Chapter 30:  Money Growth And Inflation
1. Introduction.

a. The increase in the overall level of prices is called inflation.

b. The decrease in the overall level of prices is called deflation.

c. An extraordinary high rate of inflation is called hyperinflation.

2. The Classical Theory Of Inflation.

a. The Level of Prices and the Value of Money
i. Inflation is an economy-wide phenomenon that concerns, first and foremost, the value of the economy’s medium of exchange.

ii. The economy’s overall price level can be viewed in two ways.

1. People view the price level as the price of a basket of goods and services.
a. When the price level rises, people have to pay more for the goods and services they buy.

2. People view the price level as a measure of the value of money.

a. A rise in the price level means a lower value of money because each dollar in your wallet now buys a smaller quantity of goods and services.

iii. When the overall price level rises, the value of money falls.
b. Money Supply, Money Demand, and Monetary Equilibrium

i. The Fed, together with the banking system, determines the supply of money.

ii. The demand for money reflects how much wealth people want to hold in liquid form.

1. The most important variable that affects the demand for money is the average level of prices in the economy.
2. A higher price level (a lower value of money) increases the quantity of money demanded.

iii. In the long run, the overall level of prices adjusts to the level at which the demand for money equals the supply.

c. The Effects of a Money Injection.

i. The Quantity Theory of Money asserts that the quantity of money available in the economy determines the value of money, or price level, and that the growth rate in the quantity of money available is the primary determinant of the inflation rate.

d. A Brief Look at the Adjustment Process

i. The injection of money into the economy increases the demand for goods and services.
ii. However, the economy’s ability to supply goods and services does not change.

iii. Thus, the greater demand for goods and services causes the prices of goods and services to increase.

e. The Classical Dichotomy and Monetary Neutrality

i. All economic variables should be divided into two groups.
1. The first group consists of nominal variables—variables measured in monetary units.

2. The second group consists of real variables—variables measured in physical units.

ii. The theoretical separation of nominal and real variables is called the classical dichotomy.

1. The proposition that changes in the supply of money affect nominal variables, but not real variables is called monetary neutrality.
f. Velocity and the Quantity Equation

i. The velocity of money refers to the rate at which money changes hands.

1. To calculate the velocity of money, we divide the nominal value of output (nominal GDP) by the quantity of money.

2. V = (P × Y) / M

ii. The quantity equation relates the quantity of money, the velocity of money, and the dollar value of the economy’s output of goods and services.

1. M × V = P × Y.

iii. The equilibrium price level and inflation rate.

1. The velocity of money is relatively stable over time.

2. Because velocity is stable, when the central bank changes the quantity of money (M), it causes the proportionate changes in the nominal value of output (P x Y).

3. The economy’s output of goods and services (Y) is primarily determined by factor supplies (labor, physical capital, human capital, and natural resources) and the available production technology.
a. In particular, because money is neutral, money does not affect output.

4. With output (Y) determined by factor supplies and technology, when the central bank alters the money supply (M) and induces proportional changes in the nominal value of output (P x Y), these changes are reflected in changes in the price level (P).

5. Therefore, when the central bank increases the money supply rapidly, the result in high rate of inflation.

g. The Inflation Tax
i. When the government raises revenue by printing money, it is said to levy an inflation tax.

1. When the government prints money, the price level rises, and the dollars in your wallet are less valuable.

2. Thus, the inflation tax is like a tax on everyone who holds money.

ii. Inflation ends when the government institutes fiscal reforms—such as cuts in government spending—that eliminate the need for the inflation tax.

h. The Fisher Effect

i. According to the principle of monetary neutrality, an increase in the rate of money growth raises the rate of inflation but does not affect any real variable

ii. Interest rates are important variables for macroeconomists to understand because they link the economy of the present and the economy of the future through their effects on saving and investment.
iii. When the Fed increases the rate of money growth, the result is both a higher inflation rate and a higher nominal interest rate.

iv. The one-for-one adjustment of the nominal interest rate to the inflation rate is called the Fisher effect.
3. The Costs Of Inflation

a. A Fall in Purchasing Power?  The Inflation Fallacy

i. Inflation does not in itself reduce people’s real purchasing power.

b. Shoeleather Costs

i. The resources wasted when inflation encourages people to reduce their money holdings are called shoeleather costs.

c. Menu Costs

i. The costs of changing price are menu costs.

ii. Inflation increases the menu costs that firms must bear.

d. Relative-Price Variability and the Misallocation of Resources
i. Because prices change only once in a while, inflation causes relative prices to vary more than they otherwise would.

ii. When inflation distorts relative prices, consumer decisions are distorted, and markets are less able to allocate resources to their best use.

e. Inflation-Induced Tax Distortions

i. Almost all taxes distort incentives, cause people to alter their behavior, and lead to a less efficient allocation of the economy’s resources.

ii. Economists who have studied the tax code conclude that inflation tends to raise the tax burden on income earned from savings.

1. One example of how inflation discourages savings is the tax treatment of capital gains—the profits made by selling an asset for more than its purchase price.

a. Inflation exaggerates the size of capital gains and inadvertently increases the tax burden on this type of income.

2. Another example is the tax treatment of interest income.

a. The income tax treats the nominal interest earned on savings as income, even though part of the nominal interest rate merely compensates for inflation.
iii. When inflation raises the tax burden on saving, tends  to depress the economy’s long-run growth rate.

f. Confusion and Inconvenience


i. Inflation makes investors less able to sort out successful from unsuccessful firms, which in turn impedes financial markets in their role of allocating the economy’s saving to alternative types of investment.

g. A special Cost of Unexpected Inflation:  Arbitrary Redistribution of Wealth
i. Inflation is especially volatile and uncertain when the average rate of inflation is high.

ii. If a country pursues a high-inflation monetary policy, it will have to bear not only the costs of high expected inflation but also the arbitrary redistributions of wealth associated with unexpected inflation.

