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he invention of money was surely one of the most momen-
- tous infovations in history. It belongs in the company of
fundamental developments that. have created and -shaped
human civilization: innovations such as writing,
agriculture, and the domestication of animals. Yet thege apé two sides
to every coin. Along with the advantages of money come unexpected
. problems created’ by its misuse or mismanagement. Inflation is one-
such,,tnanticipated ‘phenomenon that has recurred throughout His-
tory, on occasion playing a major role in the destruction of societies.
Plato and Aristotle argued over/ ways to-avoid inflation aroynd 350
.C. The arguments have confinued to the present day, until they fill
the pages ol'g newspapers and journals, of popular as well as scholarly
books.  Although there have been inflationary periods throughout
history, the current inflation is the first' that is truly worldwide.! It
has coincided with global -economic jinterdependence and a sudden
awareness of the fragility and finitude of the planet and its resources.
As the world has “shrunz,“ so has the buying power of its currencies.

The current global inflation js less an economic disease that can be
, cured by the clever use of monetary and fiscal policy than it is a symp-

tom of deeper problems that desperately need attention. The phenom-

enon of global inflation carries a grave message of utmost importance

to humanity. The world is faced with éxploding demand, rising cost

curves. for essential commodities, stagnating productivity, and a

leveling off—if not an actual decline—in tﬁe real s,t%ndard of living.
A .

Examining inflation in this global context, it is possible to identify
- some historically new biological, physical, and sociopulitical pressures
" that are contrihuting to rising prices the:world over. Yet their rela-

tionship to the phenomenon of ‘infl@tion is not as simple as it might

1
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appear, since rising prices of individual commodities do not neces-
sarily «cause inflation. The case can be made, however, that in the

. circumstances of today’s world, rising costs of particular commodities .
put upward pressure on the prices of almost everything else,>ands
thus do contribute to inflation. Rising prices, unwelcome as they are,
-at the same time are signals bearing vital information. It is important
to track down the sources of these signals, rising as they now are in
crescendo, to decipher 'their meaning, and to set forth their implica-
tions for economic policy. - ' oo e

L S e
What ‘[nflation Is and Is Not : . . -

>
) +

- During the seventes, inflation became a worldwide ‘phenomenon,
(See Table 1.) It is now persistent and substantial irf most parts of the
globe. Not even the c_qntra}ly planngd economies, where prices are
set,by fiat, have been free of it. Estimates.set Soviet inflation gt about
5 aercent per ‘'year during the first half ‘of the seventies. There are
numerous signs that since then it hasf increased &)oth in-the USSR
and in Eastern Eyrope. Bulgaria, for example, has recently decreed 30
to 40 percent price increases on a wide range of goods and services,
including basic foodstuffs. And in China, there. has just been an
"upwarcf adjustment’” of as much as 33 percent in the prices of many

foods.? -

1
.

A 1dok at the U.S. Consumer Price Index (CPI) over the last 180 years
shows that, historically, inflation and wars. have gone hand in hand.
(See Figure 1, pages 24-25.) Prior to World War 11, inflationary peri-
ods did not outlast wartime by much—inflations brought by wars were
followed by compensatory deflations. The steady rise in the CPI since
World War 11, and the steep acceleration after tze Vietsam War, indi-
cate that the old rules have changed. Inflation in the United States, as
in the rést of the world, appears to be’chronic and accelerating, per-
sisting in the face of all attempted remedies. | .

Even in a barter economy, relative “'prides” of various goods change.
For example, in certain recently deforested parts of India, one load of
firewood' might have been, tradet for one sack of rice ten years ago,
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> “Inflation in the United States,
o as irr the rest of the world, -

. o - apf)ears to be chropi¢ and accelerating, -
L - .. per8isting in the face of
v all attempted remedies.’
. t *
& - - I
’ . e’ .
.
; § i /. "~

P - -
f . .

Table 1: Average Annual Rate of Change of Consumer Prices, Selected

Countries, 1950-79

1

Lountry 1950-60 1960-70 , 1970-78 1979*
h ) (percent) 7
Argentina 25.0° 23.0 117.2 440
Australia 2.8 2.5 * 106 8
Brazil . - - 45.0 28.3 52
Canadas 1.2 2.7 7.6 9
Egypt —0.6 3.7 7.9 10
France - 3.4 . 4.1 1 9.0 12
" India . 2.3 6.4 7.4 1o
~Indonesia - |, - - 17.0 - 20-
Israel 8.4 5.6 29.4 © 93 ¢
Japan ) 2.7 59 ° 9.8 -8
Kenya — v 1.6 123 * 25
Malaysia —-1.4 1.1, 6.1 5 \
Mexico d 6.0 2.8 15.1 19
.Nigeria- X 41 2.8 9.7 30 .
Saudi- Arabia — 1.7 14,7 15
"« Sweden 3.0 4.1 89 8
. United Kingdom 2.4 4.0 13.2 16
Unnited States 1.4 2.8 . 6.7 13
West Germany. 1.1 26 5.2 5
Yugoslavia- g 50 4 12.4 17.0 24 .
’:’rellimir'\ary c_:stimates by Worldwatch Institute, based on IMF data and current‘period-‘ d
cals. ~ ‘
Source: International Monetary Fund.
) T v’ - 6)
but for two sacks today. The relative *price’” .of firewood in terms of
- rice has doubled as firewood has become scarcer. : o
The relative prices of godds change all tM§ time—in a money economy
* or a barter economy—as funclions of supply and demand. Sometimes
changes like thege are referred to as instances of inflation: in the above
- example, some hight say thate”firewood prices inflated 100 percent.”
ut this is a confusing use of the word, "lphc inflation fate in an econ-
omy is rather the rate at which the general level of prices in that
o ’ -I7 .
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. . economy is changing. In order to calculate this general price level, a
money economy is necessary. Then the total cost of a representative
bundle of goods and servicescan be determined. The resulting nums,
ber is the CPI and it provides a.quantitative measureof inflation. -

. -8 The percentage change in the CPI may be taken ds the rate of inflation

! 7 over agiven time interval. . ' ' o

"Two. hundred  years ago, philosopher David Hume imagined that the °
. quanfity of money-in an ecoriomy is doubled at the same time that
all prices, rents, wages, and so on are doubled. Hé pointed out that
.no one’s buying power or real wealth would change. This is an ex-..
ample ,of_pure intlation, a 100 perlent inflation. In this example no
one suffers any real economic loss: there is merely the inconvenience
of learning to live with a new set.of prices. In the real world, the
situation is enormously more complex, for relative price changes are .’
occurring continually, and on top of that the general price lewél may
be rising (inflation) or falling (dqfYation).} . - * '

. . [N *

f The world “'inflatidn" applies to the economy as a whole, just as the
inflation of a-balldon afec,ts its overall size. 1¥is an increase in the
overall level of nominal prices, or of .the nominal cost of living. Put
another way, inflation 5 a reduction in purchasing power of a nomi- .
nal amount of mdney. Usually the word “inflation” is reserved for a '
significant and prolonged increase in the general price level. As

- / Hume’s example shows, people’ do not necessarily su&er in terms of

réal wealth or buying power—they don't if everyone’s income ‘and

assets rise proportionally and in step with the price level (for example,

in economic terminology, if all are fully “indexed”’). But stich a situa-

tion is rare, if not nonexistent, in the real world. T stant shifting

of relative prices in the presence of inflation (or deflation) typically

makes spme people poorer and others richer in terms of their buying

power. . o, oo

‘Indeperident of general inflation, certain relative price changes can

and often do present a serious threat to individuals as well as to whole

segments of society. If a family must spend-almost all its money on

e food to survive, and if the prices of all foads double relative to other
things, then this family would soon starve. It is of little comfort to
such & family that the prices of other goods might have fallen in such

a way as to keep the general price level constant. )




. . . ;

. The cost of producing food depends oh a variety of meteorological,

physical, afid biological influences that together.—with the number

T of"mduth'S"té“"feed-"—tshe demand—deterrhine the price. Too’many peo-
ple competing fot too little food results in the price being forced up -

until those who can’t pay it "leave the market.”” The culprit in many

. situations is Mot inflation itself, but rather fundamental real factors

such as the quality of soils and” seeds, the amoumt of rainfall, the

+ quality of labor, and tl:e population of consumers.

The crucial determinants of human well-being are -thus often unre-
lated to anyechanges in the general price level’ They lie raf&(er in the
“prices of paiticular goods and services and how these afe changing
relative to other prices and incomes, and by how much. To take an
extreme but instructive example, if you are-diabetic and the price of
insulin goes up so much that you can’t afford enough, you die: no
substitution is possible. This is not very different from tKe situation -
in which approxiniately one-foltrth of the world’s peaple find them-
selves when it comes to. the. necessities of lsi’ie sych as food. If little
substitution is possible, when fobd prices risé faster than the general
price level and incomes parallel or lag: behind any increases in the
. general price level, people suffer and sometimes even die. The critical *
matter is not the overaﬁ level of inflation. It could even be zero—that .
.is, no rise in the general price. level-yet without enough insulin, or .
withoutenéugh food, people perish. -
4

]
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* Inflation’s Damages L . . K

Inflation, like disease, has no defenders Almost all, rich and poor,
emplpoyees and employers, believe they gre hurt by inflation? Leaders*
of fations proclaim it to be public enemy number of® and make its
control- their top domestic’ priority. Mark Twain’s complaint that
»  "Everyone talks about.the weather, but nobody does anything abopt
it" might nowadays be applied to inflation. Inflation has become obir )
favorite menace. " » L v

o~
!+

- -

". .+ There havé been many studies of who wins and whq loses during an
. inflation. Set against the high level of, public concerp about the topic,
their findings aYe at first surprising: in'developed economies&financial
harm due specifically, tb inflation is not that easy to find. In the United
States, most people’s. incomes haye been rising faster than the general

.
! LI °
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Erice level. (See Figure 2.) The clssic case of. the widow Iivin%' off
er, meager savings is instructive. If she does indeed live on a fixed
amount of moneyqrawn out from "under the mattress,” then'her .
purchasing power declines, perhaps dangerously, with inflation. But
if she lives on social security—like retirees in many countries—then
typjcally these benefits have been raised over the years te cover in-
creases in the cost of living. INtreasingly, countries are "indexing”
these governmental payments ditectly to the consumer price index, v

- so cost-of sliving increases are automatically covered by proportion-

.

ately rising benefits each year. : PR

Social security payments are just one type of income that has been
indexed”’ to"help people keep abreast of rising consurner prices. In

o
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: “Inflation imposes
. akind of lottery on everyone,
2 - redistributing rewards ahd penalties
' rather arbitrarily,
and often inequitably.”"

’

bl L : . l ¢

. »
~ general, both employers and employees assume that incomes must at
, 'ﬁast “keep up with inflation.” So-called escalator clauses, which peg
current wage rates to-the CPI, are*hecoming common features of ‘labor
contracts in developed economies. The curious result is that a good ..

v

insulated from its effects.

‘. ' LY

" A closer - look at the situatipn provides general §uantitative support
to this first, approximate picture, but begins to modify it in some
significant ways. Joseph Minarik, a research associate in'the Brook-
ings - Economic Studies Program, has uset! computer simulations to
shdw the effects of inflation on the different income classes in the

. United States. He finds that infcontemporary American society, those

‘ in the upper income brackets are, as*a &lass, inflation’s only signifi- .

cant losers. This does not mean that some sich people dont get richer .

or that some poor people ‘don’t get poorer when there is an inflation.

But Minarik’s study contradicts two widespread Beliefs about the

overall effects. of inflation: that-almost everyone is hurt financially

by it, and that it makes the rich richer and the poor. poorer.

. e .

from rich to goor or from poorsto rich. Rather; inflatioh imposes a

ind of lottery on eyeryone; redistributing rewards and penalties

ther arbijtrarily, anc}_,often inequitably. The redistribution may re-

d shrewd speculation, byt it does not necessarily reward hard work

or homor reasonable and justified expectations. Thus, although little
income is «distributed across class linfes, many’ indjviduals may be
harmed. Clearly, creditors are in general harmetd, and debtors benefit. _
o the extent that the rich are creditors "apd the poor are debtors, .
Minarik'8 conclusion that inflation redistributes income away from
the rich seems less surprising. Retirees on pensions that are unin- -
dexed—and 96 percent of private pensions in the United Stites do
not contain automatic cost-of-living "escalator. clauses—find .the re-
“tirement income they have been promised and that they depend on
seriously eroded year after year.5 -

*

Inflation is felt to'breach the social contract; it destroys trust in the
economy and irfdgovernment. One reason for this is that government.

itself is one of the main financial beneficiaries of inflation. Any coun-
try with a gradgeped income tax automatically collects more money

o . ‘ - 1 l 3 v

‘.

»

..

o
]

Inflation’s redistributive effects do not primarily transfer wealth either L

many people who. think they are hurt by inflation are in fact being 11 .
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++ day’s wages for a
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" Itis in the countryside, however, that the lethal consequences_&:"e_gin
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from its taxpayers as infHlationspushes their inéomes into higher tax
brackets. Thuré -'witho'uT taking the political risk of legislating higher
. taxes, governments can\neverthelets collect and spend them. Govern-
ments, Or at least their treasuries, are thus one of inflation’s winners. .

12 iy .

' ' <. :'i- . * . " ’
Even in situatiohs where inconie is increased to compensate for over-
all inflationary erosion, -there can still be great subfering if price in-
creases in a-¢rucial sector of the economy are leading the ‘general

" inflation rate. Consider the hypothetical example of a poor family

. _that ‘spends 90 percent of its inceme on food atd shelter. If the price
“of .food doubles, then this family Faces starvation.s ’ -
. SN S ' Co
" Intpoint of fact; price increases in the’ basic necessities of life have
outstripped general inflationary increases 'in many countries. The,
“hyp heticaF' example above _is. the everyday, reality for - millioas*
of peBple the world over.. Peru®provides a striZing case. in point. In
Th(pzcst four years; workers’ real Buying power has been cut in half."
The price of gread Ras jumped tenfold. Per capita caloric and pretein
Yintake are byt two%hi;(is gts those listed by the U.N. Food ancf Agri--
- “culture Qrganization® as the Yecommended minimum. The number of -°
infants in Lima who' die during their first year has gone up by an
- estimated 30 percent according to an gbserver. During a recent teach-*
érs’ strike, the instructors stressed that ‘they eould not teach students -
who were on the boﬂi’er‘of st'arvation?‘ o . '

. » 3 d
-

The’ cutrent situation if Ghana provides angther example, one that .
illustrates the potentially ‘disastrous chain of events that can-result
© from inflation, once’it gets rolling. In Accra, the impoverished majority
spegd about oné quarter of their-daily wages just getting to and from s
work. Theytmust spend three days” wiiges for a kilo of meat,’and one ™
/gn of condensed milk or a kilo of fish*or poultry.
Even on the rare occasions. 'when they ‘are available, sugar’ flour,
tinfed fish, .and soap are beyond an unskilled worker’s income. Dur-
ing the seventies, the price of food -in Char}a‘ rose 40 pefc'es\t more

thai the general price level did -

v . e W 1, ’

,to unfeld. It is there that'farmers produce cocoa, the 'g;ingl_z compmod-
ity that provides two-thitds of Ghang's fdreign exchange” T)a’tha.t is o
the major income source of small- fa(mer;;. .The world price of cocoa 4

P , ’ - R . .
. . N ¢ - . .-
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, i3 not keeping paet with the domestic inflation. Therefore, the cocoa
‘farmers’ incomes ate falling in real terms. They are being fotced to
cut down their cocoa tees, along with the forest cover thgtthe cocoa .
ye bushes require, in orJer to plant the“food cropstthat they canp” .)
~ 7 longer afford to buy.; - : T 13 f.

The widey) read cutting down”of £ cover along with/the cpcoa” -
trees tould lead to an-ecological as well as an economic qatastrophe’

. in Ghana. {t takes 20 years for a cocoa tree to réach the poiht of high- .~ i .

; est productivity. The shade cahopy necessary to cocoa growing ta

- abodw the same period to grow. V‘];thom the tressythe topsoi

washed away or depleted. Within ten years, some of Ghana

.- productive agricultural land could become clay® - . 4 = - T

0

? b RN

" “The World Food Couril has warned that the world will probablysbe ", .,
hit by a food crisis in the early eighties. The less develope(fnations, of v .
* wNich Peru and Ghana are examples, will subfes grievousfy if short.
- -,ages occur in world markets and prices rise any further. The hypo-
thetical cagé of a family earning less than h‘-‘nee«],s ug stay alive would
then becomie the rule. The people of many countriés are liyng their
lives ‘with such a thin miargin for” survival ,that: rises* either “in? the
ﬁen_eral Erice level or in the price af certain basic necéssMies can,en- . - |
= danger, them . o

y 3

. )
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Althgugh Situations as grim as thesé in the Third World are virtually

nonexistént in the devéloped countries, nonetheless there is financial

. hardship caused by some rising prices that remin undercompensated *

« because income acﬂustnﬂmts are geared to the CPI. For many coun-. .
trigs;, it is difficult o obtain pricing data on “necessities’ other than

' fopd; such as enesgy)housing, and tnedical care. The situatioh, inathe

United States, howevbr -illustratés the conse uences of, this sectorial

inflation, bearing fn' /mind that the-,a.bsol'ute'('ewfhbf hardship varies .,

enormously from country to countr¥. The annual Sectorial rates of

inflation in the ‘United States for some basic necessities—food and -

energy, housing and health care-between 1950 and 1979 can be

: .+ compared with the rise in the CPL10 (Seé Figres 3 and 4,) Qver

b-, these three decawf CPI has increaged from' a value of 100 (arbi-

~trarily’ chosen as Mlgse) in 1950 to an estimatéd value of about 300 .
in 1979—an average gain of almost 4 percent per year. , :

" e < -\ ' 1? 4
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. Figure 3: U.S. Consumer Price Indices,
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over the CPI. That year, the United States %old most of its exportable
wheat surplus to;the Russians; bad harvests abroad over the next two
years then led to heavy demandd on U.S. crops, driving up the price
«of food everywhere. Although the rate of increase in food prices has
“exceeded that of the CPI'dnly slightly, it has been enough to produce
a noticeable pith for those’in whose budgets food is the.dominant

" item, A

.

The steep relative .increases in energy priced that followed the Fricc
rises by the Organization of Petroleum Exporting Countries (O

,.1‘4 .

Since 1972, food prices in the United States have run about 5 percent -

»
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* s in 1973 are ‘evident, as is the second “shock” to oil prices associated .
« . with the Iranian revolution in early 19794 From 1974 through 1979,

* energy prices increased by about 75 percent, compared to sthe 48 per-

cent increase in the Cl’{ The costs of homeownership and health

care have run consistently well ahead of the CPI during mast of the

postwar period; by 1978, they were 25 percent and 50 percent above

the CPI, respegtively. Rents, on the other hand, Increased less rapidly

than (hg Cl’rduring the seventies. - ' '
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It is difficult to generalize -about the effects of inflatlon,on “typical™”
families as every family spends its mongy on a different bundle of
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goods and as iriComes, savings, investments, and taxes all vary con-
Ssiderably. The CPl is calculated on the basis of the cost of a particul
sample of goods thought to reflect the purchases of a typical family
But a famjly with largec-than-typical expenditures for energy, say,
or for medical care wiﬁ be squeezed so long as those sectorial prices
increase faster than the general price level aNd than.the family’s in-
come. Likewise, homeownership moves o#{ of/range for those without *

the requisite equity as its costs increase more rapidly than the general
trend in prices and.incomes,

\
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Another damaging aspect of rising prices is that incomes, even if they
follow the increases in the CPI, rise in steps, often only at the end °
of the.year. Prices, in contrast, rise continually throughout the year.
.In this way, pressure builds up over the moriths as the price Yevel’
climbs ahead of jncome levels. Whenever inflation lurches ahead to
an unanticipated, ‘higher Jevel it puts an immediate—albeit, temporary,
if incomes are indexedMqueeze on people’s purses. This occurred
in the United States in 1979. Despite wage increases averaging over
7 percent, inflation, running around 13 per'ce(nr;. cut the buying power
of private-sector workers by more than $1 a ay over. the year. Social
Wsecurity recipients lost- over $300 in real buying pgwer. qver 12
months before their benefits were increased by about 10 perdent in .
mid-1979 to compensate for inflgtion—which 4s once again creeping - . .
ahead of their curreint incomes.t ¢ - N ~a
_ , A
The consumer-tries\o stay afloat in a.shifting, rising sea of prices.
The “sailot” must béware the shifting currents of changing relative
) (prices while floating ever Gpwards in the general inflation. And as
. every sailor knows, it is the currents that generally pose, the greater
danger. _ '
Beyond actual economic losses attributable to inflation and rising
sectorial prices, there are also psychological losses." Even in a system
that provided complete and perfect proteetion agajnst all the economic
consequences, people w(')"ulcr still,OEject to inflation, if. for nd'other .
reason than that stable reliable prices offer'a kind of secqrity. The -
passing of the 10¢ cup of coffee teels like the death of.an old friend, -
e

‘Also, w%ﬁ'pebpl‘o's nominal income goes up, they expect to live
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better, rather than .staying even’ or improving only fractionally. If .




S & “Inflgtion that feeds on’itself
e s . e and finally spirals out of control | |
: is in the back of everyone’s mind."’ /-
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their income gaes up 12 percent, they feel cheated if they can live only
3 percent better than before. They oftenfeel pot '3 percent richer,
but 9 percent poorer! . S

. . RNt ‘
There is something ominous about unstable prices. Will they-spiral 17
out of control? Are they harbingers of societal collapse? The hyper-
inflation in Germany in 19237saw ‘prices increase¢ to a.'trillion times
their 1914 values, shattering the framework of numerical dtability and
measurement that is_so important to the mainténance of ratiofaity
in society. Thomas Mann described the experience: ‘(Inflation is.a. "
tragedy that makes & whole people cynical, hardhearted, and indif-
ferent. Having been robbed, the Germans became a nation of robbers.” -
Stefan Zweig put it like this: "'Nothing made the German people so ‘=t
. embittered, so raging with hatred, 9€ ripe for Hitler, as>the Infla- ’
tion.”’12 The current rinaway price rises in both Argentina and Israel - .. -
approach the level of hyperinflation. . '

The fear of hyperindlation explains a good part of the anxiety over . -
inflation’ itself. Tl‘\e’ﬂre(‘ise' “runaway point” is unknown, but once °
beyond it, the disintegration of society is the likely outcome. Infla-

. “tion that feeds on itself and finally spirals out of control 48 in the
" "back of everyone’s mind. When the dollar depreéciates, OPEC coun-

, tries raise the price of oil to compensate.” This accelerates inflation

+« . and: worsens” the U.S. trade deficit. Consequently the dollar declines
further ity currency exchange markets and the ,inflatidnary spiral

! grows. Where it stops; hobody knows. S ‘. ;

. ' . .
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8 A less catastrophic; but nonetheless pernicious, effect of inflatjon,
has been potnted out by Friedrich von Hayek, and ¢laborated: upon
' by Milton Friedman and jothers.’s Whereas it is relatively easy to
- extract information about’relative prices when the general price reVel
is stable; the more volatile the rate’ of general inflation, the harder
this becomes: the broadcast about relative prices f5 jammed by the -
background noise coming from “inflation. Because individual- and
corporate ecagnomic choices: are guided by relative 'prices, the eptire ™ .
market system js rendered less efficient as a transmitter of the ego- = .
nomic information needed to guide jproduction and consumption -
decisions. The loss to- society in” economic productivity cannet be
measured, but is undoubtedly significant. S o
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* Angther potentially serious lgng-term - consequence of inflation is its
~.effect on investments in general and on reseirch and development
in particular. To the éxtent that saving is discouraged by inflation,
\ there is less monev availablé for investments of all kinds. This will
18 invariably harm productivity in the long run, which will further
"7 exacerbate inflation, Research tJfus-gust vie for financial resources
with the promise that future payoffs will exceed present investments.
But the costs of conducting mogern research are rising at about twice
the inflation rate. A study of “the global research and development
budget found that "high levels of inflation and ecbnomic uncertainty
are steering corporations away-from exploratory R&D Tikely to have.
its payoff only in the long term, and towards’ activities designed to
maximize short-term .prom The effact of. such. practices on
productivity and’ long-term growth can- only be deleterious. Once a
society’s scientific ctltiing .ecﬁ;e has been blunted, it is very hard to

+_ .resharpen it. -

The consequences of continuing an the current path are indeedsvcause
. for grave concérn. Not only are individuals subjected to continual
anxiety.and random economic harm, but society as a whole is a loser.
v, Trust i governments diminishes; social values are eroded along with -
the value of the currency. Economic' information reqtiired for “intelli-
gent” decidion-making is-wmuddied and lost. Investments and funda- - °
mental research and.devélopment all ‘suffer, diminishing a society’s.
capacity to renew Tiself. Infldtion is one of those symptoms that,
Ief}t)" unheeded, just gets worse and- worse ‘until it finally. commands .

. our attention and corppels us to examine, and then change, our ways. -~
o o 4 . v )
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The Circumstances of Today’s Inflation
” ° - ¢
. g . t . .
Today's;"glqbal inflation is not so much a phenomenon deriving from
‘ some ‘sutfiéfent “‘cause” as a process arising ‘within a Concatenation
' of circumstances. What are these-circumstances? How do they account
for the fact that the prices of everythiig seem to move only jn one
dircctio’n-urwards? In- principle, ! relative prices ®uld, change, re- ¢
flecting real chanres in supply and” demand, and the general price
level still. remain t 1e gante. But if rising.prices in some areas are of{se{
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*Inflation-is ond of thoge symptoms
» . . . hat, left unheedéd, .
C _ : T {ustg s worse and worse

until it Finally compels us to examine,’- ,
. " and then'change, our ways.”

.

" " by falling prices in other areas, the income of ‘the producers and sellers °
* of these products will-be reduced. Unless the falling prices are due to
. productivity gains, one group’s gain becomés another’s loss. '

But&vhat- happens if, in order to protect their incomes, those' who 19
would lose somehow manage not to lower their prices? Then all the -
adjusttment in relative prices' must be made via upward price shifts,
and an increase in the general price -level—that is, inflation—results.
. For example, in a simple economy—one with just two items, A and B, .
priced at $1.00 and $2.00 respectively—a relative price shift might
occur as follows: A's price could drop 25¢ and B’s rise 25¢, changing
the relative prices of B to A from.two to one to three.to one ($2.25 to
75¢). On the other hand, if A’s price is to remain at $1.00, then B’s
"will have to climb to $3.00 if their relative prices are to reach the
three-to-one ratio. In the first case, the total expenditure for A plus
‘B would .be '$3.00, both before and after the price change. In the
second case, the total expenditure after the relative price change would
‘be $4.00, slgnifying a 33 percent “inflation.”” Of course, to accom-
modate this sort of adjustment, the money supply has to be expanded
commensurately. _ ' ' ! '

’
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That is what is_happening in njost of the world’s economies today.
Take a specific group of commaoities, such as energ§, and trace the
consequences of a price increase through an economic system. In the
United States, direct- and indirec‘ uses of, energy account for about
10 percent of all spending "on cinsumption.1s Therefore, a 60 per-
. centride in the price of.energy—which was approximately the increase
"in 1979—would tend to cause a*6' percent rate ofinflation all by itself.
In order ta maintain overall prige stability under these circumstances, )
the price of the other ‘90 percent of consumption would have to fall - -
by an ‘avesage.of almost 7 percent. The extra money §pent on energy
would not be available for other things, consumption of them would
have to be curtailed, and the incomes of those producing these goods
and services would have to drop. A commitment to ‘overall price sta-

- bility,. that.is, to zero inflation, would thus require that the money
incomes: of inany be cut. Although this reduction could in principle
be shared widely, in practice it would be borne mainly by people

. who lode their jobs. Thiv is an example ‘of the ‘infamous "Phillips”
tradeoff” between inflation ‘and unemployment ghat. hag influenced .

economic policy so much during recent years.

’
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.In summary, when any cost rises—when OPEC raises the price of
oil; or when workers get a wage increase that exceeds their produc-
tivity increase—a complex chgice is presented: Expenditures on the
more costly. item can be curtailed; the higher cost can be absorbed -
| 2 by curtailing expénditure elsewhere, thus reducihg otliers’ incomes;
. or the unabsorbed price increase van be passed around by raising
“eyeryone’s money income to pay for it. This last response is the
inflationary one. It requires tge collusion, conscious or not, of a
great many players fn the economic game. Under current circum-

. stances, in w icK societies are reluctant to actually teduce the money
incomes of their citizens, real increases in the wealth of some (for
. example, oil. producers) are accommodated by making. everyone's

“dollar”” worth a little less. In this way, inflation distrigutes the in-

| ereased costs over the whole society without some people suffering

.~ ignominious reductions of their nominal incomés.

So, despide the fact that there need not necessarily be any inflatignary

consequerices of relative price changes, in today’s economies there

is often just such an outcome.. The mere thurning of relative prices

generatés an upward drift of the general price level in any situation

where few prices ever fall. Inflation it then the only way foy shifts

® in relative prices to work themselves into the price structure. The

Hyp'othe.ticar'example of the two-commodity economy illustrates the

‘situation exactly: if A’s price can’t fall, then B’s must rise_further

than"otherwise in order to reach 'a level where its price, reflecting

_ real external factors of supply and demand relative to A, is three times

. rthat of A, And this will lre’ad to' general inflation’ if the money, supply
is expanded as a result. Y .

. . . ¢

* .+ Though ‘they obviously play an important role in the current infla-

. tionary process,-.it wou{(’i z;e inaccurate to say that relative price

changes are the cause of inflation. A whole set of additional conditions

must be in effect for.relative price changes to be incorperated into the

< price structure via the inflationary escape valve. ~ '

n
v, \ .

v “Economists and others disagree about how much governmental in- .
volvement in the economy is desirable, or what form that involverfent
should take. But there is little disagreement that it is the presence of’
-governments in the workings of postwar economies that has allowed - -
a period of sustained inflation. Very simply, it hag been government:
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".l'g'(’s'lity"'vé'rywh'e"r“e\t't:}.éep rh'e"’_,eif'on'ﬁ)in,y--.gpntinually\ expanding and.,., - .
to, prevent recessions;-high "ungriplayment, and. deflation. -And for e
“tmgch ofthe postwar gra,"theu;(ﬁi'cy" has been successful. Only during” -
. the seventies did one of its-side effects become unmistakably clear, *~" - - -
.- namely,_a chronic inflationary bias.' As |Robert-Solow of the Massa- 21
= chusetts:Irfstitute of Technology puts it} "We have inflation because
we're able to.avoid deflation.” His phrask “"the upward bias of sticky- - .
‘down” captures the esserite of the situatidtr: the.price level is f¥kible -~ = -
upwards, but inflexible (or “sticky”’) on ‘the down side.. This pesults * -
' >+ inan upward drift in the general price level, that is, inflation.1e '

The circumstances that together créate the current downward inflexi-

bili%; of the price level have been described b§*Robert Heilbroner. -
‘lf‘le characterizes government involvement in the economy- "buf-
er’: : -

. It is no longer taken for granted that what goes up must y ™ '
come down; on the contrary, what goes up-will proba- § '
bly continue to go u ,indeai,nitely. With such attitudes,
corporations do not feel a need to furl sails rapidly the
instant a recession blows up, nor do households f);el a

' ‘ need to practice thrift, even.# their incomes fall. Unions

. are emboldened to ask for aggressive wage settlements, °
because they know'their members have tEe backstop of .-
unemploythent compensation behind them. The unem-
ployed do not feel:the necessity of takdng any kind of : e

i - work, because the welfare system.permits ‘ipdividualsé

- to refuse work they do not like. And so, in ghe way and .

another, with results that some people celebrate and '

some deplore, government has made everyone more ~
secure, and this genepalized state of secuyity Kelps breed

" attitudles and’Beﬁavior that push up 'c{érmand and jack

, up costs,1? _ e ’ _

ort, since the thirties many governments have created floors . -

under their economies to support the ratchet-like upwards movement

of fincomes and prices. Occasionally, gdvernments even step in di-

regtly to prevent corporate bankruptcies, as in the cases of Lockheed

*ad Chrysler+in the United*States and British Leyland. in the United - ®

©" - Kingdom, poe ] o oo
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" to cure inflation by blgeding the mone{l supply. Conicerns over. the -

. - o - 3 . .
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The principal tools used by governments to maintain this *floor”
beneath -their, economies have beernn monetary and fiscal Eglicies. The .

economic policy story ofl the postwar years in many of the developed
countries has been one ol attempting to “fine tune’” national econ-
‘omies by making_.adjustments in aggregate demand through the mech-
anisms of ‘tax reductions, deficit s en(fing, shifts. in interestsrates and
‘the. thoney supply, and. so forth. ;he macroeconomic theory of Key-
nesian economics that has guided policymakers in making these
‘adjustments gradually came to'enjoy the support of most economists”
during this period. - - ' ' o

J

are in the ascendency. Ehe monetarists offer an explanation of the
urrent inflatiory that théy claim makes all other considerations un-
necessary. The;‘say that higher prices ate the inevitable result of

TI

- increases in the supply of money that exceed inoreases in-economic

productivity. The result, as the classic dictum %ays, is too much
money chasing too few goods. - o :

It is undeniably true that other inflationary forces would be snuffed
out if they were not given room to operdte by increases in the money
supply, and that, furthermore, governments or certtral banks generally
do have control over the supply of money, The problem with usihg
the monetary mechanism as tﬁe prime dampener of inflationary pres- °
sures has been that the economy as a whole suffers various degrees of

suffocation in tHe progess. The housing market is orfe of. the first to, , -

feel the pinch, as mortgage money becomes scarcée and expensive.
More generally, as demand falls, layoffs occur, Unemployment rises.
Estimates vary somewhat, but the cost of reducing the rate of inflation
in the United States by 1 pefcent is in the range of- $60 to $75 billjon
in lost production per year.*This translates into. an extra 1 percent
of unemployment.t® ° ’ C
This-is precisely what governments and their citizens are no longer
willing to endure: Political Forces haye I‘rtpeat}édly‘ proved strong
enough to prevent anything more thah token and sporadiczettempts

social equity of the resulting deflation have invariably curtailed the

use of this approach. The prevailing view has been that if this is the -
only‘cure, thenit is better to live with the dise@ﬁe.

. ’

1

"Now, however, with the onset of chronic global inflatiof, other voices

s
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SR T * . “The problem with using
, _ S the monetary mechanism as the prime
o oL, - dampener of.inflationary pressures

has been that the economy suffers various
.degrees of suffocation in the process.” .

, . ~—

\ e . , .
-+ Recently, stringent new measures have been taken by the central. . -

.« - banks in both the United Kingdom and the United-States to limit the -
money supply. Recessions are expected as a result of this policy, but -
it is too early to tell how large these induced economic slumps will be.

»  Unlike West Germany and Switzerland, the UK and the US cannot 23 .
absarb the resulting unemployment by exporting foreign migrant ’
‘workers—on ‘the contrary, domestic unemployment will certainly .
incraase as recession deepens. The real burden of this form=df *’cure’’
falls largely on the poorest, most vulnerable segments of society, in
contrast to.the damage of inflation itself, which, spread out over the
entire’society, functions as a kind ok tax. As the inequitable damages
of these policy-induced recessions become more apparent, social un- A
rest is likely’ to mount and.there will be growing political pressure .

. to stop maging one -segment of society, bear the brunt of the side
effects of this monetary cure. "o o

If. the..floors under madern national economies are here- to. stay: ind

if ‘monetary- instruments prove too crude—squeezing too muc Jlife

- out of economies along with the inflation—then where is there to

turn . for' relief? Two possibiltties- remain:. eilings on prices and in-

-, tomes can be erected above the market mechanism,;s0." sticky down”

‘is_balanced by “bumpy up,”” and myriad. individual. éfforts can be

madé ta prevent or%reguce increases in, the prices of specifit-goods: .

1 - '
R RIS

.. and services: ‘Although a specific price increase does® not necessarily |~
" cause inflation, it would surely be easier to control if individual prices -

- rose more slowly,. i e Lt I
H . N n \ .

veat “
R o .

Many economists have concluded that a ceiling on incomes and prices
is int{eed necessary if inflation is to be contained, and there are numer-
ous schemes for the design of the “ceiling.”"» But just as the infla- .
tionary conséquences of the "floor" must be weighed against its
social benefits, 50, too, must the ‘inflation-preventing benefits of the® -
ceiling be weighed.against its costs. ’

<X
' . ¥ . v . s
Apatt from wartime emergencies, the modern capitalist economiés
have been reluctant to acgept wage and price controls, which are felt
on the one hand to hobble the ‘entrepreneurial spirit of free enter-
‘prise, and on the other hand to freeze exfsting inequities in prices
. and compensation into the market structure. At the. least, a whole

{
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new layer of bureaucratic cpr{trolé'woﬁld haye'to be erected ahd main- = ..
tainéd, in"tandem with those that-constitute the economic floor.

.
* - )

"
-

The implem\e tation of price ahd. w_agt"co_nér Is could _al_so:'be difficult.
An apocryphd warhirig, drawn ‘from the German experience .with
.price controls during the 1923 hyperinflation, illustrates ‘thesproblem:

‘When the legal price ceiling for a loaf of bread was, 100 marks, but- .

the actual cost of producing it was 10,000 marRs, an ingenious baker  *

sold the loaf «at the legal price with the stipulation that the shopper .

> also purthase his:dog, which was available that day for a mere 10,000 .7~

itg new owner, woul

then run home to. .

marks. The dog, released bK

. the baker for ‘resale, at a

bounds.

, -

"

igher price, along

bread. People’s ingenuity in circuniventing pri

the next loaf ‘of

»

oy -

W

-

s h o .
'c‘ntrols knows no- .

I At the present time, as the debate-grows; there is littlé sign i most

- countries, of the .necessary’ legislative ‘stipport for wage 4td price -

confrols or for any of the variants of "incomes policy” Norway and

Denmark, however, have already placed egﬂ)argo% on further price

and salary changes, and polls indicate that a majority of
people favor similar controls.2t ~ ~*

Yet even if each, sovereign economy has a system of-domestic income

"and price contrpls in place, thereiwould still be the problem of ad-

justing to price- changes on .imported goods. The maintenarice of

domestic price level stability in the face of an increase in the price of -
imported oil, for example; would require a national ”price stabilization
board to order comdpensating lower. prices (and thus, wages) in the’
other sectors of the economy. The extreme political,difficu ty, in any®

.country, of taking such actions should be apparer@p The awkward

struth about inflation is once again revéaled: lhﬁation is the only. polit-

ically feasible way that democratic governments have found for allo-

-+ cating-intreased real costs or, what is the. equivalent, for reducing’
people’s standards of living or at least” retarding improvements’ jn
them. Its' silent,_imper“spnaE unconscious workings afl,ow people to ™ -

. disayow responsibility for’ the whole, while Lontinuing to pursuestheir

- own personal well-being. e o

the American
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It n{ay be that, as the menace ‘of inflation grows, varlous'“vei‘sio'ns
and combinations of ‘the traditional cures for inflation will be tried

A\J




"7 posed of sovereign economies that e_ﬂ;_aﬁf in international trade, there

. 'of imported goods. ‘past decade. This = & -
.. - tertainty, along with the "upward bias of sticky down’” that myriad 7

2 would begin t dea

'

o J

.

A}

ay . . :

and will gven meet wjth sorhe.success. But because the world is com-

remaing . the certainté of economic shocks arriving/on <the price tags
il is the prime example of t

individual pricg increases encounter, turns our attention to the new

sources of‘today’s higher prices. )

The prevalence of medical metaphors.in teday’s world~coupled -with
deep habits of langua e, invariably provoke the question “What is the
cure for inflation?”: C-given the prevailing paradigm in the p\e’dical sci-
* ences, we even unconsciously seelj tf\e economic analogy of th
:modern mitaéle drug, that is,”a cure that it? painless, direct, chea

and preferably permanent, In short, we seek["the magic bullet” that

will stop inflation dead ini Tts. tracks. 2
. : '€ a

But if therg is no simple, causq js. therd likely, to be a simple cure? .
Inflation is{rbt so much a disease as it is a. symptom-a Symptom of
-%a conditjon that arises from-a whole ébnstelf;ﬂon of cirtumstances,
Like:shortness of Rreath irf the' course of normal daily activitie®, it
" is a signal to us to change our pattern of living: whéreas gither suf-
=wfocationt or an oxygen mask would. eliminate the symptom, neither
) Y_.v_«_(ith the.real underlying condijtions, Q-

a . . " [

S

" New Sources of Higher Prices 7 t
' : ‘ LT .

i

‘?_way from the panorama of macroeconomics, in the pitty-gritty of
the ‘matketplace, prices are set an‘aised. The marketplace is there-
fore the first line of defense-again®t inflation.. The deeper defenses
rovided by mondtdry and fiscal policy might be more effective ifs
ress were required of them. Areasing o?, the pressures towards higher
prices at their source must therg¢fore be a vital part of any balanced ,

“» defensge against inflation. ’

" H

If demand for a commodity increases, or if its supply shrinks, that |

cdthmodity becomes more valuable and its price rises. Many commod-
. ities around the world seem,to be under both these pressures at the

same time: demand is rising as population increases angd as eéxisting®
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bopiilations become more affluent; -supplies are falling, or failing to
: p abreast of rising~demand, as "reTources -are depleted or become-

harder to obtain. Signals of rising rea

costs and of the greater effort

required to maintain a giveh living standard are arriving from every

28 corner of the earth.

e In parts of India, it now takes a persbn two days to
ﬁat‘er' enough wood to meet the energy needs of a-
- household for one w : S

o’ In 1970, the Sovlet Inion got 10 percent of+its oil from’
Siberia and 90 pefcent from the mild and- accessible
regions of the soythNand west. In 1980, 50 percent of
the oil will come from Siberia, where the adverse climate
and the-distance from in

trial centers doubles the qosm/
of the oil. i : .

® Since 1950, the harvested area in Nigeria has multjplied
-as marginal land -has been brought under cultivation
and fallow cycles have been shorténed. Land that used

. .. to'lie fallow for up to.15.years between planting is now .

* . replanted after only five years—too shert @ time for its
fertility to be fully restored. Together, these two trends
have led to a fall in .the average productivity of land.that
has overriden the combined contribution o?'all advances -
in agricultural technology. . )

¢ Despite huge increases in” investment if' the oceanic
fishing fleet since 1970, the world fish catch has leveled.
off. Tﬁe catch per gollar invested has fallen sharply.®

In additio® tg finding it mote difficult and costly to obtain energy
and food, as in the instances cited here, it is now becoming harder
and more expensive to extract ores, to obtain enough fresh water, and
to controlenvironmental pollution. :

What meaning do these signals hold for humanity?.The nineteenth
century economist David Ricardo managed to decipher Natyre's
message on mach scantier evidence. Ricarc’fd dealt primarily with the

L%

application of labor to-land. He saw that after a certain point an in--

~crease in the number of people farming a fixed acreage would not

proportionally raise its yield, and he teferred to this as the law of
diminishing returns.2¢ Each of these sighals is an illustration of the
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. : '« “’Signals of rising real costs
o and of the gredter effort required
to maintain a given living standard

- - are arroing from
every-corner of the earth.”

/

7

diminishing margina

| returng that invariably set in as -the earth’s

natural fimits are approached. . .

The world depends for its food supply on the production of ‘it crop-

«. lands,. its grasslands, and its fisheries. Most of the world's arable 29O
cropland is already being cultivated. In Canada, agricultural produc- ¢
tivity is being reduced as marginal land is substituted for prime land
that has-been'lost to urbanizatign. An esfimated 233 hectares of mar-
ginal land is needed to replace 109 hectares of prime land.?® The net
-effelt of Farming this lower qual nd is a re(fuction in the average

. * fertility,; and hence a.loss of agricultdraproductivity. - :

‘The dramatic incréases in crop yields tealized since the sixties through
& irrigation, chemical fertilizers, insecticides, and improved seeds are

likewise now approaching limits in the cases where the technologies

have been fully applied. gurther extension and intensification of agri-
culture along these lines will be able to keep up with popuidation
growth only at a disproportionately greater cost. World grain output-

per person has,. it the seventigs, faiFed to show the increases of the .

two previous decades. Although this'is not the only cause of increased *

g’ain prices, a tightening supply combined with increasing demand

i¥certainly a contributing factor.26 . ' ' .

. [, -

The world’s grasslands are also Kard - pressed. Overgrazing is wide-| ’
spread in Africgr the Middle East, the Indian subcontinent, and Cen-
tral’ and North "America. Like_cereals, world production of beef per
capita may als¢ have peaked during_ the seventies. The same trend is
apparent in the global per capita ash catch.” When too many Ffish
are harvested, the remaining stock may Be unable to reproduce itself:

V' overfishingcan léad to negative retusgas. - -

As the 1M of people grows and the earth’s population “lensity
increases, more pressure is placed on these biological systems that
ungdergird the economy. Global demand finally approaches the level
not just of current supply, which has happened périodically through-
out history, bup of optimum feasible supply, which has never oc-
curred before at the global level. The implication for prices js awe-
some. Whereas in the past supplies, .coui’d usually be incréased to
match increased demand--by bringing more land under the plow, by
adding fertilizer or water to raise yigfds, by increasing the size’of the

& 2 .
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herd, or by expanding the fishing fleet—in the future this will prove
much harder. Marginal costs wiIF soar, and so will the cost of food.
The most promising source of future productivity growth les in a
quite different direction, namely, redistribution-ofy tﬁe ownership ‘of
certain lands. The fundamental and sensitive political issues invo?ved
in' land reform will have to be confronted if inflation in food prices
is ta be controlled. - .

’ ‘ ’ 1
Food prices will rise not merely because food production has to move
increasingly to marginal croplands, grasslands, and fisheries. Another
crucial determinant of fo&xr prices -is the cost of ‘energy. In North
America, during the Hhalf-cenfury between 1920 and 1970, the de-
clining real price of energy induced substitutions of yield-increasing
and yield-protecting petrochemical technology. The huge increases
in the relative price of energy during the seventies suggests that
continued rapid productivity growth in North American agriculture
is, for the present, unlikely. Vernor® Ruttari, of the Départment of
Agricultural and Applied Economics of the University of Minnesota,
sees .the next several decades as paralleling the lag in productivig'

in U.S. agriculture between 1895, when the lahd frontier closed,

and 1925, when a new land-saving biological and chemical technology
began to be gpplied.2 - : )

Similarly, the eighties and nineties will be deyoted to +he search for
new energy-saving technologies. In the past, cheap energy has sup-
orted cheap foog: now expensive energy is driving up food prices.
he future may lead full circle, to the use of land and foodstuffs to

-produce energy, as in the production of alcohol from sugarcane and

grainsi A change in the gelationship between 'the food and entrgy
% from on¢ of support to one of competition, would have
serioud implicatiops for food prices on the world market. 2 :

" Fred Sanderson, an agricultural specialist with the Brookin%s Insti-

tution, estimates that recent increases in the costs of fuel and fertlizer
will immediately force up grain production costs in India from the
current $140 a {on to $155, He notes that “with rontinuing increases
in- population and the lack of new land for cultivation, Asian grain
countries have to use more and more irrigation water and fertilizers
to increase yields, With both of these costing more and more, it will
be much harder for them to continue sloing so,”'%
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" The clearest signal during the seventies of the increasing stress on
“the global ecanomic system came with the. dramatic jump in the'price -
of petroleum, which increased close to tenfold over the decade. Just
as with cereals, meat, and fish, the rise in oil production, which had
outpaced the increase in human numbers duringethe fifties-and sixties, - 31
was: overtaken by population growth during the seventies. Global
, ' per capita production of oil has leveled off and now appears to be -
v ﬁeade ownwards. 3 g X
.
HereiW lies the ultimate source of the il price increase, rather than in
« Middle Eastern wars .or the greed or monopolistic power of OPEC.
As year after year the world demand for oil grew, bringing the ex- S
haustibility of norirenewable oil reserves into ever sharper -focus, |
‘the OPEC nations reacted as sellers invariably-do when demand out-
. runs supply: . they raised prices. U.S. Under-Secretary “of State for
Economic Affairs Richard N. Cooper recently made the pot that the
OPEC cartel has lost control over the price of vil, which w3 in fact .,
.driven throughout 1979 by the fundamental market force of eXgcessive
demand scrambling to capture limited' supplies. And in Delember
1979, Saudi Arabia‘s oil minister, Sheik Yamani, agreed}We have

lost control over petroletm prices.” This situation transl directly
into reductions in real incomes in oil-consuming countrTes. G ooper
ds: “While the increase in oil prices will registet in the cost of
liZdng, we cannot as a nation restore our real incomes through higher
wages. Attempts to do so will worsen inflation. . .32 L m

* Oil is certainly not the only source of energy, nor even the main one
for a great many people. For fully one-third of humanity, firewood * - |
is the primcipal source of fuel.?® This energy source is also showing '
» the effects of shrinking: supply and swelling demand. A person who®
must walk" five hours to collect firewood that used to {)’e available
~just outside the village experiences rising “'costs” in terms ‘of greater
. physical effort. As the cost of obtaining firewood increases in Third
C\’orld villages, people begin using animal dung a¥ fuel instead of
as fertilizer, thus reducing soil fertﬁity and, ultimatgly, increasing the
price of food. Again, a cost ificrease in energy translates into a price
rise in food. T '

¢ This and other uses of the world’s forests, such as lumber ‘for hous- .
.. inig, have resulted in w gradual riet loss of forested land. World wood . L

o : 31 -
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" «Although menetary factors' are also involved: in the current inflation,

-

. production per capita peaked in the mid-sixties and has Fallen steadily.
thereafter. Since theR, the prices of the princ
lumber, newsprint, and firewood—have double

tripled. The t

ié)al forest products— .
and in some cases
ling of lumber prices since 1967 in the United States

£

has contributed significantly o the soaring cost of housing: the aver-
age price of a new house increased from about $30,000 to almbst
$70,000 during the seventies.’ Although .both cyclical fluctuations
tising energy prices anflabor costs account for pagt
of these increases, the underlying market relationship between ﬁ'le _
lobal level of demand and the sustainable yield of readily accessible:

orests is clearly a factor of fundamental importance.

Per capita analyses of this sort Of course conceal the great disparities
in the consumption levels ofefood and energy that persist in different
parts of the globe. Clearly, if the developed countries consumed less,
rpluses created By such conservation would represent reduced
deman(fin the rich countries as well as provide an increased supply
in_the poor countries, thus generating a considerable counterpressure
to global inflation: " : S T
Everywhere one turns, limits are being encountered and the effects are
bei\g compounded. The biological and physical systems that underlie
all economic activity and that have generally supparted it unstintingly
in the past were reeling during the seventies under the impact of
excessive demand. During the past decade or so, world* pér capita
production of wood, petroleum, fish, cereals, and most meats all ap-
pear to have peaked. ‘And during this period the priges of these same -
commodities soared and_ inflation became a central feature of global
economit life. The law of diminishing returns is “ruling” in an in-
creasing number of economic settings. S

1

) ~

it seems clear that the wotld is enterinf,
first time, almost <a}} the factors are li

lower prices. Whereas before, the sociopolitical influences that tended

to increase prices might be offset b
ductivity gains, in th
Resource limitations ahd diminishi
gins in the fragile and finite nature

of

By

[
2

3

A‘,

uture no such Bood fortune can be.expected.
returns, which have their ori-
the-planet, are henceforth more
¢ apt to conspire with human failings on the

a new era of scarcity. For the
ning up on one side—against-

increased supplies or by pro-

side of higher prices. In
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J _ “ “1t would be appropriate

~

‘= for political leaders the world over . ..
- . to appoint'ecologists to their ,
. .V councils of economic advisers,”
. ]
4
' Lo . “
" .

+* recognifion of the dependence of economic activity on the state of the
biological and physical environment, it would be appropriate for polit-

ical leaders the world over to appoint ecologists to their coungils of
' economic advigers. o o

A recent study has suggested that there may be a lesson for the con- 33
temporary world "in the mysterious sudden collapse of the Mayan
civilization, which flourished in ‘Central .America until around 800
A.D. Evidence from.dhe of the M'a.y‘n ‘capitals, in Guatemala, indicates
the fall'may have been precipitated by a squeeze between population"

-and the notoriously fragile tropical environment. Overa 100-year
period the population dropped back to what it had beett almost 2,000
years before; whole areas have remained virtually uninhabitated until ? :
very retently. Some of the enviropmental changes have been as long
lasting as the decline in the popu%tion. In the words of one of the .

. researchers who studied the Mayans: “The accumulating evidence '
suggests they had become a complex society with advanced agricul-
ture, a managerial elite.clags and all the strésses; strains and conflicts
‘that go with such size and com lexity.- Then theit. way of life col-
lapsei leaving a severely damagecfenvironment'and ‘a cuﬁural vacuum
_that persiste(P'for many centuries.”3 Asg the investigation into the

,~collapse of the Mayan civilization continues, it seems likely that the
researchers will also find evidence of ru naway inflation. , * -

* Steps Toward a Noninflationary World Econom : ;o
Until fairly recently, inflation was norﬁially'th'e' product of ‘the mis- ;

management of fiscal or moneta_rTy policy, and”an adequate response
"lay in adjusting these policies. he current U.S. inflation, for ex-
ample, got its First boost from ‘the government’s failure to pay. for
the Vietnam War by raising, taxes during the mid-sixties, However,

more than monetary and fiscal influences are.now at work. .
The current global inflation is. viewed here as a sign that present @
.~ economic practice is not viable. While tRe ships of statp float ever
« higher on the inflationary sea, they are leaking. Is there a sustainable "
way to organize economic life? If so, can steps be identified that
would begin to cope with the- nonmonetary sources of inflationary .
pressure? The Mpost' of sketching an answer to this question is not .
‘ .
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Mo offer one more portrait of. a utopian society, but rather to encour-
age an examination.of the public choices that confront society.

Al
.

The." solution” is not_a single answergbut rather a many-faceted trans- |
ﬁ .. Pormation. The main features of slich.a’ transforfhation have been
' delineated by many writers.?¢ ‘On the issue of global inflation, the
' discussion’ centers most naturally on considerations of supply and
demand. Most of the ways in which supply might be. increased or-
demand reduced will involve politics—the human factor. in inflation
and that which is-always the least tractable. '

Economic' thought evolved in the infinitely rich setting of material
civilization and commerce, and as such was comprehensive and holis- -
tic.%. In fact, the emerging body of knowledge went by the name.
“’political economy,” in explicit recognition of the intrinsically)olit-
©. ical nature of economic affairs. , ' ' ’
Why did economic policy subsequently moveraway from its ground-
<ings in the biological,:p{aysical, and sociopolitical environment, and
increasingly neglect these constraints on economic activity? For cen-
turies the environment did not seem to limit econorgic development
and growth. As diminishing returns set in—whether in- mlhing or
“agriculture, Jr in the production of energy—science and technology
" usually came to the rescue. From the beginning of the twentieth cen-
' turJ' until about 1970, grain and ore prices actually fell as agricultural *
and mining technologies advanced and as energy becatﬁe ever cheaper . -
and more abundant. Indeed, as science and technology progressed
many came to believe that the point where returns actually begin to
~ diminish could be postponed indefinitely. o :
Now there are signs that even research and development itself, as an
.. activity, is not exempt from the Jaw of diminishing returns.3 Just
as the productivity per farmer declines when too many farmers work .-
on a given piece of land, so do diminished marginaY returns result
when too many scientists work on a given problem. For example,
some -observers feel that cagcer research has now reached thig point.
This is not to say that théﬁ will not continue to be great, and even.
revolutionary, scientific advances. Micoelectronicy an% genetic engi-
neering are just two areas that hold promise for raising productivity ®
~and reiuting prices. However, scientific advancés in the near future "
\ : . P
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: - has been introduced

. , " . into economic planhing,
N " 80; too, must population policy

- be integrated into economic policy.”
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will not be made as frequently or ‘as cheaply as in the past. The known
conceptual ground hide been ‘worked.dver pretty thoroughly and sub-
sequent explorers will find rich research veins less exposad and.: hdrder .
to ‘exploit. 3 . . : :
Whereas in the past, the emphasis has been on economic growth and 35
on the :stimulation of demand and the expansion of supply, the future

will almost certainly require” slowing growth in demand. There.are °
two:fundamental shifts that could each contribute greatly to curbin
“demand and thereby put a lid on inflationary pressure. first, ang

most obvious; is population stabilization. In a situation' where the
en'ti;e world draws on the same supplies—food from North America, .
oil from the Middle East—an increase in demand from any quarter . 1
reduces the supply for everyone. A worldwide éffort to tabilize popu-
. lation -is clearY essential, and more countries are now commifting

themselves to t¥gs goal. China, with one-fourth of the world’s popu-
fation, has recently announced a program to bring population growth.

to an absolute haK in the shortest possible time. &['Ee leadership aims

to achieve this by offering handsome financial incentives to cour{es .
who have only one child and by imposing severe financial penalties .
on those who have more than two children. .

» 1

China is the first society to publicly recognize and discuss the advan-
tages of a declining population, that is, of negative growth. It is equal-
ly Ymportant that countries as different as India, Brazil, and the United-
g'tates‘ stabilize their populations. Even if a country can provide for.
its own citizens, an expansiont in its numbers draws resources ‘away
from countries where there is less than etiough: to go arou nd. 'Popula-
~ tibn policy and family planning are too important to be left to a group .
of demographers and doctots buried in national health ministries. - v
Just as envirbnmental policy has been introduced into economic
y Planning, so, too, mpst population policy be integrated intq economic
) p9licy.- _— ) . ; .
Whereas population stabilization is.a problem primarily in the devel-
oping world, the other irflation-combating change is one that maidly -
concerns the developed economies. It is a shift away from consumer-
ism, .away from' the matérialistic orientation that has become. the or- .
ganizing focus of affluént economic systems. In a 1977 intérview -
with columnist Joseph Kraft,aj’rime Minister Trudeau of Canada
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speculated on inflation. “Inflation,” he said, ‘*has not found its
'Keynes. I personally think the Keynes of inflation will not be an
economist”’ bﬁt'wilr instead ‘‘be a political, philosophical or moral
leader inspiring people to do without excess consumption o
prominent in-the (‘ﬁaveloped countrjes.”40 ’ :

To the extent that such changes aré-required, there is some evidence—
perhaps somewhat fanciful—that the public might be .willing to accept
them. A Harris Poll in 1975 revealed that-’when the alternative is. .
posed -between, changing our lifestyles to have less consumption of
physical gaods, on the ohe hand, and enduring risks of continuing
inflation and unemployment on the other, by 77 percent to 8 percent,
the American peopf:.- opt for a change in lifestyle. " A 1977 poll found
that .76 percent of Americans favored “learning to get our pleasure
out of non-material experiences” rathér than '_'satis%ying' our needs
for wte goods and services,” 1 ' , ' ,

»~

There are enormous possibilities for reducing demand through volun-
tary shifts ir« values towards simpler living. Some, recognizing the.
truth in the old adage ‘the best things in life are free,” will find théir
satisfaction in places other than auto showrooms, department stqres,
and remote, vacation lands. Things that are.free, in the sense of the

_adage, remain forever immune to inflation.

. The :adVertising industry presently devotes a great deal of energy and
intelligence to creating and sustaining human wants. If, with govern-
ment support, its attention could be turned away from stimulating

_ demand to reducing it—by educating people in the avoidance of wasge - ¢

and the practice of frugality—the ind'ustr{)lecould assume a role of
leadership in the transition to a sustainable society and the fight
against inflation42  * - . b

Nothing has cor_\tr-ibuted more to global inflation than the recognition
that the world’s supply of oil will be exhausted within a few genera-
ions at the present rate of consumption:.The search is on for renew- .

~ able sources of tnergy that could tundamentally increase the overall

energy supply and eventually bring prica rises to a stop.

3

For the transition from “exhaustible to renewable energy sources,
_conservation is the password. Considerations -of conservation are

LS
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¥ gertain to '?'ﬁin'a'te"é“dé?'éﬁg—tmﬁk_in over the decades immediately
ahead, as they always have dominated the lives of the Eskimo eople
and othiers who have known environmerits of scarcity. The EsEin;‘o's

~ scrupulous usé of every scrap of a seal or walrus in the face of abso-
lute scarcity might serve as a symbol for all in the years ahead. Con-
spicuous and excessive consumption of energy and food should be
discouraged by law and by social pressure, thus reducing demand.

-, society, affecting transportation, architectural design, engirie effi-
"ciendy,. packaging; even the foods people eat. In a world of over four
billion people—where excessive pressures on resources can be seen
on every hand—the planned obsolescence of many consumer goods,
the annual model changes in the automobile industry, the constant
fashion changes in clothing,.and so forth are not consistent with the
effective management of inflation. The reuse and recycling of’ water,
metals, paper, and glass must.become the rule, not the exception.4

Thousands of these such changes, all of which work to geduce de-
mand and to extens supply, will be required to bring inflation under
control. The anctent para%

ers had adjoining properties. One’s flourished; the other’s was barren.
The man with the unproductive farm*went to his neighbor and asked

are 100 secrets. And they must all be applied at once..”

In addition to this unprecedented shift fxom the Keynesian- approach
‘of stimulating demand to curbing it, therd are some other things that
could be done to control inflation. They include changes-in working
conditions to'boost productivity, the lifting\gf protectionist barriefs
to international trade, land reform in some developing areas of the
world, and demilitarization. Although each of these measures,- and
others besides, ‘metit full treatment in their own right, their relation-
ship to controlling inflation can only be sketched but here. -

Phenomenal increases in productivity in al} areas of economic life
* have in the past helped to ﬁold prices down. The rule of thumb is that
a 1 percent increase in economic productivity yields a 1 percent de-
creage in inflation. If we cannot now rely so ¥\eavily on technological
advances for productivity boosts in-the face of environmental con-

IToxt Provided by ERI

ERIC

. . 3’7.‘: .l 5

The conservation ethic should reverberate through every aspect of -

le. of*the Chinese farmers is apt. Two farm-’

him the secret to. his success. He was'told, " There is no secret; there

straints, it.is natural to turn for help to the human component of
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‘ through redesign of the working environment and modifications in
traditional management methods? A recent study finds that “worker °
participation in management and ownership can improve the qualit

38 of work life, raise flagging productivity, and help society cope wit

- today’s inflation  and unemployment.” Japan and some European

countries have taken major -steps towards worker participation in
management .and. have reaped considerable productivity gains. The
United States is just beginning to explore these possibilities. Worker
participation in management and ownership should lead to wage
settlements that dampen the cost-push inflationfary ‘spiral, especially
in the context ot tax proposals now under discussion that would
penalize inflationary income settlements.4¢ Over the long run, the
only societies with sustainable economies are apt to be either fully
participatory or utterly-authoritarian. ™ ‘ -

Ld

One of the most notable shifts in tHe economig, life of industrial coun- . .
tries has been the movement of an ever larger {rgctien of work ‘forces .
into the provision of. services as opposed to the production of goods. - 'y
And the costs of services have been growing faster than those in other
—sectars of the economy. For example, between 1962 and 1972, the CPI
in the United States rose by 38 percent; in this time, the price index
of manufactured goods” rose by only%Z? percent, whereas the price
. index of services rose by 54 percent.4> Since productivity,in the ser-,
vice sector has grown more slowly than in the industrial or agricul-
' tural sectors but-wages have, tendeJ'to stay abreast of levels established
by the industrial uniops, the shift to services that has charactérized
)« postindystrial sotieties has inflationary ramifications. A

b v ]

<

* The size of the service sedtor—over 60 percent of the U.S. labor force.

—reflects excessive dependence on ‘professional services, buttressed
by legal barriers to self-help\that prevent-people from doing for them- . .

! \7 selves many things they once\did. People’s dependence on profession- =~ %
al "experts,” whether medical, ®ducational, legal, or mechanical, creates
the conditions for their 'subsequent exploitation by excessive charges.
The growing do-it-yourself ethic will create counter-inflatiénar
pressures as it gathers steam, Lessening our dependence on "experts”

‘ may well be as important in countering inflation as lé8sening our

. %lependeénce.on foreign oil. . oo
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PRI . are apt ta be either
. : _ fully pamcipatory
or utterly authoritarian.”

- R
v . .
\ N . . . N

’
«

Lsouirce of inflation in both developed and developing econ- " -

omies is widespread protectionism. Tariff barriers and import quotas

on products from other countries serve to raise domestic prices by -

~denying’cheaper goods access.to the market, all inthe name of pre-

serving domestic jobs. Not only does “this contribute to domestic "
. inflation, it also denies developinf countries the opportunity to earn
or development. Since 1976, there .

-the foreign exchange they need .
‘has beeén a significant increase in protectionism in the industrial na-
- -tions; reflecting the atfempts'of erganized interest groups tp preserve
jobs in weak, domestic industties. Clearly some government role in
what ,is ultimately an economy-wide aJ{ustment is appropriate in
order to cushion the impact o st‘rucmraf adjustments on particular
groups. But protectionism is not the answer. It is inefficient and
counterproductive because it blocks a better international division of
labor, leading to higher’ prices in the protected countries and to a
‘net loss of jobs in the world as a whole. Prdtectionism functions
internationally much as industry regulation functions nationally—
o by reducing opportunities for competition, it supports higher prices.
<

Robert McNamara, President of the World Bank, points out that
protectionist measures imposed by the United States between 1975

and 1977 cost consumers an additional $660 million for sugar, $1,250

million- for steel, $400 million to $800 million for meat, $500 million
~ for television sets, and $1,200 million for footwear. He believes that
- “the present unhappy combination of slow growth, unemployment,
and rampant inflation [offers] an o gortunity . .. to restructure the
"production patterns in the developed®and developing countries, and

equitable growth, at: higher levels of employment.’’ A.recent study

.pointed out that over orle billion new jobs Imust be created in the

world by the year 2000 to provide 'ob(*)r Mew workers entering the

labor market and for the unemp(oyed.‘7 Removal of protectionist

barriers to ‘trade between nations is a vital ste'r toward meeting this
i

global need and simultaneously combating global inflation. .

to establish an international environment wl§:h encourages .. . more~

Arpthek especially difficult political step necessary to the alleviation
of_global inflation i3 land reform. As long as a farmer works land

ned'by a landlord who may claim any profits simply by raising the
. incentives for makigg fund'amentarimprovem'ents or for cul-
ti\f’aﬁng more, intensely are nil. The increased food production that

o v | ' - ' ‘ 3()
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= copld support devélopméﬁt‘and' reduc’e*‘infmrmorrahw—rqfwsnhereby"”*f\’
ﬁiving family planninf a chance, does not occur. The.entire system, .
y

discouraging development beyond thé subsistence level, curtails ~
< supplies while indirectly increasing demand by fostering continued
4(Q population gfowth. All.these factors conspire to maintain inflationary
ow Eressurgs. Land reform remains at the top of the agenda for much of
-humanity if the world is ever to_escape from life-threatening infla-
tion.4*’ .- : ; : :

-

By far theuost challenging political barrier to.a noninflationary warld
economy .is the global level of military spending, which equals ap- ’
proximately $500 billion each year, a sum:that exceeds the income -
- of the poorest onehalf of humanity. Furthermore, about one-quarter

of ‘thie global research’and development budget is spent annually on
the advancement of military technology.+ ‘aguch spending has %ong
been .recognized as wasteful and inflationazy. The (rrain on the ener:
gies of youth and ‘on the brain power og-the world may only be ,
- guessed at. The cost of ‘maintaining a state. of perpetual war req{ness
—armed to the teeth, with millions serving in the armed forces—M one -
that societies- may not be able to absorb much langer without eco- -
nomic and social corisequences that,rival in seriousness those of wars . .-
themselves. The relationship between wars and inflation discussed
éarlier supports the argument that there could be no greater contribu-
tion-to the realization of a sustainable, npninflationary world order -
than. the reduction "and elimination of this colossal waste ¢f material

[

« and human resources."

A

+

. Thése strategies for combating inflation'raise a great many questions,

~ and must leave most of . them unanswered. The purpose here has beet’
simply to sketch a general picture with a broad brush, not 40 under- "
take the mare demanding task of designing policies and institutions,
that would bring-about the transition. However, there is one question
pertaining to such ‘a transition that a discussion of inflation ¢cannot =
ignore. Namely, won’t the transition to a noninflationary society itself ¢ <
* be inflationary? In particular, aren’t conservation measures, fécycling, .
environmental protection, renewable energy sources, and so fort
initially more expensive than ¢iirrent practices? The answer is often

. yes. For example, the introduction ‘of measures:necessary to control

. the erosion of soils in the United States would involve half of all

= . U.S. cropland and result in a one-time 5 to 8-percent increase in food

. : : « n LT,
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R " “The most challenging political barrier
‘ o * - to a-noninflationary world economy
T T j is the global leve] of military spending, .
e et — which exceeds the income Lo
"« . ., the poorest one-half of humdnity.” - -,
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. production costs.® But the alternative is unmanageable long-term
, ~ rises in fopd cgsts as the cropland base deteriorates. In. geheral;;if an
alternative to ‘present practice were immediately cheaper, or didn't
injure sdme party with a vested interest in. the status,quo, it would
have already geén'adqpted, LT : © g
. ‘So the pericd of ‘trapsition, will be one of some greater immedi'a}e
costs. Yet at the end of that period the world will be on a new platedu
that will b® insulated from the unfelenting current sources oPinfla» o
tiondry” pressure, The extra costs agpociated with getting there are -
small compared with the:costs that will accumulate ever more rapidly ~
in the decades ahead' if the world persists toward the goal of maxi-
‘mizing growth, , | e : .o -
*  Economists cannot be expected to solve the p?%blem_ of inflation alone. . |
. Peter Jenkins of The Guardian points out that the cry for a-"new )
~ Keynes” represents the desire for “some new single principle which ™
will pdinlessly restore prosperity to the,world. What is more urgent’
and more realistic . . . is to ﬁop‘e for some revival of belief in political
*action; One of Keynes' greatest corftributions 'to his age was Eis proe-
foundly political belief th.at problems could be sotved.”’*! s

. * v

-, Although' insight* into the source and nature of the current global .
. inflation is a prerequisite, ultimately inflation is more a political r(:'liy- .
-7 lem than®it is, an. economic ‘one. But it 'is'also.unfair-to"])ay' the "gla e
" - exclusively, on politiciang: Although political leadership is wital, the

. necessary'spolitical steps fgequire major adjustritents by virtually all vy -
.. segtpents™of hitman. sotiely; Wher these steps .have been taken,. then’
* .+ irwill be appropriate to expéct economists to provide: a-Figcal-monetary "+

© M framework tommensurate with a:smooth noninflatiohary functioning

-+ qf economic l_iftz. RS o ) ;
, \}‘ .’! AN R, o L . . N , R
~¢ 2-In summary’there is Apother way—a suéfainable world society whose
'\ -central valué is fo l’i)r"(%ide equitably fof bisic himan needs in a set- ':
«. . tihg of’ ecological stability: Although “the. abgence of inflation will "% .
Mg surely be one of the ‘characteristics of a sustainable, stgble economy;, =~
-1’*‘5;‘inflation.}itsélf‘is-téo gross a signal to'guide the passage towards such: ¢, % .
- 4 qpate.. Diminishing returns, however, dd p vide a usefu] compass. ' "
. Every instance of diminishing returns should be read” as a guiding
s}gf_i*\';s_l:x\yel! as.a warning one, nudging  humanity tfowards;; a sustain- o -
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able ecological hiche on the planet. Rising prices, unwelcome as they
are to the individuals paying them, may provide vital*course correc-
tions to society as a whole. Diminishing returns. are 3 signal to re-

" consider the activities whose payoffs are leveling off, and perhaps to .

42. modify our goals. Fhey have already inspired worldwide efforts to-
ward family planning, reforestation, curtailment of overfishing, ‘and
conservation of water and energy. These efforts” foreshadow a trans-
formation in the nature of economjc activity, and a new relationship

- between humanity and the biological and physical systems that are
the foundatiops of all economic life, ' ‘

-

: . : ~, 7,
f
i of - s; '
r
.
. -—
\ - 4
[4 ¢ t )
.. - - !
. o
» i
o ‘.
'S ’ a
‘.
- * s
i
© > N ' o
~
.
.
b N .
\ _ Yty -
) it 3
. )
B 0. [ »
¥
u}
~ . L4
.
L3
' )
N “ .
.
. o
. -
'. .
\
’ - - '
.
' . *
- ' ‘.




)

. -1, For an interestin “historical discuésk‘?‘ln oznflalion, see Robert A. Mundall,
"Inflation from an International Viewpoint,”" in' The Phenomenen of World-

" wide Inflation, David 1. Meigelman and Arthur B, Laffer, eds. (Washington,

D.C.: rican EnterErise Institute for Public Policy, 1975); Geoffrey May-
nard a . van Ryckeghem, A World of laflation (New York: Harper and -
Row, . ; Michael :Parkin and George Zis, eds., Inflation in the World )

Economy {Manchester, England: Manchester University Press, 1976).
. 2. Keith M, Economic Aspects og Life in the USSR (Bryssels: NATO,

*1975); "Higher Prices to Keep in Step with the World,” Business Week,
August 6, 1979; Craig R. Whitney, "Inflation, a Capitalist Evil, Surfaces in
the Soviet Union,” New York Times, November 18,.1979; Jonathan Spivak,
"Sharply Rising Prices, Other Economic- Woés Plague Eastern Europe,” Wall

Street Journal, November 29, 1979; v'Bulgaria Hikes Some Prices Sharply;”

Journal of Commerce, November 16, 1979; Inflation Mits Bulgaria,’. Chicago
Tribuyie, November 14, 1979; Jay Mathews, *’China Increases- Prices, Ending
a 30-Year Policy,” Washington Post, November 2, 1979. See also, Franklyn
D. Holzman, ed., Readings on the Soviet Economy (Chicago: Rand McNaﬁy

- & Company, 1962) and Stanislaw Wellisz, The Etonomies of the Soviet Bloc
(New York: M¢Graw-Hill Book Company, 1964y, * - _

L Y » .
3. David Hume, Political Discourses (1752); a useful discussion of this -

process is provided by Daniel R. Vining, Jr. and Thomas C. Elwertowski,
“The Relationship betwten Relative Prices and the General Price Leveél,”” The

I American Economic Review, September ¥976.~ s
4. Joseph J. Minarik, “Who Wins, Who Loses from Inflation?,” Challenge,
January/February 1979: Joseph Minarik, Brookings ‘Bullett, Summey 195‘5.
Minarik examines the effects of 2spercent increase in the inflation rate on real
incomes and shows that if one considers only pretax money income (ignoring
both taxes and capital gaiis and. lossesd, then very poor households get slight-
ly pdorer (by less than one-half of 1 percent), and rich ones get slightly richer
(w)'*o.s to 1 percent). These effects are both of such small magnitudes as to
.:be of no practical consequence. For incomes from about $8,000 to $40,000
(that is, the great:majority of American households), inflation has even smaller
effects on real income. These effects are for only the first year of a sustained
.inflation, After six years, a 2:percent increase in the annual rate of inflation

again it would leave middle-level real incomes gesentially unaffected.
. ~ *

4

+ If a more comprehensive measure of income is used (one that includes fringe
benefits, capital gains or losses, and all taxes), then the effects of a 2 percent
increase in the inffation rate on real income remains less than 2 percent for
household incomes less than $20,000. But above this level, real income losses
typically ate more substantial (5 to 15 percent). .

43

Y

would reduce the pretax income of both the very rich and the very poor, but .
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Supporting information on the redislributi\re1 effects of inflation. afrtong in-
come classes is provided by Census Bureau statistics, which report on the
share of "total pretax income going to the richest 5 percent and the poores}
20 percent of all families and individuals. Data for the decade 1966-76 show

a 3.8 percent shyre to the poor).

44 only minor fluctuations (around the figures of a 17 percént share to the rich
i an . -l
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