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SS201: LESSON 27: MONEY GROWTH AND INFLATION (CHAPTER 30)


Learning Objectives:
Why inflation results from rapid growth in the money supply


A monetary injection makes dollars more plentiful, and the result is an increase in the price level that makes each dollar less valuable.

The meaning of the classical dichotomy and monetary neutrality 


The classical dichotomy is the theoretical separation of nominal and real variables. Nominal variables are those measured in monetary units, while real variables are measured in physical units. Money neutrality is the proposition that changes in the money supply do not affect real variables.

Why some countries print so much money that they experience hyperinflation 


These countries are using money creation as a way to pay for their spending.
How the nominal interest rate responds to the inflation rate 


When the Fed increases the rate of money growth, the result is both a higher inflation rate and a higher nominal interest rate.
The various costs that inflation imposes on society

Economists have identified six costs of inflation: shoeleather costs associated with reduced money holdings, menu costs associated with more frequent adjustment of prices, increased variability of relative prices, unintended changes in tax liabilities due to nonindexation of the tax code, confusion and inconvenience resulting from a changing unit of account, and arbitrary redistributions of wealth between debtors and creditors. Many of these costs are large during hyperinflation, but the size of these costs for moderate inflation is less clear.
Additional terms:

Quantity theory of money: a theory asserting that the quantity of money available determines the price level and that the growth rate in the quantity of money available determines the inflation rate (649)
Velocity of money: the rate at which money changes hands (653)

Inflation tax: the revenue the government raises by creating money (656)

Fisher effect: the one-for-one adjustment of the nominal interest rate to the inflation rate (658)
