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The Bendfitsd Price Stahility

Stanley Fischer

“... Such a soirit [zeitgeist] seems at work in the 1960s and
1970s, and is evidenced by what appearsasa generalizederoson
in publicand private manners, increasingly liberalized attitudes
toward sexual activities,a declining vitality of the Puritan work
ethic, deteriorationin product quality, exploson of the welfare
rolls, widespread corruptionin both the private and governmen
tal sector, and, finally, observed increasesin thealienation of the
votersfromthe political process .. . [W]ho can deny that infla:
tion, itself oneconsequenceof tAat converson, playssomeradein
reinforcing several of the observed behavior patterns. Inflation
destroys expectationsand creates uncertainty; it increases the
senseof feltinjusticeand causesalienation. It promptsbehavioral
responsesthat reflect a generalized shortening of time horizons.

Enjoy, enjoy' —the imperative of our time—becomesa rational

reponsein a settingwheretomorrowremainsinsecureand where

the plansmade yesterday seemto have been madein folly."
Buchanan and Wagner (1977), pp. 64-65.

Economic analysisof the costs of inflation—themirror image of the
benefitsof pricegtability —isinevitably disappointing to the many, such as
Buchanan and Wagner, who know that inflation isa deep societal prob-
lem." The question iswhether what the many know is merely difficult to
prove, or rather issubstantially exaggerated.

Some df the viewsexpressedin this paper are the result of seeing triple-digit inflationin
closeup whilel was Max Bogen Visiting Professor of Economicsat the Hebrew University,
Jerusalem, inthespringdf 1984.1am indebtedto Robert Shiller and other conferencepartici-
pantsfor useful comments, to Patricia Mosser for research assistance, and to the National
ScienceFoundation for financial support.

1. A footnote in the original, quoting Ropke to the effect that inflation underminesthe
foundationsof afreesociety, has been omitted. o
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In this paper | start by reviewing the standard andysisof the costs of
inflation,whichdependon theinstitutional structured’ theeconomy. De-
spitetwodecadesd inflation, mogt of the devel oped economieshavecho-
Sen not to encourageindexation or other institutional changesthat would
reduce the costsof agiven rated inflation. In the next section | examine
thereasonsfor and thedesirability of thedecision to kegpinflation painful.
Concludingcommentson the passion gap between the economicanaysis
o the desirability of pricestability and rhetoric about inflation are then
presented.

Thecostsd inflation

Thecostsd any given rated inflationdiffer depending on whether the
inflation was anticipated or not, and on whether the economy’s institu-
tions have adapted to the presenced inflation.? The greater the extent of
instituti onal adaptation,and thelonger any given inflation hasbeen antic-
ipated, the lower itscosts.> WWe now examine the major economic costs of
inflation, startingwith coststhat occur even when inflationisanticipated,
and then moving on to consider costsassociated with uncertainty about
inflationand the variability of relative prices.

2. Thispaper should beinterpretedas an attempt to assessthe costssociety shouldassignto
inflationaspart of ananalysisaf optimal policy: Theother componentsare thecostsor bene-
fitsof alternative resultsof palicy, and the model of the economy that describesthe feasible
economic tradeoffsamong variouseconomicgoodsand bads—like inflationand unemploy-
ment. Moretechnically, this paper concentrateson exploring oneargument in thesocial wel-
farefunction; it examines neither the other arguments in the social welfarefunction nor in
any detail the Phillipscurvetypetradeoffsamonginflation, unemployment,and growth that
are neededfor afull analysisdf optima inflation palicy. There is no differencein thisregard
between estimatesof thecostsof unemployment based on Okun's Law, and estimatesdf the
costsof agiven rateof inflation given in this paper. The attempts made in thisand earlier
papersto measure the costsdf inflation are sometimescriticizedfor their failureto describe
the paliciesthat would reduceinflation, but | do not seethosewhocriticize thistypeof paper
applyingthesamecriticismsto Okun's Law-basedestimatesof thecostsof cyclical unemploy-
ment.

James Tobin in his concluding comments at the conferencestated that he wished 1 had
givenestimatesof thecostsof alternativestoinflation—forinstance, the German hyperinfla
tion wasoneway o tryingto raise revenuesto pay reparationsafter World War 1. Perhapsit
was the best way. But it is nonethelessan interestingquestion as to what coststhe inflation
imposedon the German economy.

3.Onthecostsdf inflation, see Fischerand Modigliani (1978)and Fischer (1981)for other
accounts, see Jaffeeand Kleiman (1977), Klein(1976), Leijonhufvud(1981), Chapters 9 and
10 (originally publishedin 1977), Nordhaus (1973), and Okun (1975).
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Themoney triangleand menu costs

The best analyzed cost of inflation isthe money triangle, representing
theincreased transaction costs resulting from economizing on holdingsof
currency and bank resarvesas the inflation rateincreases. The money tri-
angleisacost d anticipatedinflation. Aslongascurrency continuesto be
an efficient medium for making small transactions, the triangle welfare
cost cannot be removed by institutional adaptation. At a 10 percent infla
tion rate, the welfarecost correspondingto the money triangle—the area
under the demand curvefor currency —is about 0.25 percent of GNP in
the United States. However, sincecurrency is used moreextensively inille
gd than in legd transactions, a tax on currency has desirabledlocative
and distributional implicationsthat offset this particular welfare cost of
inflation.

Because the government hasto use distortionary taxation to raise reve:
nue, thereissome welfarelossassociated with al typesof taxation. There
isaccordingly an argument, mede originally by Phelps(1973), that some
inflationisdesirableon publicfinancegrounds. However no onehasestab-
lished acasefor high ratesd inflation on thisbess.

As transaction technology changes, for instance as the use of credit
cardsand futuristic means o making payments spreads, the size of the
money trianglecan be expected to fal. Improvementsin the transactions
technology are themselvesin part induced through inflation, but are not
reversible. The experience of inflation accordingly tendsover time to re-
ducethewdfarecoststhat result fromeconomizingon theused currency.

The money triangle becomes large at high rates o inflation. For in-
stance, under reasonable assumptionsabout theform of the currency de-
mand function, the money triangle welfare loss of & 400 percent per
annum inflation rate (correspondingto 160 percent with continuouscom:-
pounding)is 3.3 percent of GNP These lossescorrespond to the famous
descriptionsd increased transactions costs in hyperinflationsas individ-
uasare paid morefrequently and scurry to spend their incomesbeforethe
money loses its value. They alone provide good reasons to avoid

4. The payment of interest on bank reserveswould reduce the welfareloss triangle. | as
sumethat money-stampingwould not bean efficient meansof payingintereston currency.

5. The assumptionsare that the currency/GNP ratio at a zero inflation rate would be
0.075, at 160 percent inflation 0.025, and that the demand for currency equationisof the
Cagan form, with unitary income elagticity: CIPY = A -exp(-b-gpe), where gpe is the ex-
pectedinflationrate Under thesesameassumptions,thecost of an 800 percent inflationrate
(correspondingto 220 percent compounded continuously)is4.9 percent of GNP,
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hyperinflation, even if the hyperinflationwas perfectly anticipated and if
therewere no other welfarecostsdf inflation. But they do not by themsel-
ves account for popular reactionsto ratesdf inflation in the low double-
digit range, of the typeexperienced in many of the OECDeconomiesin
the"70s. Menu costsof inflationarisefromthe need to change pricesmore
frequently with a higher inflation rate. These are the physica costs of
changing prices, the costsdf reprinting menus, changing telephone coin
boxes, and the like. When the inflation rate becomes high, onetime
changes—such as moving to the use of tokensin pay phones—are intro-
duced that make the margina costsof further inflation low. Thereare no
well-establishedestimatesadf the menu costsd inflation.

I ngtitutional non-adaptations

Many of the costsdf the recent United Statesinflation werea result of
thefailuretoadjust regul ationsand lawsthat were based on the presump-
tion of stable prices. Interest ratecontrolsin the bankingsystemand non-
indexationd taxesarethe most important examples.

Controlson nominal interest rates payableby financial institutionsen-
surethat the welfarelossassociated with the currency triangleextendsto
other financial assets, to an extent that dependson the availability of sub-
stituteassets(equivalentlyon theinterest el asticity of demandfor thecon-
trolledasset).¢ Such controlsbear particularly heavily onlesssophisticated
investorswho keeptheir wedlth in deposits. Interest ceilingson loanscre
ate an additional welfarelossfrom the misalocation o credit. Theinven-
tion of money market fundsand other financial innovationsdf the *70s,
together with deregulationdf the banking systemin the’80s, substantially
reduced the welfarecosts of inflation arisingfrom thesecontrols.

Adjusting the tax system for inflation requiresnot only bracket index-
ation, but alsoappropriateinflationadjustmentsin thetaxationof capital.
Such adjustments would be administratively complicated and, if imple-
mented, wouldimply major shiftsin the tax burden.”

Accordingly, capital taxation has made few explicit adjustmentsfor in-
flationexcept in countrieswith high ratesof inflation—and evenin these
countries, mgjor inflation-related distortionsremain.®

The welfare losses associated with inflation-induced capital tax dis
tortions occur because both savings behavior and the allocation of

6. Theexistencedf interest ratecontrolsmodifiestheanalysisof thewdfarecosts of the
currency triangle.

7. Theissuesarediscussedin Aaron (1976).

8. Useof aconsumptiontax would avoid thesedifficulties.
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investmentareaffected.® Thesizedf thedistortionsisdifficultto pin down:
Underfairly modest assumptionsabout saving el asticitiesand withthe tax
coded theearly ’80s, it is possbleto associatea wefarelossof closeto 3
percent of GNPwith a 10 percent inflation. !0

Thelossesdiscussad in thissection are avoidableconsequencesd infla:
tion. Financial deregulationwill reduce the costsdf any future inflation.
Thelossesresultingfrominappropriatetreatment of capital incomecould
be avoided either by adjusting taxesor by moving to a consumption tax.
But thefact is that such distortions remain in many countries: It is evi-
dently no smplematter, administratively and politically, to make the ad-
justments.

Despitea variety of initiativeshy theaccounting professon and econo-
migts, inflation-adjusted corporation accounts have not gained wide ac-
ceptance. Smilarly, inflation adjustments to significant macroeconomic
variables, such as the government budget deficit or savingsrates, arefar
from routine, even though the principlesof inflation-adjusted accounting
arewd| understood. With existing systemsaf accounting, budget deficits
are exaggerated under inflationary conditions because nominal rather
than red interest paymentsaretreated asa current expense. The nomina
component of interest should be deducted as a repayment o principal.”
The adjustmentsmay be.substantial: For instance, Italy hasa debt equal
to 80 percentd GNPand an inflation ratedf about 12 percent. Theinfla
tion adjustment is then nearly 10 percent o GNP, transforming Itay's
budget deficitsfrom 15 percent of GNPto 5 percent. 2

Thereare no estimatesdf the welfare costsd fiscal policy mistakes, if
any, resultingfrom mismeasurementsof deficits. Nonethel ess, systemeati-
cally poor informationisan unlikely aid to intelligent policymaking, '3

9. See Feldstein (1982)for a review of someof hiswork in thisarea.

10. See Fischer (1981)for estimates based on earlier work by Feldstein and Summers
(1979).Kingand Fullerton (1984), pp. 244-45 criticizethe Feldstein-Summers results, show-
ing that most of the effect isa result of the continued use by firmsof FIFO accounting in
inflationary conditions. However, giventhat firmsdo use FI FO accounting, Kingand Fuller-
ton show sizableincreasesin marginal corporate tax ratesas theinflation raterises.

11 Equivaently, thegovernment should count as part of itsincomeitscapital gain on the
red valueof outstanding liabilities.

12. A completeset of adjustments for the EC countries is presented in Cukierman and
Mortensen (1983). Themagnitudeof theadjustment for the U.S can be calculated basedon
a privately held publicdebt equal to 30 percent of GNP and an inflation rate of, say, 4 per-
cent, implying an adjustment to the deficit equal to 1.2 percentdf GNF

13. It may beargued that budget deficitsshould awayshbe exaggerated sincegovernments
awaysoverspend. Butin highinflationcountries, for exampleBrazil, theexaggeration can be
Dlargeas tolead to excessively contractionary fiscal policy when stabilizationis attempted.
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Theexamplesof this section show that nominal thinking and nominal
institutionsare deeply embedded in the structuredf theeconomy. That is
oned the main reasons pricestability should beagoa o palicy.

Inflation and pricelevel uncertainty

The empirica evidenceisthat thereis more uncertainty about future
pricelevelsat highthan at low averageratesdf inflation.!* Thereisnologi-
cal reason that thishasto beso: In principle, it should be possbleto pro-
ducethesamestability of the priceleve aroundatrendrisingat 10 percent
per year asaroundastabletrend. And indeed, asthecross-sectiona Figure
1shows, therearecountries,suchasAudtrdiaand Itay, that havereasona
bly stableinflation ratesat high levels.'®

A highly variableinflation rateisnot necessarily an unpredictableone,
sincethefluctuationsmight beforeseen—just asaretail busnesscan pre
dict the highly seasonal pattern of itsannual saes. Heretoo theempirica
evidenceisthat in the United States (and Australia)uncertainty about in-
flationis positively associated with the rate of inflation.!® The most per-
suasive explanation o this relationship, due to Okun (1971) and
Flemming (1976), isthat because economies cannot adjust fully toinfla
tion, monetary policy ismorelikely to bereversedat highthan at low infla:
tion rates.

Uncertainty about future'price levels and unanticipated changes in
pricesboth have wefare costs. Observersd inflationary economiesoften
point tothediversionof managerial resourcestofinancing rather than pro-
duction activities,though thereisasyet littleevidenceon theextent of this
lossin the developed economies.

14. Sz Pagan, Hall, and Trivedi (1983)for acritical review of theliterature.

15. Within the OECD, and across a sampleof 53 countriesfor which datawereavailable
on the IFS tapes, thereisa strongly significant positivecorrelation between the varianceof
theinflationrateand itsleve, for both the 1960-73and 1973-83periods. For earlier examina
tionof this relationship,see Okun (1971), Gordon (1971), and other studiesreviewed in Fis-
cher (1981).

16. Therearetwotypesaf evidence, presented in Fischer (1981).First, the varianceof the
error term in aforecastingequation for the inflation rate is heteroscedastic, increasingwith
the inflation rate. Second, as Cukierman and Wachtel (1979) and others have shown, the
cross-sectional varianceacrossforecastersisan increasingfunction of theinflation rate. Pa
gan, Hall, and Trivedi (1983)criticallyexaminemuch of theearlier literaturebeforeestablish-
inga positiverelationshipbetween priceleve uncertainty and theinflationratefor Australia
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FIGURE1
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In an economy without indexed assetsor other safe meansdf hedging
againgt inflation, thereisan ex ante loss from greater uncertainty about
future pricelevels. Theszed thelosscan be approximated startingfrom
an estimate o the premium that indexed bonds would command over
nomina bonds, and it turnsout to be of the sameorder of magnitudeas
the money triangleat a 10 percent inflation rate.!” The difficulty in this
procedure is, though, that the larger the welfareloss associated with the
absence df indexed bonds, the harder it isto explain their non-existence

17. The premium for indexed bonds is the excess of the expected red rate of return on
nominal bondsover the real return on indexed bonds.
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except where introduced by governments.'® Marketable indexed bonds
have been issued by governmentsin high-inflationcountries, and in the
United Kingdom. Indexed Socia Security provides a Smilar inflation
hedge, albeit in restricted amounts.

In the absence o indexed bonds, increased uncertainty about future
price levels imposes welfare costs. The difficulties apply particularly to
long-term, for example retirement, savings. With equity not having spar-
kled asan inflation hedge, the long-term saver issubstantially exposed to
inflation risk. The two best inflation hedges are housing and the rolling
over o short-term nominal assets, but in neither caseisthered valueas
sured asit would be with indexed bonds. Theinability to protect the value
o savingsagainstinflationisalmost certainly a—if not the—mgjor reason
that the public reactsso viscerdly to the threat of inflation.

Ex pogt redistributionsof income and wedlth caused by unanticipated
inflation create both gainersand losers. Empirical research hasnot uncov-
ered any consistent effectsaf unanticipated or anticipated inflationon the
distribution of income, despitethe popularity in the'50s and earlier of the
view that inflation redistributesincome from labor to capita. On wedth
account, within the private sector, unanticipated inflation redistributes
wedlth from the wedthy, who own nominal assets, to the middleincome
groups who are largely nominal borrowers. As Hurd and Shoven (1983)
show, theelderly wedlthy are extremely vulnerableto unanticipated infla
tion, while the elderly poor, who have no assets beyond Socid Security
wealth, are impervious to the effects of unanticipated inflation. As be
tween the private and public sectors, unanticipated inflation benefitsthe
publicsector. Thisredistributionisin part intergenerational,since the re
duction in the red valued the nationa debt impliesthat future genera
tionswill haveto pay lower red taxes.

What are thewdfarecostsdf such redistribution?The smpleanswer is
that the costsdepend on how society weightsthe margina utilitiesof the
gainersand losers—that istosay, wedo not know. But such redistributions
arecostly tosociety becausethey createand destroy wealthfor individuals®
onan apparently random bas's, and not on a basisthat rewardsthe Protes:
tant virtues. Certainly, the well-known inspired polemicsdf Keynes (1919,
1923) on the dangersd inflationemphasize the roled wedlth redistribu-
tionsand thelossof legitimacy such redistributionsimply for capitalistin-
stitutions.

18. The welfareeconomicsof government issue of indexed bondsis discussed in Fischer
(1983).
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Inflation and relative price variability

A persstent themein theinflation literatureis that inflation interferes
withtheefficientoperationdf the pricesystem. Greater uncertai nty about
the aggregate priceleve impliesgreater uncertainty about relative prices,
and accordingly lessresponseto changesin relative prices. Further, if it is
costly to change prices, the variahility of relativepriceswill increaseasthe
overdlinflation raterises.'?

Thereisastrong positiverel ationshipbetween theinflation rateand rel-
ative price variability, in the United Statesand in other countries. The
most convincingexplanationdf therelationshipisthat it reflectscausation
in both directions. Exogenousshocksto relativeprices are associated with
increasesin theinflation rate, and exogenousincreasesin theinflationrate
cause increasesin the variability of relative prices. Increasesin relative
price varigbility in high-inflationcountriesarein part attributableto lags
in theadjustment o pricesadministeredby the government.

Thereare, sofar as| know, no estimatesof the welfarecostsof the re
duced efficiency of the price system caused by inflation.?’ Thesizedf the
estimateswould depend on the underlyingtheory: If the theory buildson
informational inefficiencies, then the wdfarecostsare rel ated to unantici-
pated inflation; if thetheory buildson costsaf changing prices, theninfla
tion per seisto blame. Okun's theory o customer markets (1975)would
also assgn cogtsto inflation- induced price changes. However, the Okun
theory could aso be recast to say that customer relationships would be
preserved by constancy of redl (indexed)pricesinan inflationary economy.

Adaptingtoinflation

Only two of the many costsof inflation discussed above could not be
removed by institutional innovation: the money triangle and the reduced
efficiency o the price systems associated with higher inflation and/or

19. Theextensive literatureon inflation and relative price variability is reviewedin Mar-
quez and Vining (1984).

20. Fischer (1981a, pp. 419-22) arguesthat quantity rather than pricevariability should be
the basisof welfare calculations, and that rough calculationssuggest that the costs arising
from quantity variability aresmall. Simple regressions, presented in Fischer (1983a), show a
negative rel ati onshipbetween the growth rateof red output and theinflationratein across
sectiontimeseriesanalysisof 53 countries, over the periods 1960-73 and 1973-81. But these
resultscertainly cannot beattributed solely or even mainly to the effectsdf inflationon the
efficiency d the price system, since supply shocksand businesscycle timing relationships
play major roles. Another strand of the literature, for instance Friedman (1977)and Mulli-
neaux (1980), argued that inflation uncertainty increasesthe unemployment rate. Thecom-
mentsabout supply shocksapply in thiscase too.
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grester inflation uncertainty. In thelatter case, | anassuming that in prac-
tice higher rates of inflation are also more uncertain rates o inflation,
though | bdievethat if an ironclad fixed growth rate monetary rule were
introduced, uncertainty about inflation would be much the samewhether
thegrowth rate were zeroor 10 percent.

Most o the remainingcosts could be avoided by completing financial
deregulation, by the government's issuing indexed bonds, thoroughly in-
dexing the tax system, and removing legd impedimentsto the use of in-
dexed contracts.?’ Government indexation would likely be followed by
increased private sector indexation. For instance, theabsence o privately
issued indexed annuitiesis doubtlessone of the major sources o private
sector concern about inflation; privateinsurancecompanieswould proba
bly start sellingsuch annuiti esas soon as government indexed bonds were
available. Legd restrictionsal soplay arolein dowingindexinginnovation.
For instance, despitethe proliferationd new formsdf mortgageinthelast
decade, there has been only one issue o price levd adjusted mortgages
(PLAM?). It turnsout that thereare<till legd impedimentsto their issue.
HUD iscurrently considering proposalsthat would facilitatethe issue of
PLAM’.2

Why should the government not index the economy as completely as
possibleto reduce the costsd inflation? Most governments have ressted
indexation, typically arguing that it would be a'confesson o failure” in
thefightagainstinflation'and might easily havedisruptiveconsequences'
for the economy.?® The argumentsfall into three categories: First, index-
ation may affect expectations;second, it may make the government more
willingto tolerateinflation; and third, indexationmay reducethestability
o theeconomy.?*

Thefirst and second argumentsare essentiadly the same. If indexation
reducesthe costs o inflation, then the government is likely, when faced
with any disturbance that reguiresit to contemplate an increasein the

21.Sincel am examiningthebenefitsof pricestability,| donot discussinnovationssuchas
thoseof Irving Fisher (1920)and Robert Hall (1982)that would reduce thecostsof inflation
by removing inflation--either by redefiningthemonetary unit or by oper atingacommodity
currency scheme.

22. Theproposal isdescribed in'Insurance of Indexed Mortgages Docket No. R-84-1153,
FR-1915, in the Federal Regiger, Vol. 49, No. 108, June 4, 1984. | am indebted to Huston
McCulloch for thisinformation.

23. Report of the[Raddliffe] Committee on the Working of the Monetary System, 1959,
para 573.

24. Seealso Okun (1971).
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priceleve, to permit moreinflation. Thissuggestsat theleast that thegov-
ernment would bewilling to permit greater instability of theinflationrate
if thesystem werefully indexed.

Indexation also reduces the stability o the priceleve by affecting the
doped the Phillipscurve. The Phillips curve becomes steeper, so that a
given increase in the money stock trandatesin the short run into more
inflationand lessreductionin unemploymentin an indexed than inanon-
indexed economy. Smilarly, it iswel known that by making the real wage
lessflexible, indexation worsens the responsed the economy to supply
shocks: An adverse supply shock raises prices and reduces output more
with indexed than with non-indexed wages. It is analytically possbleto
avoid thisdifficulty by tying wagesto an index that excludesthe effectsof
supply shocks, but such complicated indexation schemes have not yet
been introduced.

Widespreadindexationaf the returnson financial assetscreatesanother
potential source of instability of the price levd. The larger the indexed
component of thestock of financial assets, thesmaller thenominal basedf
the system that servesto determine and, through the red balance effect
maintain thestability of, the priceleve. For instance, if thereturnson de-
positsareindexed, then most of the money stock automeatically accommo-
datesitsdf toinflationary shocks.? Smilarly, becausethe national debt is
indexed, inflationary shocksexert no stabilizing effect on the private sec-
tor by reducingthereal vaued their assets. In theextreme, theonly nomi-
nal friction restraining inflation is the stock of currency, which in an
inflationary economy will besmall.?s

Thesevaid argumentsall suggest that indexationwould reducethe sta:
bility of the pricelevel.? It isa different matter to argue that indexation
would also raisethe averageinflation rate. Indexation reducesthe cost of
inflation to the privatesector by removing inflationary distortions. It also
reducesthe margina benefit of inflation to the publicsector, by removing

25. Thisisthecurrent situation in the I sraeli economy.

26. Inthe Isragli economy, withitscurrent 300-400percent per annum inflation, thestock
of currency islessthan 2.5 percentof GNP,

27. It is possiblethough that resolute monetary and fisca policy could nonethel essmain-
tain the stability of the price level in an indexed economy. In Fischer (1983b) | found no
significant difference between theinflationary responsesdf economieswith and without in-
dexationto thefirst oil shock. There wasa statistically insignificant tendency for the exist-
encedf bond indexation(present in Argentina, Brazil, France, and Isragl in 1972) to worsen
the inflationary response.
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the possibility of inflating avay the public debt. The combined effect of
thesechangeson theaverageinflation rateisuncertain.

The question o whether indexation causes a higher rate o inflation
cannot be settled by pointing to the empirical association between index-
ation and high inflation, because the causation is mutual. Nonethel ess,
while there are enough examples to show that the introduction of index-
ation need not causetherated inflation to increase, inflation rates above
thelow doubledigitscannot be sustained without substantial indexation
because the economicdisruptions becometoo large. In thissense, index-
ation is potentially inflationary. Even so, we do not know whether index-
ation reduces economic wel being. Are people better or worse off when
thereismore, but per unit lesscostly, inflation?

Where does this leave the discusson o the benefitsaf price stability?
Are higher ratesdf inflation with indexation an adequate substitute for
price stability? The answer is no. Even with extensive indexation, the
money triangleand theincreased uncertainty associated with higher infla
tion rates (andincreased aggregatepricelevd uncertainty withindexation)
remainascostsd inflation. Further, nomina institutionsand methods of
thinking and calculating are 0 deeply entrenched in al economies—
including the high-inflation economies—that the task of completely in-
dexing the economy would take many yearstoimplement.

At theend o such a process, inflation would still be costly because it
affects the payments mechanism and is associated with increased uncer-
tainty and relative price variability. And the costs of inflation resulting
from other distortions would till increase with the inflation rate, for in-
dexationdoesnot work well at high ratesdf inflation. Indexationlagshave
substantial distortionary effectsat high ratesdf inflation. For instance, the
pricelevd is typicaly available with a one-month lag. Today's payments
have to be madein today's dollars,and therefore cannot betied to today's
price level.? If monthly inflation ratesfluctuate between, say 5 percent
and 15 percent, then there remainssubstantial uncertainty about the redl

28. Suppose that the averageinflation rate is influenced by the costsand benefitsof the
aways-exploitableshort-run tradeoff between inflationand unemployment, asin Barroand
Gordon (1983}, or in a lessextremeform of the analysisin which governmentsonly some:
times have short horizons. The problem is that the reduced cost of inflation to the private
sector and reduced benefit to the public sector leave the effectsof indexation on the govern-
ment's utility function uncertain.

29. They can, however, be tied to today'sexchangerate, which isone reason indexation in
high-inflationcountriesisfrequently to the exchangerate.
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value o even a priceindexed debt. Smilarly, because of the lag in an-
nouncing the priceleve, and then in adjusting the wage payment to the
price level, wage indexation agreements leave considerable uncertainty
about thered valued wages, the result isnegotiationfor retroactivewage
adjustments. The potentia solution to this difficulty of collecting prices
more frequently may merely worsen the inflation problem.*® Tax index-
ation, in particular, works badly in highly inflationary economies.

| concludethat extensiveindexationshould be avoided, but not that in-
flationshould be madeas painful as possibleby removing al indexation—
because no society can ensurestability of the priceleve, however devoted
itistothat god. Itisimportant not tointroduceindexing mechanismsthat
substantialy increasetheshort run instabilityof theinflation process. Itis
probably most important not to index the returnson short-termdeposits.
Further, solong asinflation remainsat reasonableleves, thereislittle rea
son for indexation of short-term nominal government debt. But somein-
dexation beyond that aready in place in the United States would be
desirable. In particular, the government should issue indexed long-term
government debt—as in Britain—to reduce the costs to the publicfrom
long-run uncertainty about the price leve. Because tax regulationsare
changed infrequently, it would also be desirable to make the tax system
inflation-neutral.

. Thesechangeswould removethe major long-run costsof inflationwith-
out substantialy affecting the short-run dynamicsd the economy. Price
stability would remain agoa of policy, to be traded off in the short run
against unemployment, with due awarenesson the part o the policyma-
kers of the problem of dynamic inconsistency that can transforma se
quence of desirable short-run policy decisonsinto undesirable long-run
outcomes.3!

Isthat al?

Surely inflationisassociated with the declinedf publicmordlity, therise
and fall of nations, and more weighty mattersthan money trianglesand

30. In a heavily indexed system, the lagsin wage and other adjusments are important
elementsin thedynamicsof theinflationary process.

31 Thenotion of dynamicinconsistency vas introduced to macr oeconomicsby Kydland
and Prescott (1977), and isseen by them and other sasthemainargument in favor of mone:
tary rules. An alternative interpretation is that it can become a salf-denying prophecy, by
emphasizingto policymakers the difference between policy choicesthat aredesrablein the
short and thelong run.
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theefficiency o the price system. Buchanan and Wagner ar ¢ merely more
explicit than Keynes(1919), who claimed that Lenin declared “that the best
way to destroy the Capitalist System wasto debauich thecurrency” (p. 77).32

Theview that comparatively low ratesof inflationar e aseriousproblem
isreflected dso in the resultsof public opinion palls Figure 2 showsthe
resultsof a University of Michigan Institutefor Socid Research poll ask-
ing, "Which of the two problems—inflation or unemployment—do you
think will causethe more seriouseconomichardshipfor peopleduringthe
next year or 07" Theinflation aversonindex isdefined to bethe share of
thoseanswering'inflation plushaf theshareof thoseanswering“both?33
Notethat the inflation aversionindex wasat itslowest leve at theend of
1982 asthe recession reached its trough, and that concern over inflation
began to increaseas soon as unemployment stoppedrising. Early in 1984,
nearly asmany people thought inflation would cause more hardship over

FIGURE 2
Inflation Averson I ndex, I nflation, and Unemployment

20 1974-1984

= Inflationaversionindex (113scale)

— Unemploymentrate

= (H inflation
20 [~
10~

Y3
1974 1975 1976 1977 1978 1979 1930 1981 1982 1983 1984
Nt & Inflation aversionindex hasbeen divided by 3. (Fordetailsd the index, Ssetext.)

32. Leijonhufvud (1981), Chapter 10, struggleswiththe view that economists analysesof
thecosts of inflation misstheseriousness of theissue.

33. Fischer and Huizinga (1982)presentan analysisof opinion poll reultsabout inflation,
includingaregressionthat explainsthe behaviord theinflation aversionindex, withchanges
in the unemployment rate and the expected rated inflation &s prime.determinants of the
index.Inthisarticleweal soattemptedtotrack down thecommonview that pollshaveshown
peopleattribute inflation—caused increasesin their incomesto their own merit rather than
inflation. Wefoundtheevidencefor thi sview wesk —see thediscussion surrounding Tabie 4.
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the next year aswould unemployment,even though low ratesd inflation
wereexpected.?*

Theviewsexpressed in theopinion pollsare probably aresult of themix-
ture df genuine vulnerability of many people—holdersdf nomina assets
and those whose nomina wagesarefixed for the next year—to priceleve
changes, and their failureto recognizethat they also have nomina liabili-
ties. Because wagesare adj usted infrequently, even someone whose nomi-
nal wage increaseisadjusted for expected inflationis worseoff the higher
theinflation rate.

More passionate concernsabout inflationreflect thefear that it isasg
nal of asociety and agovernmentout of control —and that hyperinflation,
whichdestroysthe"existingbassdf society” (Keynes, 1919, p. 78), waitsat
theend of theroad.* Accountsdf hyperinflationsmakeit clear that they
were profoundly disturbing events, includingmost of the phenomenade-
scribed by Buchanan and Wagner.

But hyperinflation is not the inevitable result o low double-digit infla:
tion. More likely,an equilibrium isestablished with theinflation ratefluc-
tuating around a moderate level. But with no long-run tradeoff between
inflationand unemployment, thereis nothingfavorableto besaid for mod-
erateratesd inflation except that they are costly to reduce. Theinflation
isitsdf costly because of the money triangle, uncertainty, relative price
distortions, and institutional non-adaptations. The margind cost o infla
tion is high enough for inflationary disturbancesto be countered by con-
tractionary palicy. Society hasat that point to makethe hard choicesit did
not meke at a lower inflation rate, and is in addition paying a price for
having decided not tofight earlier. But noned thisisto say that the costs
o low ratesdf inflation, 5 percent or less, are such asto judtify thetypical
inflationary rhetoric.

34. Peretz (1983)reviewsmuch o the recent evidenceon theeffectsaf inflationand mea
suresdf output or unemploymenton presidential popularity and voting patterns.

35. It issometimespointed out that Hitler came to power during a period of high unem-
ployment, and not as a direct result of the German hyperinflation. Keynes dictum stands
evenso.
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