interest earned on savingsasincome,
even though part of the nominal interest
rate merely compensatesfor inflation.
Theafter-tax real interest ratefalls,
making saving lessattractive.
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How Inflation Raises the Tax
Burden On Saving

Economy 1 Economy 2
(price stability)  (inflation)

(after-tax nominal interest rate - inflation rate)

Real interest rate 4% 4%
Inflation rate 0 8
Nominal interest rate 4 12
(Real interest rate + inflation rate)

Reduced interest due to 25 percent tax 1 3
(.25 x nominal interest rate)

After-tax nominal interest rate 3 9
(.75 x nominal interest rate)

After-tax interest rate 3 1
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Confusion and Inconvenience

When the Fed increasesthe money
supply and createsinflation, it erodesthe
real value of the unit of account.

Inflation causes dollars at different times
to have different real values.

Therefore, with rising prices, it ismore
difficult to comparereal revenues, costs,
and profitsover time.
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Arbitrary Redistribution of Wealth

Unexpected inflation redistributeswealth
among the population in a way that has
nothing to do with either merit or need.
Theseredistributions occur because
many loansin the economy ar e specified
in termsof the unit of account — money.
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Summary

Theoverall level of pricesin an economy
adjuststo bring money supply and money
demand into balance.

When the central bank increasesthe
supply of money, it causesthepricelevel to
rise.

Persistent growth in the quantity of money
supplied leadsto continuing inflation.
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Summary

The principle of money neutrality asserts
that changesin the quantity of money
influence nominal variables but not real
variables.

A government can pay for itsspending
simply by printing more money.

Thiscan result in an “inflation tax” and
hyperinflation.
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Summary

According to the Fisher effect, when the
inflation raterises, thenominal interest rate
rises by the same amount, and thereal
interest ratestaysthe same.

Many peoplethink that inflation makes
them poorer becauseit raisesthe cost of
what they buy.

Thisview isafallacy becauseinflation also
raisesnominal incomes.

2001 by Harcourt. Inc

Harcourt, Inc.

Summary

Economists have identified six costs of
inflation:
Shoeleather costs
Menu costs
Increased variability of relative prices
Unintended tax liability changes
Confusion and inconvenience
Arbitrary redistributions of wealth
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Graphical
Review
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Money Supply, Money Demand, and
the Equilibrium Price Level
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Money and Prices During Four
Hyperinflations

(a) Austria (b) Hungary
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Money and Prices During Four
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