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Deflating the Case for Zero Inflation*

S. Rao Aiyagari
Research Officer
Research Department
Federal Reserve Bank of Minneapolis

Early in the last decade, the annual U.S. inflation rate
plunged from extremely high, double-digit levels to an
apparently more acceptable level, around 5 percent.
That's where it's hovered ever since, to the great relief
of many. Lately, though, some people have begun to see
even 5 percent as quite high. Just last year, in fact, the
U.S. Congress began to consider legislation instructing
the Federal Reserve to lower the inflation rate to zero in
the next five years.1
Would eliminating inflation be a reasonable policy
to adopt? Some say, yes: Moving the inflation rate from
5 percent to zero would likely have some temporary
costs, as the rate of change in the general price level
gradually slowed and the economy adjusted; but in the
long run, the policy's benefits would outweigh its costs.
Others say, no: The move's costs could easily outweigh
its benefits. This conclusion comes primarily from a
consideration of policy options besides zero inflation
that could produce most of its benefits with fewer costs.
I side with the naysayers. My review of the available
relevant economic theory and evidence demonstrates
that the case for a shift to the proposed policy of zero
inflation is, at best, weak.
An Economic Measure of Welfare

Before I explain that in detail, let me explain how
economists measure the costs and benefits of moving to
zero inflation—or any other policy option.
In general, our goal when analyzing a governmental
policy is to try to determine the policy's overall effect on

the welfare of society as a whole. We think of society's
welfare in quite a natural way—as the satisfaction, or
happiness, of its individual members. But how do you
measure the satisfaction of even one person, much less
that of millions? Economists think of individual satisfaction as resulting from time spent in leisure activities and
from the consumption of goods and services. Therefore,
for us, a natural measure of a person's satisfaction is the
income required to support whatever amounts of leisure
and consumption the person is enjoying. What we're
interested in when analyzing a policy change is how it
would change this income measure of satisfaction. We
try to judge that effect for an individual, then magnify
the measure and express the resulting likely change in
total individual satisfaction as a percentage of total
income in the economy. That is, we determine and
measure the total welfare effects of a proposed governmental policy—its likely costs and benefits—and translate them into percentages of the gross national product
(GNP).
Policies that are meant to change inflation are rather
difficult to analyze. A proper analysis of such a policy
would start with a formal theoretical model that simultaneously captures all the ways changes in an economy's
*This is a a revised and expanded version of the author's unpublished paper,
"The Costs of Reaching Zero Inflation," co-authored with David K. Backus.
'The bill was H.J. Res. 409, introduced by Representative Stephen L. Neal
of North Carolina (101st Cong., 1st sess., September 25, 1989). See also U.S.
Congress 1990.
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money supply—and thus its general price level—affect
the welfare of the economy's participants. However,
money and inflation influence the welfare of people in
many complex ways, so economists haven't developed
that type of comprehensive model yet. All we've done
so far is identify a few of its essential features. Changes
in each of these features due to policy-induced changes
in inflation are what we have studied and tried to
measure and translate into a percentage of GNP. These
changes can be thought of as the policy's welfare costs
and benefits.
A Critical Cost/Benefit Analysis

Studies of the welfare effects of the proposed zero
inflation policy suggest that, from a narrow perspective,
its benefits would outweigh its costs. But a broader
view, one that takes other policy options into account,
concludes just the opposite.
The Benefits of Zero

Inflation?...

The benefits of a zero inflation policy have been
identified as coming from three separate sources (the
features of the hypothetical money model mentioned
above): a reduction in the costs of making transactions,
a reduction in the capital income tax, and a reduction in
uncertainty. Studies have estimated the sizes of most of
these benefits, and supporters of zero inflation seem to
consider their total fairly large. I disagree. When the
analysis expands to include alternative policy options,
the first two of the three estimated benefits clearly are
too high. The third seems to be mistakenly classified as
a benefit; that classification is not supported by economic theory and evidence. After my analysis, therefore, the total benefits of a zero inflation policy shrink to
practically nothing—and may, in fact, be negative.
• Reducing

Transaction

Costs

An often-mentioned benefit of eliminating inflation is a
reduction in the efforts people would make to decrease
the amount of cash they hold available for spending.
I think this transaction cost benefit would actually be
very small.
The idea here is that inflation encourages the waste
of resources each time people convert interest-earning
assets into money, so eliminating inflation would save
those resources for productive uses. Resources are
wasted with inflation because it raises market interest
rates, and people naturally want to earn as much
interest as they can. They can't earn much with some
forms of money used in transactions: currency and
demand deposits.2 So, with inflation raising market
interest rates, people try to decrease their balances of
6

currency and demand deposits and increase their assets
that earn market rates of interest. When people want to
spend, this involves some costly juggling—frequent
trips to the bank or the cash machine, for example, to
get cash or move funds between accounts. (These costs
are also known as shoe-leather costs.) Lowering inflation to zero is expected to reduce these costs by
lowering market interest rates and so people's incentive
to juggle funds between accounts.
Studies have come up with several quantitative
estimates of the welfare benefit from reducing transaction costs. These estimates vary in size across studies
and across the definitions of money used to calculate
the benefit. One study (Fischer 1981a) says that a ten
percentage point reduction in inflation would produce a
transaction cost benefit of about 0.30 percent of GNP if
the monetary base (currency plus financial institution
reserves) is used in the calculation. For the same
inflation reduction, but using the Fed's slightly broader
definition of money, Ml (currency plus checkable
deposits plus travelers checks), another study (Lucas
1981) puts the transaction cost benefit higher, at about
0.45 percent of GNP. Yet another study (Cooley and
Hansen 1989) gets lower estimates for this inflation
reduction: 0.08 percent of GNP for the base and 0.30
percent of GNP for Ml.
Based on these studies, eliminating inflation as the
proposed policy suggests could reasonably be expected
to produce at least a small transaction cost benefit.
Inflation has been roughly 5 percent lately, so lowering
inflation to zero would mean reducing it about five
percentage points, half the amount the studies assumed.
If we halve the studies' lowest and highest estimated
benefits, we get a reasonable range for the proposed
policy's transaction cost benefit: from 0.04 percent to
0.22 percent of GNP.3
However, this benefit would likely be even smaller
than the lower end of that range. For these numbers do
not take into account several significant factors.
2 In the United States today, most of the demand deposits that earn no
interest are held by large businesses. These businesses are not allowed to hold
interest-bearing checking accounts.
3One more-recent study (Imrohoroglu 1989) argues that the estimates of
the older studies (Fischer 1981a and Lucas 1981) may be too low. This study
uses a model in which money smooths consumption when income fluctuates
randomly and those fluctuations cannot be insured against. The model
estimates the welfare benefit of a ten percentage point inflation reduction as
about 1 percent of GNP.
However, in this model, money is the only asset available to smooth
consumption. If the model included other assets, its estimate of the welfare
benefit would be much smaller. In the United States, after all, currency is only
about 4.5 percent of total liquid assets (according to December 1987 data).

