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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 I 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 
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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 I 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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easy questions. There is a bulky literature on how to 
measure what we customarily refer to as the "cost of 
living." Our time is too brief, though, for me to at-
tempt an explanation of what the difficulties are, or 
of why even the Consumer Price Index, our official 
cost-of-living index, although faithfully calculated 
each month by our government, is not an entirely 
satisfactory measure. Fortunately, we can get on 
nicely enough without bothering about what the 
ideal measure of the price level is. 

Deliberate inflation does not redistribute wealth 
If political oratory is any guide, it has long been be-
lieved by many that inflation redistributes wealth 
from creditors to debtors—or what has often been 
presumed to be the same thing, from the rich to the 
poor, maybe even from the idle rich to the working 
poor. And it has long been believed that deflation 
redistributes wealth from debtors to creditors—or as 
some would insist, from the poor to the rich. How 
else explain the existence of Populism, supposedly 
the political movement of the debtor class, one of 
the basic tenets of which is that deflation is the in-
vention of the "monied East," a curse, something to 
be avoided like the plague? How else explain the 
Populist belief that monetary policy has never or 
hardly ever been expansionary enough? 

It really is too simple, though, identifying 
creditors as the rich and debtors as the poor, and 
more to the point, saying that price level changes re-
distribute wealth. In a sense, they do. But only in an 
irrelevant sense. A change in the price level that 
was not expected, that has come as a surprise, does 
indeed redistribute wealth. But a change that was 
expected, that was correctly anticipated, does not 
redistribute wealth. For any expected change, of 
whatever magnitude, will be reflected in the agree-
ments reached by borrowers and lenders. Nominal 
interest rates, the rates quoted in their loan con-
tracts, will presumably be set so that in real terms 
borrowers' payments are what they would be with a 
constant price level. 

Suppose that with an expected constant price 
level a nominal interest rate of, say, 5 percent is 
judged reasonable by a particular borrower and a 
particular lender. Then with an expected inflation 
rate of 5 percent, a nominal interest rate of 10 per-
cent must also seem reasonable. For with a 10 
percent rate and an inflation rate of 5 percent, the 

borrower's payments are in real terms exactly what 
they are with a nominal rate of 5 percent and a 
constant price level. And what matter to borrower 
and lender are the real values of those payments— 
not the dollar amounts, but the goods and services 
those payments will buy. 

What if our hypothetical borrower and lender 
have different expectations about inflation? I can 
almost hear you asking. Then they may not reach an 
agreement. Or if they do, it will favor one or the 
other. The point surely is, though, that there is no 
reason whatever to believe that borrowers and 
lenders, as groups, continually differ in their ex-
pectations, and always in the same way, or therefore 
to believe that with inflation (or deflation) there is a 
systematic redistribution of wealth. 

And I can almost hear you saying that nothing 
ever happens as expected, that it is silly to distin-
guish, as I have, between expected and unexpected 
inflation. Or between expected and unexpected de-
flation. Nor can I with any conviction at all dispute 
the charge that economic forecasts, even those of 
the supposed experts, are distressingly inaccurate. 

In the present context, however, it is of no signif-
icance that the economic future is uncertain, that the 
price level has a large random or unpredictable com-
ponent. Ultimately, what interests us is whether 
policy-induced inflation or deflation, inflation or de-
flation deliberately sought by the government, is 
good or bad. What interests us is what the govern-
ment should do, what its price level objective should 
be. And my point is that the desired change of the 
price level, whatever it may be, does not matter, at 
least for the distribution of wealth over debtors and 
creditors. The government may seek an inflation 
rate of, say, 10 percent, or a deflation rate of 5 per-
cent. It may seek price stability. But whatever its 
objective, borrowers and lenders will quickly catch 
on, and just as quickly private credit contracts will 
come to reflect the common expectation. 

It was Lincoln, I believe, who said that the gov-
ernment cannot fool all of the people all of the time. 
(And too bad it is that certain recent presidents were 
not more careful students.) I would make a stronger 
claim, and with some justification supplied by histo-
ry: government cannot even fool a few, except per-
haps fleetingly. That is why, as I believe, deliber-
ately induced inflation does not favor debtors, nor 
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