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the Benefits of Reducing Inflation
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Over the last several years, the U.S. inflation rate has
dropped below 4 percent per year—to levels common in
the mid-1960s. This is widely regarded as a good thing.
But would further reductions in the inflation rate make a
good thing even better? Economists can offer answers to
this policy question by analyzing economic models that
quantify the welfare benefits of a lower inflation rate.1
Still, a model's results are critically affected by the assumptions made in constructing it. One type of assumption, which I will focus on here, is how the government
replaces the revenue lost when the inflation rate is reduced. Economists view inflation as a tax on activities that
use money.2 When this source of revenue is reduced, a
government that wants to maintain its current level of
spending must replace the lost revenue from inflation by
raising other taxes or creating new ones. The size of the
welfare benefits from reducing the current inflation rate
will, therefore, depend critically on the model's assumptions about how the government replaces this revenue.
One of the best-known prescriptions for monetary policy, for instance, seems to suggest that the welfare benefits
from reducing inflation would be quite large. The Friedman rule, proposed by Milton Friedman in 1969, calls for
a monetary policy that maintains a zero nominal interest
rate. In a setting with no uncertainty, that policy involves
a negative inflation rate, or deflation. Wouter Den Haan
(1990) and Robert Lucas (1993) have quantified the benefits of reducing a moderate inflation rate of about 4 or 5

percent to the rate prescribed by the Friedman rule. They
find that the benefits of such a reduction could be substantial, ranging from $60 billion to over $200 billion. To
get some perspective on the size of those numbers, note
that the U.S. economy produces about $6 trillion worth of
goods and services each year. Since 1 percent of this gross
domestic product (GDP) is around $60 billion, Den Haan
and Lucas' results suggest that the welfare benefits from
adopting the Friedman rule would range from 1 percent to
3 percent of GDP.
To get these results, however, Den Haan and Lucas
follow Friedman and assume that the government can replace the revenue lost by adopting the Friedman rule with
a lump-sum tax, that is, a tax independent of an individual's income, wealth, or consumption patterns. Such an assumption may well be unrealistic.
Great Britain's recent experience with the community
charge—popularly referred to as the poll tax—illustrates

1
Welfare measures a household's satisfaction level. A household's satisfaction increases with the amount of goods and services it consumes and the time it spends in
leisure pursuits. To compare the effects of two different tax policies, economists attempt to ascertain how welfare changes under them. A dollar figure can be assigned
to these welfare comparisons by determining how much income would be needed to
provide the household with the same level of welfare under the two policies. For another description of this common way to evaluate policy options, see the work of Rao
Aiyagari (1990, pp. 2-3).
2
For a good description of why this is so—and good background reading for my
article—see Aiyagari 1990.
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the potential problems associated with lump-sum taxation.
In 1989, Britain began assessing a poll tax in Scotland. In
1990, the tax was extended to England and Wales. Public
reaction to this tax was overwhelmingly negative; the tax
provoked street protests throughout Britain and riots in
London. At least partly as a result, in November 1990, the
Conservative party revolted and put the prime minister,
Margaret Thatcher, out of office. The new prime minister,
John Major, revoked major provisions of the poll tax in
his first budget.
Although this is just one experience, a lump-sum tax
seems unlikely to be any better received in the United
States. But ruling out lump-sum taxes can have a fundamental impact on the desirability of reducing the inflation
rate. Most other types of taxes distort households' incentives to save and to supply labor. Consequently, when
evaluating the benefits from reducing inflation, researchers
must also consider the costs that increasing other taxes,
such as the income tax, have on households' incentives.
Edmund Phelps (1973) argues that when a benevolent
government has only distortionary taxes at its disposal, it
will generally choose to raise some revenue from inflation. However, Phelps' analysis is silent on the question
of how much inflation is desirable.
Here I investigate whether Phelps' argument is quantitatively important. To do so, I first describe a simple
model economy and calibrate it to match some of the
main features of the modern U.S. economy. I then use this
model to quantify the benefits from reducing inflation under the assumption that the revenue lost from that reduction is replaced with a higher tax on labor income. Two
specific findings emerge. I find that the optimal rate of inflation is higher than the rate prescribed by the Friedman
rule, but still negative. I also find that the welfare gains
from reducing inflation are smaller than $17 billion, while
small mistakes in setting monetary policy could produce
welfare losses larger than $37 billion. Thus, my model
suggests that small benefits—in the range of from onethird to one-half of 1 percent of GDP—are all that could
be expected from further reductions in the U.S. inflation
rate.3

The Model
To quantify the effects described by Phelps (1973), I must
model how inflation and the income tax affect households'
incentives to save and to supply labor. I do that by making
assumptions about households' preferences for goods and
leisure, describing how goods are produced, and explaining how wages and interest rates are determined.
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Firms, Households,

and the

Government

To keep things simple, I will consider an economy with
no capital, where competitive firms choose labor input to
maximize profits. The production technology is assumed
to be linear in labor input:
(1)

y = eh.

I will find it convenient to express variables in per capita
terms. So, in this expression, e is the fraction of the population that works, h is the average number of hours
worked per worker in a period, and y is per capita output.
All households have identical preferences, which are defined over consumption and leisure:
(2)

U = u{d) -

v(J-V).

Here cl denotes consumption by the ith household, /' is
the household's leisure, and T is the total endowment of
time. Household utility U is assumed to be strictly increasing in consumption and leisure, with diminishing marginal
returns. Throughout this article, household utility is the
criterion used to make welfare comparisons of alternative
government policies.
The way leisure enters the utility function will greatly
influence what the model says about the welfare gains
from reducing inflation. For instance, if labor supply is totally inelastic to changes in the after-tax wage rate, then
following the Friedman rule and raising all government
revenue from a tax on labor income is an optimal government policy. More generally, if labor supply is highly inelastic, then a welfare-maximizing tax policy will call for
a high tax on labor income and a low inflation rate.
Empirical evidence on labor supply elasticities is mixed.
Evidence from international empirical studies using microeconomic data suggests that hours worked by men in their
prime working years show little response to changes in
after-tax wage rates. [For a survey of this literature, see
the work of John Pencavel (1986).] In addition, the preponderance of evidence indicates an inelastic labor supply
for married women. [See the work of Thomas Mroz
(1987).] But these studies abstract from the workers' decision on whether or not to participate in the labor market,
3
Recently, Robert Lucas (1994) has extended his 1993 analysis to consider cases
where the revenue lost from reduced inflation is replaced with a tax on labor income.
He argues that the gains from adopting the Friedman rule remain large in that scenario.
The difference between Lucas' conclusions and mine is likely due to differences in the
way we model the labor supply decision.

