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Inflation: An Extreme View"

John H. Kareken

Economic Adviser
Federal Reserve Bank of Minneapolis
Professor of Economics, University of Minnesota

The fundamental issue of public policy can be simply
put. There are two questions: Is inflation good or
bad? And if bad, is some nevertheless justified by
what is gotten in exchange?

But so that no one listens on to eventual disap-
pointment, I must say here that I cannot give any-
thing like a definitive answer to the first of the two
questions, whether inflation is good or bad. For one
thing, there is nothing like time enough. The litera-
ture on inflation is voluminous. Even if we had two
weeks, though, instead of fifty minutes, I should be
in trouble. For some of the arguments about the con-
sequences of inflation, lacking so in detail, pretty
much defy appraisal.

You have heard it said, I am sure, that inflation
inevitably ends in collapse—that excessive unem-
ployment, maybe even social ruin, is the unavoid-
able consequence. And that may very well be. Some
very eminent economists have made the claim. But
why is collapse inevitable? So far as I am aware, the
explanation has never been set out in much if any
detail, and until it has we must remain, if not
skeptical, then agnostic.

In dealing with that first question, all I am going
to do, then, is consider whether a changing price
level redistributes wealth and, more particularly,
whether inflation makes creditors poorer and
debtors richer. That is, or anyway was, widely be-
lieved. But 1 am doubtful. Inflation, if deliberate,
does not help debtors. Nor does it, if deliberate, hurt
them. But keep in mind that qualifying phrase ‘‘if
deliberate.”” What I might have said is that infla-
tion, to the extent it is the result of government

*A speech given in summer 1977 at the Graduate School of
Banking, University of Wisconsin, Madison, Wisconsin.

policy, is largely if not entirely without distributional
effect. And similarly for deflation.

Quite a few economists, maybe even a majority,
still believe that inflation, even if bad, is neverthe-
less justified by what is gotten in exchange: namely,
fewer unemployed individuals than there otherwise
would be. But that too, it seems to me, is doubtful. I
think it quite unlikely that less unemployment can,
so to speak, be bought by more government-created
inflation, or that there is a trade-off between unem-
ployment and inflation that can be exploited by
government.

“‘Inflation’’ Defined
There may be no need, but let me pause briefly here
to explain the meaning of the word ‘‘inflation,”
which already 1 have used many times. There is
some average of the prices of all relevant goods and
services, what is often referred to as the ‘‘price
level.”” If that average is increasing through time,
then there is ‘‘inflation,”” and more or less de-
pending on how much the average is increasing
per unit of time. If the average is decreasing, then
there is ‘‘deflation.’”” And if it is not changing, or is
constant over time, then there is ‘‘price stability.’’

So the words ‘‘inflation’’ and ‘‘deflation’’ and
the phrase ‘‘price stability’’ are all descriptive of the
behavior of an average of prices, not of any particu-
lar prices. Thus, price stability can obtain when all
prices are changing, as they will or should be when
demands and/or supplies are changing. Inflation
can obtain when some prices are decreasing and de-
flation when some prices are increasing.

I said that there is some average of relevant
prices. But what kind of average? And which are the
relevant prices? Surprisingly perhaps, those are not
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