Commentary

Robert J. Shiller

Fischer’s paper isthe culminationdf a seriesdf important papers (one
jointly with John Huizingaand one with Franco Modigliani)in which he
enumerated the various codts of inflation and attempted a quantitative
evauationd these costs. We have learned a great deal from these papers.
The enumerationincluded not only the obviouscosts but aso someless
obviousand lesseasily quantified ones. It wassurprisingto see how many
costs that we do not usually consider may rank in importance with the
obviousones. Thislist of costsof inflation must surely bewelcometo poli-
cymakerswho need someguidanceastowhat isimportantand what isnt.

Thisligtisdf coursenot thelist that wewould redly haveliked to have: a
list of the relativecostsand benefitsaf policiesto deal with inflation. The
whole reason for enumeratingthe costsdf inflation is apparently, to pro-
vide some guidanceto policymakers. But by providing thisenumeration,
Fischerisnot solvingany of thefundamental problemsin macroeconomic
theory. Thesefundamental problemsconcern theinterpretation of thecor-
rel ations observed among macroeconomic variablesin terms of a causal
structure of the macroeconomy.

Hislistof costsdf inflationseemsto includeany coststhat a)arecorrel-
ated withinflationand b) sound in someloosg, intuitivesenselikea part of
theinflation processitsdf rather than of someother part o the business
cycle. The source o this intuitive sense is not aways presented to the
reeder. He does not include costs associated with variablesrelated to the
level of economicactivity that are correlated with inflation.

Why does he not count warsasa cost of inflation? Wars are certainly
correlated with inflation. Some of the fundamental economic problems
that heassociateswithinflation might betransformedbut not goaway any
more than warswould go away followingan anti-inflationary policy.

Inspited thisundeniablyfundamental problem with theinterpretation
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o hisandyss, | dofed that by plungingahead and makingsome account-
ing of the costs, Fischer hastaught usalot, so that hisseriesd papers,
with their creativeempirical work, ranksasoned themajor contributions
to monetary economicsin the last decade.

Apparently, from his accounting, the important costs o inflation are
not what economistswould think of first. Fischer pointsout that the pure
economiccost of inflation, measured by welfareeconomistsasthe areaof
acertain triangleand representing theinconveniencesthat peoplesuffer in
economizing on cash balances, must be weighed against the welfarecosts
of other modesdf taxation. In an earlier paper (1981b), Fischer presented
somerough calculations, usng Hausman's estimatesaf the ratio of excess
burdento government revenuefor labor incometaxation, which suggested
that a9 percent inflation rateis probably too high. However, thisconclu-
sion appears to be rather imprecise, and it is certainly vulnerable to
changesin transaction technology that might alter the demand curvefor
money. There is certainly no economic case against moderate inflation
from these calculations. The cost o inflation that economigsthink o firg,
and which isclearly logically rdated toinflation, may not beacodt at all.

AsFischer himsdf suggests, dl theremainingcostsd inflationarecosts
o phenomenathat we do observe with inflation but that have no neces
sary logica connection with inflation. These remaining costsdf inflation
are placed into three categories. costs of institutional nonadaptations,
costsof priceleve uncertainty, and costsof relaivepricevariability.

Theingtitutional nonadaptationshe refersto areapparently largely im-
posad by governments: nonindexation of government debt, legd restric-
tions preventing indexation of private debt, nonindexation o the tax
system, and ceilingson nominal interest rates. The private sector institu-
tional nonadaptationsmight be correctedif the government led the way.
For example, he says that indexed private annuities would probably ap-
pear if indexed government bondsexisted.

The priceleve uncertainty that he associates with inflation isalso not
necessarily logicaly connected with inflation. Hisscatter diagramin Fig-
ure 1 shows that some high-inflation countries have had low price leve
uncertainty. The Okun-Flemmingexplanation of the correlation between
inflation levels and inflation variance that he citesattributesit to a ten-
dency for policy regimeshiftsto accompany inflation. Anyway, the costs
o inflation would largely disappear if the economy were morefully in-
dexed. Wethusdo not need to eliminateinflation to deal with thiscost.

Thereative pricevariability that isassociated withinflation isnot logi-
cally related withinflationeither. Hedoesnot show hereascatter diagram
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(likehisFigure1) betweeninflation ratesand the variance o relativeprice
movementsfor variousyears, but his regresson resultsin an earlier paper,
with quarterly U S data from 1948 to 1980 (1981b), show an R? of only
around 04." Thus, therearetimesadf highinflation and low relative price
variability. Thereisno reason to think that adeliberate policy of maintain-
inga higher inflation rate would cause higher relative pricevariability.In
fact, hisown econometricanalysis(1981a) suggeststhat the observed cor-
relation of relative price varigbility with inflation islargely due to the ef-
fect on both of energy and food supply shocks, evidence df problemsan
anti-inflationpolicy would not eiminate.

It's also not obviousthat the relative price variability that tendsto ac-
company inflation isa cost and not a benefit. We must know what hap-
pens to an appropriately defined measure of red income when inflation
variability increases. Thereisa theorem in welfareeconomicsthat people
aremade better off by priceleve variability if their real income(measured
using the stable pricesbeforethe variability)isnot affected by the variabil-
ity. Fischer addressed thisissue before (1981 a).

Fischer concludes that this standard list of costs of inflation redly
amountsto nothingmuch at al, for inflationsdf moderaterangeor varia
hility, if the government takesstepsto alow indexation.

Hesaysthat the reason governmentsresist indexationisthat they delib-
erately wish to keep inflation painful to prove their resolve to contain it,
and to congtrain themselvesfromfailingto do so. But | think that a more
important reason may bethat political systemsdo not deal well with prob-
lemswhose solutionsare poorly understood by the public, duetowhat he
callsnomina thinking." For example, the public has shown littleinterest
in inflation-adjusted earningsfigures even though these make eminently
good sense. If the government were to reviseitsdeficit accountingto take
account of theerosonintherea vaued private debt, the public might
tend to view thisasatrick.

Fischer isright that nominal thinking is the core of the problem here.
Thesourced al theseinstitutional nonadaptationsmay ultimately be hu-
man error: difficulty in comprehendingthe arithmeticdf inflation correc-
tion. The benefitsd price stability here may thus be analogous to the
benefits of our way of implementing daylight savings time: by setting
clocksforward. We don't ask everyoneindividually to get up an hour
earlier, cometowork an hour earlier, etc., because peoplewouldfind it

1. Fischer (1981b), Table 3, p. 32.
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difficult to subtract 1 from al the times on their schedule. How much
more difficult than subtracting 1 from al the timeson one's scheduleit is
tomakedl the necessary inflation corrections! Evenfor suchasimplemat-
ter as comparison shopping people must, in an inflationary'environment,
remember not only prices but dateswhen prices were observed, aswel as
inflation ratesover the variousintervals. A result of inflation isthus that
many smpleerrorsare made (andthis may be part of the reason for the
correlation between inflation and relaive price variahility). Stable prices
should be viewed as great smplifiersof our lives.

Let me say something in closing about the quotation from Buchanan
and Wagner at thebeginning of Fischer's paper, aquotation thatattributes
asort o cogt toinflationthat isnot in Fischer’s list, and acost that isalleg-
edly very big. | suspect that this quote would win widespread applause
from the genera public (though they might think it a little overstated),
even if weeconomistsareinclined not to takeit serioudy. Inflation, in this
view, "increases the sense of felt injustice and causes alienation,” and
"promptsthe behavioral respansesthat reflect agenera shorteningd time
horizons. Enjoy, enjoy”

Despite the overstatement, there issomething that seems possibly true
in thisstatement: Peopledo seem to regard inflationasamajor injusticeto
them, and thissensedf injustice might have some effect on their idealsor
socia commitment. The views of the common man are the issues here,
and these may bedescribed most accurately by relyingon surveysthat doc-
ument actual, widely held views

Theinflationary period sincethe mid-1960shasin fact been a period o
increasing aienation. The Hams Poll has since 1966 asked a battery of
questionsaimed at gauging theleve of aienation: The richget richerand
the poor get poorer; "Most people with power try to take advantage of
peoplelikeyourself; etc. Theleve of alienation asindicated by agreement
with such statements has shown a steady increase since 1966.2 Poll ana
lystsLipset and Schneider thought that thisincreasein dienation wasre
lated toinflation: The effectsdf inflationcan beseenclearly: It decreases
optimism and increases pessmism about peoples lives, the country, and
theeconomy””?

Katona (1975) has provided a useful summary o the lessonsfrom 30
yearsdf datacollected by the Survey Research Center o the Institutefor
Socia Researchat the University of Michigan. People, hesaid, resent price

2. SeeLipset and Schneider (1983), p. 110.
3. Ibid.,p. 145.
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increases. Someone has cheated them, they think, when an item they are
interestedin hasa higher pricethan it had amonth or twoearlier: "'Right’
or'normal’ prices, aswell as priceswhichare'too high' have psychologica
meaning even though from an economic point of view they are undefin-
ableconcepts™

One might have thought that the sense df injustice comeslargely from
the creditors (particularly those who lent to the government), but this
pointisnot mentioned by Katona. Animportantfactor contributingtothe
actual sensed injusticeisthat peopledo not seetheir own wageincreases
aspart o an inflationary process, but tend to interpret the increasesin-
stead as the result of their own accomplishments. This fact has been
widely mentioned, but the survey data that are thesourced the observa
tion are not widdly cited. In Survey Research Center surveys taken in
1968-70, those respondentswho said their income was higher than it wes
four yearsago wereasked why they were now making more. Of the respont
dents, 44 percent answered in termsdf their own efforts. "Did good job,
worked hard, deservedincrease, advancein career, acquired moreskill, ex-
perience, or changed job to a better one” Only 25 percent answered in
terms o referencesto external causes, such things asinflation, business
conditions, or labor unions. Only 6 percent mentioned inflation per seas
the caused their wageincrease.’

Respondentswere asked who is hurt mogt by inflation. "Overwhelm-
ingly, people replied that poor peopleor thelittle man was hurt most, and
only one out o five mentioned people with fixed or stableincomes.. . .
Practically nobody said that lenderslose and borrowers profit from infla-
tionP®

Fischer and Huizinga (1982)looked at other survey evidence regarding
the'misunderstanding hypothess  theideathat peoplefail to seethecon-
nection between their own incomeincreasesand inflation. They summa
rize the evidence for this hypothesisas "mixed." However, none o the
survey evidencecited there repeated K atonas question asking respondents
to come up with a reason why their incomeincreased. Every survey ques
tion they cited directly asked respondentsto assessthe effectsof inflation
on income. It's not inconsistent with the misunderstanding hypothesis
that peopleanswer asthey do to such question.

4. 1bid.

5. 1bid.,p. 191 Katona reportedalower proportion whoattributed their wageincreasesto
their own effortsin surveystaken in Europe, so that what we observe heremay to someex-
tent bea cultural phenomenonin the United States.

6.1bid.,p. 142.
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Thepercaivedcostsdf inflation by a public that thinksinflation isthe
No. 1 problem in the country’ have little relation to the actual costs of
inflation, and this perception may haveimportant consequences. Well be
happy to leave this dilemmato the policymakers themselves.
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