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Macroeconomics

Instructor: Mark Tomass

Handout # 4

Causes of inflation
While this set of lecture notes is related to explaining prices and inflation, it also relates to the economic policy part of the course.  You may therefore not comprehend all of its components at this time and may want to return to it after all the materials of this course have been covered. 

1. Cost-push factors comprise the following:

1. Administrative forces, such as labor unions exert autonomous upward pressure on wage rates relative to the cost of living.  Employers respond by price markups to compensate for rising wage costs.

2. Monopolies.

3. Long-term factors relating to productivity in the product and labor markets.

4. Weather-related factors on agricultural products.

5. The cost of energy.


A decrease in aggregate supply (AS) due to higher cost may cause inflation with consideration of lags.  This would be true if we defined inflation as an increase in prices.


A. Characteristics of supply-side inflation:
1. They have a transitory influence on inflation.

2. They have their impact on the level of prices in selected periods.

3. Their influence is either reversed in following periods or ceases to be a cause of period-after-period changes in prices in the same direction.


B.  How do supply-side factors cause inflation:
1. Swings in the prices of specific goods or services sometimes coincide with fluctuations in the general price index (CPI or GDP deflator).  Thus, specific items are frequently cited as the cause of the current inflation.

2. The magnitude and timing of price changes vary from item to item.  The blame for inflation is often transferred, from period-to-period, from one item to another.

C. Conclusion:

Focusing attention on movements in the price of particular items or each wiggle in the general price indexes gives only a description of where and when the general inflationary pressures fall in the economy.  However, the important issue is why prices, on average, continue to rise over an extended period.

2. Demand-pull factors


Inflation may occur due to excess demand, because of an increase in the money supply or in velocity.  In the classic inflation drama, government is a principal actor.  It needs more goods and a larger work force, typically for war.  The economy is already operating close to its normal capacity.  If government is to buy more, private citizens will have to buy less.  Higher taxes are straight-forward ways to achieve this shift, but government cannot or will not levy them, instead, it simply prints the money needed, or at least enough new money so that the rest can be borrowed cheaply.  New government demand accumulates, in addition to diminished private demand.  However, the economy cannot supply both.  In terms of the equation of exchange (MV=PQ), the higher growth of nominal spending (spending measured in current market prices) induces little extra GDP and spills into higher inflation.  The government gets what it wants.  The price rise squeezes out private citizens caught by surprise, especially those dependent on fixed incomes and assets.  Thus, inflation earns its reputation as the cruelest tax.  
It is worth noting here that short-run fluctuations in prices must be distinguished from persistent changes in prices.  Monetary policy cannot prevent the quarter to quarter fluctuations in the price level that naturally result from the dynamics of economic activity.  However, the monetary actions of the government must be given a key position in any program to reduce persistent inflation.


Other sources of demand-pull inflation are many, including persistent deficits that add to the aggregate demand for goods and services but add little to the capacity to produce.


Those who believe that inflation is exclusively demand-pull do not believe that an increase in prices may take place before an increase in the money supply.  Accordingly, they justify observations that document an increase in prices that take place before an increase in the money supply by the following arguments:

1. Such increase in prices has taken place because of a previous increase in the money supply, which had a lagged effect on prices.

2. Expectations of future increase in output at the level of full employment (Yf) leads to expectations of an increase in the money supply to satisfy an increase in transaction demand, thus an increase in prices takes place before an actual increase in the money supply.

3. The measuring technique of change in prices does not include all items of goods.  If prices of some inelastic goods rise, they will absorb a larger proportion of people's purchasing power and they will have less to spend on other goods.  This implies a decrease in demand for those goods and a decrease in prices and thus the overall price level will stay the same.  Therefore by assuming supply inelasticity in the sectors where prices decrease, and demand inelasticity in sectors where prices increase, a cost-push inflation may not occur.

3. Money and inflation


An explanation of the fundamental source of a continued pressure on prices to rise requires a broader, long-run perspective that incorporates monetary developments.


When the money stock grows too rapidly relative to the rate of increase in the production of goods and services, individuals find themselves holding more money than they demand, given existing incomes, prices, and interest rates.  Since output is not increased, the availability of credit will lead people to purchase goods.  Because the Money Supply increases and nothing else happens, expenditures increase.  Simply when too much money is chasing too few goods, there will be a persistent increase in prices.  Therefore although prices can periodically rise or fall sharply due to non-monetary factors, inflation continues only if these non-monetary factors recur in succeeding periods, or if there is a continued excessive expansion of money.  Consequently, analysis of persistent increases in the general level of prices requires consideration of the growth of the money stock.
Conclusions:

Monetary policy cannot prevent the quarter to quarter fluctuations in the price level that naturally result from the dynamics of economic activity.  However, concentrating only on short-term fluctuations in the level of prices can result in falsely blaming non-monetary factors for a persistent rise in prices.
1. Concentration on movements in individual prices or short-term movements in the general price index typically leads to limited monetary actions.  Instead, policy makers are inclined to foster direct controls of prices of specific items.

2. Consideration of why prices continue to increase, pinpoints to the rate of monetary contraction as the prime factors in the fight against inflation.
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