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ABSTRACT 

ThlS thesis reviews the 81)c1.1 costs and conseq~ences 
of milà inflation. Tht' conseq'Jences studied are: the affect of 
lnfla tion on tr,e di r,tri buti ~n of income Ilr.d wealth, on rasouree 
.. llocation, on current ann future output, on the level of 
economic activity and lastl:y, the instability of milrl inf'lation. 
l first develop the theory underlyint:. the impaot of inflation on 
aacr, variable, ane' theu revie" the literature and previous ampiricil 
reJ JI\rch. Tt.en 1 Ipply 3lIr.ilar tests ta Can.dian data for the 
period 1947 to 1970. Flnally l attempt to evaluate the overall 
impact of inflation in Canada during this periode My conclusion 
ls ('t'hat the conse~uences .... ere minor but measurable, the most :.1.rm­
fuI 8aing the affect on the distribution of inc1me and wea1th. 

Cette th~8e nasse en revue les co~ts soeia~ et les 
, , . L' " oonsequences de l inflation rampante. es consequences considerees 

s:mt, l'effet de l'infla'tion sur la distribution du revenu .t de 
la richesse, sur l'allocation des ressouro.s, sur le produit aotuel , , 
et futur, sur le niveau de l'Activite eoonamique, .t enfin, l' 
instabilit' de l'brlaUon rampante. Je developpe, d'abord, l'aspeot 
théorique de l'impact de l'inflation sur chacune d.s variables et 
pUlS, puse en revue la 11 ttérature et les travaux, empiriques. 
Insuite, j'applique des tests similair~ aux douu •• s oanadiennes 
durant la periode 1947 - 1970. Finallement, je peute d'évaluer l' 
~·tfet global de l'inflation sur 1. Canada durant cette p':riode. , " , Ma conclusion Ast que les consequenoes ont et. min.ures mais 
mesurables; l"ffet le plus important t'tant l'impact d. l'inflation" 
sur la distribution du r.venu et d. la rioh ••••• 
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PREFACE 

!ach chapter of my tl'1esis conta1ns a section entit1ed "New 

Canadian ~idence". In this section 1. have attempted to a?ply previous 

empirical tests of the consequenoes of mi1d inflation to Canadian ~ata 

for the period 1947 - 1970. l consider these sections to be contributions 

-' 

to original know1adge. ln my opinion the i'indings on the reèistribution 

of' income anè wealth in Canadian inflation. and 'on the effect of 

inflation on tho level of economic activity in Canada are of speoial 

importance. 

Previous empirical work on the efi'ects of mild inflation can he 

dlvided into two categories: thosa cover.int .11 ~h8 consequences, and 

those S tudyin~~ one br tNO specifie affects. The most important overall 
o 

s,tudies are those by Conard. SCitovsky, Bronfenbrenner and Holzma~. and 

~.Cl.. On the redistribution of income and wealth in inrIation the BaU.y. 

/Alohian a.nd Kessel. and Bach and Ando studies are important. Mue1hr d.ala 

speoifically with the inatability of inflation. On the mis.Hocation of 

resouroea relevant articles are thosa by WOlolin. Shaalan, and &11ey. 
u 

œ.h stud1es the effeots of short ru~nflation on consumption and 

inv.stD1ent. The important, "WOrk on the effect of i"hfla t 1 on on output 

is by Bbat!a. 
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l wisH to th .. nk espeo ially my huiband Ron for his 

assistanoe in colleeting the material, (j>reraring the computer 

prol!;ram and editinL the written draftS'. Mention must .. lso be ma.de 
1 

of the students enrolled in m:y C .. na.dian Economies Problems and 
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U1'RCOlJCTION 

This ttesis revlews the social oostB .n~ consequences of mild 

Innation on the eoonoI:1.:". "ltilè inflation" i5 taken ta mean open infla-

tian of less th.n ten percent per year. Hyperinflntion and suppressed 
f\.. 

inflation are not considered. 

AlI economists agree that the effects of hyperinfl.tion are 

savere and disruptive ~o the econœny. However the problem of gradually 

rising priees is harder to analy,e and appraise. Mild inflation does oause 

problemsj some of whieh may bt serious. The question ~~. Mhether these 
l 

proble~ are more severe than the eonsequencps of .• ttempts to maintain 

priee stability. 

Certain undesirable oonsequences are wide~y believed to result from 

mild inflation. Inflation i8 believed to arbitrarily and regressively 

redistribute income and wealth among factor groups and 'Individuala with-

in thes8 groups. Innation may encourage speculative aotivity oausing 

inflation to ~ecRm€ self-perpetuating. Infla~ion may cause misallooa­

~n of resoure., by distorting the priee system and affeeting th. 

proritability of variou. inveatmenta. Current rates or output may de-

oline if inflation aauses ralling rates or real consumption and lovelt-

ment. social atrir •• eoonomio inerfieienoie, or woraena our terms ot trade. 

Ioonomio growth _y be hindered if inflation weakens the deaire to taft 

or reduoe the produativity of f1xed lnve.taent. Thi. theais attempta 

to evaluat. the ..... lldity of euh of the ... tat.ent •• 

l 



2 

Baoh ohapter i8 organi,ed into four main seotions. The firet 

develaps the theory behlnd eaoh consequenoe of mild inflation. The ... 
seoond revie~ the 1it.rature and empirieal work on eaoh topie. Th. 

third introduces new evidenoe for the perlod 1947 - 1970 on the effect 

of eaoh consequenoe on the Canadian economy. The fourth 8ummari'8s 
! 

the previous thr.e and concludes with a judgement on the general impaot 

of eaoh oonsequenoe on Canada in th. poet war periode 
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Chapter l 

INFLlTION .um THE REDISTRIBUTION OF INCOIŒ 
" ., 

The ory 

1 

1noome distribution ls determ1~ed by the quality and quant1ty 

of the faetorl!l of production held by difrerent eoonomio uni ta,_ Th. 
~, 

1noom. of the ~aotor owner la determined by the quantitiea of the various 

raetors he owns multiplied by the priee .aeh faotor commands. Intlation , 

through its .rrects on relative raçtor priees affeots i~e distribution 

in the eoonomy. It oan aller the relative priees of broad faotor groups 

or alter relative priees within a partioular,faotor group. 

Inoome redistribution coeurs ~he money 1noa.e or-o~ eoonaD~ , 
group risea more slowly (or- f,l,la) r.l. ti ve to the ria. in the per 0 capita 

National Inoome or the eoonomy while that of another group rises more 

qulokly. Th. real inoaae or the slo.er group ralls while th~t of the h.ster 
~ 

group rises and aO a redistribution of real purchasing po .. r ooours fro. , 
the slow.r ta the fast.r eoonaal0 group. 

Ott. groupie relative abare or re.l lational Income deor ... es 
1 

"l;)eCfaUS. the prioes paid to~ faotors lag behind thos. of th. reat ot~ 
~ , ~. 

/' . 
" -

'a"001ety 1IIhl1e th. relative shar. of the other ris •• , beoau.e it. 1'aotor 

pria •• lead others. rh. probl_ then 18 one ot 1 •• d8 and l-.ga. In 

UDantiaipate4 inflation people do not for.s .. pria. ri ••• and th.r.tor. 

1 



" 

• . .... 

. "I.~ 
~Yl~ .. " 

" 1,.; 

Q 

• ' .. 
• 

• 
.. ke no ~ju8tment. in their eaonania behaviour to protect theme~ •• 

R.distribution coours aooording to th. fl.xibility of faotor priaea. rlx.d 

inoome groupe lose to more flexible income groupl. If inflation il 

antioipated inoame redistribution ocour~ d.p.nding on on.'s ability to 

fores •• inflation and seoondly, on.'s ability ta adjust his .oonomio 

behaviour. Ir inflatior.r~expeot.d but the expeotatione are inaoourat. 

(hlgher or lo .. r) redistribution will still ooour. If the expeotations are 

acourat. but gr$~8 ditter in their ability to adjust their benaviour 

redistribution will still ocour. Only if aIl expectations Ar. correct and 

aIl individuala !Ully qompenaat. for the expect.d inflation will no 

inoome redistribution oocur. 

. So in studying the etteot of inflation on inoaae distribution th. 

important oonsid.rations ar., .xpe<)tations ~ nexlbllity ot factor 

ln analyalng the, data on ineome distribution two probleaa aria •• 

One problem la that relative factor priee ohanges _y be the reault of 

ohangea in taotor demand or 8upply rather than due to intlation. In . 
analYlihg th. data the probl .. ot se~rating the effecta .. y prove iapoalible. 

The second problem ia that ohang.s in inco.e disttUilution ooour not only , 

becaua. factor prio •• ahange, but alao becau •• relative taotor quantiti •• 

intlation on inoa.. distribution quaDtity obaac" caB.obaoure th. relat1aa-

ahlp • 

o 

./ 



Most eoonomists have divided the1r studies of the etteots o~ 

inflation on inoame distribution into two ola$sesl 

1. inoome distribution by relative factor sharas of National 

Ineome. 

2. inoome distribution by incame-si,e oiasi. 

" J'telative Faotor Shares of National Inoane 

Tha best known hypothesia about the attect of inflation on 
/ 

ralative faotor shares ia that of the wage lag hypothesis. Wages are 

6 

supposed ta lag profits in intlationary periode, thus redlstrlbuting 1noome 

tram labor.ra to entrepreneurs. Other theoriee are that intere.t and renta 

lag in inflation. 

Several eoonamista nav~ atudied the efrect of inflation on inoome 

distribution by analy&ing varioua historieal inflations. The.e eoonam1at. 

believed that wages did lag profits in int1atio~nd ottered various explana­

tians tor this. Hamilton studied inflatio ,(; lIeJern Burope, durt~ the 
l r / ~ 

colonialization ot the Bew World. ~teh. ~lyzed~t~tlon itt the 
'~f 

Borth during the Civil War in the Unit States. --80th believed wage ... re 

more sluggish than other taotor priee. due to labor'i wea~'~~in1n, 
power and the iIlportanoe ot ouatom in detenalning _g.8 durlng th1e periocl. 

Later Breseiani-Turron1 Itud18ld the a.r.n inflation of 192& and alao round 

1 
I.J. 

2w.c. 

._,~~-"'" 

Bun tcm, "Profit Infl.tion aDd the Indultria1 'Bllvo1utiOll, 1161-1800·, 
Quart.rlz JourDaI of .oncaiol, Vol. 66 (F.bruary 194:2) pp. 2&e~71 • 

.. " il 
. \ " 

Ifttohe11, ~d Prie .. Ân.d ., .. un". the OrMnbaok 8tanc1ar4 
(Berkl~ 1908). :t 

""~"j 

" ;/ . '. 
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His explanation .. s th.t employe •• are oreditors of employer. 

beoauae of the lag betw.en the e.rning and the payment of inoome. The longer 1 \. this payment period the greater t~e ion in real purchasing powwr of the 

earned incame by inflation. Irving Fisher hypothesized that employer-

.. ploy.e oontraots •• re the bas i8 of the _ge lag.4 At the time a oontra~,t 

was signed the real wage equaled the marginal produot of labor. Ho.ever 
, 

during the life of a oontraot inflation wouldoreduce the real.age below 

the marginal produot. 

The wage lag hypotheds has boen discredited sinee AlcMan and leu.l 

5 
chalienged the oonolusions derived tram the historieal studie.. They 

found that either faulty methodology or demand-supply ohanges was capable 

of explaining the observed .age lags. Hamilton's atudy of 18th oentury 

Spanish inflation erra beoause the large increaae in labor supply, not tœ 

inflation rate, waa reaponslble for the fall in real .ages. Stmilarly a 

dirr.rent ohoiee of end years eliminat.s the .age lag in Spain in 1520 - 1600. 

Alohian and leuel suggest a ne. test of the wage lag hypotheais 1 firms 

with large annual _ge bills should gai~-to those with small 
, 

&nOuaI wage bills. If inflation oauses wag.s to lag behind other faotor 

priees, firma that are labor-iutensive ahould experienoe a r.latively 

lOWlr inorease ln total oosta than firme that are not labor-intenaiv •• 

'" SC. Breaoian1-Turl'onl, The BoonOll1ioa ot Intlation (Londat!! 1937) • 
• 

4 1• Fisher. Th. Purohf.siDl Power ot IIonel - lev. Jad. (1 •• York 1826). 

5A• Alohlan aDd I.A ....... 1. "!'he JIIIan1ng and Validlty ot th. IntIat1an-
Induoecl lA, ot ... , •• Bè1nd l'rioe,·. "rioan looncal0 bri •• , 
Vol •• (liaroh l~O), pp. 43-66. 

,. '.: 

, 
t 
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Therefore the profits of labor-intensive firms should inorease relative 

ta those of nonlabor-intensive firms. The relative si&e of the gain ia 

a function of the ... ge bill of the firm to the equity' of the rlrm - wl'k. 
Alchian and Kessel attempt to oorrelate 11'/1 ta stook priees of firms ta teat 

'the hypothesis that the larger 11'/8 th. higher th~ ri se in stook prioes of 
\ 

a fi~ during inflation. They round no oorrelation and therefore rejeoted 

'" 
the wage lag hypothesia. 

Bach and Anda atteœpt to test,the wage lag theory by plotting shar.a 

6 
of Personal Income over the period 1939 - 1952 in the United States • 

(See Table 1.1.) 
h 

... 
They divide the total period into smaller ones based 

on bursts of inflation and then oaaput. the ohang. in the abar. of 
.; 

Personal IneOll1e for different economic groupe (for example tAbor t s shar. 

~ ~8e froll 64% to 1tJ1, or 6~ of total lncOille bet .. en 1939 and 1952 .. ) 
\\ 

Y find no evidence of a _ge lag. Several critioisu of their method 

can he made. The first is a~in the problem of changes in real foroes; 

-increases in the labor force may have caus.d total labor iocome to riS8 

even though faotor priees mhy have fallen. This could overahadow the _ge lag. 

6 ~ 

G.L. Baoh and A. Ando, "The Redistributional Bffeots of InflationW
, 

ReYi •• of lConaaios and Statistic8, Vol. 39 (February 1957) 
, pp. 1-13. 

1 .• 

" 

.' < 

fT...-
:-.. ',k 

,7 ~;.J ... ~"'~ ~ 
.~. -

t' , $ ! , 

," 

.' 
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TQble 1.1 

" 

CiIANG! IN ShAIŒ OF UNIT8B $TA'Î'IS PERSOJlAL INCOJŒ 

.. ", ... ': 

Total Labor 

',FŒ MAJOR BCONOJUC GROOPS J.939-1954 

(Pefoent ot Tot_l) 

,-

1939-54 1939-4g 
J, 

L , 

Income 6 0 

Unincorporate BusinesseSI .. 1 , 4 
1. 0 2 

1946-49 

3 

- 4 
- 2 

1949-52 

~ 3 

- 1 
0 nontarm 

2. farm - 1 2 (.\- 1 

Re nt Il 1 Inoome 0 0 0 

Interest Inoome 

Dividende 

Traaster Pa yme nts 

Corporation ~oflt8 after taxe. 

Corporation Profita bafora taxes 

-4-

- 2 

1 

o 

.. 1 

-4 1 - 1 

- 2 0 0 

'2 0 - 1 

o. o o 

1 - 1 - 1 

4 - 1 o 

.~" '" 

8 

1952-54 

- 1 

- 2 
- 1 
- 1 

0 

l 

0 

1,0 

o 

o 

- 1 

The seoond 18 that Baoh and Ando' cOapute on11 the abeolute ohan~a 1n 
\ . , 

re1ativ. shar •• not the re1ativ. ohange. Where ODe ~oup' (labor inocae), 
" , 

18 far luger than tha r •• t a ohani. in 1tlf. ehar,. -1 be larg~ bu.t th. '_1> 

Il 

' .. 

" 
'1 

.' , 

." 
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peraen,tage change tma11. Thirdly, periods ditrer in numbers of yeara 

and sO oannot he oampar.d •. Annual changes should have been oomputed. 
, 

Baoh and Ando stress the point that although there .ere no large ohanges 

in total sh-,res, ohanges within groups have be,~n large depending on the 

fle~ibility of faotor prioes and'~peotations. Fi~ed incomevgroups Buoh 
. ,\"'~ _. t' ... ".. .....,. 

Ils pensioner-s and hachers have been hurt by inflation." Bach and Ando als 0 

J 

poi~t out that oorporate profits are overstated in inflation. Corporate 
o 

profits are oomputed exolusive of depreciation changes. In inflation 

depreolation ls understated (and profita overstated) because goods are 

valued at original not replaoement (or higher) costa. This oould affect 

the wage lag hypothesis. 

Bhatia tests the wa~e lag hypothesis to determine whether 

Q '7 periods of inflation coincide with periods of rising P\OfitS. a. 

assumes profits rise if the annual peroentage change in~he priae level 

~oeed8 the annual pero.ntage change in money .ages minus the anoual per-

aentage ohange in produotivity. This hypoth~81s ia tested for fiv. 

oountriH. one of which is Canada and the result.s are su.ari&ed in 

Table 1.2. 

7a•J • Bhatla. "Inflation, Deflation and Economie Dev.lopm.nt", 
International Monetary' Fund S.ta'tr Pap.,rs. Vol. 8 
(Iov_ber 1960) pp. loi-lU. L 

... 
o 

v 

l,à' 

"ô 

e 
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Table 1.2 

RELATIONS BE'l'WIEN PERCENT CHANGES IN PROFlTS AND PEROENT CHANG!:S IN PRICI8 

~OR THE UNITED STATES, GKRMANY, SWEDEN, AND CANÀDA 1~39-1936 

1 

Prices ~ Rising Falling 1'\.. Total .. 

-
M, 

, -"-
Rising " 1 0

3 10 -_/ 
Falling 4 9 l~ 

..- " 

~ . 0 

" 
, 

Total 11 ~2 

I~* 
23 

- ~-

f 2 
X • 2.94 

Souro.. Ibid, p~ 106. 

~t~ 1 

~~ fina~~(sing priees .ere asaooiated more often with rising profita 

than fal1ing profits. This oould he evidenoe of a .. ,e lag. In 
, 

Table 1.3 he finds that th. 1910-1920 inflationary period in Canad~ 

ooinoided with ris1ng profits while th. 1920-1930 inflation .as 

~ocompanied by fa11ing profits. 

o 

fa 
'. 

" 
- -~.~ ;:~ 
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1890-1900 

1900-1910 
If .. 

1910-1920 

1920-1930 

1933-1939 

.Table 1.3 

ANNUAL PKRCDTAGB CHANGIS IN PRIC~. MONET WAG~ 
\:l 

'ÂND PRCDUCTIVITY. CANADA 1890-1939 

Prioea Money liages 

-0.8 1.0 

-0.9 0.9 

7.9 0.8 

-3.4 -1.0 
..,. 

1.4 4.7 

• ~I 

Il " 

Produoti vi ty 

1.2 

-0.2 

0.3 

4.5 

2.2 

t 
'. 

" -~ J 

Sources Ibid, p. 107. 

, 
Conard distinguishes betwe~ demand-pu11 and o08~puah inflation 

8 
when studying the age lag hypotheaia. ~ demand-pull inflation h~ 

hypotheaiaea that profits ris,sharp1y at firs~ but labor inoOlll.e may rise 

later. 
) , 

In oost-push inflation , __ ges ris. Over the whol. p.t'10d. Tharefor. 
, 1 

evidenoe of a ag. 1ag may be du. to d.nd foroes. 

Budd and Seidera test ttt. hypothesia that rea1 wages faU in . . -
9 

inflation beoauae 'ages 1ag behind pri~. ,'rhey oarr7 out regr •• 10na 

9, ~ ~ 
.,.C. Budct and D.F. aeider., ~a "ot ot Inf'lation aD the DhtributioD 

ot Inoo •• and .alth-, ÂIlerloan "on0.10 Berl ... Fapera and Proo.e41!e. 
Vol. 61 Part 1 (.7 1911) 'PP .. iI8~1!8. 

" 

- -.' 
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on the rate of priee ohange and real wage rates holding red Rational 
, 

Inoome or pro<!)oti vit Y oonatant. The tests do not support the hypothesla. 

Rosatfnd Bla uer dtvelops a framework to estimate the effeot of 

. ' 

inflation on inoom .. 'redistribution holding th. quantity and quali ty of 

10 • faotor supplies constant. ShI r8'Oonstruots household inoome atat.m.nta 

and balanoe sheets aud adjusta them. using oertain "multipliera". Thre 

multipliers -meaaure the real ohang •• that ooour in th. rates of return to 

difrerent faotors over a peoifio time perioda. She separates the tim. 

p.riod 1950-1967 into e1ght short periods baud on· the rat. of inflation 

in eaeh. Blauer us.a a. short-run multiplier to measur. th. oourae of 

priees during e .. eh period. and a long-run multiplier to measure th. entire , 

r.sponse of priees to the initial dieturbane. th.t oa.used th. inflation. 

Using these multipliers sh. estimat.s th. average pere.ntage ohange in 

the major compon.nta of National Incomtt for tt .. ch period that "ould have 

oeourred ha.d the quantity and qua li ty of faotor suppliea rema1ned constant. 

Ber results)swœaari&ed in Table 1.4)do not support the wage lag hypotheah. 

In all periods exc.pt the mild inflation of 1966-58 wage and salary 

~ inoœ. rose raster than inv.atment inoccne. The table alao shows that th. 
1 

share of inoOllle going to pensionera and other transfer recipienta deolin .. ' 

aharp1y in inflationary periode. 

l<1losalind Blauer, "Inflation a~ t~ aedistribution of Inccae and let 
Worth of Canadian Houaehaldsr 1960-1967" (Gnpubliahed Ph.D. 
diaaertation, )IoG!11 University, 1971)".1 

l . , 
"-- ~" 

a •. ~~ 
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Table 1.4 

AVERAGI PERCINTAGI' CHANGI III R.UL INCOIŒ, ALL HOOSBHOLDS, 

BY MAJOR SOORCE CF INCOJŒ~ CANADA, 1950-1967 

llaJor Source of Ineœne 

13 

Quarter ly " .gea a: Self- Gov.rnment Ret i r.ent 
Period Priee Change Salaries limployment Tranafera Innstmenta Pena ion " 

Othera 

1950/2-S1/4 . 2.4S% - 2.4% - 4.2% - 13.0% - 3.6% -12.6% 

long-run adjustment to priee change in period 1950/2-51/4 

6.4 3.0 - 12.1 - 0.9 -11.6 

1954/1-56/2 0.07 10.3 17.6 0.9 5.7 1.2 

1956ft-S8/4 0.79 3.8 2.9 8.9 3.9 - 0.8 

long- run adjustment to priee change in 1956~-58/4 

5.9 5.6 9.2 6.5 - 0.3 

1959/1-61/2 0.22 5.6 -3.4 • 0.9 3.8 - 0.6 

1961/3-65/1 0.58 12.8 14.2 4:.5 3.8 - 4.8 

1965/1-67/1 0.82 7.2 2.2 - 5.1 2.~ - 4.8 

Source. Blauer,Jp. 14:4, 157. -

Charles explaina the bahaviour of -ges and proti ta in terms ot the 

11 business eyole, not of inflation. In the uparing rat .. ot prot1ts per 

111•J • CharI •• , The Myth ot IntI.tion 2nd Iditlon. (Toronto 1968) • 

.. 
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\ 
uni t of output r he and busine.s f share of Hati ona l Ine ome ino reaaea • Cil 

the downawing 1abor regains lost ground a~ wages and salaries per unit of 

output ine reasea and labor nna back its share of Income. 

In oonolusion the wage lag hypothesis has been'consistently reruted 

by modern economists. Redistribution has been mild among the major faetcr 

groupa. But aIl eoonomists who have studied the impact of inflation on 

ineome distribution withi,econamia groups stress the harmful efteeta of 

inflation on particular income groupa. 

Inoome Distribution by Inoome~ize Class 

Redistribution of incam. oooura when the rate of increase of one 

inoome 1ags behind' the rate of incr .. ae of ànother inoome. 'For incOllle 

distribution by tenths this meana reduoed or inerMaed equality of incOIIle 

distribution. The popular Tie. ia that inflation inoreas.s income 

inequality. lOonomist. ho.eTer have not found this to be so. 

The Soitovslcyl state that in none of the oountriea thsy have 

studied ia there Any indication that infI_tion has inor_aed the in-
12 

equality of inoome distribution. 

In Table 1.5 Blauer studiea the eattmated sttect of inflation 

on the distribution of incollle by"incOIIle-sbe olue had the quantity and 

quality of faotor s~pplies remained oonstant. 13 Sh. conc1udea that the 

l2T • Soitovaky and A.. Soitovaq, "Intlation TerlUS tJDellplo~ntt .AD 
Ku.aination ot their Ittteot,", Intlation, Growth aDl! .p1opent, 
Ca.a1 •• 1on on Money and Credit (Iê. Jer • .., 1061). 

la Blauer, p.15? 

\ 
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most important .hi1't 18 the relative worunint:~ of thil positi0n of 

hou$eholds with inoomea below $3,000. In atable perlods their bain. 

ar.· below average, ...nil. during inflationary periode, thele hOll1ehold. 

oft.n lo~. real incarne. Blauer proviàes two 8xpl,nations for ttis 

shift. First. 31.6% of househalds wjth incarnes below $3.DOO rave transfer 

payw.enta as +r.eir major "ource of inc1me carn·.re~ ta only 0.9 percent of 

tha rast of tl-.E. incarne èi stribution. Transf.Ar payment recinients Bustain 
( 

lar~er 10sses ln inflation than other groups. Seocnè, among reoiplents 

of investment incorne and pension plans the income distri bution baoom .. 
14 

more unequal throughout the incorne .oale in inflationary periods. 

However because the average incarne of these hou.eholds 18 SO low, 

Blauer says that the,e shifts jo not show up in Lorenz curvea drawn for the •• 

periods. She finds ,n.e Gin! concitntration ratios ta be almost identtoal 

for each perlod, varyint between .372 and .378. 

Budd and Sei der. te.t the effect of two ~rcent and five percent .imu-

lated inflAtions (p = .02 and p = .05) on incoma distribution by fraotile. in 

Table 1.6.15 They find their simulated inflations have a relatively .mall effeot 

on inco%lle distribution. The lower and upper taUs 10.e relati ve to the m.iddle a 0 

14 
~, p. 162. 

15 
Budd and Sddera, p. 135. 

. . 
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Tab1. 1.5 
. 

AVDACJI PlRCDTACB CBAJlGI II RüL IIICOIŒ, ALL HOOSEHOlJ)S, BY SIZE OF IIICOlŒ 

CAIADA, 1960-1~7 

,.r1od lDooe.-8i&~ Cla .. 

'1,000- '1,600- ~,OOO· '5,000- '7,000- '10,000-
l,U8 2,888 ',898 6,889 8,999 14,998 

it~-I51/. • t •• -..• - 2.'" - 2.a" - 2.7% -,a.a" 

loac-rwl 
acljuat.lat - 6.' 1.6 5.0 6.1 t •• a.5 

ItM/1-ae/a '.15 8.0 10.0 10.6 Il.2 Il.8 

ItH/I-H/t 8.1 •• 1 S.8 3.1 S.6 a.5 

100c'"I'Ua 
adjurilleat 10.1 6.1 6.0 6.0 5.9 5.6 

ltat/1-ev. 1.' I.S '.1 '.8 ".6 ".2 
INJ,A-tI5/1 t.1 10.0 12.1 12.1 12.' 12.5 

INlft ... ,/1 - 1.0 1.6 15.8 6.1 S.6 6.6 

aouro •• lMd, p. 118. 

. , 
_..ôI.L~_tl.., 

>o:'"~" 

• 

115,000- '25,000 
2',998 " ov", 

- a.8% - 3.1" 

s." •• 5 

12.6 Il.6 

s.s S.l 

5.3 5.6 

s.o 2.1 

l!.5 l!.t 

6.8 1.2 

.7 
.... 
0) 

l 
-~ 
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Table 1.6 

, 
10-

TB lIFFICT Œ SDIULATID ID'LlTIOJI 01 THE VALUE OF AND SHAUS II RIAL 

MO_ Œ(I(I Fœ QUA.B'l'ILI GROUPS, UBITlIm STATBS 1962 

Si .. of Percent Chanjte in Sharel Percent Chan.:. in Real Value. 

o 
.. 

Quanti 1. 

1 - 10 

11 - 20 

21 - 30 

SI - 40 

41 - 50 

51 - 60 

61 - 70 

71 - 80 

81 - 90 

91 - 95 

96 -100 
J 

aIl unit. 

.. 

p • 0,0:; 

- 1.604 

- 1.11' 

- 0.679 

- .169 

.146 

.239 

.282 

.2:52 

.230 

.221 

- 0.426 

.-------

Source. Ibid, p. 1:55. -

) 

p • o.tE P • u.uo P • u.~ 

- 0.824 - 2.017 - 1.017 

- • 60s - 1.541 - 0.79$ 

- .:542 .. 1.088 - .~2 

- .107 - 0.580 - .198 

.066 - .267 - .124 

.098 - .17:5 - .093 

.1:52 - .1:50 - .059 

.106 - .180 - .084 

.109 , - .182 - .081 

.105 - .166- - .0'77 • 

- 0.206 - .789 - .asz 

._----- - 0.41S - 0.191 

,". ' "'; 

( 
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Inequality ia inorealed at the lower end and deoreased at the upper end. 

Budd and Seiderl explain thil eNect by reference to the faotora dittereDt 

ineOllle groupa own. The lowelt groupa reoe1 ve moat of their inoOllle t'ro. 

tranater payments. Thelr inCŒDe ls th.retor. flxed and suso.ptibl. to 

erodon by inflation. The &iddle inoOllle groupa' get moat of their inoœe 

trom _g.s and aalaries. If there il no _g. lag (and the test. a ... to 

aupport thia) then thele groups do not 10" in intlation. The upp.r 

groups reaeive most of th.1r inooae trom prop.rty renta whloh ha .... 

o '16 
lagged b.h~nd priees aooord~ te Budd and Seiders. 

ane oan eouolude that redistribution in m11d intlation la a_11 . . 

but lIleas~ 

Wew Ca~dian avidence 

aelat! Te Factor Sharea ot .tional Incœ. 

A telt of the _ge lag hypothea18 aill11ar to that eonducted bJ 

Baeh and Ande was done. l ? Sbr •• ot GrOIl .tlonal Product tor the 

period 1947-1970 •• re plottedJ as .... the CODau.r Priee Index in Chut 1.1. 

Perioda of stable and intlationary priees .. re _rked. Then the 

average allDual peroentag. ohange ln r.lati.... ahar.. ot GIP .ere 
18 

ccaputed in table 1.1. Data •• UJ1&'ftilàb1. for chang •• in tactor 

p oportiolll in ... oh eooncalo group .0 no adjuatMnt ooulc! be _ele tOI' thi •• 

te hem ..... 'fable 1.1 .beN Bàoh a. Wo show no ohance tor 1930-1862 
in rct.l inoa... • 

1'1 koh and Mdo. ,pp. 1-6. 

18 ... 01'1 tl01... ot Baob u4 Anelo'. 1IOI'k pap 1. 
,v, 
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.Chart 1.1 

Inflation Rates and Structural Changes in Income 

Canada 1947 - 1970 

Percent Distribution of Gross Nation~l Product by Components 
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Table 1.7 

A VBRAGB ANImAL PIRCBNTAGJ: CHANGE Dl 

RELATIVE SHARES OF GRœS RATIONAL PRODUCT, CANAn! 1947-1970 

Labor 
Inoom.e 

C6rporate 
Profit. Before 

Taxe. 

Unincorporated Busine •• e. 
!nterut 
lnoome Farm Bonfara 

Average 
Inflation 

Rate 

1947-70 9.46 % 1.55 % 13.80 ~ 4.OS % 5.M % 3.32 % 

1947-52 12.21 12.07 19.63 11.78 5.57 7.16 

1953-55 6.33 6.37 14.81 -12.41 8.63 -o.œ 

1956-58 8.2 3.2 10.1 2.71 3.03 2.~ 

19594 6.58 9.82 9.2 5.32 2.91 1.32: 

1965-10 11.68 3.53 13.51 4.05 5.98 3.62 
, 

t , 
Source&-' Bud§et Papers, pp.,,70, 111. 

Over ·the total period the labor shar. rose an average 9.45~ while 

oorporate profita GD average ro.e 7.55%. The largest ~iner .aa the 

intere.t oamponent. The 13.80% average inor ... e in the int.reat .bar. 
(, 

illuatratea ho. relatiye faotor quantity ohan«e. oan ob.our. th. r.1ation-
,. -

ahip bat.een inflation and incc:ae diatribution. lIboh ot ~. inor .... i • 
..... jz:! 

probably du. to the lar&e inor ... in bonda held by Canadiau dur1nc thi. 
, 

p.riod. Inooa. trca Um.DOorporat.d busin ..... ro •• by 4.OS% tor fara 
reoipi.nt. and b)" 5.S •• tor nontara and\. rent •• 

- " . . -
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Thr •• period. of inflatioll ooourred bet..en 19t7-10 in Canada. 
" 

In 1.11 thr •• period. prot'lt. ro.e 1.ls than _gel (1947-52. 1956-5.8. 1966-70). 
J.> 

In b~th stable per1od. (1953-55. 1959-64) protus ro •• m«lre thari wage •• 

This evideno. does not support th. _ge lag hypothel1s. It lugg •• t. that, 
, 

ln Canad .. _g •• 1ag profit. in atable p.riods 'and iead thelD. durlng \ 

in:flation. 

A dlfrerent approaoh 'to th. -.ge-proti t. rttJ.ationehip ft. attftlpt.d . , 
19 ( 

ba.ed on the Charles data. Chari 1.2 f plot. peroentage ~hange. in output. 
" ;' 

_gel and salarie. per unit output •• ad oorpora~e prot'it. per unit output 

for the period 1952-1970. Cycle •• ere determ1flll.d on 'the basis of trougha 

and peaka in th. output chart. FiT. downwrna and fOUT upswi:gga .. re 

• 
not.d. Th.n inor_ ••• or deor ...... in the rates ot cilange of _gel and pro-;, 

titI wer. noted. rh. hypo.thesi. n. that on th6' up.wing when produotlv1ty 
',' 

ilS high a riaing output rate will b. aoocapani.d by a r~sing rate or 

inoreass in profits. On the do~urn .m.n labor is catohing up a tallfng 

, . 

'. 

f'. l, 

~; 1 

rat. of output wilt' flle aooOlllpanied by a rising rate of' inor ..... ot' _, ••• 
" ) 

If' the busine •• oyole expIa1DJ peroentag9 change. in profit. and wage. bett!Jr 

than the _ge lag hypoth .. i. then th!. 1s a better theory and the .other can 

be rejeoted. The r .. uIt. are .~i&ed in Table 1.8. ln l~ ot' 0 .... 

on the upaw1ng rising rat .. ot output couurred together w1th ri.ing rat •• 

ot' proti t. • In thr.. out ot tour 0&... the rat.. of' change ot age .. , tell 

at the ..... tt... Q1 the' d01lDtlfrn tall1ng rat.. ct proti t _er. aooœpaDie4 

by tall1Jlg rat •• or output in aIl o .... -hile in tour out of' tif. the rat. 

cf ohaag. ot _p' roa.. 'lhu:a..... laU" prott t. on th. up.w1ng and 1.~ 

19cbarl ... p • .a. o 

" . 

" , , 
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Ch,art 1.2 
, 

liages 'and Gorporaté Profits over the', Bùsiness 

Cycle, Canada, 1952' - i970 

Percenta 
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profit. on the downturn as theory predioted. The busi~esa oyole (for 
\. 

thia limited period) is thenfore a gt/od explanation ô'f ",age-profit 

In oonolusion the new Canadian data doea not support the _ge ltg 

hypothesls and t'inds ~he business oyole to be a better .xplanati~n ot 

~ela~iv~ ohange. in wages and profite. 

\ \ '1 

" 

Table 1.8 ~< , 

"-~ 
"AGIS AND CORPORATI PROFITS OVER THE BUSINESS CYCLE 

,..' 

CANADA. ~952-1970 
l' 

Stage ot Businese Cyole 

a b 
Up.w1ng J)ownturn 

/ n 

~ ~ 
Ra~. Rate 

Profit Rhing PaUing Prof'it Rhing Pa11ing 
Rate Rat. 

(' 
. . 

./ 

Msing 1 a Riaing 0 0 
IJ 

l'aUine; o . 0 C1 FalUng 4 1 
, . 

~, 

. 
- 1\ 

-Upew1ng .tag.e ot th. bulin ••• oyole w ... 1954-66, 1957-69, 1961-65 
and 1967-68. ' 

~WDturn'.tag~. ot th. bUlin ••• oycle .. rw 1952-~, 1955-51,'1956-61. 
1965-61 and 1968-10. 

Souro •• Chart 1.2. 

l\ 
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Inoome Distribution by I~~e .. iz. Clas. 

',1 ~~h 
Data on the ehares of Per~~~.:."I~me by quintlles for the year. 

,:~ 
1954, 1957. 1959, 1961 and 1~65 W.rl available. This however was 1951, 

for non-farm famil1u and indiv.~duals o~y. Farm t'amilies 'represent only 

a 'small prop,ortion of Canadlan hou.ebold. libwever, and so the data, with 
,1 

minor modifications, probab1y represents t~e Canadian population as a' 

whole. Pero.nt~ge ohangea in the quintiles were oOll1puted for the perioda 

in Table 1.9. 

, Table 1~9 ) , 

PERCENTAG! CHANGBS ~ SHARES OF P~O~~}JCOJŒ BY QUINTI~, 
(. 1~ ~ 

CANADA 1951-1965 .. ' - -

· . 

,. 
~ 
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The moat inflationary period i. 1951-54 where the Conaum.r Prioe 

• Index risee an average 3.2 peroent per year. ln this period the midd1e 
, 

quintlles gain at th. expenae of the higheat and lowest quinti~. (Thil 

reluIt la 8upported in ohart 1.Z). 1957-59 ... a ml1dly Intlationary 

periode ln th •• e year. the lowe.t quintile gains 4.8 peroent at the 

openae of the higher 1nOOlle groupa. In two of the stable periode, 1954-51 

and 1959-61, the loweat quintile los~s ground While in the third, 1961-65 

it gains an astonishing 9.5 peroent. Over th. whole plriod the loweat 

group gains at the expense of th. highe.t. 
, -, 

Cano lus ions 

In mild inflation redistribution of inoame doee ooour but it is 
~ li.' 

minore "gos do not lag profita in inflation. The lo.er incan. groupl 

-
which lose in stable perioda al~o los. in inflationary periods • 

.... 

• ," 

. .. 
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Chart 1.3 

Lorenz Curves,~anada 1951 and 1954 

~ of ~otrtl Inco'ne 
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Chapter 2 

INFLATION AND THE aEDISTRIBCTION OF NEALTH 

Theory 

An individual's wealth or net worth ia his total asset. minus 

his total debts. Aasets and debts oan be olass1fied into two typ.s--

monetary and variable prioe .• MOnetary assets and debta are short term 

liquid assets and debts fixed ln dollar value such as money. government 

s~uriti •• , pensiona and life insurance res.rves. Variable priee or real 
\ 

\ 
asset. such a. eQmmOn stocks, house. and inventories, on the other band. 

find their priees rise with inereases ln the general priee level. " 

Inflation aftects the community's demanda for monetary and real 

as.ets. When the rate of inorease in the. prioe of one asaet la 1 •• s than 
• 

the rate of the general priee level its real value deolines. When the rate 

of 'increase in th~ priee of another as.et exee.ds that of the general priee 

levaI its real value increases. Heldera of nit aSBets with more slowl)" 

rising priees experience declines in their real weal~h while holdera ot 
.... 

net as.ets With mare quiokly rising prioe. exp.rlenoe gaina in real .ealth. 

A r.~istribution of real wealth ooours from on. group ot as.et ~old.r. to 
~ 

another group. Slmilarly bolderf' of monetu)" debt s.e the real value 
1 

of their debts eroded by inflation and experhnoe gaina equal to the 

10 .... sust&lned by their oreditora • 

" 
" 
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Where inflation il utlantioipated, weal th redistribution co 0 urs 

trOll creditora to debtors and from ho1d.rs of net "us.t. riaing more al0.1y 

in prio. to holdera of net aa.et. riaing more qulckly in pric.. Wh.r. 

inflation i. antioipat.d people mak. adjustments to th.ir portrolios to 

proteot th .... l ••• fram intlation. Inflation therefor. afraots the demands 

for dif!er.nt a ••• t. ba •• d on th.ir relative prio.s. Two main typ •• of ad-

justment may be diatin~ilhed 1 bet ••• n monay and other asa.ts and bet ..... n 

differant tYP.I of re.l als.ts. 

Inflation and th. De_nd for IIoney 

The de .. nd for'money 18 a real d ... nd. Kon.y is in demand al an 

a ... t beoauae i t y1eld~ o.rtain ben.fi t. to it. holder.. Money .erve •• s 

:-- ... .,.. 
• <,. ~ 

"1 " , '", 

" 

a h.dge"against oapital los ... due to int.re.t rat. or relative prioe oh~g.s. " 

Ita transaotions oo.ts are sero, making it the Most liquid of aIl a ••• t •• 

Against the •• adv.ntage. must be ... ighed the COita lnvolved in hcldiDfi 
t; 

money--it •• rosion during lnrl.tien, and the opportunity oo.te inV'OlTM 

in holding lIlon.y Instead ot int.r •• t-bearing a .. .,ta. The ooa.uDity 

.. ~.gh. the oc.t. and benefit. of holdiDg .oney and will .stabl1.h a long-

run squilibr1\D. ratio bft ... n JIOney and ether •• set. wh.r. the arpnal 

oo.t. squal th. arp.DIll beœti ta • j 
Figur. 2.1 shoa th. l1quldl ty pr .reDO. or cl_Dei tor aon.y 

ourv.. It oan he Int.rpr.t.d to he the IUbjeot1v. -.rpDllI rat. or 

substitution ot real ass.t. for .~ ot th. p.opl. holding cash bal&Do.s. 

Or th. our .. oau r.pres.n't th • .arS1!».1 produotiT1ty or 110_,. bal~o ... 

\ ' 
J. ~J >" J.Jr;>' .-! f, .:"::_~ 

• oc 
" , t.q 

; 

.' ,';J, 
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Pigure 2.1 

. " The Ldquidity Preter.noe Curve 

r 
r 

to --- _.J •• _ 

In unantioipated intlation people expeot the pre.ent prioe leT.1 

to oontinue. They _ke no adjuataentl to their porttoliol and 10 no ohaq .. 

tùe plaoe in the oapital ... rot. The nc:aiDal inter .. t rat. th.retor. talla , 

to riae enough to retleot riliDg prio •• and ered1tora 10.e OD. bath iDter .. t 

reoeiyed and on prinoipal 11h11. debton ·pin. Debtora oan pal' baot int ..... t 

and prinoipal in d.preoiated ourrenoy aDd th .. etor. a rediatribution of 

w_lth OOOurl tra. oreditorl to debtora. 

Intlation re4uo.. the purohaliDg power ot..., ilt. t_ .... .., 

... a tu QJ1 "-7 ba1aDo~ wou1d do. In uallti01pat'" lD.tlat1oa DO 

adjuataent. ooour &!Id rediatrilMüolt. ooOtan trca OI"e41tJ. (bo14 •• td OUT...,) 

, . 
. .. . 7~,:·.~.~ .. , .. ~rt.~ ~.~ L ~ .. ~!~~.t-t~ .. ~:>fJ,f.~~ ~~.:.~ (~ ,.:~Jttt~~i~~~J.!ii; ." .. b.~~ 
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to debtor. (the gov.rnaent who i •• u •• the ourrenoy). Hold.r. 01' 

goverœent d.bt tind it. real value .roded. by intlation. This r.duotiOll 

" in the real value of gov.rrDIlent d.bt .eana the OOlt of a.rrtoing the d.bt 

" 15 smaUer in raal terma. The benefioiari.s of thil are tho.e tupay.rs 

who ... tederal tu •• are 1 ••• than they would have been if the inflation 

t had not ooourred. 11' th •• e taxpayer. are ditterent indi viduals trœa the 

holder. of government d.bt a net r.diatribution ooour •• w1thin th. 

L 

oommuni ty. 

Baru. 1.1.0 gain a. debtor. in inflation. They create d.bts or 

d_nd d.posita. Inflation reduoH the real value of the •• d.bt.. Qùy 

if intere.t rate. rhe enough to oompenaat. oreditora for the deol1n. in th. 

real value of their demand depoait. will .. redistribution fram oreditor. 

to oOJllllerci .. 1 bank. not ooeur. Banka ho .... v.r _y lo.e, in inflation it they 

.. r. ~ oreditora, that ilS, if their money as.et. are gr_ter than th.ir 

money debta. 

In the tranait10n period betwHn uDantioipat.d • .ad rully 

antioipated inflation people begin to adju.t th.ir portfolios aooording to 

th.ir prio. expeotationa ~d th.ir abil1ty to adju.t th.ir behavior. Wh.n 

people .xpeet priee ri ••• they r.ali,. t~ r ... l ftlu. of th.ir .0Bly 

holding. il d.ol1n11lfj and .0 th. oo.t 01' holding Ilon.y--Jtu-~.ed. n­

oo.t. now out •• igb the bén.nt. 01' holding th ..... noai.l .oney Itook .,. 
in the' .xpeoted lntlation. Peopl •• Mtt rra aon.y ..... 10. to ftrl.ble pric • 

... .t. • Thi. ad ... up the prio. 01' real .... 10 •• ad the int.r •• t rat. 011 

aonel •••• t. UDtil the .took ot r ... l aolMlJ bal.Da" aaju.t, to a De. l~DC 

rua equl1ibriua. Bo14... ot aonetar'J .... lDO\1r eapt ta1 10.... a. th.il" 
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real value. deoline. Holder. of money balano •• ineur 10 •••• a. the real 

value of money decl1n •• turther du. to the impaot of prioe expeotatioD.l 

on the eurrent prio. level. Redistribution of wealth oeours from mon.., 

ereditor. to money debtor.. Figure 2.2 illu.trat.s the impaot of prio~ 
, 

expeetations on the ourrent prioe level. AB repr ••• nts st .. ble prioes; 

SC, a period ot unantioipat.d inflation--curr.nt prio •• are riaing but 

prioe expeot .. tiona are "inelastio. CD repre •• nts the tr .. ns'ition period 

when people expeot further prioe ris •• and .. dju.t their eoonœ1o bellavior 

thus forcing up the ourrent prioe ~evel )mtil the demand tor real money 

balano.s equ .. l. the supply. If th. expeeted rate ot inflation equals the 

aetual rate the transition ia oomplete and no turther adjustment. are 

neo ..... ry. At this point, the ré.ulting inflation i. a "warrantecl" rat. 

of priee ohange beeause aIl eoonoml0 groups Are in .quilibriua in that 

they desire to mate no ohange •• Inflation will not aooelerate unleas .:' .. 
ohange in exogenous toroe. ooeurs. If the transition ia not oomplete th. 

, 
velooity ot money a!&in rises,until the antielpated rate of inflation 

equal~he aetu .. 1 rate. 

Pigure 2.2 ' 
.J-

Th. tapao. ot Priee Ixpeotationa on the Curr.nt Pria. Level 

Current 
Priee 
Level 

I~ 

A" 

.0 L-----------------------------~Time 

a~o.. I.A'. ...... 1 and A. Aloh1ul, "teot. ot I:Iltla 1;1oà" JO\1l'llAl 
ot PoU,t1oal Boo!O!9" Vol. ft) (ho .... 1M2), p. &10. 

, " 
'L _.r'_ ~ .. ..~ • ",1. ,.\ ....... :?-. 

" ' 
,. J .. ',1. ' :~;~~~~.~': ;-:,~~J,:,'_ \~,-

~\ '" 
J.'l ..;- .... ";~'bt~.· ~':_':..'. 
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During th!s tully antioipated stage real oalh balanoes will 

remain oonatant. ln Figure 2.3 original real money balanoe. are (MIr) •• 

ln the tranaitlon stage prioe. rise until the antioipated intlation rate 

.quaIs the aotual inflation rate. At this prioe level the marginal ooat. 

and benetits from holding Iloney balanoe. are equaUIed. Real Jloney 

bala~oe. are now (M/P)l. The ahaded area under the liquidity pre/erenoe 

ourve repre.ents the ,total produoti vi ty lou that ooours dut-ing the 

tranaition periode The rate of ~nflation will not aooelerate during 

antioipated intlation (in the absenoe of exogenous foroe.' and so thi. 

produotivity loas will he maintained aa long aâ the inflation oontinue •• 

The new tu: prooeed. (deoline in value of gover~~t tiat) reaped by the 

government will equal the amount of real money balanoe. times the inor .... 

in the inflation rate. If the aoney rate ot intere.t,riae. to oo.peneate 

fully for the inoreand rate of intlation then thé tu prooeeda may be 

r-epre.ented by the rectangle r (/'1 FQ in Figure 3. 

Souroe, 

J'igure 2.3 

The 'lfelfare Co.t of Inflationary Finance 

;~ 

-+------~~~--- IY'ID 
l"',)~ lflf,) 0 If 1 

Il.J. BalleJ. "!he .ltare Con ot IDtlatloDar)f Pilla •• ·, 
JourDal of PolitioaJ 100!C!!l' Vol. St ",,"11 1968) p. te • 

, -

~ __ ' Y ~i,:_ >, '",~ ~. :~~,~:'..:.~ •• 3:~:;\~ .. ~~it~" :.:_t~~"':~:~/~<~·f~~!;~~~~~.~"""::;·'<"':"':";:RDI 
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Inflation and V.riable Priee Aa •• t. 

Ir .s •• ~. prio., ris. more slowly than the g.neral prie. level 

th.ir re.l valu. deelin.a. If howev.r a ••• t prie •• rise more quiekly 

th.ir real valu. 112er...... .Aa a result holder.' of slo.er moving a .. et. 

loae relati v. to holdera of r .. ter movlng .... t.. If inflation is .. 
unanticipated th.n a redi.tribution among vari.bl.;prie. as.et bol der. , 

will occur. In th. tranaitlon period. p.o,l. reali&e that inflation i. 

r.ducing th. r .. l value or .om ••••• t. and adju.t their portfoll0. to 

thi •. untl1 r.lative prie •• rerlect the community's marginal rat. or 

.ub.tit1ition bat.een aueta. Bo furtber adjuatm.nt tate. plac •• 

• puieal "ork 

Intlation and th. D8DLDd for Mo~ey 

Bach and Ando •• tiaate the value or lIlonetary d.bt cr.ted in th. 

l 
United Stat •• batWMD 1939 and 1952. By dividing the y.arly 112er .... by 

th. Con.wur Priee Ind.x they e.ti-.te th. value of debt, .~od.d by \ ' 
. . 

inflation to b. fi v. hundred a11110n dollar.. Thl. fiv. hundred 1Ri1110D 

il the UlOunt of .... lth redistribution tram creditora to d.btor. over 

Baoh and Ando th.n d.tendne .Moh aeotiorw of th. eooDOll;y, 
'-

Ar. net IlOMtary oreditor. and whlch d.btcr,. Th. larg •• t aonetary 

creditor (a .. !a.~le 2.1) il the hou.Ùold aeotorJ the l .. rpat debtor. th. 

govulJI!Il.nt ,"tor. (AIl oth.r • eotor. ha v. very •• 11 balane ... ) 

Intl .. ~cm therafore transfert "purohaains power iro. houleb.olda to th. 

gover-.nt. t'he ~it1ate b.n.tio1&rle. tre-. thi, reduoecJ burd8li' ot . :{ , 

" 

i, 
______ q_c ______________________________________________ -. ________ ~I~r' • 

. , 
l " 
Bach ad" ~., p. 5. . 

, 
l' 
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Table 2.1 

NET DEBTOR AND CRKDITŒ STATUS' OF MAJOR }!X;ONOMIC SECTœs 

UNITED STATES 1949 't billion) 

Househo1d. , 
Unincorporated Busin~s8e. 

Nonfinancia1 Corporations 

Financial Corpor,ations 

Governmvn t 

Sourcel ~. p. 6 • 

249.2 

15.7' 1 

-17.4 

16.9 

-262.6 

government debt are those taxpayera wh08~ taxes are les! than they 

would have to be to pay o~f the debt. By examining,t.deral tax rates 
" 

, <' 

by income group one can get an idea who benefits most. Bach and Ando 

find people with income. Over $10.000 paid 38.7~ of total federal tax .. 

in 1954. This group ean then he expeoted to bain the mo.t trom the 

redu~ed bUrden ot, governm~nt debt when the debt is paid off. 
Q 

If 

35 

hQ-.ver th. debt la refunded two posaibilit}e! ari... If the old hoider. 

of the debt buy the ne. debt they do not realize their lou. If ,th. ne.- t 

d.bt i. funded with different group.; old hoidera realiz.'their 10' •• 
l 

Theit" oODll&nd over good. and service. ha. deor~ Th. ll'8If 

holder~ do not ,e~ a corre.~ondinggain becau •• th.ir d.bt ha. not 

changed ft. real valu •• ,~he qhare of .. tiouai Output 'lolt by previo~. 

" 

, " 

, -

\ 
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holders therefore 'oorue. to the eoonomy AS A whole in propoption ta the1r 

.pendinb • So if the debt is refund.d n~~atlce.bl. wealth redi,tribution 

ocours. 
: & ~ ~ 

Baoh and Ânèo then do an ,in depth 8tu~ of households in 1950 a. 
oreditora (.ee TAble 2.2) by incoma group, age of head of household, 

oooupAtion And by net wort~ (total ass~ts - total debta). They found that 

all income groups were net oreditor.. By net worth the lowe.t. groupa , ,.. 

were net debtors while the r •• t were creditora. By occupation, 

r~tired individuals were the largest net ëredit~rs. ~y age of heAd, tho •• 
" 

fifty-fiva and ovar were Itrg~ net oreditora. 'A ho~sehold whose head ~s 

retired And OVer fifty-five was therefore v.ry susoeptible to .inflation. 

This i5 ar. example ,01' the redistri b~tiori of income AM :wealth within group. 
<!l 

that economists hAve stressed.-' 

Nithin the business aeotor Bach and Ando test ta determine wh.th.r 
, 

va redistribution of w8klt~ ~ocur8 from cr~to~ firms td. debtor firmB. 
, , . , , 

The hypothesis"is thAt< debtor finma shou1è ~Ain through inflation relative 

to creditor firms a~d that the relAtive,priees of common .took. of debtor 
, 

and creditor campani •• should refleot t~i8~ Bach And Anda run regre.slona 

on thi! And deôide'that the debtor-oreditor It~s\Pf .·firm was not A'· 
. 

. lIIAjo; factor in det.rmining relative Itoo,k priaes. "ReAl variAbl •• auah " 

AI 'Ale. volume W8~e more important. Thia conclu.ion oanflict. 'Id th thAt 
;, 

drt,wn'~ôy Alchian and X .... l in their ItUdy of debtor-oreditor finu.? , ". 

\) 

2A• Alohian And R.A. xe ••• 1, "Redi.tribution of W.alth thro~gb Inflation". , , 
8cleno. Vol. 130 (September 4, 1959) p. ~5-9. ' " 

,. 

) , 
.~ , 

<& ,1' .. 

" 
. . 
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/ 
They found that stook prioe. of debtor' oQmpanies ros~ relative to tho.e 

of oreditor firms and tharefore oonoluded debtor""Ofeditor status wa.. 

important. Baoh and Ando suggeat the different result. are due to 

c 
differenoes in prooedures and that both etudies are in general agreement. 

\ 1 --
Blauerh data in Table 2.3 supporta the hypothesia that inflat10n 

3 
redi.t~ibut.s wealth from net monetary oreditor. to net monetary debtor •• f 

She find. that as the size of net monetary oredit grows peroentage gains 

in net worth deorease and 108ses inor .. s. in inflation. Large net 

oreditor. do weIl in stable ~!iOda suoh as 1954-56 but poorly in 

inflationary period. su~h a-s.,1.99~-5S. whilt large net debtors do _11 

in both stable and inflationiry perioda. 

Unanticipa+-sd inflation not only redistribute. wealth fram 

oreditors to debtors, it also acta as a tax levied on holder~ of money 

balanoea. The alternative to inflation aa a tax for the public i8, inoOlMl 

or salea taxation. Peaek therefore compares the distributional effects 

of a l~ inflation tax with equivalent income and salee taxe. for hou.e-

hold. in 1950.
4 

First; he computes net monetary a~.et. for each inco •• group. 

A ~~rc~t infl~tion ~educ •• the reai value of the.e a •• et. by one per­

~ total oapital loa. due to inflation ia theretor. on. peroent 
"" _" "h -~" 

";~!';"the total net l1on'etary auet, or seven hundred t11:'ty-nine million dollars. 

'Seoond, given the personal income taxea paid,by-ea~h inoqœ. group. P •• et 

oaloulates the percentage of total taxe. paid by eaoh group. An 

3 -BI-uer. p. 184. 

c;-., 
~, 

',' 

'B.P •••• k •• j, Cœpariaon of the Diatributional attect. ot Intlation am 
Tax.tlon·. _rioan lconœ.l0 "vie •• Vol. 50 (Maroh 1960) pp. 147-53. 
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Tabl. 2.3 

AVERAGE PDCENTAGE Cl.ANGE IN REAL NET WORTH .. ALI. HQJSEBOLDS .. 

BY SIZE OF NET ~ONETARY CREDIT. CANADA .. 1950-1967 

" 

rerlod 

under 
"4600 

1950/2 - 51/4 

--IGne-run 
acljuat .. nt 

1964/1 - 56/2 

1956fl - 58/4 

lonC-l"UD 
adjuatment 

1969/l.-61/2 

1861ft - 66/1 

1965/1 .. 67/1 

Souroe. .!.2!!. p. 186 • 

• 

27.7% 

29.1 

16.4 

3.7 

10.5 

12.2 

33.6 

11.7 

-500 to - '1 to 
-4500 -500 

14.8% 9.9% 

15.3 11.9 

9.4 3:3.1 

1.0 -1.6 

5.5 2.7 

7.2 7.6 

19.9 12.8 

6.5 2.4 

8ize ~r Net Monetarz Credit 
Zero '1 to '500 -

500 a99 

~~ 6.2% 5.2% 
('\ 
'h, 
~-

6.3 5.8 4.6 

5.4 6.6 6.7 

-1.0 -1.6 -2.1 

2.0 1.4 0.8 

4.3 4.4 4.2 

11.0 9.4 7.9 

2.9 2.0 1.2 

f 

'1500 -
4499 

2.3% 

3.2 

7.3 

-2.9 

-0.1 

4.2 

5.8 , 

0.1 

Over 
'4499 

0.8% 

4.3 

15.8 

-5.4 

-2.0 

6.9 

1.0 

~.7 

-

,. 

c.­
U) 
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addi tional inco .. tu h impoaed suoh that 

1. it does not disturb the •• peroentages, 

2. th, total additional tax equals seven hundred rirty-nine million dollar •• 

He repeat", this prooes., for aales taxes. Thirdly,Pesek dtvidu hi • 

• quiv~lent inflation,inoome and sales taxe. ror eaoh group by the number 

er houaeholds in .aoh group to determine the average oost of eaoh type 

of tax. (S .. Table 2.4). Comparisons oan now he drawn between t~e alternative. 

available to the public. For ramilies with incomes Iess than rive thousand 

Table 2.4 

THE BURDIN OF INFLATION, ~UIVALEN'1' lNCOME AND SAL&S TAXATION 

Souroe. ~. p. 161." 

fi 
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dollars the cheapeat method is additional income taxes. Families 

bet.een five thousand and seven thouaand five hundre~ dollars will 

prerer inflation taxation while families trtth incomes .bove seven 

thousand five hundred dollars pay less with sales taxation. So thirty-

five out of forty-nine million ramilies in the United States ~hould 

prefer income taxation to inflation. Finally Pesek oanparea the regreaaive-

nus of sales and inflation ,taxation and finds inflation taxation to be 

more regrelsive at the lower tail and more progre.siv. at the upper tail. 

Inflat ion and 'laria bIe Priee Asaeta 

• 5 
Conard oalculat •• ~ priee index for different variable priee a.s.t •• 

This index equals. 

Pric. of a~ut.t in year two 
Price of asset in y.ar one 

Table 2.5 

GNP denator year two 
GHP deflator year one 

T~ RATIO OF ASSET PRICES TO T~ GROSS NATIONAL PRODUCT DEFLATŒ 

1 BY TYPE OF ASSBT CHANGES UNITED STATES 1949-1958 

'. 
Prie. Index 
~. Family Owner Produoer Consumer COJllllliOn 'Stook 
Oooup1.d Hou .. s Durable. Durab1 •• Prie. 

, 
1949-l9~ 1.116 

< 
\ 1.007 0.937 1.285 
: ,.~~ ", 

1953-1958 1.081 ,1·98'0 0.958 1.866 

Souro.. ~, p. 1~0. 

5Conard , p. 140. 
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Table 2.5 gins the prioe iMex for variou. aaseta bet ... n 1949-1953 

-- . and 1955-1958. When the index poeed, one th. priee rhe of an anet 

.xoeed. th. ri •• in th. GHP deflator and th. real value of thi. alset . , 

inor.a.... Wh.n the index il l.s. than on. th. holder of this a.l.t hal 

been hurt by inflation. Of th. four variable prie. ass.t. in T.ble 4 

only oonsumer dur.blea ha. f.il.d to ~e.p paoe with infl.tion. 

Budd and S.ider. oompute "pu!e adjultment ooet'fioi.nts" f)or 

6 diff.rent compon.nta of net worth. The •• ostimate the el.stieity of •••• t 

prie •• with resp.ot ,to' the general prie. level. They find the oo.fficient 
' .. 

tor cOllllllon stocka to be 1.118; for equity in nontarm uninoorporated 

bu.in.as ta he 1.144; for equity in farm bu.in •• s ta be 1.122. Th. priee. 

of these assats are aIl elastie with respeot to ganeral prie.s. Budd 

and Seid.ra then rank oonsumer units by initial net worth and simulate 

a two percent and a fiv. peroent inflation to study the effect of inflation 

on real net worth by quantiles (s •• Table 2.6). The five peroent .inflation 

inereaa.s aggregate real n.t worth by a mini.cule amount- .06 pereent. 

By quantiles, a consistent ahift to more .quality of shar.s and of real 

value ia observed. !h. larg.st gain.rs are the lo .. st thirty peroent of 

the distribution. The upper tw.nty peroent suffers an abaol\lt. d.olin. 

in it. share and in the real valu. of it. assets. 

Thus .. alth 18 redistribut.d from the upper to the low.r n.t 

worth groupa. 

6Budd and Seiders. p. 128. 
" 

(J 
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Tab1. 2.6 

THlt UPlX:T OF SllIJlATIm IHFLAT ION ON THE VALUE OF AND SHARIS Il 

RIAL NET WORTH fOR QUANTILE GROOPS, UNITJm STAns 1962 

• 

Si,. of hrtlant.all'a C I.nll'A in Shll.r •• .... .•. tan Chanu in R.al Valu. 
Quant il. p : .05 p : .02 p : .05 p : .02 

1 - 10 10.546 4.386 10.458 4.340 

11 - 30 11.048 4.614 11.099 4.59S 

31 - 40 5.026 2.087 5.084 2.104 

41 - 50 3.688 1.528 , 3.742 1.548 

51 - 60 1.523 0.~1 1.578 0.653 

61 - 70 0.754 0.312 0.809 0.335 

71 - 80 0.189 0.079 0.245 0.101 

81 - 90 -0.406 -0.168 -0.349 -0.145 
[, 

, 
91 - 95 -0.413 -0.170 -0.356 '9 -0.148 

96 - 100 -0.361 -0.150 
~ 

-D.3CX5 -0.128 
-, 

all unit. --- -- 0.058 0.022 

v 

Blau.r •• ti_t •• the chang •• in the net worth of Canadian hou •• -

holcll that would have ooourr~ in inflation had t~ quantitl and qual1t;y 
7 

of as.et holdingt r.ma ln.d unoban,ed. Using .hort-run and lODl""l'UD. 

1 

, , ' 
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multipli.r. to m ... ure the re.l chang •• th .. t occur in ..... t .. nd 11.bllit;y 

prie •• ov.r epeoified Um. period. sh. m.asure. the .. y.rag. chang. in 

net worth 01' hou.eholda by major sourc. of incOli. in Table 2.1. Blauer 

Nnds that alx hou .. h~ld. experience larg.r incr ..... in net worth 

durlng per10rl. of prioe stabi11ty (19M-56, 1959-61) than 111 in1'lationa1")' 

p.riods. Ho".v.r atrong inf1ationary p.riode such as 1950-51 do not 

d.mpen the inoreas. in net worth. By major source of inoom., in atable 
-

periods recipienta of inve.tment lnooa. gain more than other grouJ)8. 

Table 2.1 

AVERAGE PERCENTAGE CHANGE IN REAL NET WORTH. ALI. HOUSEBOLDS, 

BY J4AJŒ SOOICE OF INCOJŒ. CANADA 1950-1961 

,- iê 
,'v 

Major Source of Ineome AU 
Period Households .ag •• & S.lt- Go'ftrnment Inve.t- Retire •• nt 

Salaries Bmployment Transfere .enta Pensiona, 
etc. 

1950/2-51/4 8.4% 10.S% 9.2% 1.5~ 6.S% 2.~ 

long-run 
adjustmont 10.4 11.7 10.8 2.1 10.7 4.6 

1954/1-56/2 12.8 11.2 Il.6 6.8 20.8 10.1 

1956/.5-58/4 -2.0 -1.0 -1.4 -2.8 -4.1 --'.5 

long-run 
.. djuetment 2.0 S.l 2.6 û -0.2 -0.2 -0.5 

1959/1-61~ 1.2 7.0 1.0 S.4 9.1 6.4 

1961~-65/1 11.1 13.9 12.5 6.4 5.6 5.0 

1965/1-61/1 1.1 3.S 2.6 0.1 -2.4 -0.9 

Source 1 Ibid. p. 150. ln. -



Rowevtr in inflation thia group gaina leu than av~r'age. Holder. ot 

retirement, p'ndons lo.e net worth in periode ot innation and priee 
) 

.tabllity. 

4& 

In atudying th. ettect ot inflation on the distribution ot r .. l 

net worth by inocae-du 01u8 Blauer tinda that p.riod_s of intlation 

intertere w1 th _~he tendenoy toward incr .... d inequali ty that exista in .table 

perioda. Houaeholda with inoom •• belo. '3000 do Iluoh .orse than average 

in both intlationary and stable periode. By age 01'- head Bl.uer find. that 

households with heada under thirty y.ara 01' Ag. gain n.t worth relative 

to other householda. During in~lation th. tendeney is for .. alth to b. 

redistributed from oider to younger houa.holds. Th ... old.r houleholds 

o:ften 'gain in perioda 01' prie. stability. 

In oonolud.ing. the apirleal work on the .ttect 01' intlation on 
, ' 

.... alth distribution ,lit .. a rediatribution trom creditor. to debtors, 

both bet ... n ane! inaide aectora of the ec0D.OllY. Hou.eholdl as a group are 

the main creditora and the governm.ent .eotor th. main d.btor. Within th. 

hou .. hold aeotor ft la th. old and retired who are the Most auao.ptible 

to intl.tiol1. Redistribution allo occura bet ... n finaa ,and bet .... n 

holdera 01' variable priee .. a.t •• 

lie. Canadian Bvideno. 

In1'latlon and the »-and tor Money . 

• The ettect of C.nadian intlation on d.btora and orediter. in the 

econa.y was tirat atudied. Th. ftrioua .. otera ot the Cana4ian "011-, 

/ 
1 
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in 1963 ~re 01a8f111ed aa net monetary debtors or creditora. 

(See Table 2.8). The houa.hold seotor la the largeat net oreditor while 

the go1'ermaent seotor is the largeat net debtor - à reault aimilar to 

th&. t ot Baoh aqd Ando in Table 2.1. However nontinanoial oorporatiolll 

are large net debtora wher.as in the United Stat •• they are 8_ll n.t 

clobtor.. COJJIDI8roial Oe.nks are amall net debtora .. e1ght huDdred n1nety-

tbr •• million, and theretore gain rrom intlation. 'l'he tranat.r ot 

purohulng power rro. householde to the govermaent 1nvol1'e. a redistrib1.tion 

of wealth if the governmsnt debt ia not retunded. ln thia 0 .... taxpay.ra 

gain in proportion to the a.MOunt ot taxe. they paye Table ~.9 giTea the 

peroentage of total taxea paid by Canadian 1noa.e group in 1951. Houae-

holde wi th InoCllle over aeven thousand dollara paid' torty:-two percent ot 

total taxes. !hey would theretore be the largeat gainera trom thia 

redistribution. 

8The .eotore al classitied by Dominion Bureau ot Statistiol, Pinanol .. l 
l'Iowa Aocounta 1962-61 DBS (Ott ... 1969) (aereinatter rererrëd 
to al 10. t!-530) are. 
1. Persona 

. 2. Uninoorporated BusiDeIi 
s. Rontin.anoial Corporations - rederal and provincial governaeat 

enterprhea, pri1&t. oorpor .. tions 
4. P11lA1lcial lnatituticma - chartered baDka, aonetuy authoriUe •• 

other lending institution •• other pri.t. 'lllanoi .. l InstitutioDa. ., 
tederal and pronnoial publio Pin.ancial Ineti tutiODa, inauraDOe 
oœpant •• and pensions. 

5. GoTe~Dt - J'edera:l and ProTiDoial sonl'naenta. 

9 ( 
IIIoDltary .... et. aDd debta inolude the toUowin&' ourrel107 plus ba.Dk 

depol1te. OOD .... r or.di t, bank loana. other loau. SOld and 
(!)J'ei. exobang •• Tre~ Bills. boDda •• hort t.1'IR oa.ero1a.l 
paPI!', clepolit. in other ~natitutiona. (Sourae. 10. l!-6aO.) 

/'- .. 

/ 

/ 
/ 
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Table 2.8 

RET DETŒ AND CRBDrrŒ STATUS OF SECTœS, a CAHAJa - 1963 (t IIl1ll1on) 

• 8,388 

Kontinanoia1 Private Corporations . -14,166 

Finanoial Institutions 2,842 

Goverl'llllent -23,2S3l 

.' 
-26,169 \ 

aData for Uninoorporated Businesse. and tor insuranoe oompaniea and 
pensions _s uoavai1ab1e. Û '<:J 

bThe net status of the Personal sector -.8 d.term1ned by mu1tiplyin~ 
the total nuaber of Canadian hou.eholds by tbe differenc. bet...en 
their average liquid aas.ts and their .verag. liquid debt •• , 

Source.. No. 13-5&0 pp. 58-67 w1 th the following additions 1 

Pers ons 1 Distribution of llon-tarm Incom.es in Canada 
57, CIIlinion eau of Stati.tios Otta.. p. 21 

~.inaft.r reterr.d to aa Bo. 13-512.) 
InoOM Distribution ~ Siu in CaDada, 1966. DOIl1niOIl 1 1 

Bûreau of statistloaOE&_. 1968.) p. 24. 
Incomea, Aa •• t. and Indebte4nes8 of loD-tara ~11._. 111 
Canada IR!, DôâIDion iireau ot Stati.tice (oaa __ 1966) 
pp. d,55 (H.reinafter r.terred to u No. 13-526). 

)lonetary A.uthoritiee' Statistioa1 s~, Bank ot CUlada.. 
(Ott.,.-, 1961) pp. 1-2, 141. , . 

ProViJloial Govermaent. Provincial Gowrraent financ., 
Debt 1965-e1, DœIiilon Bur.au or Siatietlo1 (Otta_ .. 
1965) p. 12-13. ' 

. . .' 
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CAJADUJJ FBDIRAL TAXIS BI DCœB CIASS .' 195'7 

• 0 

, '. 

t, 

\, 

Ineoa. 
Cl ... 

% ot t~t .. l ,.der .. l 
Tu .. Paid 

. Ittteotl v. R&tes - Tax •• 
.s a ~ of Personal InoOlD' 

Under , 
11000 1.1 11.6 

1000 2000 3.7 13.0 

2000 - 3000 1.0 13.8 

:5000 - 4000 11.0 14.1 

4000 - 6000 12.9 16.0 

5000. - 1000 21.6 , 17.5 

8-

7000 • over 42.1 24.3 

Total 100.0 18.3 

6 

Sourc •• , 1. Gottman. Th. Burd.n of C&nadian Tuation Canadian i'ax 
Foundation. (ottâ .... 1962) Table. î ana n. 

Looking within the houlthold ,.etor to ... th. ~neot. o~ 

infl .. tion of _alth. T.b1. 2.10 shows aonetary ... eta, .... riabl. prie. 

asa.t. and debts as pero.nt .. ses of total asa.t. for non-1'~ ho •• holela 

in~96S. The ratio of Ilonetary •••• ts ta total ..... ts d~lin ..... 

1nc~. ri .... wh11. that ot d.bts to .... t. iner ...... . 

48 
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Table 2.10 
, 
{ 

, . . 
j) 

" 

", 

, 

. '-
, '- , . 

t .. l~ 

.lS$l$TS~UD DBlJ1'S OF BOBPARJ( PAKILlBS ~ UlIATTAçmm INDIVnnw.s, 

411 Bouseholds 

Dy Inoom. 

lhder '1000 

1000 - 2000 

2000 l't 3'000 

4QOO - 5000 

600CY - 7000 

CAlWlA 1963 

,. 

, % of aIl Anrage Jk?netary 
Household • .Iu.ta Aa.et. 

100 • 8988 '18.2" 

o 

/ 

8 SOBI 23.4 

9.9 \ A65 26~9 

10.7 4657 20.9 

12.4 5145 20.2 ' 

" 14.0 7171 18.4 

24.1 19169 14.6 

Variabl. , 
Pr.ioe As •• t • 

" 

76.6 -, 

,79.1 .. 
79.8 

81.6 

85.4 

Total 
D.bta 

22.3 

5.6 

7.1 

14.1 . 

20.:5 

, 

('70QO & ov.~ 20.9 38283 18.1 81.9 . 23.4 

" 
Souro •• Ro. "13-525, pp. 40,41,66,67. 

" Table .2.11 pr,pYid .. a mor. in d.pth etudy ot the houaeho14 as "Il8t-

• 10" ~ 
debtor :or: orecHtor in 19&. Por al1 houaebolds I1!t dcl.editore ou1;wei~h 

1<>.,. DB8 data on Liquid M'.et. to COIun_ .. D.bte (Bo. 13-625, ~p. &) 
t.la •• itl •• hoù.eholdÎ ... , 
'1. tho •• lIho.. 11qU1d a ••• te are sero and who •• oOlMluaer aebta are 

po. iti •• " . ' . ' 
2. tho •• Who.. 11quld ~ •• ta 'to oOIMfQIWr. d.bthn-o-· Go .. 4. lOo,c 
:5 • tho •• who.. oouder d.bt. eqtia.l s.ro and 1IIh.o •• ,U.quicl ........ 

ar. poei ti.... " , . 
4. tbo •• wh •• l1qld.cl a •• et. 1;0' OOilNIIS!' clebu ratio l. lee. tbaD l~ 
t). th~\t whoae l1qulc1 .... ta and OODa .. r d."" both eq.l sero. 
A:'Wn.t "OIMtal7' oredltor-·lI theretore olue two plu tbr .. , a "ad 
aoDetaq' dRtQ;r-,. Gla •••• plue tod'r~' Clae. lb. 1. uaatreotea 
bJ' ~~~~. il' ther.toN caittecl. 

" 
<id rrb 

" 



. e 
f 

50 

Table 2.11 

DT DEBTORS .um CREDITœ8 - 1f000ARK FAlIILIIS AND l1RATTACHED IImIVIDUALS, 

Bouaeholdil 

All hou.ehold. ' 

By Inc OIlle Grou pa 

und ... 1000 

1000 - ZOOO 

29.00 - SOOO 

3000 - 4000 

.000 - 5000 .. 
5000 - 7000 

7000 .. O'YeI' 

By Age or aea4 

Under 34 yeu. 

35 - ... 

.5 - 51 

10 the !aboI" ton. 

Ilot ~ tbe labol' tore. 

(% of voup) 
Ret Debtora 

34.2. .' 

12." 
21.8 

.0.0 

39.5 

-13.8 

.0.11 

28.1 

M.O 
, 
4:5.a 

S7.0 

l'Y. 1 
28.8 

L, 

10.2 

20.1 

c' 

. 
.., .... C( 

,S 
~~ . 

.r 

".if 

(% ot group) 
Met Credltor. 

ag.~ 
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net debtors. By income ll-oups credi tors outweight debtors 1n 1.11 olu18s. 
. di . 

of' houfJeho1ds .fH~-t 
" 

The ,percent are net creditora increases as income 

incra.ses. By age of head debtors outweigh creditora for heada under 

thirty-four yaars. For.ll other groups credit ors axeead debtors. 

This ls especially pronouncad for thos-e over fifty-fi ve. By emp10ymapt r' 

status in both groups creditors outnumber debtors. This is however 

f 
more pronounoed for those net in the 1abor force such as retired people. 

The aame combination of old and retired again is the combjnation most 

h4,I't by inflat ion. 

The second affect of unanticipated inflation (inflation as a 

II 
tax) was ana1yzed using the same methoè as Pesek. First. the capi ta.l 

10ss due to a one percent inllatien was calculated in Table 2.12. Inoome. 
~ ( 

L1quid Assets and Indebtednass of Nont'arm ?amilies and Ind) viduals gi ves 

avaragQ liquid aaaats and cenSumBr debts by 1noome group for 1955 and 1958. 

The avera.ge was taken to represent average 11quid assets and consumer debt 

for 1957. No. 13-512 gins "the number of h0u.~ ... eholds for aach lnco~eoola8s. 

~tI 
The totals were multiplied by the averrges to give total 1\~id aUJete and 

( 12 
dabts by inoome groups for .al1 households. Net monet .. ry' asuts were 

ca10ulated a.nè then the one percent E!rosion ..due to infiation wu determj,ned. 
- \ 

The total capital 1058 in 1~57 na estimJ.ted al! lOO.4 I!tlllion dollars. 

" 
Secondly. the additional antt -iflf1atioruLry sales and exoise and inoome 

taxes that wou1d have had to have baen impoaed to raise this amount of 

Ilpesek. pp. 147-53 • 

12j,n ilIlpl10it aseumptlon 18 that the aasets and debts of nonfarm houae­
~Ids are repres'entative of aIl houaeho1ds. 

o G 

" 
,.. ~ 

...... 
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"Table 2.12 

'llONETARY ASSETS AND LIABILITIES OF CANADWI INCQŒ GROUPS, 1957 

Total Total Net Capital Losa 
Liquid Liquid Liquid Caused by a 

Income ÂSsetsc. Debts Ass.ta 1% Inflation As a % of 
Group mill.' mill.' (ill)' mill.' Inoome 

A-D 

Under $1000 465.4 24.9 440.5 4.4 1.1' 

1000 - 2000 756.9 89.9 667.0 6.7 0.6 

2000- - 3000 890.7 158.9 731.8 7.3 0.3 

3000 - 4000 764.1 270.4 493.7 4.9 0.3 

4000 - 5000 904.4 249.9 654.5 6.5 0.2 

5000 - 7000 134&.5 372.1 976.4 9.8 . 0.2 

, 7000 and 
over 7109.3 1024.9 6084.4 60.8 0.8 . -

Tota.l 12239.3 2190.0 10048.3 

Souroea. No. l~-512. !noemes, Liquid Aaa~t6 and Indebtednesa ot 
Nontar.a Families in'Canada, i9~5, Dominion Bureau ot 
Statistios {Ottawa, 19'5a) pp.SS, 46. ."~) 
!noomes, Liquid Asaata and Indebtedness of Nontarm ~ 
Famines in Canadâ, 1958, t)ôDî1îïlon Bureall ot Statist10' 
(ottawa, 1960) pp. 37, 47.' 
\ 

\ 

money for the government were oaloufated in Table 2.13. Thirdly, these 

total taxes were divided by th. number tof householda in _oh inèome group 
ç 

~o oaloulat. the .. verag., oost of ... oh tu to' the household. Tabl. 2.14 
( . 

shows that for inoOJl18s under thre. thousand ~o~lars the oh.apeat tax ia 

.:. < ... 
,-



Table 2.13 

A.LLœ4TION OF AN ADDlTIONAL ANTI INFLATI0NARY INCOME OR SALES TAX, 

SALES AND INCO. TAX RATES, CANADA 1957 

Inoome 
Group 

Pers:>n.al 
Inoome 
mill.t 

&treotive Py 
Tu Rate % 

Add. Anti. 
Inf. Py Tax 
mill.t 

&tfeotive Add !nt!. Inr. 
Sa1e~ Tax Sales Tax 

$ Rate % mill.' 

Under 1000 414 .4 0.2 0.1 2.1 1.5 

1000 - 2000 1220.3 0.9 0.7 2'.2 4..8 .. 
2000 - 3000 2141.2 1.4 1.9 2.3 8.7 

3000 - 4000 3292.4 3.2 , 6.6 2.3 13.4 

4000 - 5000 3407.6 5.1 10.9 2.5 15.1 

5000 - 7000 5180.4 6.9 22.4 2.5 22.9 

7000 &: ovel' 7367.1 12.5 57.8 2.6 33.9 

Total 230?4.0 100.4 ~J,) 100.4 

• 
Soure. Personal 1#' n<:ome, inoome tax rates 

. 
and sales'tax rates are from 

.r Goff'lDan • .. 
l 

the personal 1noane tax. For inoanes bat.een thre. thousand and s _ven' 

thou8and d0}tars inflation oosts the i",st~ and ,for inoam.a~.~en 

-" ~housand dollars sales taxa~ion burd.ns them the le&st~ This is the • 

same pattern Pas_Je rin~~ in the United States in Table 2.14. Thua 

two million out iilPf 4.9, ,million houaeholds would prefer inoane tax~s to 

inflation while 2.3 million prefer inflati9n and 0.6 million preter saI .. , 
Uxation. Finally th. 'ettect of a shirt t'rea t: ?ne peroent inflation 

4. 

\~ 

. ~ 
• 

• 
• 

<, ' 

" 
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Table 2.14 

THE BURD!N OF INFLATION. !Q.UIVALENT INCOKE AND SALES TAXATION 

ON VARIOUS INC01Œ GROUPS. BASE!> ON INCGiE • .A.SSETS AND TAX STRUCTURE 

CANADA 1957 

No. of Average Capital Average Los s Average Loss 
L1.)ome Households Loas Due to 1" Due to Due to 
Group (lOOO's) Inflation in Equi valent py Equivalent 

• Tues in • Sales &: Excise 

• T~ in' 

Under 1000 525.0 8.38 0.19 2.86 

1000 ... 2000 683.7 9.80 1.02 7.02 

2000 .. ~OOO 7ÔO.3 9.60 2.50 11.44 

3600 - 4000 833 .~ 5.88 1.92 16.08 

4900 - 5000 674.4 9.64 16.16 22.39 

5000 - 7000 795.1 12.33 28.17 28.80 

7000 &: over 611.5 99.43 94.17 55.44 

Total 4883.3 20.56 20.56 20.56 

'" 

Sourcese Table 2.12 and Table 2.13 

to equivalent sales taxes was estimat~ as a peroent of persohal income. 

(See Table 2.15.) The average sales tax WLs~ubtraoted from the avera~ 

inflation tax and the net figure divided by average Personal Inoome by 

income group. Households with inoomes under thr ... thousand dollars and 

over seven thousand. dollars wo~ld gain tram this aultatltutiOD while 

the middle inoame groups would lose. So inflation ia more regreaaive than 

sales taxation at the lower tai1 and more progre •• ive at the upper talle 

. , 

\ 

r • 

Il 

'\ 
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Table 2.15 

EFF!J:T ON AVERAGE PKRSONAL INCOIŒ OF VARIOUS INCOME GROOPS OF A 

Si:IFT FRC»l A ONE PERCENT INFLATION TO EQUIVALENT SALES 

!noome 
Group 

TAXATION, CA~ 1951 

» 

Average t'Y • 
Average In!. Ta.x -
Sales Tax 

Gain or Los8 as 
" of Avg. Py 

-----------------------------------------------------------------
Under IlOüp 189.33' 5.52 0.7 

1000 - 2000 .,- . 1184.06 2.78 0.2 

20t)0 ... 3000 2817.37 1.84 " 0.1 

3000 .. 4000 3952.46 10.20 0.3 

4000 .. 5'000 5055.79 12.75 0.3 

5000 - 7000 6516.23 16.47 0.3 

7000 & over 1203"8.73 43.99 0.4 

1, 
~ 

Source. Tables 2.13 and 2.14 

Again this is a similar result to that fo~d by Pesek. 

Inflation and Variable Prioe Asset. 
~ 

Index~~ for oertain variable priee aS8ets .ere oa1oulated using 

• 

/ 

. U 
\ Q 

Conard's .t~ula for the period 1941 to 1970 where figures .ere available. 

C! Table 2.16' prese data. If the ratio exee.da one hundred peroent 
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Table 2.16 

THE RATIO OF VAIllABLE ASSXT PRICES TO THE GRœS KAT IONAt PRCDICT DI:FLATCR 

CHANGIS BHWlSIN BEJl:ElIARK YKARS. CANADA 1947-1970 

Period Houslng Consumer COIIDon Stock Value of Chan~ 
\ 

Durables Prioes in Inventories 

1947-6l n.a. n.a. n.a. 0.75 

1S.9-52 1 0• 99 0.99 n.a. 

1952-56 0.99 0.90 n.a. 1.10 

1956-58 1.00 1.01 n.a. 1.09 

1957-58 .,.--- 0.96 

1958-64 0.97 0.68 1.55 0.76 

1964-70 1.00 0.85 0.90 l.~ 

1949-70 0.96 0.68 n.a. 1.42 

1957-70 . 0.98 0.76 1.34 1 •. 71 

. 
SOclrces. BudgetC:;ers, pp. 108, 110, 112. 

(1966-1972 ) Baruc 01 da Statistioal S~ry, Bank of Canada 
, (DB! Index QI Common Stock Priees. Total Investors Index, 
monthly average). 

o 

, 
then the real value of this asset. increases with inflation; if it is 

less than one hundred percent then this asset bas falled to keep.up 

with the 'inflation rate. Hou~ing has maintained its real,valu.. Conauaer 
J> 

.,/ 

durables have been slipping eapeoially sinoe 1958. Cammon stook prioes 

have varied and are now riaing at a rate slo.er than the inflation rate. 

.. 

\-
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Inventoriee ha'ft had periods of gains and 10sses as weU but have been 

espeoiaUy strong ainoe 1964. ~r the who le period 1949 - 1970 on1y 

oonsumer durables show a losa. From 1967 - 1970 they still show a loas 

while,oomaon stooka and inventorY prioes have ,been elastio. 

Conolusions 

The Canadian evidenoe demonstrates that the period fram 1947 ~o 

1970 was ono of unantic1pat~d inflation. Housoholds made littl. attempt 

to shift tram monetary to variable priee assets. nor to deorease their 

real money balances by subst~tuting other liquid assots. Redistribution 

did ooour fram creditors to debtors in a11 aectors of the economy. The 

amount of this redistribution was measurable and app$ared to hurt oertain 

groups. suoh as the ret1red and the old. more than others. Inflation 

as a tax was more regressi ve than a sales taxe However middle inoOJDe 

groups would pay 108s under .. one percent inflation than under equivalent 

sales and inoome taxes. Ooly oommon stocks and inventories of the four 

variable priee asaets studied kept paoe .tth inflation • 



Chapter 3 

~H! INS'TABILITY OF llILD INFLATIO( 

Theory 

A possible effect of mild inflation 18 that inflation may 

snowball or aooelerate and turn into runaway or hyperinflation. This , 

instability of inflation, says Conard, depends on three fa~or8 whioh, 

if present, will cause inflation" aooelerate} 

Wh.ther the inflation i8 antioipated or not i5 of great importance. o 

In unkntioipatod inflation redistribution of income and wealth ooeurs. 

This may affect the rate of inflatioJ9. When people begin to antioipate 

" further priee inereases they aot to pr.vent this redistribution. Their 

'~otions also affect the rat. of inflation. They may start to speoulate 

and buy goods in advanee, thus puahing up prio.s even faster. Or they 

may adjust their behaviour to proteot their inoo .. and ;wealth rroa beiDi 

eroded by inflation and th.s. adjuataenta .. y push up wages and priG.a~ 

Lastly the fj,nanoial polioies of the gov.maeut aector will att.,t the 
" 

sp •• d of inflation. If the governaent raiaes funda by printin~ lIloney 
'1 

rather than ralsing taxes the sp .. d of inflation wl1l iDDrease. ln 

sUlllllal'y. then, the three factors on whlch the spe.d ot inflation depeD4. are, 

lCon&rd, pp. 82-90. 
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1) ohanges in Aggregat.e Demand as a result of changea in 1 

buyers' expeeta'iDna, 

2) adjustmenta made by different eeonanio groupa in re.ponae 

to antioipated ~nflation, and 

3) the finanoial methoda uaed by the government 'ilto pay for it. 

expenditurea. 

Changea in Aggregate namand 

Consumer Behaviour 

Unantie\pated inflation has ~ effeets on eonsumption d ... nd; 

som, of whieh tend to inoreaae eonsumption; others, to deore&se it. The 

net effeot depends on the relative strengtha of the individual taotors. 

Firatly, if oonsumera see ourrent priee. riaing and not th_ir money 

ineomes rising as weIl then )hey will eut down their spendfng. Ob the 

other hand, this money illusion effect may inoreaae oonsumption 1t 

oonsumers see inoomes, but not prieea, rising./ Seeondly, if unantieipated 

inflation does redistribute incame from .age eamera to profit reeeivera 

(the -age lag hypotheaia) total eonaumption will tend to fall. Thia i. 

because the marginal propenaity to oonau.me of profit reeeivera ia 1 ... the 

that of _ge _rnera. Sildlarly if redistribution ooours froJl the old and 

retired ta other age groups total- oonsuaption ~ll talle & ... .,.er, it the 

inflation ia of the wage-push kind total oonauaptlon Day be expeoted to 

inoreaae. -Thirdly, if the tax sY8t~Oia progressive, as priees ris. so 

~o money 1ncœe. while lI.olWy inoœ .. d'ter tax riae lI.ore alowly. Thi • 

. \ -----------------
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the d~d for real balanoe. equals the 8upply of real balanoea. 
r , 

Antioipated inflation does not then, of itself, cause inflation to speed' 
F 

up and beocme runa_y inflation. Onoe people have adjusted" their demand 

for Money to the new long-run equilibrium oonditions tho shlft stops. 

Only a ohange in same exogenous variable suoh as expeotations will 

oause the rate of inflation to 1norease. 

Business Behaviour 

Unantjcipated ~n~lation ras basically two affects on investment 

demand and depending on the relative strengths of ~he t'lIO, inv88tmaT': 

may inorease or deorease. I~ inflation has oaused an inorease in profit~ 

more internaI funds .. re anilable for investment and oetaris paribus. 

investment should increase. On the other hand inflation reduoes the 

real value of Money balanoes so the liquidi ty of the f·irm deélines. As 

a result the demand for .oney inoreases and resourc~~ are spent to keep 

1iquidity at a oertain level rather than on investment sa investment 

deolines. 

In ant10 ipated intla tion thare are also uo p~Bio effects. 

Firstly •. if producers 'expeot priee increasaa and asaooiate this w1 th 

inoreasing aggregate demand and rising protita they will undertake more 

inveatment. Seoondly, .non inflation ls antioipated firms ~lso hold 

le8s real money balances and sn toh ta near .. onies or inventories. Â 

short burst of inflation or an acoeleration ,in the rate of antioipated 

inflation will therefore oause the demand for inventories to !nor ... e • .. 
.As a reaul t inventories inore •• e at the ,xpen.se of 1'ixed oapital toratlon. 

t 

'J o ~.-J. ~ ~ -~-_ -~~--~~ ______ ...-._ ...... < ... \Îfttz-.l' , 



\ 
\ 

. 62 

This will cause the speed of inflation tc(lnoreàse. However ono. 

bùsinessmen have aooumùlat.d th~ desired level.of invent~les i~vent~ry 

aocumulation C8&sea. 
~ 

The de:mand for re .. l money balane." has ~d~t.ed. ta., 
, , .. ' , . , ... 

the new long-run .quilibri~ conditions and now the costa of holding real 
. 
~ 

money balancea .quaI the b~efi ta. SA anticipat.d inflat.ion causes a' short 
• 

". 
burst of inventory acoum.ulation but' does not in i t8-'elf cause,~;Tuna_y .. 
i~flation. t •• r • 

" 

• ", . 

.. 

• • • t, 
.;;. 

lit .. ' ( . '. 
Adjustlnents for ~lation made by DiffeHn;' Groups .. 

l'''' i • 

If inflation ls' unanticipat.d no adjuatments takè .... PI~o.ith.erefor. ~ 
-- .. ,. \ ~I 

- ..... ' 1 .. 

only anticipat.d inflation ia relevant here. ~epending ~n ~heir abillties 

to percei ve future inflation, diff.reht economlo gr;~ps will' try. to prot .. t 
" ~ 

themselvea from it. Several faotors will affect.. theV abili ty to prot.ot, 

themselves. 
'. ~ 

First, the degree of imperfeot campeti~ion 18 iap@ftant. 

11 • 

Ollgopolies can foroe up administer.d prie.s to protect t~eir profit 

position fram erosion during inflation. Trade unions oan negotiat. 

higher wages for their me~bers. Second, lags tend to hinder the e8ea~tlon 

-----­of inflation. The wago lag beueen contraots i8 one z,rear or more. for , 

union members; more than a yea:r for nonun1o~ ~mploy .. s. The long.r 1:Jlia 
• .. 

wag. lag. the slow.r the speed of infl",tion will àe hetw.en peri04s. If 
~ 

oo~traota inolude .soalator clauses that adjust for ohang.s 1·n the 
t • 

Con,,~r Prio. Index when th. oontraot i8 ~e i~stab11ity 1, not 

inoreased. If ho.ever the contraqt prov1dea for autoatio adjuataeut ot 

.... ges wheMTer the index increes •• the wag. lag ~8 reduoed oonai.derably. 

SiJI11arly aU,tomatic adjustJRenta for produotiTity inoreas." reduoe the <1 

wate lag and add te the inatabillty of intlation. Th. prioe 11.& betwMn 

a ~e' in d~d and a o~llIe in ,ooda prioea _y be ""lODC tor 

a.cbd.lustered prioe industri... This alao 1Dhibits th. lnatabll1ty; ot 

1 

" 

.. 

, 

. 
\r, 

Q 
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1 

~nf)a~ion. Third, the state of the econamy Will affect the demanda 

'of produoers and emplo~e~. If the econany is ln a reaession with a 

high degr.e ot unemployment both produoera and empio,yees '~ll be oonltra­

ined anq. their"prices, and wàge demands lowe,r. Vihen the econcmy is 
f 

àt)bmi~ .ges and J#iC~s ma)' rise muoh {"aster. 

Financial Polieies of the GovernmeQt 
... ~ J ~ ~ 

If the g.o~rnment finanoes a defiei~ by taxation,"lIloney inoaae. 
o t 

.. !ter tax-' are r .. duoecl and·' aguegate demand ma)' deoline. Taxati'oD there-
1 

,fore oan re~.rd a demand-pull inflation. However, if the goverpnent 
o 

~ , . , 
.;finances a defid\.t ?>y printing IlOlle)' it inéreases aggregate d_nd and 

, v 
, 

adds fus! t.o h1fla~ioil.· Philip Cagan showed that hyperinflation ooourreci 
, ' 

only when the go~ernm.nt wa8 inereasing the suppl)' of monay,at suoh a rate 

that priees were doubling ~n ~ess than aix months. 2 1od.)' ~vernment8 

f,alize that rapid mone)' er~ion leads to inflation. Their problem is 
. 

thlit, the eonflleting demands of 111fferent e,eOllomic gro~ps oan 6n1y be met 

if the s~pply of'money'keepè on inoreasing.' OtHerwise gooda will go 
1 

~sold abd .UDemploymen~ reault. This dil'emma o'f 'inflation or unemployma1t" 
. . 3 

is oall.d Lewis"· ·Law. 

r, 

Zr. 'C~ian, ,wThe.li>netary ~08 of Hyperlnflarton" 1"n Stydiea 'in the 
Quantity Theory ot Money, ed. by ~. Friedman (Chioago 1956). 

1 ( 6' J .#>4 

La. _a DIJIl.a ai'ter John~L. Lewis, .pt.aij:ient 'of the Ùn1ud II1n. 
Workera In,the United States. This postulate _a given the n.aa 
Lewis' Law by - • .1. IIorton in -Trad., .Dnionisll, Full 8aplo,a~n1: alll 
Intlat1on" Amerloan !conam10 Revie., Vol. 40, hrt l '1950) . ' 

pp. 13...s9. 
() ~ . . , 

" ., . . ,,' 
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.... ._. 

'f 

" 

) 

.' . 

.. 



"­ , 

) ,lIa.pirieal Work 

The major study on the impaot of inflation on oonsumer behavlour 
, 

.aa by Ev. Mueller in 1959. She studiea the reaotions of oonsumera to 
J. . • 

" 
prio. inoreaaes and t9 the .xpeotatiGD ot futur. prioe inor.as.s. The 

purpOB' of the study 18 "to d.t.rmine the olroumstanoes und.r which 

eonsumers will aoo.l.rate or reduee their spending .n.n f,oed by rising 

prioes".4 She iaolates a four st.p oa~al' proeeas 'beg\nning wi th the 

original inflationary stimuli - present and pa8t~ prio. iner .. us. These 

stimuli affect oonsumér peroeptions of,priee trends. Mueller finde 
. 

pecrple'a peroeptions 01' put prie. trends dif'ter oonsiderably and oannot 

be int.rrad from p&st priee data. People do not neeessarily assume that 

ourrent inflation rates will exlst in the future. Mueller l'inds that 

the longer 'the "priee rise the highër the peroentage of households that 

are aware of it. ~ueller al~o note~ that in the paat people felt that 

.long-l'un priees "l" stable while in her study thiS 1'aith in long-run 

3tability has .. akerled. Glven people's pe~oeptions their attitudes to-
, 

ward in1'lation are d.te~ned by their peroeptions, and by their economio 

and pol1tioal en'V'ironment. BepeoiaUy mportant are ipoome trenda., ,or 

the group that telt prioes would inoreaae a,nd that th1s _a tQ.. the good 

or made no dlfferenc., fitty-thr.e percent of the houaeholda .eUer surveyed 

had recel ved inooae iner_ae. in thé past y ... r. or those who feit the 

expeoted intiation ._ bad seventy-seven pe~ent .. re receiving the a ... , 
4lha .ener, ·ConsUlaer Reaotions to lntl .. tion", Quarterl, Journal of 

Boonomios Vol~ 13, (May 1969) pp. 246-62. 
q ) 

. -- - -- - -- --- ~-----
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or less money inco •• th~n a year ago. Kueller finds that, in gen~ra1, 

rising priees were regara.d as undesirable; stable or fa11ing priees 

w.re desirable and people felt it was a "good time to buy". "Given 

p.ople's attitudes toward inflation this atfects their oonsumer behaviour 

their purohases of oonsumer and oapi tal goods. ,.!..~r.~,ler fincls that mild 

inflation oaused litt le redistribution trom 1i~id to variable_priee 

assets. On consumer goods and servioes. the group that fe1~ the expeoted 

inflation was desirable .ere pa~ticularly active spenders. Those who faLt 

the inflation would be "to the bad" b~ught le8s than expeoted on the basis 

of their incomes. Sinee the group that felt inflation to be ùndesirable 
" ç ::! 

outweighed the other group, as a whol~ consumers bought less in'inflationary 
c ' , 

periods. Mueller concludes that consumers have ther6fore be.n a stabilizing 
.~ 

influence on the econo~. Chl.y in sharp bursts of inflatiop suc'n as that ... ., 
1 

at the outbreak of the Kerean W&r did cOn$umer ~penditure i~crease ?ue 
• 

to expected shortages of goods and services. At the ana'Mueller notes 
, . 

that if escalator clauses come ~nto more common use 50 that incames 

increase as priees increase more and more households "will re.l it" is ~ 

good time to buy. Consumer expenditure in ,this way,oOU\d beoome 

de.tabilizing. 
l 

A study on the effect of inflation on busineumen's i~ventory 
, 5 

accumul_tion .. s done by A.S. Shaalan,in 1962. 'Inflation, 'says Shaalan, 

has an impact on the structure of liquidity and the degr •• of liqu1dity. 

5 
A.S. 

c 

Shaalan, "The Impact of Infla~ion on the Composition of Private 
Domestio lnvestment", International Monetary Fand Staff Papers 
Vol. 9 (July 1962) pp. 2~:e:r. \ 

'." 
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~~ 

The structure of ~iquiditY,me&ns the c ompos i ti on of assets held by the 

business. In anticipàted inf1&tion the demand for real money balancea 
.... ,\.' 

L deëlines as the f' substitutes inventorle"s fO~ oash. T~!, struoture ~ 

1iquidity oh&nges fram holdings of ca&h balances t6 inventory sto~ks. 'The 
... 

degree of liquidity refera to the f&ot that inrq.tion may in~a8e ' 

unCoreseen opportunitie~or risks. As a resùlt the preca~~lonary motive 

becomes stronger and the desire for liquidity greater. This desire i~, 

satisi~ by holding more inventuries. 

.-
New Canadian Evid;noe 

Consumer Beh&vi~ur 

The Financial ~ost of Canada hAs conducted a conseoutive 

quarter1y suryey of cons~r buying intentions and attitudes since 1960. 6 

The sur~ey questions households about their buyin(' plans for ~onsumer 

dura~les. Chart 3.1 shows the Index of Consumer Attit~d.a ~lotted with 
........ ' . . 
, , ~,-/the percentage changes in the Consumer Priee Index and in real oonsumption 

'expénditure& sinoe 1960. ,'" 
From 1960 to 1965 as priees rose sa did the 

indêxi consumera consl.dering the period' a good time ta buy. From 1965 
ç 

, 
to 1970 howev_\ as priees incre,sed'the index declined. Consumers 

" ~ 
oonsidered it a bad tUne to buy. '1956 ta 19&4 "8 a stab1~ period; 1964 
~.. ./ 

" ta 1970 .as, an inflationary one. Thes8 data support Jfueller's~findinga 

that in inflationary times consumera re.l it ls ~ bad time ta buy; whil. 
7 .. 

1n stable periods 't~ey f.e1 it 15 a t~od time~o buy. Camparlng, the 

1 \ 

6 (- , 
"lndeK-'of Consumer Attitudes 1961 • 100", The Finanèid Post, (Toronto 

, 1972) (Photo8tay~d data made aval1able to author). 

7 -
-Jl1eUer# p. 251-53 • 
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Chart 3.1 

C'onsumpr Atti tudes, t!ersonrt1 l.onsurnption,and 
Inflation rlates, Canada 1960 - 1970 , ~ 

1 erc~nt Chan e froi;] FrevioIJ5 {par 

... 

~ercent Chan9~ in ~ersonal 
Cons\d11ptio,. { constant 1961 
dollars ) . 
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" Rate of Inflation 
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'''' . Bugget Papers, pp. 6~, III 
1'îlndex of êonsumèI Attitudes !961 = 100 ", 

The FiosnciaJ, PQs,t ,( Toronto,19'72 ) , 
( Photostated'data m~de available to 
the author ) 
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Index of Consumer Attitudes W] th percentage changes in comrumption gives 

an indie .. tion of f.r)N attitudes are translated into behaviour. The uo 

graphs move together over the period, except for 1961. The Iftdex 

therefore is reflected in consumer buying patterns. In st..m;Dary Chart 3.1 

shows th .. t in stable periods consumers feel i t is a good time to) buy a~ 

consumption e:xpenditure increases more rapidly. In infl .. tionary t imes 

consumers hel 1 t 18 a bad time ta buy and this ls reflected in smaller 

incree.ses in consumer spending. 

Bus iness Behaviour 

Chart 3.2 plots the pereentage changes invento~y aocumul .. tion 

with percentage changes in the Consumer Priee Ind for the period 1947 
, , 

to 1970. The percent c&anges ln inventory .. ccumula h .. ve been botp 

large linn ~rratic - fr~ an incr~'s_e of seven hundr d pereent ta a 

rte~l"eaSfl of one tho'usand peroent. No trend is obvious. Comparing the 

nUlnber of yearly percentage incre .. ses in the Index with incnases and 
4 

decreases in the rate of inventory stock bui Iding shows us that in eight 

eUes out of eleven (seventy-three peroent) an increase in rate of infl .. tion 

was accompanied by a deore .. se in, th~ rate of inventory .. ocumulation. 

Decre .. ses ln the rate of infl .. tion had no marked effeot on inventorie •• 

- Cl .... lan tells us that in sh .. rp'bursts ~f .. ntioipated inflation the rate' 

of inventory buildinp- should inorease as busines'ses substi tute inventorie 8 

8 
for cash. The opposite result shown,by the 

inflation ls still unantioipated in C .. nad ... 

(,Jc' 
Canadi .. n da\a may be bec .. us. 

\ 

Inflation reduee. the r .. l 

, 1 . 
valu. of euh holdin,s but firms in order to maintain-"th.~r old level 

e'Shaalan, p. 256. 

/ 
/ ... 1 
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Chal't 3.2 

Inflation and Inventory Accumulation, Canada 1947-1970 

% Change year over year 
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of liquidity dl!tDl&nd money and put leu into inventories. As a resul t 

~in1'la'tion causes inventory aooumulation to deoline. 

Conclusions 

)(ild inflatiO'n may becane unstable if speoulati ve acti vit Y 

increases or economic groups make adjustments or the government increases 

the money supply at too 1'ast a rate. Mueller's consumer study shows that 

consumera have bad stabilizing in1'luence on the Americs.n economy. 

Shaalan's wark shows that in anticipated inflation investment in 

inventories increases but only temporarily. The Canadian data also 

show consumption and investlent in inventories ta be stabili'ing 

foroes. In swm.ry the lhr.a~ that mild inflation will accelerat~ 

into runaway inflation from speoulative activity appears tt'\ be a 

rernat. possib-, lit Y - both in tl1\ory and in praotioe • 
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Chapter 4 

THE JHSALLœATION OF RESOURCES 

Theory 

Introduction 

In a market eeonomy prIces act ilS signaIs trllnsmi tting 

information on demand and supply of factors and goods to the consumer, 

the factor owner and the producer. Accordin( to s~ciety's preferences 
... 

l'.sources Ar. direoted in and out of oertain activities by relative 
t 

,prioes. Under 8. perfectly competi ti ve market system with producers ~ 

midn.g profits and consumera ma:ximhing utility the most desirabl. gôods 

are produoed aeeording to the priorities of consumers. Under this 

consumer sov .. eignty principle (i f there are no < externali tiss) to~~~~) 
l"nfare o~ the communi ty i s maximiz.ed • 

• 
<lnnation can cause misallocation of r'sources by distorting 

relati ve priees •. In this .. y the prie. signala to produoers, 00nS1.lll81"1I 
~~ 

and faot'orv ownerll ohange and resouroe. are d irtoted into produoing goods 

and services that are not t~e Most high1y dosired by Booiety. If somo 

priees lag othera du. ta st1ekines8. traditionAliam or slow reapons. 

flisouro •• 1'10_ out of the ... cti vities and into other more "ar;gr ••• i,..tt 

aot1 vith.. Jo'o.r example, r •• ouroes _y rlow troDl teaohing ,~)lto 

cQnatrl.lctloD work if pr~'o .. ri .. auoh lIor~ quiok1)' in t~e oonstruotion 

ln,~ hjs Hfly ~n~lat1on can callse private Ilt,è oe-h l bene fi t. to 

71 
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diverge. Or, th., ott1er l1fl~d the misalloeation of resourees caused by 
c 

inflation is not neoessarily harmful. The real world is not a p.rteotly 

oompetitive market where pr_Qfits and utilities are maxim1&ed. To some 

extent pr~e.s are alrsady distorted by oligopolies, unions and 

externalities. Inflat\on uy distort relative priees in a better 
--~ 

direotion. 
o 

When ages and priees are stie1cy down.rd1J and tastes .. 
change relative priees should change wi th some priees ris iog, others 

" f'alling. If priees will not rau this ohange in relat,ive priees ean 

only be aooompifshed if there is a rise in the general priee level. In 
'" . . 

this way inflation can aid reaouree alloeation. AIso inflation provid.s 

lubrioation in the factor market sa that resouroes beoome more mobile. 

Ri'Sing general priees allow reaoure,'s to be shifted to more highly 

demanded output hl' the call of' higher faotor priees rather than the push 
4Y 

of lower faotor prt~.s • 
. " 

~ , 
Th:is distortion of relative priees by inflation oauses a mi •• 

allooation of resourolJs in three ... ys 1 

1) changes in the oomposition of oonswaption upenditures, 

2 ) oha n~s in the 0 ompos i tion of inve8tment expendi turls, and 

:5) ohan g., in the delll&nd tor mo~ey. 

'lAt us examine .. oh in turn. , 
Chang •• in the Composition or COMuaption bpenditare • 

.,. , • <, 1 

I~flation _rreots the oompos ition or consumptlon 1n ~wo -78. 

\ 

Firatly. in th. dOllleatie urleet. the 8ub.titutlon, .rr.ot oaUU8 oozun.er. 

111•9• Oieh. The Iapaot or lnrlatien on th. LeT.l of Bconcal0 Aot'i Tity 
(Rott.rd .... 1966' pp. 28452. 

, ' 
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te ,-44 

ri: 



~. 

/ . , 

to substi tute goods wi th more slowly risiDf priees for goods with more 

quiokly rising priees. In an open economy higher inflation at home _y 
, 

aIso cause oonsumera to substi tute im.ports for domestically produoed gooda. 

Secondiy, if inflation redistributes income this income effect will alter 

the composition of consumption. If redistribution o~,s fran lower to 
.1/ 

highar indome families who spend a large proportion of their inoomes on 

inoome-elastic goods and nrnées then the dema.nd for luxury goods may he 

expeoted to incr_st. On the other hand, if redistribution ocoura to 

the lower c1a"e8 who ~pend a large part of their in00ll1e6 on income-inelaatio 

r 
goods the demand for necessities may he expected to increase. The 

oomposition of ~onsumption thus dependa on the affect ,of inflation on 

relati ve priaes and on income distribution, and on the consumption 

patterns of differant ine'omit groupa. 

Changes ln the Composition of Inveatment Ixpendit4res 

The aapi tal market provides the pri,oe si ~nals };hat bring about 

optimum 'llocation of inves.tment resouroes. Money interest ratea acting , , 

aa relative priees ohannel funds into t.he different toxp of capital. 
... ~,\ 

However this resouroe allocation of' inves,tment fllnds ia only' partial 

beo.use not ail aavi~s are diraoted into the aapita 1 market. In 

inflation the oapital JII1I.rket .orles imperf'eotly and S 0 misallooation of 

2 
resouroea ocoura. The expected 'rate of returll on oap,1 tal 1s raised by 

o 

.1 

.. ~ 
irrflatidn and by th. expeotation of inflation. Ho_ver money 1nten.t ra"te. 

aeldom rise enough in UDIUlticipated ,inflation to coapen8~t. tor the 

*'ahaalan, pp. 24~-53~ 
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depreoiation of money. As a result the gap between thil e:xpected rate of 

return on investment and the cost of borrowing widens.. It beoomas more 

profitable for inv.estors t 0 borrow .nd invest. This can have undeairabl, 

results. First. savers stand to ga,in 1esa. by 1ending their money 50 

lending declines. Savers instead invest: their l'unds personll.lly. Sinee 

most savers have only small quantities of. money ta lend their investment 
i " 

ia i,n amall so.le oapital. goods s\toh as inventories IJnd luxury housing. 

Seoond, l'irma will l'ind i t more profitable to invest their sanngs now 

----=-- .. rather than to aoownulate them l'or long term inveatment projects •. ~----,-~-

these oases bia~ investment towards short "term asuts. Third, the large 

gap between the rate of returIf on oapita1 and the money'·';~te of- interest(' ''''., 

" results in an increased demand for loana. This increased demand ooupled 

wi th the reduoed .8upply causes an e~oe.8 demand for loana in the Ctpi ta! 

II'I&rket. As a uault rationing talces p1aoe 'and disorimination amoilg 

borrowers ooours wi th large investors obtaining f'unds more readU] than 

small investors. This disorimination also misallooltes investment 

res ourees • If 

Antioipated infl-,.tion also affeota the cOIIIIlunity'a distribution 

of inv.atment resourels betw .. n l'inanola'!and physical aallts. Inflation 

increases the illiquidity risle oaused by unelrtainities about th. 
, 

changing speotrum of profit opportunit:les. AI mont y 10sII its value as 

• hedf;e apinet uncertatn Ilonments of futurl relative priees, invastors 

aub.titute other a ... t,. l'or lIonay a;.e1;8. Inve.tmènt in inYentorle. ia, 

\ , . 

f 
1 
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substi tuted for investment, in finaneial assats. 

This illiquidi ty risk ,also oauses a substitution of short~run 

physic .. l assets for long~run ones. Short-run aBsets ara mora liquid 

but p .. y a lower rate of raturn than long-run assets. Inv"stors ba.lance 

this increased liquidity p~emium ag~inst the expected profit loss from 

not invast-ing in long-run asa .ts. Howe".r. in inflationary periods th. 

expected ratum on long~run investmenta may be uncertain beo .. use. in an 

enviromnent of rising prioes and coets. future costs may not be "ccurately 

predicted. .As a result businessmen inoorporate th. oosta of inr~ation , 

into the Present Va.lue formula ta detarmine the Present Value of' short-

run versus long-run pi"ojeots. This hi .... to_rds short t&rm projects. , 
( 

< 

espeoiaUy inventories. usually oceurs in short bursts of inflation. , 

Ths community desires tlt~;' luger proportion of its ca.pita.l stock .be in 
'0; 

short torm assats. In order ta iner .. s. this proportion .. Il ne. J> 

lnvestment 15 ln short-run physioal uaeta until the oommW'lity's dasired 

raUô of short-run to lo~g-run physloal asuts 18 reaohed. This- ratio 

is then maintained iod.fini tel)' Wltil some e:logenous for!)e dt.ra the 
1 

preferenoe patterns of the communi ty. Ch tpe other band, if the ' 

in~la t,ion ls expctCted, to oontinue ror severa.l y ... rs, ·this misa.llooa.Uon 

of inveatment resources, ~y, not take plaoe. Long-rùn inveatment project. 

o .. ri only b. reaÜzed without 10111 .. t oOll.p1eUon. A short bur.t of' 

inflation OQuld oa.us e long-run .. ueta to be sold betora oomplet1on when 

the1r ra .. l value là 'Uegligibl/short term inve.tment ... y be rellia" 
~ . , . ' 

at any ti.e withOl.lt eign1t'loant l,.?'. 80 if 1n1"1 .. tion. 1. expeo-'ted to be 
. 

of the lon, .. run ,type thifJ redlre'ot10n 01' inv .. t .. nt rtlouro •• iDto short·. 

run · ..... t. lllay not ooèur. 

. . 
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Changes in the Demand for },ioney 

'fthen inriation is sntio lpat.d thore ls a dec 11 ne/ in society's 

d.sired leni of rui money balanoes as the oOJllllum ty ·substi tutesu 

3 other ass.ts or faotors or tim.e fOT money. Since money can be 

produoad usiIlf. little reSOUTa •• its cost of produotion i8 low. Other 

ass.ts require more resouraes and ar •• consequently. more expen8ive to 

produo.. 1Ih.n the community switoHes trom m.oney to other ase.ts the 

amount of resouraes d.evoted to Anet production (and as a result the 

'total/cost) increases. This additional cost of substit'ution is th. 

i 
excus burden or nlTare 10ss of th~ inflationary tax on mon!'y. 

lIhen other as.ets are substi tuted for monèy • re1at:r~e pri oe 
o 

changes among asuts occur because assets differ in their abilitt~s ta 

substitute for money. Asuts that are good substitutis and huè an 

elastic supply find in the short·run that their demand increases npidlY'. 
<.> 

Other assets are wors. substi tûtes and th,fr demand rises more s lowly. 

In Ihe long-run supply conditions ar. more .lutic and Ilore rello~oes are 

devoted to trot' production of good substitutes. Thi,B results in'a fuHiher 

Ir isallocation ~f ruources becaus .. the weI fare los s inoreas.s the more 

the o <lIIIIIlunit Y shifts ta money substitlltts. 
, / 

rime and conv.nienoe oan llso b. 8ubstiht.a fbr money. TilI1. -
, 

ls uaed '1.8 a substitut • ..hen ~eople try to aocœpl1sh 1. .giv.n n6.ber of' 
lI'· .. 

transaot~ons 1Ii th a srnaller qu~nt1ty of money ao that vdocity inor ...... 
" 

Barter ~comes more important. People apend m~~" 'i_ediat.!y, at'ter ft. 

, .> 
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receipt. Firms pay employee. more often. substi tuting boolck •• ping tor 

money. Shopke.pers hold invdtori-es ~ther than money a8 a precaut'ionarj 

ievic.. These forms of substitution coeur only in anticipated inflations. 

wtten the community ~ .. whole -begins to substitute Ume for mon.y the 

1 ... 
veloclty of' money soars'." prie.s rise very rapidly. This hyp.rinflation 

, 
continues until the cost of changing the payment structure equals the cast 

of holding cash balances. Substitution of time for mon.y then a_ses. 

(s ... Figure 2.3). ... 
Other factors may a!so he substi tut.d for mo~y. Money is a 

factor of production and ln anticlpated inflation its cost ris es. The . , 

firm will substitut. less costly factors for money if it can do so. If 

• a firm is money-intensive in that money costs art a large proportion of 

total 

firms 

ness 

costs inflation increases total oGats significantly. Mo~ey-intenslvw 

will see th.ir profits t'alling relative to nOIllDOney-intensive firua. '!\ 

Relatively large money outlay and receipt streams or money-intem i vw­

are usually associated with labor-intensive finns. This .nalys1s 

th.refore impli.s that labor"intensive fIrma sho<.tld suffer lower prot'ita 

relative to p.onlabor-i nt ens ive firms. In. the long-run .. reallocl!tlon of 

Ttsouro.s will occur to less 1Il0ney-1.ntenalv. goods and techniqu ... 

This iaplt .... substitution of capital t'or laboT. ln th1s _y 1.1110 in-

ration causes a IlÙ.sallooa.t1on or resources • 

• pirioal lfork 

Introduotion 

. ' 

.--.._- A. .tudy of the errect ot inflation Qn the priee syst .. •• 

t. 
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done- by Harold Wo~ozin in 1959.
4 

The purpose was to deteJlIline whether 

or.eping inf'lation in the United States between" 1947 and 1957 had 

wnoned the priee system so that 1 t did not perform i ts job of 

dir.cting and rationin~ resot.,irces according to changes in demu.d and 
. 

supply as ef1'eotively as in the p.st. To do tris Wolozin examines, the 

... 
effeots of inflation on four aspects of the pr:ioe system: changes 'in 

r.lat~ ve priees. priee flexibility. prietts of new products, and priees 

and producti vit Y • 

~ For changes ill re1ati ve priees '1,',010z1n stuèl es di fferent broad 

classes of eoods and th81 r ptice changes between 1947 and 1957. He finds 

that large changes in demand or supply condi tions do c"use signifieant S) 
ohanges in relatiVe priees betw .. n classes. .Mo~t of the. relati ve prlée 

changes are expl.ined by ei theJ," demand It-nd supply changes or by produetivlty 

g.ains. So in thls respeot th. priee system 15 performing i ta funotion ri 

allooating resouroes. r' 1 

The United States Bureau of Labor Statistics did a study of wh01e­

, 5 
sale priee f'lexibility for th. period 1947 to 1956 in the United States. 

!ts purpose wu to determine whether priees have become more rigid and 

havt'J changeù Ioss frequently in this oeriod comp~red to the pre-World 

War Two peri ode The study finds no re·lat ion bet""en the number of priee 

o 

..o~a~ges' and the' s he of these chang.8. anq no s ignif1cant dif't.reno. in 

the two periode. Also the study" 

ooncl-ud.s that priees are st i11 fluid beaauae ev.r half of aIl prioes 

4&.rold Journal of Politioal 
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oompi~tely changed their behllviour between the two perioc'ls. 

If the priee system, 15 functioning properly ?rices of new goods 

Il 
and .. sel"vices s}:ould decline .. ilS output and expe!!;ience increac"' •. Wolodn 

compares t1-!e priees of old products and new products wi thin a rapidly 
{1 

expanding group ta detennine 'Nr.ether ne,'f prjees tend to fail relative to' 
. , 

old; (See Ta tHe 4.1.) HF'finès that w:i tH output growth the priees of new" 

produets declined reIa-'tive to old products. 

oLastly Woloz in examines Nholesale priee indexes and outp\lt per 

manhour data for nineteen industries. On a scatter diagre.m a clear 

invers& relation between priees and productivity emerges. 
1 

The ind1.,stries 

wüh largest pZ-:0queti vit Y gains had the lowest priees and vice versa. 

1I'01:>tin cunc'ludes from his study of thè~e four factors that creeping . ~ 

'inflati on has not seriously undermined the priee system in the' 

United StatflS. 

.. . 
Changes in the Compolf'ition of Qonsumption Expenditures 

ln theory inf'lation affects 'the c0l!1position of consumption 

expenditures through lncome and substitution .tfects., The substitution. 
, 

effect d.pends on relathe priee changes whi le ,the income effect depends 
,", l 
~.,~ 

.on income redistribution. The ~frect of changes in income distribution 

on pdvat. corlsumption wu studied by R.S. odeh' in Ms book The Impaot 

5 
of Inflatidn on th.' Leve! of EoO.noJÏdc 'Aotivitle For '.tp~ perlod 1946. 

J. 

to 1959 in'Brazil and in Chile œ.h first ,det~rmines th~ 5l".ar(innl ?ro-
" _____ 4- _______ ... __ w "-_________ _ 

, Il 

SOi'h, p. 56 • 
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pensi ties to consume (MPC) of dif'fer.nt economic groups and then the 

affeot of income radistribution betw.en eroups on pri vate oonsumption. 

The four economio groups he selects are c non-farm labor, s elf-employed 

labor and ca.pi ta.~. farm labor, and profit reoei vers. Table 4.2 illustrat.s 

the different marginal propensities for selected countries. For Brazil 

the JŒC of non-farm labor income and that of the self-employed both 

equaled one, whil. the UPC's of tarm and profit income were 1888 than 

one (.50 and .87). If consumption patterns èiffer, income redistribution d 

can therefore cause changes in the oomposition of consumption. œeh then 

uses a single-equation estimation method to estimate the effeot on 

,changes in pri \fatl~ consumption. His end equation5 is, 

R = 0.864 
.. pr 

where ~ 

•• 

.. 
t N 

t 

.. 
it; 

•• 
Pt 

,. 

2.578 
(3.137) 

•• - •• .. 
~ 0.495 Vi ... 0.148N t ... 0.15l~ .. 0.083Pt 

t (0.1011 (0. 0701 

: perc.ntage change in private consumption 

-J 
= percenta.ge change in DCIl-~arm labor incom. (d&t.rmined a priori) 

: 

• 

--

peroent .. ~e change in income of self-employed labol" and 
o-a.pi tal (determined a priori) 

peroentage change in farm inoome 

;; 
~:::.. 

pero".ntage ohange in profit inoane 

5 
~eh., p. 56. 

• 

. 
1 



o 

v ~GlN ... L PROPENSI' lES 1'0 

\ 
\ 
\ 
T~la 4.2 

CCNsUME ~ LABOR, 
\ 

FARM, AND NONLABOR NONFARIl 
" ..... 

INCOME GROUPS FOR Th'E UNITED STA • THE UNITED KINGDOM. HOLL\ND. 

INDrA AND BRAZ L. 1870 - 1959 
\ 

\ 
\ 

8Z 

Country and Period Labor Incomes Farm Ina ome Nonfarm Nonlab~r Incomes 

0.62 \ 0.39 
\ l \ 

UK 1870 - 1940 0.80 

\~ .85 \, 
1.00 .96 

HOLLAND 1955 

INDU. 1919 - 1952 

• ! • 
0.50 

0.40 

0.46 
..J 

1 
0.84 

, 
\ 
\ 

\ 
t 
\ 
\ 

BRAZIL 1947 - 1959 1.00 d.50 0.87 \ 

Souroe, ()jeh. p. 57. 

Thus a one peroent increase in nonfarm labor income oauses a 0.495 peroent 

inoreas. in private consumption, wher'.a one pe\.oent inor ..... s in other 

\ . 
\ 

groups cause an incrtlue in const&ryt_~n O,f betwMn 0.083 and 0.158 ~ero«llt. 

So redistribution of inoome, ftÔu;t olher groupa to nonfar.m labor will 

inorease total oonsQmption growt~; while a radistriputlon of inco •• tn the 

opposite direction mU deoreu. ln oQnsumption growth. In this 1JI.y also 

inflation oan' affect consWDption expendlture •• - .. 

Changes 11:1, th~ Composition of Inve.tIIlent bpe~ t,ur •• 

J Shaalan .tu;1e. the effect of iJ1flation 'on th. <iiatribution ot 
. ~, 

inveat •• nt expenditur.s' b.tween inv.ntorie. and fixed as •• t., ail. th. OM 

~ 
~ 

--

) 

\ 
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hand, and between d ifterent types of fixed asuts, on 
. 6 

the other. - ~ 

inventories versus fixed ass.ts he find. no obser~able relatio~esn 
,) 

inflation and this distribution in several underrleveloped oountries in 

Table 4.3. Countries wi'h Il long history of infhtion (Bra.zil and Chil.e) 
~ r 

have the lowest rat? of invéntory aooumulation. Countriea uoerienoing 

wide swillgs in their inflat ion rates (Mexioo and Columbia) did show a alose 
~ ~ 

assooiation betw .. n the inflation ra te and the pero.ntage of. investment in 

inventories. Shaalan hypothesizes that when the inflation rate was st .. dy 

inventory acoumulat ion was slow. How.ver a \ sharp burst ~f inflation would 
• 

cause a sharp incr.as. in the ratio of inventories ta fixed aassts. Wh.n 

the inflation rate stabilized so diè the ratio. This evitience supports 

/' 
the theory that short ,-tursts of inflation incrsaae the illiquidity risk 

1 

lnvolved in owning long-run asaets thus oausinE th. demand for 

inventories to {norsaa. un~il the desired quantity of liquidity i8 

attain.d. 

Sltail1an uses an ind irect method ta examine ohanges in the 

distribution of r'ix.d .... y. und1 infl.tion. 

capital ratio of a country~r. ~.d as proxies 
~,--

Changea in the output-

for chang.s in produotivity. 

A high marginal output-oapital ratio sugg.sts that rtOent inv.atmenta 

.. er. highly produoti vel 'whi1. a low ratio suggeat reoent inveatm.nt. wer_ 

produotiv.. Shaalan's thesis 1& that the output-oapital ratio in a 

6 Shaalan, pp. 253-261. 

() 

.. 

'\ 

~ 
.· ... 1 
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Table 4.S 

DISTRIBUTION OF AGGRBG.lB QRŒS DOIŒSTIC PRIVATB INVESTMENl' 

ÂT CiTRRENT PRIeES IN CHlLE. ARG!NTINA. BRAZIL, MEXICO, COLUMBIA. 

!'BRU, !CUADœ AND THE PHILIPPINES 1951 - 1959 

Country 

CHILE 

A:RGENTINA 

BRAZIL 

MEXICO 

COLUIŒIA 

PERU 

a:UADOR 

'PHILIPPINES 

% Invostment in 
Fixed Asaeta 

98.4 

100.5 

93.8 

,86.3 

92.4 

91.6 

85.6 

86.9 

Source. Ibid, p. 254. 

" Invelltment 
in Inventories 

1.6 

-0.5 

6.2 

13.7 

7.6 

8.4 

14.4 

13.1 

Average 
Inflation Rate 

40 

31 

20 

8 

7 

7 

2 

1 

B4 

oountry i8 stable under certa in oondi tiorul.. -A sharp burst of inflation 
.: 

oausel rela.tJive priee ohanges whioh reeult ln a ~ehanged o9lllposition ot 
" " -

output. Chang •• in relative raotor prio" oan ohange the ool\pollition or 
. 

lnveatment and thus aftect output. Ir _pa rise relative to other 

taotor prlee~ there will.~ • tendenoy to uae more Oi:'pital-1~·tendTe 

.ethoda of produotion whioh _y either inorease or deoreaee output. 

Changea in relative gooda prioe. oan alar..;hang. the oœpoai tion -or 
~ '. 

. , 
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investment 8S resouroes ar~ direoted int wlth the highest prioe 

rises. If these seotors are less effioient'than ~e ones wherè the 
l' 

re. ource, .ara pravloualy employad output wi 11 decl1ne. So infla tion' ( 

may cause misaI location of inve8t~ent resouroes whioh will he representdd 

by a low marginal output-oapital ratio. Shaalan determines the in-

flationary periods in ~gentinal. Chile and Columbia and determines the 

marginal output-oapital ratio for each period in Table 4.4 by relating
o 

/I~,aoh period' s anflual average grosa domestio fixed investment to that 
" 

period's annual average change in output lagged one year. The table 

S\ows that periods of str:ng inflation (1950 - 1952, 1955 - ~6 and 

19'ti~ - 1959) .ere assoc iated wi th low marginal output-capital ratios. 

In 1953 - 1954 when inflation ns 10wJ;he ratio _s muoh higher (21%). 

This s:J@;!;ests that high inflation periode oause a misallooation of 

investment resouroea into les8 productive seotors. A similar result 

was obta.~ned for ChUe. However, in Collllllbia, a posi ti ve relationship 

batween the rate of inflation and the marginal output-capital ra1iJ ... 

found. Shaalan gives two possible explanationa for this. 1. inflation 

was mild in Columbia never exoeedint 15% , 2. there may be faulta inherent 

in using the marginal output-oaJ?ital ratio as an index of the .ttio1encY 

of inveatment. 

In theory fnveetors taJœ account of the finanoia1' rian 
L • 

Inherent in long t.rm ca~ital projeote in ttmes of intlation b.J Inoludi~ 
.. 

the ooate of inflation in °tne Pre.ent Value toraula. "a.ter etudiee th. 

J 
..~ .,. '~ 

/. 
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Year 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

Rat. 
of 
Inf. 

28 

35 

39 

4 

4 

12 

13 

25 

32 

114 

86 

Table 4.4 

RATB OF INFLAT10N AND PRODUCTIVITY OF INVESTMENT IN 

1950 MARKED PRICES, ARGDTna., 1950 - 1959 

Gross Average 
Fixed GFCF 
Capital For 
Formation Periods 

13,054 

13,490 13,280 

13,297 

12,699 
12,956 

13,214 

14,597 
14,426 

14,259 

1?,986 
16,833 

16,680 

------

Indexes 
of Real 
Domest1c 
Produot 

611 °84 

62,946 

59,740 

63,073 

65,299 

68,437 

67,849 

70,028 

71,871 

68,416 

Variation 
in RDP 
Due to 
Investment 

1,862 

-3,206 

3,333 

l_ra~ 
Average llarginal 
Variation Oltput-
For Capital 
Period ~tl0 

1"\663 .05 

\ 
i 

2,226 ()6~ , , .21 
3,139 '\ 

-589 
795 .06 

2,179 

-806 -.05 
-3,455 

Source. ~, p. 257. 
o 

studies the iJJlpaot of antlo1pated intlat1o~ on' ti~n'd Tariahl" r.turn 

inv.et ... nt •• 
1 

For .. Ibed value return the~_t~~ th:' expeotat10D o~ 
intlâtion tJlo lo .. r ~he ;~~ .. ~r:".nt Va~uè ot t tur. r.turn.. poner ' • .. ' ,';~ 

p.o t , r " i 

7 . 1.)(. 
. . ' 

POlter, "The Iapact 01 Intiation on Capital Budcet1ng ho1.1on,- -
Quart.r-ll Revie. or loonc:a10I"!pd Bueine •• Vol. 10 ~t~ 1'10) 
pp. ld-! • ' >fi , 

1 

.,- . 
" 

r 

• 
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equation iSI 

~ Mf --
whera PVr --

Rt :. 

oQ ( 

i [a / 
t:o t 

... 1 

I~ 

t 
Cff + Je) 

rea.l Presentl Value of 8. fixed return investment 

return 

87 

Je -- disoountl'1'or the time value of money or the interest rate 
1 .) 

F : p 
disoou~t for, 1nflation 

~ 1 

'So the return ia disoounted for both the tUne value of money and the 

inflat ion rate. ( 
l' 

ln variable return investments inflation oan affect both future 

faotor and p,rod1~ prioes. 
1 

Depending on the elastioities of faotor and 

produot priees with respect to ohanges in the inflation rate the prof~tabil- . 

where 

Je , 

-.. 
--
--
--

ls 1 

. 
t ' real net Present Value of a variable retarn investmeb.t 

initial capital,outlay 

revenue 

~ ohange in produot price fnduced by a ohange in the 
inflation rat. 

aIl ooste inoludinc depreciaticD' 

., :. -" ohange in faotor prioe. induoed by a ohange in 
Ci' inflation rate 

:. 

--
.. .. 

allooation of depreciatlon'tundl 

dis~t for t1..me value of money 

~ ahange in geneni priee le .... 1 

.. 
t' bt" t, rt 'tic,. $ rUïHit&aui:.:~ " 

, ' 
, 1 

, , 
, 
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The equation ~tat.s thet returns are revenues minus costa plus the return 

l'rom invested funds (depreeia tian). Both revenues and eosts are adjusted 

for priee changes. Next tota.l returns ar~ discounted by the time value 

of money and the inflation rate. The discounted return is then 8ubtraoted 

fram the initial oapital outlay to give the real net Present Va!ue of the <> 
? 

investment. 

Foster then lets Es = l ". Ft ~ Fp and E = l .,.. F /1 *' F • c 0 p 
" 

These h~~nBI nespectiv~ly. ,elastioity of revenues with respeot ta 

Ohan~the inflation rate and the 'cost elastioity ~th respect to tœ 

inflation +-te. Dividing through by (1 t Fp )' Fos~erls equation beoamesl 

NPV'; : -Cp + tr [st (Il.)t - Ct(lo)t :#- Dt 1 (1 + Fp)t] 

(1 ... k)t 

This equation shows that the impaot 01.' inflation on investment proposaIs 

depends on the relative lSensitivities of reVenues and oosts with respeot '('1i$ 

to inflation. If' 1 exoeods E the value of the investment deolines. 'If 
o S 

1 

Es exeeode Be the value of the investment inoreuss • .,The formula also .. 
shows that the greater the degree of' inflation the leas will be the real .. 

• value of the return froin invested funds. In ~h1s .. y Fo.ter inoorporatel 
'-SI -

the impact of infla.tion into inveatment deohions. 

Changea ln the Demand for Money ('-~ . 

Martin Bailey'atudles the etreeta-ot-antl01pat ipt~atio~ 
c;:/' . 

o 

\ ,~ 

, 
.....~' 1. 
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, 
on the d .... nd for .onay balances as .. f'unction of the expected rate of 

8 
inflation. His equation ie 1 . 

1I/P = ealtr 

where ~ = quantity of rnl balances held by the, oommunity o 

= ex peo ted ra te 0 f infla t l'on 

a,r : constants 

Balley uses thts equation to determine the welfare inflation 

when time i5 substituted for It.oney. The ~uati0J3. 80 der1ved 181 

D/G 
11 

: (1-6.1 - 6 ) /oal 

..mere D = the welf'are loss or the lost produoti vit Y of réal balances 
over the relevant, p~n of the demani! curve. 

G : government revenues per month fran inflation (equals the 
rate of inflation times the quentity of real bala.nces held 
by the communi ty' 

a,e - constants 
"; 

B = inflation rate , 
o : ratio of' currenoy to the total money supp1y' 

D/G la the proportion by whlch' the burden on Qé private eoonomy exoeeds 

the revenues obtained by 

fraot1'on of the revenues 

the govermnent - tram. inflation, expressedfs a 

. 1 
colleoted. 

, 
Bailey then plots D/G aga1nat G;i. (goTernment ,inflation revenues 

o 
par month' as a haotion ot real national incOlile per month) ~n Fiture 4.1 • 

.. 
v 

8 
Balley, p. 98. 

. , 
, 

\ 

, '\ 
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, 
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Figuro 4.l 90 

J 

Welfare COB~' due to Governm~nt Revenue Polioies 

D/G ~ 

""1, 

l (15-2 ) 
0 

" .... 

-oka/ae G/R 

Source, ~. p. 105 

Âs--the rate of inflation (S) increases D/G rises without limite 

However tovernment revenues (C) approach zero as money i8 abandoned by 

the community. AB a result D/G approaohes infinity as E approaohes , 
infini ty. The maximum w"re 0 ost ooours \ihen the government maximizes 

its \evenues or at 1/0 (.-2). We1fare oost thus depends only on 0, the 

ratio of currenoy to theÎtotal money supply. If 0 a l, D/G = .72. 

Tha" is. if the govermnent triJs to obtain the maxim\DD. amount of revenue 
J 

through open inflation seventy-two peroent of the revenue will he 

welfare costa. 

Bailey them determines the maximum weltare ooata or, inflation 

during the hyperinflatlons atudled by Cagan. (S .. Table 4.5.) 
\. . 

The maximum welfare 10S5 for ail oountriea ... below flfty peroent of 

real Inoome wh!le the medlan _8 thirty-one percent. 

, . 

'1 

.-
, " " 

,/ ,v· 
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Table 4.5 

PAH .. <\.\ŒTXRS OF DEMAND FOR REAL CASH BALANC~ IN SEVEN HYPERINFLATIOBS 

IN AUSTRIA, GErulANY, GRBJ!nB, HUNGARY, RUSSU AND POLAND, 
1 

1920 - 1946 

Maximum WeIfare Losa/ 
COl.Ultry Dates of Regression R_1 Income . , 

G 1 

.lUSTRU Jan • 1921 - Aug. 1922 0.342 

GERMANY ,Sept. 1920 - Ju1y 1923 0.383 

GRE~E Jan. 1943 - Aug. 1944 0.311 

HUNGARY 1 Ju1y 1922 - Feb. 1924 0.480 .. 
HUNGARY 2 Ju1y 1945 - Feb. 1946 (0.139 ) 

RUSSIA Dec. 1921 - Jan. 1924 0 .• 0244 

POLAND Apr. 1922 - liov. 1923 0.126 

& 

1 aParenthesos indicat.es _eak 8stimates and figure, derived froJll them. 

Souroe. ~. p. 99. 

.;i' 

Grant Reuber e-stimates this weUare 10sI for Canada using hypo-

thetioal antioipated infkt.ion rates and his.equ'i1ibriœ. dellând tor . 
9 

money equation for the 'period 195,5 to 1961. rable 4.6 illUltrate. Jlwber'; 
f 

relult •• 

..... ~--

9a•L• ReqQer, "The Objeotivee of Canadian IIonetary Pol1c;y. 1941 - ,61, 
.p1rloal T-rade-orts .n~ the Reaction 'unctiOl1 ot Authorit1e.·. 
JourDAl 01' Poli t1oal" Icônes' Vol. 72 (April 1964) p. l09-Ua. . 

• 
, ' " ' è tbe'tÙ' i t:S 

-

1 

.. 

.' .. ' 
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Table 4.5 

PARAMETKRS OF DEMAl'-i"D FOR REAL CASH BÂLANCES IN SEVEN HYPERINFLATIONS , 

n; AUSTRIA. GERMANY. GREEe!!, HUNGARY. RUSSIA AND POUND, 

1920 • 1946 

~ximum Vfe1fllu Losa/ 
Country Dates of Regression ~ Real Income 

,/ 

., 

AUSTRU Jan. 1921. - Aug. 1922 ~ 0.342 

GERM.\NY Sept. 1920 - Ju1y 1923 \ 0.383 
, 

" GRE8::E Jan. 1943 - Aug. 1944 r 0.311 

lIDNGARY 1 Ju1y 1922 - FE.b. 1924 0.480 

a 
HUNGARY 2 Ju1y 1945 - Feb. 1946 (0.139) 

Pec. 1921 ~- Jan. 1924 0.0244 

Apr. 1922 - Nov. 1923 0.126 

, 
4 

aParenthes es indicates weak estimates and figures derived from them. 

Source. Ibid, p. 99. " 

Grant Reuber estima tes this welrare 1088 for Canada using hypo· 

thetioa1 antioipated inflation rates and his equilibrlum denw.nd for 

mopey equation for the period 1955 to 1961.
9 

Table 4.6·illustrat •• Reuber t , 

, , 
results. 

9G•L• Reuber, "The Objeotives of Cana.dian IIoneta!')' Pol1cy, 1949 - 61, 
\ "pirioal trad.-orts and the Reaotion Fuootlon ot'Authorities", 

Journal or Po11tloal BOODO!l Vol. 72 (April 196') p. 109-1S2 • 

. , 

~ 
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Table 4.6 

THE EFFl!lCT OF VAiilaJS CORRECTLY ANTîCIPATED INFLATION RATES 

ON ~ONOMIO KFFICIE:NCY. CANADA 1955 - 1961 

Hypothetioa1 Ânnue.1 Rate of Correot1~ 
4ntioipated Inflation 

~ 
1.0 

2.0 

\ 

3.0 r 

4.0 

5 .. 0 j, 
.. 

6~0 

7.0 

8.0 ,. 
0 1 9.0 .. 

10.0 

Souroe. ~. p. 130. 

Loss in Eoo~mia !!1'ficienoy 
Ixpressed as e. Peraentage of 

National l'naome 

0.4 

0.9 (\ 
~ -...'" 
1.6 

2.3 

3.2 

4.1 

5.2 

6.4 

7.7 

9.1 

• 

• 

..... 

Reuber finds that as the i<fln .. tion rate inoreases the 1088 of eff'ioiency 
, 

due to the 8ubstJ,.tution of other asseta for money increues. He doea • 

not est1m.ate a maximUIJ. 
~ 

Q , 

1 

-'""" 

..... 
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New Canadian Evidenoe 

Changes in the Cômposition of Consumption ~penditurea 

The effect of ohanges in inoome distrjbution,on consumption 

expenditures was studied for Canada in the period 1947 to 1970. First 

the marginal propensities for fO'.lr 
10 

eoonomic groups were determinedt 
[, 

1. average .MPC of nonfarm labor z .437 

2. av~rage MP: of s elf-employed labor and capital. 1.04 

3. average lŒC of farm labor = .267 

4. average )ŒlC of profit recei vers - .267 -
The marginal propensities of nonf'anu, farm, and profit income were smallor 

than expected, when compared Wlth figures from other countries in Table 4.2. 

Self-emploJed lsbor and capital was as expected. 

A slngle equation regression analysis was then used to 88timate 

the effeots" of changes in inoome distribution on oonsumption ohanges. Th. 
e"" 

11 
seleoted equation is. 

•• 
Ct : 2.8721 + 

.. R = .737 
•• 

where Ct : % change .. 
Lt - " change -
•• 

• 1 

Nt % ohange --
•• 
~ = % ohange , - % ohange -

•• •• . . 
•337Lt * .175N

t ". .012At + ·039Wt 
f' 

( .097) (.120) (.016 ) (.033 ) 
,-' 

" in priva~e c olîsumpt ion 

in nonfarm l~bor incorne 

in incdme of 8elf-emPl~yed labor and oapital 

in farm income • 
in profi1inoome " 

10 ,~ 
Values are taken from Table 5.2 in the following ohapter of this the.ia. 

11 &luation is taken trom Table 5.2. 

~1 
! 
1 

1 

~;~ 
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Thus a one peroent income causes a .337 peroent 

inorease in consumption (oampared to a .496 percent indrease in Bralil). 

So a redistribution of inoome fram,Qther groups to nonfarm labor will 

" inorease total consumption while a redistribution tram nonfarm labor to 

other groups will oause a slowdown in oonsumption growth. If pattern. 

of consumption expenditure differ between groups a change in the 

oomposition of oonsumption will oocur as weIl. 

Changes in the Composition of Investment EXpenditures 

Data for ohanges in in~entories as ~ peroentage of Gross Capital 

Formation were firet studied to see whether periods of high inflation 
• l 

in Canada correspond with periods of high inventory aocumulation. (See 

Ta hIe 4.7.) .. 

Table 4.7 , 

INVENTORY ACCUlIILATION IN INFLATIONARY PERIons. CANADA 1947-1970 

(constant 1961 dollars) 

Total ChaI}ge in Total Gross Change in Average 
Period Inventories (Inv.) Capital Inv, as % Inflation 

Formation v of OOF Rate 

....... 
,g:) 

i, 

1947-52 2213 30758 7.2 7.15 
~ 

1953-55 687 19564 3.0 -0.03 

1956-58 109 25589 ô.8 2.43 
.J! 

1959-64 2261 55981 4.0 '. 1.32 
~ 

1965-10 4116 SS056 " 5,.0 3.62 

J 

Sourc •• Budlet Pafera. p. 64. 1'11. 

e ,» . 
\ '" 
\ ' 

'\\1 
, 

lit' 

\ 1 ., ~) 
, l' ... ~ 

, 
~ 

,,~ 

a ,'.'''; 
J 

\ .. ,_~ .. :.,,,t,, " .. :),-' .. ~':. 



When prioes were stabte ohanges in inventories were ~pproximate1y 3 to 

4 peroent of total investment. In two of the three i}1flationary 

periods (1947-52. 19'65-;70) this ratio 1noreued whlle in 1956-58 it 

95 

. '" 
remained stable. Onoe can conclude therefore that peribds of )~tion ' 

" 
~ . 

oause stable or hi~her inventory aooumulation than in periods of stablé 

priees. 

Shaalan's methotl of using the marginal output-oapital ratio aa a 

proxy for the produotivlty of investment was also used in Table 4.8 and 
, 

Table 4.9 ta 'determine whether inflation oaused a misallooation of 

ittvestment resouroes in this periode 

In the two periods of stable priees (1953-54 and 1959-64) the 

marginal output-oapital ratio was approximately .065 peroent. This 

deolined ta .OZ6% in_ the mlld inflation of 1956-58 and to .048% in the 

stronger inflation of' 1964-10., Th. period 1941-52 dev~ate8 f~om this 

pattern; strong inflation i8 aooompanied by high produetivity of 

investment. Thi~result may be due to post war aotivity and not ta th. 

inflation rate. In general then perioda of inflation in Canada have 

oaused the produetivity of investment to deoline. 

Conclus i'ons 
.,/ 

In theory inflation distorts th. priee system and theae rel.ti~ 

prioe distortions oause ohanges in the oomposition of oonsWBption and 

investment expenditures and in the demand for Monay. Wololin has shawn 

that these prioe distortions in th. United States .. r. IIdld in the ~rlod 

81noe the Seoond World War in the United states. This la probably tru. 

for Canada also. Oonswapt10n ~p.nditure. change ~en relative prio •• 

) 
/ 
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Tal.le 4.9 

INFLATION RATES j)ID l4ARGINAL aJTPO'l'-CAPITAL RATlœ. 

CABADA 1947-1970 

Period Inflation Rate Marginal Output-Capita1'Ratio (~) 

1947 - 1952 7.15 

195:5 - 1955 -0.03 

1956 - 1~ -2.43 

1959 - 1964 1.32 

1964 - 1970 3.62 

Souroe. Budget Papers, p. III and Table 4.~ 

.074 

.026 

.063 

... 
.; . 

or inoome distribution ohanges. In~Canada over the period 1947 - 1970 

thare has been a graduaI redistribution ot ino01lle trat. proPit reoeivers, 

~, t'arm workera and s.U....aployed labor a.nd capita.l to nontarm labor inoome. (, 

(See Table l.t.) AQplying this'data 1:0 tha oonaumption equation ( ... 

\. page 93) ahowing th. relation bet_en ~erclnt ohilbg.' 111 incœMa of 

dirferent groups and plroent oha~." in oon.uaption, ..... that total 
. 

oonaumptlon growth· wl11 illor.a.. !hua part of the ,rowth in oonauapt1on 

in the period 1947 - 1970 ... du. to the r.distribution ot income o .. u •• 4 . 

by inflation. Inf'latlœ al,o .. ttact. in'Y .. t_nt exp.ndt turu in r{DUOi~l 

ver.ua phyaical ..... ta and in 41tferlnt typ., ~f phydoal .... et.. th. 

( 

-



• 

98 

illiquidity risk la magnified by inflation, oauslng a shlft ta 

inventories rra. f1nanoial and fram fixed assats. The Canadian data 

show that h1f,h per10ds of inflatlaa..do oorrespond with high inventory to total 

lnv •• tment ratio •• Table 4.9 1.180 shows that bursts of inflation 

are aooampanied by lower produotivi ty' of tixed invastm.ent. IÎ1T1ation 
,.J 

oausea, lastly, a shift fram money to near monies, to other faotors, or 
, 

to time. In .. oh oase there j~ an .tt10ienoy 10ss or .xcess burden 
/ . 

oaused by the shif't. Reubp '88timates for Canada that when inflation ls 
1 

/ U 
six peroent this 10s8 i~/4.1 peroent of national, lncame. 

1 ~ 

, In BUlIIIIAry 1ation oan oause a miaaUooation ot reaource. if 

the prio. systfllll' )d distorted. This misanocation ot cOnBUlIlption, 

investment an~~ money has been mld b~t trâc .. ble to date in 'Canada. 

, 

, 

.. 
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Chapter 6 

1 

THE IlŒ'ACT OF INFLATION ON 'LiE LEVEL O!" SCCNC,.IC AC: rtI'lY 

Theory 

Not only the oomposition of consumption -id investment 

,exptmdi~,<res but also their lt.vel ia affected by the inflation rate ~nd 

ohange. in this rate. This chapter develops a theoretioal model to 

explain short-run ohanges in consumption and private inveatme~t 

expenditur.8 caused by inflation. The model ls then applied to raoent 

Canadian inflation. 

The Relatl ve Change ln Inoome nypothesis 

The relative ohange ln incan, hypotheala •• fir.t developed bY. 

H.S. œeh. I~ relates ~ro~tage ohanges in money oonsumptlon 
~ l 

expendi ture. to peroentage chang.s in Iloney incane. The equatlon 18 • 

•• •• 
C : r 0 f rI y 

•• 
liber. C' • ~ ~hange ln Iloney oOnd'Wllp~lon 

: o one t;ant • 

•• 
y = % • chang. in money ino~ 

·r " repr'.,enta th4t relative ~han". in oODStaptlon upenditur •• du. to o 1 • Cl 

" 2 .\ 
ohang •• in population. "rI" 1. the inccae ela.atiolty ot o~UllP'tiOD 

l 
Gdeb, pp. 25-28. 

- t 

ZIt ro> p, the {)O~lat1on rat., th.n oOlunœptlœ expendltur •• .,. •. 4.tel'll1u4 
. bJ oth.r tr,nd t'aotor. buid •• population p'Ofth .\IOh ... 1--. \ 

diltrlb\ftl~. 
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expenditures • 
\ 

Let the average propensity ~o oonsume be "n " - the mean valu. 
o l 

of fhe average oonsumption-income ratio over the relevant periode Then 

1. . 
the lDargina.1 propensity to çms\l)'T\. "r equaIs the average propene! ty to oonsume 

mu1t'ipl1ed by the incom.e e1asti~ity of, o onsumpt ion. cr 1 

'1 :3 
r = rI nI 

If the inoome elasticity rI > 1 then lIPC ) !PC 

rI < 1 then 1ŒC < APC 

rI = l then MPC = Are 

(rI) n ) 
l 

1 
(r < nI) 

1 
(r : n ) 

l 

That 18, only if 7he inoome e!astioity or oonsumption equals one will 

th. oOnBumption funotion b. proprj)rtional. Otherw1se. the funotion will 

be nonproportlonal. 

The hypothesis oan a1so he deriv.d fn real te~8. The peroent 

change ln mon~y oonsumption expend.i tures equa'1.s the r.1ati VI changeo in 

real oonsumption expenditur.s plus the pe~entage ohange in t e Consumer 

Prioe Index. Similarly the relative ohange in money inoome eq 

relative change in real inoame plus the peroentage ohange 

d.flator. That is • 

•• 
c 

.. , .. = 0 -t ,po 
•• •••• 
y : y #p 

de 
ëlT· 

• 

y 
l' 

Il 

and 111 : C 80 rI. ~ : ~ 
"" T Ql 

• 
1 

- r • -

• 

1 

J 
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O:ieh '8 original equation 18. C , 2: r t rlY 0 
•• •• •• • • 

SOI C + pO . = ro ~ rI (y + p) c? 

.. .. 
:rQtrlyf-rlP 

•• •• .. ., 
c = r + r y +r1P 

_ pC 
~ o l 

•• • • .. • • . . 
Ifp 0 

= ro +rly - (l-rl)p : p then 0 

" i 
This equ~tion saya that relative ohanges in real oonsumption expenditure. 

are a funotion of relative chan&es in real ineane minus relative ehan~a 

in the general priee index. ro and rI are unehanged 80 rI represents bath 

real and money income elasticities of consumption. Nl-r1" 18 the priee 

e1asticity of .real eonsumptio13, giving ~e pere.ntage deoreas. in real, 
( 

oonsumption as a reluIt of a one percent increase ln the price level. 

Â priori, this price elastiolty shouid be negative and les8 than oné. 

This is because the oYeral1 priee elastioity ia ta. sum .of aIl the' 

individual price elasticitles of consumers, each weighted aeoording to 

r;,' 

" 
'1 ' 
[0 

t.heir importance in total .oonsumpticn expenditure... " 

.. Consumera ri th a. very .small in()om~ aU spent .on oensumpt 1en ,-V ' 
expendi tute, will have the same amcunt avai1able for oonsuaptiOJl whm 

priees are ris1ng. .. a result the priee elaetio1ty of real oonaumptlon , 

is minus one ter' pocr famili8s. lIeal tl\Jfam1l1e. will Mintain the1r 
\. . 

real oonauaptlon expenditure. 1n ailatien by inoPaaing the1r -.oney 

OOJ1ltpllptlon in ,tep with inflation. ". reault their prioe elaetio1tJ 

cf real oeJ18U11ptlon il lero. Middle lnocae tuilie. if111 ha .... aD 

ela.tiolty bet_en •• ro aD4 a1nua one. ~,tor al1 oODlUll4U'"a. the 
, 

total prloe ela.t101ty will be batween .ero and ainu. one. _ether the 

,. , 
. ",'1.":'_ 'I.-,,,~~, • 



total elastioity la closer ~o sero or,minus one will depend 'on the 

distribution of ihocae. So a one pvo'41t' orease in the ~on 
Il ~, 

rate will ~eduoe real eonsumption. 

102 

The rate of inflation also affeots the proportion of consu~ption 

expenditurea spent on priee inelastio goods. In inflation the proportion 
c 

will !nerease. So an inoreas. in the inflation rate willoauaean incr.ase 

in money oonsumption. 

) 

Inflation. indireotly through its .ffect on the redistributlo~~ 

inoODle. will affeot' th'e relative ohange in consumption i:f marginal 

propensities to ~onsume differ ~etween economic groUps. If incane i8 re­

distributed from labor to profits (wage-lag hypothesis) and the UfC of labor 

is greater than the UPC of profits. total oonsumption will decline. The 

larger the redistribution and the El'eater-' the dif:fereno& in marginal 
'1 

propensi ties the gr_ter the effeot of inoome redistribution on oonsumptlon. 

Inflation dso a.ffects the relatlv~e ohange in conswnption through 

the specula.tive etfeet. Absolute ohanges in the rate of inflation 

encourage speculative aotivity as oonsumers buy ~ts whose -values are 

expeoted to inor .. se in inflation' ~uch as stooks and luxury hous1ng. 
\ 

Preferences bet ... n present and ~re o~naumptlon are atteoted in !'avor 

ot present oonaumption. This speoulative etfect beoome. stronger .. 
') 

inflation inor .. aes in intensity. 
, 

through 

~ S'l.1..ary. intlation afteota total ,o~~uaptl0D exp~dltur .. 

iJ etteot. OD' 

o 
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1. 

2. 

the ~rioe elastioity of money oonsümptiôh 

1- ,\ 
the priee elastieity of real oonpumptiQn 

3. speoulatiye aoti vit Y or the effect of ohanges in the inflation 

ra.te on oonsum.ption 
., 

4. incœne~redistribution 

OUr theoretical model must theref'ore Include all four determinant8. 
- ' 

The Flexible Aoceler.ator Hypothesis 

The flexible aecelerator hypothe6ia assumes that investment 1; 

~ . " proportional to the de~ation between the aotual and desired oapital 
1 .-

stock. It 18 assUDled that there ia an equilibrium capita1-:outPut ratio 

ba'sed on a given state of technology, rate oylinte;";st, etc. Entrepr,eneurs . 
are asaumed te maintain this desired cap~al stock by adjuating the 

actual lavel through ohanges in investment expenditur(ts. The equation ilu 

wher. jt 

a 

d 
JC 

t 

a 
JC 

t 

d 4 
: a (lt - ~) 

t 

: investment~nd . 

: the response coefficient 

- desired capital syook at beginning of period, t 

: aotual oapital stock at beginning of per{od t 

Th. r.~ponse coefficient "a" la the reciprooal of the nwaber of year. 

*1 

-

o 

" 

.. 
, , 

}, 
" 
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ovar whiQh entrepreneùrs plan to make up the gap batween the aotual 

and the desired oapital stook. The cloaer "a" i8 to UDity tne more 

dynamio are inveators. 

The equation implioi~ assumès that the aotual oapital stock la 
\ 

being fully utilized at the beginning of the period. If this la not 50 

an inorease in the de~ired capital stock will he met, not by increaaec! ---., 

inv~tment, but by greater utllization of exiating oapaoity. As a result 

the equation is ref1ned to include "u" - the ca~city faotor. o 

. , 

jt = a (K! -~) 

I~·the deaired oapital stook is "normally" rélated to aggregat. 
, 

= KV
t 

wher. "v
t

" ls aggregate output at beginning of the output <I\ 
period and "K" ia the equilibrium oap1tal-output ratio) then the equation 

oan he adjusted to read. 

: .. a 
(Kv - uK ) t t . 

Odeh assumes."u" = l so that the capital stock ls fully utillzed. He 

then takes the firet difterence of the eq~tion and divid.a by "jt-l" 

•• . = relative ohange in real inveatment in the prenous periode 

This 1s the basic equation uaed to test the effecta of inflation on 
~. 

relati ve ohangea in real inveatment., 

( 



o 
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The effeots of inflation ~n inveatment demand enter into the 
.............. 
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eqUltion indireotly through effects on profits) on oapaoitYJand on the 

dynam!sm of investors. 

If inflation inoreases profits more internaI funds are avai1ab1e 

for inveatment. Whether they will be invested d~pends on the degree of 
. 

I1tilization of existing oapaoity. ' If resouroes are sl1bstantially Ullder-
<Jo 

emp10yed inareased profits May have no eff~ot on new investment. 

Seo and. the number of ye.rs over whieh entrepreneurs plan ta eliminate 
1 l'';j 

the gap bet~en the aotual and desired oapital stock may be affeoted by 

inflation. If inflationmaintains profits and expectations high .~ 

inorease in priees May oause entrepreneurs to invest more quiokly. Ir 

however. inflation undermines general oonfidenoe in the future investors 
" 

May beoame Iess dynamio. Here the speed and duration of inflation are 

important. Mild inflation probably boosts oontidenoe; severe inflation 

retards it. Sa peroentage changes in prioes affeot peroentage ohanges 

in 4nvestment indireotly through. 

1. '=-Changes in profits 

2. ohanges in the dYnamism of inTestors. 

Intlation affects investDlent d-ema.nd directly in two ... ys. 

1. through the prioe elasticity of re.l investment demand 
'-' 

2. through speoulative activity or the .ffect of ohange. in the rate of 

inflation on investment. 

The equation is therefore adjusted ~ includ .. 

... 
o 

• 
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pt. changes in general profitabi1ity 
•• pr Jt 1 = the time 1ag in implementing investment decisions .. 

pt • the first differeno.; in thtt amual percent chang. in the 
inflation rate (GNP deflator). 

(.::;, = annuai percent cha~ge ~n investment goods priees 

= the flrst different in the ~nual percent change in investment 
goods priees 

~ The ooefficient .,of "~" is the priee e1astici ty oof real investment d.mAnd 

u 

a.nd a priori shou1d be negative as i8 the prioe elastioity of real ", \' .... 

oonsumption dema~d. 

Or 

Elnpirioal Work 

Th. Relative Inoome Hypothesis 

œeh uses the relative ineome hypothesis to -etudy the short·ru 

'" reaetions of consumers to inflation in Br .. ,il for the period 1939-59 a 

in Chil. for the period 1940-60. Using single equation regresaion an- ' 
" 1,) 

alys~) Odeh deve10ps equations to exp1ain relative ohanges in total con~ 

sumption (private and 6overnm~nt) and in private oonsumption as a 
o 

linear funotion of relati~~cha~ges in National Income and the oost ot 

'living. In some oa ••• GrossoDamestio Produot i8 8ubstituted for 

National inoome. The oorr.lation ooetrioient range. trom .815 to .850~ 
5 

À representative equation for Bralil is.· 

5Ibid •• p. 50. 

o 
" 

," 

• l' 
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.. .. ("-
-- 1.544 + 0.934 V - 0.005' Ap 

(4.525) (O~05) t (0.194) , t 

R 0.818 

•• 
Wh.re V

t 
- percent changes in money Gross Domestio Produet 

The constant term is not signif'icant but i8 in .. 11 oases positive and 

greater than the rate of population growth. So other trend faotors 

besides population growth affect oonsumption expenditures. Odeh finda 

that the constant iper.ases in value whenever,price variables are 

introduced. 
•• 

The ooefficient of "V
t

" ia the income elastieity of money oon­

lIumption. lt i5 signifieant and ranges from .69 to .96. This means when 

money income increases by one peroent, money consumption expenditures 

inorease by betwe.n .69 and .96 percent. The income elasticlty drops 

when ohanges in the Consumer Priee Index are introduced due ta their ,j 

hi~~ correlation. 

The mean average pro~sity tp oonsume for the whole period o~t 

of National Income i6 .992; out of Gross Domestic Produot i8 .834. 

Mu1tiplying the AfC by the different inoome elasticlties gives us the 

6 
oorresponding marginal propenslties ta cons~. For Braz!l these 

vary bet ... n .68 and .95' out of National Income I.nd 1»t.een, .582 and 

• 787 out of GDP. 

Changes in the CPI are signU"ioant at aixty-eight percent. 

oao he interpreted &8 the priee elasticity of money CODBUllption or , 

,-

Li,.), ... 

" 

.. " 
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lt th. prortion of aggregate oonsUJIlption that 18 prie. inelastio. 

varies betw • .n .17 and .28 80 • one peroent inorease in the CPI oa~ses 

a .17 to .28 percent Inor,ase in nominal oonsumptton. The prio. , .. 
dasticity of r ... l consumption is l-r1 (one minus the income elutioity) 

ana-ran~s between .03 and .23. So a one porcent inorease in inflation 

oauses a .03 to .23 pereent d.or.ase in real oonsumption. 

Sp.oul.tiv. ohanges are repr.sented by the first diff.rence of 

relative changes in the CPI. The affeet is 
l 

Od.h then introduoes changes in th. 

negatiV\but not si.gnifieant. 

money supply .lnto the 
7 

equation. A represantative r.sult Isl 

, C ' 
t 

R 

\ 

•• 
- S.298 + 0.781V'tt 

(5.236) (0.291) 

- .844 

•• MO 
~ 0.093~ + 0.?17Pt 

(0.128) (O.ZOO) 

•• 
where 1\ = peroent oh .. ng~ in the maney supply 

"-. 

"0 
- 0.063 APt 

(0.158) 

. 
Relative changes in the money supply are not sienifioant. A 

f'" 
on. percent, in~rease in th. supp1y oÀuses a deoreas.' in aggr.gate 

consumptlon of 0.1 percent. / Odeh says the~ega.t~~ correlation may 
./, 

\ 

b. due ta the interoorrelaUon bet ... n peroent ohangee in inoom.e an~ th. 

money supply. 
, 

" Finally Odeh introduoea the ethot of ehanges in 1noOlll.I diatri-

but10n on consumption. A r.presentation ~uat10n 18. 
8 

/ 

T1bid., p. 51. -
8' Ibid., p. 54. -

, . 

{) 
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.- -, u -. 
O.42"!'t + O.l37N

t 
T 0.l82A + O.062P

t . t 
(0.177) (0.072 ) 

" ~ whera Wt - Plroent chang. 
a \priori) 

n nonagrioultural labor inoome (ti.termin.d 

N~ : pe\~oent change n incomes of self1lllployed 
ca~ital (determi priori) 

labor and 

1" •• Il 

Ât, : perlent ohang. 
•• 
Pt • per \.nt ehang. 

agriouiturai inc~ • 

1" " 

Th. constant term \is still not signifieant but 15. higher than 'befart • 
• Il 

1 .' ' 
The apeculati 'VI ef~eot. la not s ~ficant (APt varies betw •• n .351 and 

\ . 

• 432) but posi ti ~e ~\ ~,aOh' group, was oalculated and multiplied 

by the i~,ome elasttcitiea (~oe iCie~ts) of each type of ihoom .. to obtain 

tKe earr.esponding JeC of eaoh gr up. Th. MPC of nonfarm inoan. -.& gr_ter 
\ 

than cr equai to one'. of independ~nt incom •• equai to 'one; of rarm 1nc~e, 
• 1 

.qua,1 to .5; and of profits,' equa.~ ta .87. 
\ " 

Odeh then r.peats thi& probedure Cor private) oonsumption only and 

th.n for Chi le. In a general com~rison of r.sults betw •• n Brazil and 

Chi It'\œ,h raakes th ••• commenta 1 

1. 

2. 

3. 

The oorrelation coeffici.nt for all equatlona was above .8. 

The oonstant term wu nonaignificant and unatable and gre.ter in 

Chlle .than Braail. 
,~..1 

The inoom.e elastlolU •••• re gr_ter than .9 and dropp~ .hen peroeut 

ahange. in the CPI .. re introduoed. The APq for Chil, = 1.082. 'for 

Bralil •• 892. Th. WC for ChU. : ~~85J for Bra&11 _ .92:5 • ., 

~ ... -
-'i:~~ U ;~,. 

\ 
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4. The .frect of pero.nt oh&nges in the CPI on oonsumption .as stable 

and positive. Sevant.en ta twenty-eight peroent of Brazilla oon-

• 
sumption and fifty to sixt Y peroent of ChU.l a consump\:ion 18 of priee-

" ln.la.tio goorls. The priee .lasticity of re.l consumption was negative. 

5. No oonclusion oan be made as to the atrength of the sFeculative .rreot. 

ln both countri~s it waa small bu~ in Brazil th •• ff~t -as negative 

while in Chile the erfeot wu'positive • 
• 

The Flexible !oael.rator Hypothesia 

Odeh us •• the flexible acowlerator hypothesi~ to study th. short-

run reaotions or investors to inflation in Brazil and ChUe. Using 

single and multiple rauelllion analysis he relatu annual oeroent changea 

in real lnveatment to one hundr.~tl~es the ratio of annual absolute 

ohangea in rea1 GD.P to th. absolute level or r .. l lnveatmant ~n the 
9 

previoua y.ar • 

" 
A sampI. equation for Bruil is J . 

··pr 
.1t • -18.810 + ,-0.845rt + 

(6.352) ,(0.193) 

B. = ' 0.819 

The correlation ooetrieient ranbea b.t.een .81 and .84 and inor .. ses , . . \...' 

when.v .. r priëe change. or tilDe b.gs- are inoluded. The oonatant term 

, 
(B ) il relatively stable, signirieant and negative (as required a priori) o , 

\ 

wrying bet •• en .13.8 and -28.5. This .ans tourt •• n to twenty-el ght 
• 

peroent ct the.., gap betw .. n th. aotua1 and 'des1red capital etook 11 

1nvelted _oh yeu. This 1$ large enough to I.ugge.t that Brullean 

9 Ibid •• p. 66. -
/ 



• 

,e 

1,11 

The introduotion of "jpr ft - the tiJDe lag 
t+l 

in i plementing inve.a.nt deo1alou- oaus •• the coetfioient to deoline. 

ne gat i ve, showing that ther. 18 a two or three month lag. 

ooerricient of ftt " la the marginal capital produe~ivity.· It 
t 

18 sjgnifleant .table and varies between .14 and .85. Odeh then divides 

'this ooeffioient by .001 time, t~. oonstant tarm to obtain the e'rital-, 

output ratio 10 f:>r .aoh equation. The ratio varies tram 2.8 ta seven 

years. Thr.e to fiv. years is a r.asonable ratio for newly d.veloplng 

oountries. 

The effect of .onual peroent ohangea in inveatment goods prioes 

is positive. Since the .ffect should b. negative a priori the variable 

18 rejeoted. Changes in general profitability have no effect and are in-

signifieant. Profits themselves were used as • variable and found to he 

inaignifieant. Honver the .fteCt of ohanges in the inflation rate 

on invw.tmant 18 positive, stable, signif1o.nt and varie. bet.een 1.6 

and 2.0. Thererqre a ona peroent inor.se in, the ,peoulat~vw variable 

oau.es a 1.6 to 2.0 peroent inor ..... in lnveetment. 

~.h th.n eetil.tes the etteot ot intlation on inveatment in 

Chil.. Odeh makea the.e oomparilona ~t the re.ultsl 

1. Tb. flexible aoy~lerator hypotheai. 1 •• 8atiatactory .xplanatloD 

ot privat. in.e.t.ent demand tor Bralt1 and Chi le. The oorrelation 

ooetrioient eKo .. ded .8 in 1.11 oa.e •• 

l<>aO/_ ... and 81 • aI 80 1 (th. noral oap1tal-output ratio) - B1labl : 
B1. ainoe .. tiatlO11 .•• ' done in "'el'lll ot perodt ObQtge." l := Bl/.OUo 
o the 110,...1 oap1tal-wtput l'~t10 equala the oo.tfioient ot ft 
cS netec! br .01 tt.. 'th. ooDltU't t.ra. -, 

-
' ... '.1 , ... ~ -~.... i .... '" ~... .~ 
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2. The oonatant term is sat,istaotory for Bruil;' mix.d and UDC.rtain 

tor Chi le. Braz1rl.an .ntr .• pr.n.ur. inv .. t ·on average nipeteen . , 
• pero.nt of the gap in the capital atook .aoh y.ar; Chil.an .ntr.pr.n.urs 

inv.st only ten pere en1l. 

3. The time lag before lnve.tm.nt deoisions are Jmplementtd ls two to 

thre. monthà in Brui 1 oompared with tour mont he in ChUe,' 

4. The' marginal capital productivity for Bruil Js double that ot ChilI ,'J 

auè 3ignificant for both. Th •. normal oaejtal-output ratio tor Brasil 

is on average five years; for Chile, on avera.ge, t\VO y.a.rs. 
# 

5. The .t't'eot ot' inflation in Bradl ls signi.floant and positive; in 
J 

Chile, nonsignificant, unc.rtâ.:ln and negati-ve. 

Odeh reaohes similar oonclusions ~~in~ 'multiple regr.salon 

analysis. 

li •• Ca.nadia.n l'videnc. 

'l'he R.lativ. Inoom. Hypothesis 

The relative inoome hypothe.ia was used to test th. short-rua 

reaotions of oonsumers to inflation in Canada trom 1947 to 1970. Th. 

single .quation .... thod .r •• ti .... ti •• ~ ••• ed to relate relative ~& 

in money consumption to rel.,tiv. change. in Personal l)1spo •• bl. In.oOIl~: 
P.ro.nt ohange. in th. Consumer Prio. Ind.x and th. tiret di1"t.r.œe 

ot th ... ohang •• r as .ell as perc.nt ohang .. in the money s'upply were 

introduoed. Table 5.1 pre.enta the .. oaloulationa. 

Th. :)orrelation co.trioient rang .. bet .... n .?VI and .821, 

inoreadng in ftl\l., wheD priee variable. aA:'e Introduo.,ed. The conataDt 

• 

.. 

) 
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term, 1s poaiti,ve and exc.eds the a,verag. rate of population growth ov.r 
• 

the period of 2.35 peroent. Thel'efore oonsumpt1on J i8 a funotion of , 
Il 

other trend faotors~bosides populatlon growth. Introduoing prioe 

variables causls a drop in the oœ8tant. 

The ooeffieient of ttyd" 1s the ineome e1astici ty of money 
t 

oonsumptlon. The 11astioity ia stable and a1gnificant at the one peroent 
la 

" -, 
level. in all oases. Wh.h the speoulative variable 1s introduced thls 

elastici"ty ilierlases J 'when relative changes in the CPI arl introduoed, 

the elastioity decl~ne8. Th. Ilastiolty varies fram .510 to .562 so 
1 

wr.en monly inoome i~oreuls' by one plro.nt, money oonsumptlon j.noreull 

i 
by .510 to .562 perqlnt. 

\ 
Th. mean av~rag. 

, 
propens1ty to oonsume for the whol. p.r10d out 

1 

0'1' dlsposabl. ineome\ ls .930. l4ultlplyint this AfC by -ehe varioù. 

Inoom. Ilastioitil8 ~iVIS us an JI'C for eaoh .quation'. The marginal , 
\ propensity to oons~ varies betw'ln .475 and .523., 

o 
~h. priel ela~ticlty of mon.y oonsumption, ·pt ", 1. nons1gn1fioant 
.' d . 

and lmall. If the oo.frioilnt of "Yi; " il s.ro, a on. pero.nt "rh. in ' 
\ 

, th, CPI oause. a .0005\1 - .085 incl"easi in money oonswaptlon. Theretorl 

,. 

o 

, _ 0 

f~ ~~)." ..- l> ' ~;. ~Jt' ., 

the pr~portion of cons~tlon in Canada over thi! perlod that .as ln­
.. 1 .. ;iO, or of neolulJ1e., ..... ~'--en 0.05 and 8.00 peroent. This 

\ 

oompares with .evente.n to tweuty-elght peroent tor Brasil and t11'101 to 
. 

dxty peroent tor Chile. Th. prioe ela.tiolty of r ... 1 conlilUlllpt1oD (ODe 

minus the lnoaae' ela.tioity) .. ri •• bet .. en .438 and .'90. So a ODe 

.. 
percent inor ..... in thl intlation rate caua .. a :"8 to .,go- peroent 

!) • 
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Table 5.1 

1 

Dl'LAJAT 1011 Œ RBLAT IVB C~N~ 111 ,PERSONAL COJSUllPTIOI. CA1WlA 1941-1910 ' 

Bo •• 
ai gr •• ,ion Co.tt. 

Md 0: .. 0 •• ot .. . Conat .. ~ Y
t APt 

Bq. ~ _J 
·t 

l 

2 

3 

4 

5 

6 

• . 
3.641 .511' 

( .079) 
-

, 

1 Il 

- 3.206 o .562 -.130 
(.083 ) (.083 ) -. 

. 1 
• 07~ ~~'O 3.329 .511 - 5 

(.12'0 ) ,(.140) (.088) 

, 
3.820 .510' " -.026 

(.081 , (.073 , 

1 If " " 3 .561 .• 511 .082 ~.146 -0.29 
(.123 , (.144) (.090) (.0'1S ) 

1 
.0005-3.642 .511 

(.125 ) (.138) . 

Key 1 

1 - dgrdticaut .t the on. peroent 1.ft1 

6 - Il grdt1cant at th. fi •• , peroent l.~.l 

10 - dsnitloant et th. tea pero.nt 1 ••• 1 
- . ~ 

• ~ not .ipitloant 

CoatI. ot JŒC ::AC ~ 'f4 
Corr.' ehd •• Sb 

r 

'j 

.806 .416 
.; 
'\ 

.. 
~. 

.621 .523 

, 
.814 .481 

.791 .,,. 
. , 

• 80ft .476 . 
'\ 

.796 .475 

. . 

. 

J 

(1M1-1O) (lioaq Suppl)' ... ot DM_ber a1n). 

f 

/ 
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deoraa~ in ~eal conaumption expenditures. 
11 

The speoulative variable <as repreaented by the first dlrrerenoe 

or th. peroent change. in tha CPI) 1& signifioant at the t.n peroent 

~ level. This variable has a n~gatlv. ertact on consumption - a on. 
1 

peroent inc~ase oauBing a .130 - .146 peroent deorease in money con-

, 
1 

1 

small negative efrect in\e~~~ •• 

The ertect of ohanges in the money supply i8 nonsignificant~ amall 

a.nd negati vs. 
, 

Chart 5.1 plots a representative equatlon - showlng the actual 

r!lative chanbelf ln cOnBUlllptioJt over the poriod together, with th. pre­

dioted ohanges and the abso1ute devi_tion. 

The eftect of changes in income distribution on consumption 

_8 then eltimated in Table 5.2. The constant term varies frqm 2.743 to 

3.963 and II larger than the rat. of population growth. The speculat\ve 
~ 

.rtect i5 negatlve. not signifie.nt and only on.-~hird a8 large al 

previoualy. 

The Â. :P. C. tor .ach group la a 

1. nonrarm labor • 1.07 

2. s .lf-employad • 6.10 

3. farm - 18.87 -
4. profits = 6.64 

, , 

1l.rh18 ratnforo .. the oonolusion drawn ln Chaptar S that eODaumerl 
han bian a .tabill.r.lnc influence in th. eoonomy. 

, 

ç' , 
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Chart 5.1 

Explanation of Relat,ive Changes in Persona1 Consumption, Canada 11947-1970 
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Tabl. 6.2 

, , 
. COISUMPl'ION. C~ADA 1947-1970 

, l" 

.e, IFFBCT OF CHANGIS IN lNCCIŒ DISTRIBUTION ON RBL6.TlvW CHANGES IN PERSONAL 

No. R.gr ••• ion Co.tt. - C~.tt "0 Ac b>c ~C 
of Conatan ~ •• .- •• 0 

ot A 1'1 ~ll .lA' ., 
Bq. ~ ,Wt if A. P APt Corr GjW_ CIN- elA • bh • t t t 

1.07 6.10 18.87 5.64 

1 . 
1 3.730 ri17 .694 • 486 

(.090) 

• Il -
-

- 1--
2 2.900 .372 .170 .710 .434 1.037 -

(.093 ) (.121 ) • 
• H et 

3 3.060 .321 .202 .021 .731 .374 1.232 .396 . 
(.097) (.119) (.014 ) " 

~ 5 -- t~l , 
... 4: 3.483 .402 .055 .733 .469 .311 - (.OB5 ) (.029) 

• tI S . 
5 2.143 .363 .154 • 052 .745 .423 .939 .293 

(.088) (.l~~t~ (.029) 
f r , .. " .. 

6 2.872 .337 .175 .012 f .œ9 .737 .393 1.067 .2?6 .220 . 
(.097) (.120) (.016) (.033 ) . , , fi " H PI 

7 2.802 .356 .155 .013 .043 -.063 .726 .414 .945 .245 .243 
(.103 ) (.127) ( .017) (.0155) (.lœ) 

" • If 
8 3.983 .382 .017 .700 .445 .~21 

(.094 ) - (.015) 
0 

(~(l 

• If 
.686 \$Î 

9 3.624 .427 -.œ9 .498 

(.096 ) (.101) 

Soura... Budg.t Pap.ra. pp. 6S, '69, 111. 
, " " ". . ;,. 
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Thea. figures are thentnultiplied ~ 'the various ineome elastioitiea to 
w 

obtain th. marginal prop.nait! es for eaeh equatlona 

1. nonf'arm l'bor • .39lS - .498 

2. self-employed = .939 - 1.232 

3. r'..rm = .226 .396 

4. profits • .220 .311 
Cl 

The 'mos"t; startling differenca between the CanadiaÎl and Bra&ilean results 
• «t ~ 

18 _the ml.,lCl'l 19wer lŒÇ for. non~al'!lllabor_ (0.4) in Canada_ ~l!an in Brazil 

(1.0) and for profits (0.3 oomparad ,to 0.86). Self-emp10yed in both 

eountries have an JŒC = 1 while the )FC of farm Incane Is a Iso lower in 

Canada, 0.3 Qompared t~.\J).5. 

or the four groups only the effeot of ehange8 in the Income of 

nonfarm !abor i8 signifieant at the one percent levaI. Independent income 

la not signifieant at aIl. Farm Incœte ls si.:;nif'icant in one oas. in 

" 

t'our. Profit ineome in signifieant in ;two out of four c ..... 

Chart 5.2 plota .. representative equation. 

The Flexible Aooelerator ~ •• i. 

The flexible aeoelerator hy'pothêlis .. 8 appl1ed to Canadian data 

for the period 1947 to 1970. Varioua equations nr. generated using {/ 

single equation regression analysis. S .. Table 5.:5. 
w :..~./ 

The cQrrelation eoeffioient ran," bet.een .198 and .914. 
Cl 

Introduotion of' a t1me laQ; and prie .. '9ariables, increase th. coeffioient. 

~I, 

J 

,. 

, - . ..., ~ 

" 

",' 
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Chart 5.2 

Effect of Changes tn Ineome Distribution on Relative Changes in Personal Consumption 
C : Canada, 1947-1970 
40 

20' 

op 1\..,. ;-....,.... / \ .--.. 

·20 
l 

r 

130 

11Q 

< 9°f ~ '2: 
70 

50 

30 

l~T ~ 
! b , ! , . , 

l 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 

Sour~e T.lble 5.2, Equation 7 ' 

<:> 

" 

• 
G 

c 

u 

1\ .. 
Ct 

.. 
Ct 

~ 

'b 
.... 
co 

23 
Time 

'" 



Table 5.3 120 

EXPUNATION -OF GRœS PRIVATB INVESTMENT a? THE FLEXIBLE ACCELW,!:OR 
. BYPOTHESIS, CA~ 7-1970 

No. 1) ___ .. :8-~Y Coerrfefent . 
CfI.tt • 

ot Conatant "'" ot t 
!q. % ft " .. j • .j .- .t ' ~-l Corr. 1 

jt 't l Pt APt Pt ,Pt 
'; 

.676 ' 
... 

.819 6.769 1 -H.730 t, 
" 

. (.100)' 
<Ja 

" 

, If 
2 111

•
480 .667 • 

.100 

(.108) (.395 ) .809 5.810 

-11.353 .727 ' 
t 6.404 

3 -.288 .861 
(.091) ( • .)..11 ) " 1 

4 -11.943 .• 752 1 -.319 ' , -.556 tG .872 6.29'1-, 
(.109) 

,1 (.355 ) (.089 ) ) ' -
• 

.622 1 
5 2.13 1 -<2.56 1 ~ .902 

5 -9.009 -.203 0 j\' '" 6.904 
1(.094 ) (.106 ) (.831) 

) C~~~~ (.Q44 ) ," 
, ' -

-.192 S .346 " 
:-. - 1 

6 <.l.9.703 .601 ' 2.214' -2.805 .902 6.177 

(.096 ) (.107) (.351) (.836 ) (.a80) 

.57~ t -.185 S 2.317 " ~, 1.160 Il fi ID 0' 

~ -7.389 
-2.497 -1.600 .914. 7.728 

(.092 ) (.100) (1.139) (.978) (1.382 ) (1.062 ) 

(~ 
'-.1 

o " .• 682,0 -.368 .816 6.406 

8 -10.647 (&01) (.467) 

Ci 
.734' -'.293 ' 

,1 
- ,,:,.418 .862 7.255 

0 

9 -10.117 (.091 ) (.Ul) (.nt) 

, .070 fi 
. .809 5.665 

.;> .672 0 

(.105) 
, 

1.416} 10 " -11.862 
<- Q le> 

~ 

ü , • -.Cl>60 " , < .730' -.290 C' " \0-~ 418~ 6414tJ!6" 
c 

-1l1l23à (.115) (.373 ) ~'V CI , 
11 IJ.D96 ) '-

. " .808 5.625 
.672 ' 

.040 
12 -11.947 (.123 ) 

If ,lO3l ç:" 

1 .. .033-
.J .,669' .065, .798 5.696 

13 -11.746 - )f (.l~4) 
(-.llO )- (.428 t . 

. 
"'-'-":L, -.367 .. .. .817 6.67a 

14 -12.146 .689 , • 
( .102) 

(414~ 
../ 

.SISM -.517'H 
15 -12.291 .676 ' 

.811 5.600 
. (",470) • (.105 

(.105) 

. ) 

, .' 
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The constant term ls negative and stable. varylng betw.en -7.389 and 

-12.291. The eo~stant term indioates the peroentage of the gap 

between the aotual and the d~1red oapital stook that 18 invest.d each 

year. For Canada this means seven to twelve peroent of th~ gap 18 

invested each year oompared to nineteen percent in Brazil and ten 

percent in Chile. 

The coeffioient of "f " - the marginal capital productivity -
t 

ia signifieant at the one peroent level in aIl cases and stable, varytng 

between .571 and .752. The normal capital-output ratio obtained 

from thls coefficient has • range of 5.500 to 7.728 years (oompared to 

five years in Brazil and two in Chile). 

The time lag in implementing investment decisions is signifieant 

in aIl cases anè is between two and three months - • similar result to 

that obtained in Odehls study. 

The affect of annual percent changes in investment goods priees 

is positive in aIl cases but one and signifieant in only one caSe. A 

priori the effect should be negative 50 the variable is rejeoted. 

Changes in general profitability have a negativ8 effeot on investment 

demand. The firat difference in relative changes of investment good. price. 

Is positive and signifieant at the one peroent leve! in two cases. A 

one percent increase in this variable cause. a .100 to 2.214 peroent 

inorea.e in Investment. The speoulative variable for the GHP detlator ha. 

a negat1ve impaot on inve.tment - a one peroent increase oausing a .517 -
o 

2.806 peroent deorea.e in investment. This oompares ~o a positive .rfW~~t 

ln Bralil and a negative erteot in Chile. 
~ 

" . , 
<.~ • 

\l' 
Q 

1"> ... '" , ~ t 
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Relative changea in pr~fits in the prevlous p,riod were non.ig-

nifieant and exerted a small positive influenoe. 

À representative equat10n is plotted in Chart 5.3. 

À few equations .ere run omltting "ft" - that 18. re1ating 

relative ohanges in Teal privat. i~~8tment to prioe variables and the 
j 

level of profita in the precedin, year. Table 5.4 presents the re8~ts. 

The correlation ooefricient (.639 - .684) ia muoh lower than when th~ _ 

flexible acceler.tor hypôthesis ia us.d. The oonstant ter~ ia positive. 

The speou1atfve variables are both signifieant-.t the one percent 

levei in aIl oases. A one percent inorease in the investment goods 

speoulative variable causes a five percent increase in,investment demande 

A one percent increase -in the speculative inflation va'i"iable oauses a 

four to s 1,; percent decrease in investment d8lUnd. The effect of ( 

previous profita ia positive and signifieant in two oaS8S. 

Table 5.4 

KlŒ'LAlIATI:lN OF GROSS PRIVATE DOMESTIC INVEST1ŒNT USING THE 

PROFITS PR1NCIPLB. CANADA 1947-1970 

=====================================~=====' \ 

No.- of 
Bq. 

1 

2 

4 

lourc ••• 

Constant 
% 

6.137 

3.543 

2.290 .16-,1 
(.167) 

0.200 .160· 
(.1 '1.6) 

IUdlet Pai!ra, 

4.957 1 
(1.197) 

5.325 1 
(1.152) 

5.691 1 
(1.209) 

'\ 

.174· 5.630 1 
(.761) (1.272) 

pp. 66. 69. 109. 

-4.941 1 
(1.:519) 

-5.787 l 
(1.335 ) 

-6.139 l 
(1.S81 ) 

-6.116 1 
(1.422) 

.312 
5 

(.173) 

5 
.353 

(.118) 

.319 • 
(..237) 

il 

Co.ft. of 
Corr. 

.639 

.684 
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C ono luai ona 

This chapter explored two thsoretioal modele of oonsumption and 

inve.tment behavlour - the Relative Inoome Hypothel1. and ths Flexibl • 

Aogelerated Bypothea1.. Iric. variable ... re Introdueed d1reotly into 

th •• _ equatloll8 and indir.otly through th_ir effect. on other variabl ••• 

Inflation wal found to aftect relative ehanges in money 

oonsumption expenditure. in four ways 1 

1) 
.,( 

direotly through the priee 81uti01ty of mOneY eonsum~tion. 

2) direotly through the priee 8lutici ty of real oonsumption. 

,3) direot1y through speoulati ve aotivity or changes in the rate of 

inflation, a.nd 

4) indireotly through redistribution -of inoome. 

Inflation waa found to'affeet relative ohangea in rea1 invtltment 

expenditurel 1n four ways: 

,~ 1) direct1y through the priee e1a.t101ty of real inve.tmsnt • 
• 

2) direct1y through speoulative aotivity. 

3) indirect1y thro~gh ohangea in profitability, "nd 
. 

4) indirect1y through ohange. in thé d~i.m of investor •• 

• lingle equation regreuion meth,od •• then WIoed to as.e ... th. 

1Japaot of inta~1on Qn o0Il8u.apt1on and inv •• t .... nt expenditur •• in Canada 
of 

for the period 1947 - 1970. ThiS""8 done along the 11ns. ot a al.iar 

• tudy ot Braz11 and Chil •• 

1. 

aw...17 of l'indinge fot the Conaumpt1on Juation8 

The Rolative lJJoo. Theo..,. 10 a .ood OXP~o .. o~ th. 'date.. 

" 

'. 
/t .. 1 ~ >'~",\ ~ §i..jh.;,,"'~:~.~~_~~1~ 

. '" ~ t' ~, •• ~\ 

j~ \, ~.~?<~~:~~~ ~-?,:::'~":'i.;cj..,,,.tilgôiJ("'dcl!!iiII 
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2. The prioe elasti01ty of 1Il0ney oonaumptlon ia amall and non" 

signifioant. Bet.een one--t.entleth 01' one pero.nt and ei!ht peroeDt 

of oonaumptlon ia prioe-1n.la,-tl0 • . 
3. The lpeoulatlve variable 1s signifieant and negative. .A ~ne peroent 

inorease oauae. a ol.3 to .146 peroent decreue in money eonsumption. 

4. The priee elutioity of real consumption 11 negative and bet.ean .438 

and .490 pereent. 

5. When oonsumption la a f'unotion ot income distribution th. speoulative 

etteot i8 small. negative and nonaignitieant. 

6. The inoome elastiolties in order of size. largest firet, are' 

1. nontarm !abor inoome 2. Independent 1000me 3. protit inoome 

4. agriou'itural inoOlM. 

S\.8IIIU.ry ot Findings tor the lnve.tment ~uationa 

1. The Flexible Aooelerator "Hypotheeis 18 a good explanation of the 

data. " 

2. Changes in protitability had a negative. nOIllJignifio.ant and un-
, 

stable etteot on inveatment. When last ye~s profits .ere uaed a. 
. , 

a variable the ett.ot on Inv .. taent waa politive and algnitioant -
. 

a one peroent inorease in pa.t profits oauatng a .~ p.rcent 1nor .... 

in investme.nt. 

~. Canadian entrepreneurs are re1at1Tely dyuaJlioJ '.'Yen to twelve 
, 1 

peroent 01' the gap bat •• en th. aotua1 and the d.,irad capital stoOk 

i8 1'111ed .. ch year • 
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4. The prioe elastioity of r~al investment 18 nonsignlfioant and 

posl*ive, contrary to theoretioal predictions. 

5. A one peroent inorlase ;n the speculative variable oauses a 0.5 

to 2.8 percent deorease ln inveatment. r 

Interpretation of Findingl 

Inflation has oaused a"small increase in money consumption but a 

d.orease in nal oonsumption in Canada over th, periode Abs61ut. changea 
) 

in the inflation rate have not ~noourag,d speoulative oonsuaption. 

Redistribution in Canada over the period has afflOt.d oonsuaption 

expenditures. Table 5.5 shows that incame over 1947 to 1970 ha. been 

redistributed in favor of nonfarm labor and interest. Profit., ~ 

agricultural labor and nonfarm uninoorporated busineases have grown more 

slow1y. Sinee nonfarm labor has the high •• t inoome elast10ity thi. r.-

distribut~on oaused by inflation has inore.sed total oonsuaption 

8xpenditur •• over the p~riod. 

Ta!)1e 5.5 

INCCIŒ ILASTICITlIS AND IliCCIŒ UDISTRlBUTIOB, CANADi" 1947 - 1910 

Inoome Group 

nontara la bor 

profit. 

~grloultural labor 

lnt,re.t 

nontara UDinoorporat.4 
bUll in, •• 

Avera6' Annua1 ~ Change InêOllle ilâatioitl{ ot 
ia R.lati v. Shar.. ot GIP Baoh Group 

, " 
9.'5 .32.1· ~ •• 21 

"\ ... ' 
7.56 .œ. · .05& 

.012 • .021 

lS.80 

.161 - .101 

1 

loure., fabl. 1.1 and. Tab1~ 5.2 

, 

. , , , 
• <' 
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In inveatlng Cana.dian entrepren.url are relatl vely dynamio. 

Inflation has oaused a smaii inorease in inveatment while the eftect of 

the speculative variable has been negatl Te" The~low incr •••• in the 

share of profits over the period may have b.en responsible for a 

d~e~ng of investment expend1tures. 

In summary inflation has had a smalrdirect negative effect on 

ra.1 oonsumption but a positive one on money oonsumption;'~ directly 

«nd Indireotly througb inoame red~stributrdn. Inflati~n ha~ lhad .. amall 
~ 

.ff.c~ on investment, the net efrect dèp~nd1ng on)he relative atrengths 

of the direct and indirect .ffeots • 
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Chapter 6 1 

l'liFLATIOll AND OUTPUT 

The ory 

Inflation may have a' 8~ort-run impaot on the level of o~trut 

in the eoonOlll.y and also a 10ng-tun impact on the rate of eoonomio growth. 

lOonamists are divided~s to whether the.e impaots .re positive or ne~tiveJ . ' 

most believinb today xhat inflation Has little,eftect on ourrent output 

or retardation of eoonomic gro.th. 

Intlation and Current OUtput 

There are two theories of the impaot of inflation on ourrent 

out"put of goods and servioe... <.ile theory holds that inflation hal 

beneticial etfects oausing outyut to inorease in the short-rune The . 
other theory ~olds that inflation oauâes a deëline in"ourrent produotion. , ... 

\Let us e~ine ,aoh th.ory and the variou8 oritiolsmB that have been 

made ot tach. 

Several factors mAy cause, output to inor_se in the shol"t.,~. 

If .ages lag profit., in InflatiQn b~8ine8smen May be sttaulated by high 
'; , 

profits "'to inor .. se employment and output. Seoondly. intlation reduoe. 

the real purchadng power ot IIlOney. lt the cOJmÏnm~ ty Wish •• to keep a . 
oertain quantity ot r .. 1 DIODey bAlances it must _worle har9't' to .arn 'th4t 

utra aIOuy ba,lance. to o~Dlat. tor' innat101l.,. This iDo_ ertect of 

the intla-tiODaJ')' tu on __ y oa\l... output to iDe,...' •• 'lhirdl7, it 
') 

inflatioD .t1aulat.. adftDO. bqiDc b7 oouu.r. and lNa1D8'.-a output 
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Various oritioisms have been made oonoerning eaoh of theae 

faotors. mnpirioal work on the wage lag hfpothesi~ has failed to 

verity 1t. Tharefore if .. ges do not lag profits there Is no impetus for 

~ 
businessmen to increase output. SeooncÜY. if inflation is antioipated 

" 

the oo~nity will substitute other aS8.ts for money.lnstead of demandi~ 

more moDey balanoes. Tne stronger substitution effeot will therefbre 

'not oause o~tput to inerease. Thirdly, excess stookpil1n& of goods ,b.v 

oonsumers and busines8men ll\,Jat ev.ntually oa~e output to deorease 
.' ~ ~ 

because purohas.a exoeed, heeds. 
~ l, 

The seoond theory says that inflation causes ourrent output o~ 

goods and services to decline. One realo\ tor t~11 li that intlation 

disrupts normal economio relations and cr~ate8 Indultrial atrife. ~e 

. 
,number of mandays lost due to work: stoppages ,inoreases with the inflation 

1 

rate and in this. way causes 'output t 0 decline. A second reason is, that 

1f-inflation ia more rapid at home thaft abroad the terma of trade mov. 

agdnst the domestio oountry. Purchau8 of importa inor_se and purcha ••• 
• 

of exports deolin.. This deorease in aggregate demand through th. 

multiplier causes output to fall. 

Baoh of these reasona also has been oriti01.ed by eoonaQ1.t •• 

Firat. inflation may ease, not oreat., indu.trial strife. Inflation 
( . 

~ -1 aot aa an .. oape valve for groupa that are comPet1n, tor more thu 

on~ hUDdred peroent of the .. va~J.abl. output. 8eo-ond. the ,~ntr ... l rat. of 

Floe riae le not th. relevant ~1a'ble att'eoting th •. ,t.l"II8 ot trad •• . , 

• r 
\ T~ 't. JI 
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Q:lly prioes of exports and importa are relevant. So general intlation 
f 

mAJr not affect the cd_nd for exporta and importa and. &8 a result~. 

not affect eurrent output of gooda and services. 

é6 

Inflation and Economio Growth 

Two variables that affect the rate of eoon~io g/owth ar" the 

volume of saving and the peroentage of this saving that is aotually 

invested. The quantity pl' saTing generated by the eeonomy 18 the 

maximum amount available for inveatment. The larger this quantity of' 

saVin~ the more funda available for inveating. If these funds are 

investad the oapital stock inereases. A gro*f~ oapital stock meana a 

larger output of goods and service. in the future. Inflation therefore 

affecta actual eoonomic growth through ita impaot on saTing and 

inve;Jtment. 

Historieally, eoonomiats believed that inflation encourage<! growth 

and gave s~veral reasons to support their hypoth.Sis~l Firs~, if mar­

'ginal propensitiea to aave differ among eoonomic groups inflation can . 
affect eoonamic ~owth. If inflation cause. income redistribution tram 

wage .arnera to profit earners or fram poor to .ealthy families the quantity 

of saTing geperated will illorease. This is becauae the aaTing pro-

pendUe. of profit reo.ivers and of the rioh are higher than thoa. of 

.age tarn.ra or the poor. Uenc. inflat~on inor.asea the quantity'ot 
!I - • 

saT.ing. Seoond. if the ag. lag exiats high pro fi t. proTide firu wi th 

internaI t'und. with which to inve,t. If high prot~t8 oau,. expeotat1ou ot 

hiper prott ta in the futur. th ••• funda .ill be inv •• tecl and 'th. rat. 

~.J. &.a11ton. "Prie •• &~ a Faotor in BuaiMI' Growth-. JOW"D&l ot 
.OzuaiD I:l.terz, Vol_r-12 (hl~ 1961), pp_ 526"'9. 
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of growth inor.as.. Third, in inflation aooountin~ pr.etiela overat.t. 

ourrent profits because depreei.tion allowanoes are oaleulated on 

ori ginal rather than replaoement (higher) ooats. Fourth, in unantioipatld , . 
inflation money interest rates do not rise enough ta oompensate for the 

deoline in the purchasing power of money. The spr.ad between th. cast 

of borrowing and the rate of return on inveatment widens. 'As a result 

investment beoomes more prof! table. Firth, inflation may oause foroed 
l 

saving if banlcs land Monay to firms at too Iowa money rate of interert 

or if the gov~rnm.nt prints Money to finanoe \ts investments. These 
'" 

investors bid for resources, the eXClS8 demand foroing up prioes. Sinel 

inoomls are not affeotld in this period households are roroed ta aave. 

Sa total saving 18 increased by inflation. Sixth, ~f competing groupa 

in the economy together want more than one hundred percent of output 

and refuse ta aoc.pt a deolining share the govèrnment must ohoon 

between inflation and unemployment. If the gov.rnment does not inorease 

the money supply then goods priees rise faster than Money incomes. Aa a 
1 

cresult goods go unsald and unemployment is or_ted. This unemployment 

slows the growth of agu.pte incolle and thus of uving. Investmant 

and output deolines. If the govlroment, on the other hand. prlnta 

JlQlUIy and crutes inflation this uneaployment le avoided. hJ. re8ult 

inflation preventa the deoline in economio growth that .. coo.paDies 

unaploplnt. 

lteotnt eoonca1o tnQught hold. that inflation dbcourag .. - eoonœd.o 

growth. 'int, inflation .rod .. the r_l Tl.lue or liquid .... .t.. !hie 

/ 

, 
. " 

" . - . , 
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either disoourages saving or direots it into unproductive forma auoh 

as jewellery and toreign exohange. 8eoond, inflation hampers 10ng-run 

inveatment due to UIlAertainty about tlt,e level ot prices and changea in 
Œ ~ 

relative priees. Third, intlation misalIooates lnveatment resouroes 

into less produotive forma auoh as luxury houaing and inventories. 

!nPlrioal .orle 

To determfne 

Infl~Uon and Current Output; ~ 
whether inflation causes ourrent output ta increa.se 

or deerease, economlsts have inveatigated the validity of eaoh of the 

factors said to influence the relationship b1t_een inflation and output. 

F1rst, the wage lag hypothesiâ has been intensively 5tu~d and no 

evidence found to support it.2 Laclc of .. _ge lag implies ~hat inflation 

does not stimulate current output in this mànner. Second, if the Inoom. 

etfect of the infl,tionary tax on money predaminates Cas it does in 

unanticipated inflatioh) output May inor_ISe as houeeholds work harder 

to maintain "'their desired level of real ''b&l&DCes. In anttoipated inflation, 
c • 

however, variable price &aaeta are sU~8tltuted for liquid aas'eta and th' 

impetus for inor"aed output deoli~a. Bach and Ando eOllpa.re the percent 
v 

of total household a .. ets that are fbec! priee aaleta tor three yeare -
, Z 

1939, 1946, and 1949. They tind litt le change and oonclude inflation waa 

UDanttoipated in this periode So the inoQIIII etteot _y have oauaed output 
'" 

2S.e Chapter 1 for eOlldllnta 0 the Work ot llohian and Ies.el, Baoh aDd 
Ando. and others on the _ge la, hJpotti •• 1s. , 

S " Baoh and Ando, p. 9 • 
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to inor.ase over this period. Third, inflation may st1mulate ad~nce 

buying by oonsumera and inv.stors. Mueller conciudes that in the post 

wu periM in the Unit.d States perceptions of inflation caus8d the 
4 

rate of conaume'f' spendin~; to d.oline. Fourth, if inflation oauses, man .. 

days lost due to work stoppages to inorease, output gtowth will deolin~ 

Conard oonoludes that the reoord of mandaya lost shows no obrrelatio~ 
5 with inflation in the United States. 80 inflation did not cause 

current output to deoline in this manner. 
, . 

Fifth, if wages grow raster 
l~ 

than ~roductivity (a$ they may in inflation) unit wage bosts 1nor.ase. 

Inoreasing wage costa have an unfavor.bIe impaet on thé Balanoe of 

Payments if they are refleoted in rising export rrioes. This could 
, :~ 

result in a deoline in current output growth if the demand for exports 

declines. 6 The Bank of Montreal has examined this hypothesis. Table 6.1 

presents ita rin?ings on the relationship bet.een unit wage oosta and 

relative export performance for eleven countries. "Relative c'hange in 

unit wage oosts" means the .peroent deviation of ohanges from a weigbted 

average>change for the listed oountries. 'A "f" mtans that the relative 
(j 

ohange in unit wage èosts had a favorable effect on oost ~omp.titiven ... 

(i.eu

• unit wage eoata decl1ned). "hlative ex port performance" retera ta 

the peroent change in the share of world exporta of nonooDQunist oountrie. 
, 

reoorded by e.oh nation. 
J 

4M8uller, p. 261. 

5eoard, p. 99. ' (Cl 

6Su.in ... aeview, Bank of lIonu ... 1 (Montr.-.l, April 29, 1f10). 
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Table 6.1 

RELATIVE UNIT lIAGE COSTS AND EXPORT FERFO 

OF ELEVEN INDUSTRALIZID COONrRIES 1963 

\ 1 

J Country 
RelatiTe Change in 
Unit Wa@:e Costs 

Canada - 3.6 

United States 1.9 

Japa~ - 5.5 
~ ~. 

1~3 

NCK • 

. 
Relati ve Rltport 
Perrormanoe 

- 0.93 

1.42 

- 1.57 

""----, Gormany - 5.5 - 1.20 

France - 2.7 0.24 

United Kingdom - 6.0 - 1.49 . 

Italy - 7.5 - 1.36 \' 

Netherlands - 6.5 - 0.~5 

B~lgium - 4.5 0.59 

Sweden. / - 3.5 -0.00 

Sw1 ta ér land -15.2 - 0.14 

"'-eb/ ;::: 
Source. Ibid., p .... -
Canada and France) the variables rose and tell together. That i8, a deoline 

. 
in relative wage oosts was aooa.panied by an inoreas. in the oountry'. 

aha.r. or total exports. Th.rerore. ir inrlation ~au8es unit .... ,. oo.ta 
li:. c • 

to inor ..... , the rel~~1ve lbar. or total exports will ,enerally deol1ne. , 

This,.Y have a detriuntal .rr.ot on ourr.nt output through the multiplier • 



134 

Inflation and Economio Growth 

lhatia studies ~he relationship between inflation and economio 

growth for rive countrles - the United Kingdom, Germany, Sweden, Canada 

7 
and Japan. He flnds no systematl0 relation - ln some oountries the 

" 
variables are pos itively related; in others, negati valy related. For Canada 

he estimates both a long period and a short period relationship between 

inflation (represented by percent changes in wh ole sa le prioes) and 

eoonomic growth (r\~~nted by peroent change in real incarne). (Se. 
'-'~ 

T. ble 6.2 .. ) 

Bhatia then fits a 11near equation relatin[ growth (y) to 

inflation (X) for these two periods. The Canadian equations read; 

y = 4.19'" 0.45X 

y = 4.27 + 0.32A 

R c G.85 

R = 0.60 

(Lone Run) 

(Short Run) 

The rela.tlonship i5 positive, suggestin[ inflation encouraged economic 

growth in Canada over this periode However the oorrelation coefficients 

are low; particularly for the short periods equa.tion. 

j 

Conard plots bath sca.tter diagra.m.s a.nd time series cha.rh relating 

8 infla.tion and eoonomic growth for several oountries. Some are long-run 

oharts; others, short-rune ln 1.11 cases Conard flnds no systematic 

relation .)otweer: r:,.::,..'erl:>l,e -:"ioe J -;Y6--:er.ts (0 to 6%) and Der c.pita eoonomlc 

growth. When the rate of lnl1ation -.vas negative or ir.a.ter than -O"ix 
1 

percent a year growth rates ~ener.lly are low.r. His conclusion is that 

no olear genera11eation oan be made' about the relatlonship. 

7 
Bbatla. p~108-114. 

8Conard, pp. 92-96. 

\ ~~ 
_.~_~-", ....... __ ............. ..I.I...,;etMJ ... 
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Table 6.2 

RATE OF PRIC! CHANG! AND ECONClUC GRCM"l'H, CANADA 1813-1938 
.,,, 

Period Bate of Priol Change 

" 0 

Rate of Growth 
~ 

Lon~ Perlods 

1873 - 1896 - 1.7 3.5 

1896 - 1912 2.3 4.5 

1932 - 1938 2.8 6.1 

Short Periods 

1873 - 1878 - 4.1 4.0 
, . 

1882 - 1686 - 2.0 2.6 

e 1890 - 1896 

0 

- 2.4 1.9 
... 

1896 - 1904 2.1 " 4.3 .. 
1904 - 1912 

\ 
2.1 5.1 

f 

1922. - 1928 - 2.5 4.5 

193~ 1938 1.7 5.9 
.--..... <-

J> 
~ 

\ 

Souro.. ~ •• p. l10, 11,2. 

For the United States·ï'rom 1909 to 195.9 Conard~ts th. 

. hypothesls that inflation inoreue1f the average propena.lty to saTI. -t 
1 

aoatter dlagru plotting the APS againat tl1e intlation rates revealB a 
.. 

il ' . 

• ~ /1 ... 
, . 

.... 
! 'n , l "rt •• ' '.,.:: 'if 1 ?Srtî 
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positive relationship. However when he omits the war yeara the 
(' 

diagram beoomes shapeless 50 Conard ooncludes that in the United States 

inflation has had no disoernable eff.at on saving. 

The Soi tovalcys compare rates of intlation and >economio growth far 
9 

nineteen oountr1ea over the peri ad 1951 - 1957. They find a tata l laok 

of oorrelation and eonclude that inflation doea not hamper growth. 

Grant Reuber studies the relation bet_een growth and inflation 

10 in Canada for the period 1949 - 1961. Using produotivlty inoreasea 

as a measure of growth he finds ,growth to he a funct~on of short-run 

ohanges in the level of eoonomic aotivity and long-r~ seoul.r foroes 

suc~ \9 teehno1o~ and education level are 

not signifieant. there 18 no satlsfaotory relation-

ship between inflation and growth in Canada for this periode 

Charles proposes that the effeots of inflation on eoonomic 

grolfth shoùld bjJ' di vided into two classes depenc!ing on whether the eoonomy 
11 

18 a "crUlped" or "abundant" economy. He defines a "oralllped eoonomy" 

.. s o~ ~i th souoe per capita oapi ta! andj0'2- nat\U"ar res-ouroes'. An 

.. abundant eoonomy"-is oharaote~ized by a hii:;h elasticity of output relpon.e 

ta changes in priees. Thus in an abundant eoonomy demand-pull--:inf1atlon . 

• 
9 Soitovskys. pp. 464-5. 

, llcharles, p. 21. 

, ' 
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will in~eas_ the rate of groltth as output exp'ands to meet this exoesa 
',< /' 

demande The increased demand enoourages investment and 18 an inoentive 

for technologiea l improvem$nt. Hpwever infla tion in a oramped eoonomy 
\" \ 

may not inorease eoonomic groWth because the oramped eoonomy has a low 

output elasticlty with respect to inflation and May already be straining 

Its produotive capaoity. 

Canada, by t'his derini tion, la an abundant eoonomy and inflation 
.. 

should thererore increas8,eoonomio growth. Charles blames our poor 
.' 

growth performance on insufflaient aggi-egate 'demand, not on inflation. 

, 
He. Canadian Bvidence 

Inflation and Current ~tput 

Chart 6.1 plots peroent ohanges in the Consumer Prioe Index 

a~ainst peroent chan~es in output for aIl industries Over the perïod 

1952 to 1970. Inflationary periode .ere assdciat.d with slower growth 

in output J stable periods, >Yi th raster growth in output. In 1953 - 1955 

(a s~able period) tpe trend in output growth was UPJ 1956 - 1958 (a 

mildly inflationary period) the trend .as .0.0) 1959 - 1964 (a àtable 

perlod) the output trend was rising, 1964 - 1910 (an inflatlonary perlod) 

the output trend "as down. In seven"out of tén oases an inor_se ln 

the inflation rate"8 foll wed by a deoreaa. in the rate of output growth 

ln the neltt y.ar. that inflatlon caus .. output gowth ln 

the tollowing y. 

This conolusion i8 relntoroed in Ch,rt 6.2. This chart plot. 

the percent ohange in output, in the nen pe~lod againat th. percent 

, . 

'" 

• 

\~ 
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Chart 6.1 

Inflation and Output, Canada 1952-1970 

% C~ange, year over y~ar 
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Chart 6.2 

The Re1ationship between Inf1atfon and Output in the Next Period 

Canada, 1952-1970 

% Chanae in Output in the next period 
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ohang. in the œœ denator for the period 1951 - 1969. The soatt.r 

'iagrUl. shows a negat:1 .... relationahip betwe.n in1'1ation and output 

gro~h in the next y.ar.. 

Ch,rt 6.3 off.r8 one'ftxp1 .. nation of this necativ. r,lationlhip. 

/ ~ 

Thil! ohart plota infl .. tion with mand"Y8 los~ due to work stoppages fQr 

( th. period 1947 - 1970. FrOill 1947 to 1952 (lnflatlonary perlod) man-
.~ . 

days 10lt inor ..... dJ 1953 ·'1955 (st .. ble p.riod). mandaya 108t dee11ned, 
'" 

1956 - 1968 (inflationary ·period), mandays lost inor ... a.d. 1959 - 1964 
• 

(_tabl. period), mandays lost d~lln.dJ 1966 - 1970 (inflationary period), 

" mandays lost'inor ... sed. Ther.for. inf1ationary periode wer. aaaociat.d 
< . 

with inor.aa~d industria1 .trif, while stable period. wer. note The 

trend in mandays lost ovar th. Whole period i8 definitely upward. In 
. 

nine oas.s out of twelv. an inor.".e in the inflation rat. ia followld 
\:\ 

in th. next yeu by an inorMa. in mandays lost due to 'work stoppages. 

Ther.tore industrial atrif. la one plausible explanation for the neg&ti .. 

• 
re1 .. tionship ·'bet ••• n inflation and ourrent output. 

Chart 6.4 ott.ra another plausible explanation. This ohart plota 

. 12 
pero.nt ohang •• in the,terma of trad •. ag .. inst the infl .. tion rat. as 

r.pr.sented by percent ohangea ln th. GlŒ d.tl .. tor. The "o .. tt.r di"gram, 

aho .. a positive relationahlp between the var1&bl.i although thi. r,1&·, 

tionahip il not strong. ~ inor ..... in the 'rat. of intlation ia 

aoocapani.d br an inor ..... in r .. t. ot ehang. ot the terme ot trad.. That 

il, inflation oau ••• export pria .. to grow t ... t.r than 1aport priees. 

.- 12Th. index of the ratio ot .. rohandi .. export prie .. ·to .. rohandie, ~ 
~rt prio... -

.' , , 

" 
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Chut ~.3 

Inflation and ~ork Stoppages. Canada 1947-1970 

Manday, lost due to Work 
Stoppage, ( '000 Day, ) 

-

o~~---'~~--~~~~~~~~~~~~~~--~~ 

% Change ( year over y.lr ) 

14 
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Sources : Budget P'pera, p.lll 

, " 

,C,oldi.p St'ttrtt,'l R,yt ... DominiOn Bureau 
~f St.tistics ~ttIW •• 1947-1970 } for 

t..bor: Tl,.. toit in Work Stoppag.. • 

« • 
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Chart 6.4 
. 

Inf1ation and the Terms of Trade, Canada 1947-1970 ~ 

% Change ln the Terms of. Trade 
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When thia ooour. the demand for exporta deolines while the.~emand tor 

iIlports inor .... e.. This deol1ne in aggrepte deme.nd through the multiplier 

oauae. a deoliile, in output growth. This sugg.at. that an inoreu. in 
. ~ 

inflation afteots our terma of trade and, as a result, oauses output 

growth ta deo line. 

her explanations for the ettect ot inflation on current output 

May also he amined with r.teren~e to Canadian data. Firstly. if a 

'VIILge lag exists nflation will oause output ta inorease al high profits 
" 

Canadian data for the period 1947 - 1970 show no 

evidenoe of a wage lag. (S,. Table 1.7J c8econdly, inflat~on deoreas •• 

the real purohasing power of money. In unantioipated inflation houaeholds 

... nt to hold the same quantity of real balanoes and 50 the d_nd for 

nominal money balances i~oreasea. This results in iDore~s.d output a. 

households work harder t 0 earn the extra .. o~y inoOlle. If however inflation 

is antioipat.d this inoome etfeot 18 domina ted by the s ubsti tution .ftact 

as households substitute oth.r a .. ets for JIlODey. As a reluIt total out-

put 18 Dot atteoted-ln tlte short~run. Canadian inflation OVe!" the period 

194-., - 1970 ha. been u:uDticipated so the inoCllle etfeot may hav .... 

oauaed output to inor.as.. Thirdly, if inflation .tiaul.tea .dvanc. blqing, 

1oh1. inor ••• il1 .ggregate dmand will oaua. output to grow. rhe 

CaDadian data (a .. Chut 3.1) show an inverse relationahip between 

inflation and th. Indu of CODSUMr .lttitude. and CODSumption .xp.nditure •• 
1 

ID1'l.tion did not oause ad~no. oO~UMr buyillg in Canada O'Ver th1. perlod 
o 

and 10 did not oaua. out~ut to lDOr .... in 10h11 MlIDer. 

.1 
, --

1 

" '\.,:, 
.!~ ..... ~ ~ .... l!':)}? .. 
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InrIa tion and aoonanic Growth 

Table 6.3 showa the short-r~ and long-rua r.lat10~hlps 

bet."n inflation and eoonomio groWth for the period 1947 - 197~. In­

flation la repreeented br peroent ohange. in the Consumer Priee \ndexl 
. 

growth. by peroent ohang •• in real GI1P. In the long-run periods the 
, 

perlod with the lower inflation rate (1959 - 1970) 18 aeeompanied by a 

higher average growth rat.. ln the short-run periods the average growth 

rate ia approximately five peroent fo~ the inf~y periode and 

lower in the stable period.. J) 

.. 

If these variables are plotted on a soatter diagr~ (.ee Chart 6.5) 

a positive relationship for short ,periods emergea between inflation and 

growth. 
~ 13 

Laok ot data preoiud.& a judgment on the long periods relationahip. 
~ . 

But the inflation- rate wa8 plotted againat the Average Pro-

penaity to Save of households for th~ period 1947 - 1970 to, determine 

whether inflation en~ourages or discourage. saving. Chart 6.6 reveals 

a positive relationship. Conard faUed to find a relationship bet .... n 

t infl.tion and the rate of saving in the United states between 1909 - 1959. 

Canadian data however tev_la a strong relationahlp. an increase in 

the intlation rate C&using an inere.se in the Average Propenalty to Sav.. 

OIiher taotors -Ebat iJttect the rate of growth may also be 
,~ 

exuüited wdth refer~e to Canadlan data. Firat. if in.t'latloD Oau ... 

inoom. rediltribuUon :f".rca _ge to profit .. rner,_ or t'rea poor to doh, total 

\ 

lSabatla also round a positive relationahip be~ .. n inflation and growth , 
tor Canada il!. both,short and loag run perloda in Table 6.2 • 
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Table 6.:S 

INFLATION AND ECONCIlIC GlanH. CANADA 1947 - 1970 

Period Av~rage Inflation Rate Average Qrowt~ Rate 

).: ~ 
Long-Run 

1947 - 1958 4.18 ~ 4.74 .,. 

1959' - 1970 2.47 4.95 

Short-Run 

1947 - 1952 7.15 5.00 

1953 - 1958 4.48 

1959 - 1964 !. 1.32 4.83 

1965 - 1970 3.62 5.07 

Source. Budget Paper" pp. ,64, Ill. 

saving will inor_se. The Canadian data (Table 1.7 ,and rable 1.9) show 

no income r,distributlon of this type in the perlod 1947 - 1970. 
l~;J 

Therefore this data does l'lot support inorea.ed saving. SeaOlld, inflation 

~enda to ms.lloeate investment lnta le .. produoti Te toras and. a. a 

reault~a;put ,tfowth deol1nes. Table 4.9 shows the marginal output­

'l,oapital ratio in Intlationary and ,table periods in Canada. ln , .. raI 

\ 
• 1) 

(.1 
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intla tion reduced the produotl vit Y of fixed investment over this perf6d. 

C ono l,us i ons 

Inflation ~y cause ourrent output te increaae or deeline, .nd 

futur~ output to grow at a faster or slow.r rat.. Varioua reasons have 

been suggeated in support of each hypothesis. 

Canadian inflation has had a n~gative affect, generally, on the 

rate of change 4n curr~nt output. lnflationary periods were associated 

with small.r rates of change; stable periode. with hi[her rates of 

change. Several factors may have been responsible for this nagative 

relationship. ~ndays lost due to work stoppages w.re positively oor,-

related with tr,. inflation rate. hport priees tended to rise faster 

than import prie.s in inflation. Inflation has had a negative effeot on 

th6 Index of Consumer Attitudes and consumer expenditures. The deoline 

in profit share over the whol~ period may' have dampened investment 
"-

expenditures. On ~te oth.r hand, the fâct that inflation was unantioip,ted 
, 

may ha ve had a pos Hi vi erreot on output. The' genaral conclusion would 

ba ~h.trthe negative faotors affeoting output outweighed this positive 
l 

faotor So that inflation oaused.>the rate of ohange of current output to 

d.cline. , '~ 
Inflation appears to have had a positi,ve impaot orvShort-run 

"" 
eoonomio grkh. in Canada:' On. ,re.son for this may be the stro~g 
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1 

Ottsettinc thi., IDflat~on has rediatrlbuted inoome to the wage 
#1 

eamer t'ra.. other eooD.Olllio ,groups with hig~er snarginal propendtie. 

ta save. Sa inflation may have depre .. ed eoonomlc growth in thls 

mann.r. The net efteot has been a amall posltlv. one; sa that 

inflation bas enoouraged econoado growth. 

li' 

' . 

• 
. ' \ 
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,Chapter 7 

CONCLUSIONS 

Introduction 

Bach of' the previous six ohaptera atudied one of the possible 

consequences of mild inflation. Initially the theory behind the 

:1 relationship between lnrlation and aach oonseq~enoe was developed. 

Then the lfterature and empirical studiea on the topie Mre rev1e'Qd. 

The author's evidence on the effect of intlation on eaoh oonsequenoe 

in Canada was introduced. Finally each chapter conoluded with a 

summary judgement oA the impaot of inflation in CL~ .. da on .aoh 

conseq~enoe over the period 1947 - 1~70. 

This chapter will briefly revie. the t!;teory, literature, Canadian 

J evidenee and conclusions of .aoh of the previous six chapters. Then 

an attempt will be made to make an overall evaluation of the effeot 

of inflation on the Canadian economy trom 1947 to 1970. 

v 
Inflation and the Redistribution of Income 

The first possible consequence of mild inflation ia that 
. 

intlation may alter the 1ooo.e distribution in the eoonomy. This re- • 
. ~ 

distribution may ooour among broad faotor groups or within the groupa 

thelnaelves. When '~he rul inoome of one group deol1nes"beoause geoeral 

150 
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priee. riae faster than its mon.y inoame rises. that group suffers a 

108s ln purohasing po .. r. Other groups ~ose rea1 inoome i8 rising 

rea.ive a gain in purohasln~ ~o .. r. The l~eome redlstributiop is 

trom the first·group to the second. 

Inflation oause8 income redistribution throu~ ~ts .rrect on 

raetor prie.s. When inf lation 15 unantioipated people do not proteot. 

theselves against it. As a resnlt redistribution oceurs because some 

factor prie. incr.as.s lag ~ther8. A popular hypothesl& ooneerning the 

err.ct of inflation on income distributiod was prov.d to b. ftllse. Th. 

wag. lag hypoth.S1S whioh said that wages l.g proflts ln infl.tion was 

rejeoted by the empirio.l evid.noe. ln C.n.d. th.re was no evid.no. 

of • wage lag. Howev.r the poorer ino~ olasses who lose ground in 

st.ble periods .1so do 50 in inflationary periods. 

In s~ry th. errect of inflàtion on income distribution has 

minore 

Infl.tion and the Redistribution of ~ealth 

The second possible consequence of inflation is tl".at it may 

caus. a r.distribution of .. al th. Th. re.l valu. ,~f an individu.i,s 

... lth raIls when he ho1ds money or r .. l· •••• ts whose priee ris!s 

-more 81~ly ~han the general priçe leTel. a.dll~butlon &oours tram 

\ 

individuels ho-1dinb .... ts deolining in re.l value to indlrldu.la holdiDi 
- . / .' 

a •• et. whose real valu. 18 rising or to debtors who •• debts, are r.lling 

1n real v.lue. aedistribution occurs only in u.DI.ntiol~t.d inflation. 
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Inflation can be eOIlBidered as a tax on money balanoes. Houae-

holderl as oreditora suffer a losa ln real wealth aa inflation erodel 

the purohasing power of money. The gover1lll8nt as debtor gains becauae 

its real debt deoliM:l. So inflatlbn ia similar to a tu as it 

redistributes .ealth from the houaehold to the gove!"œent. 

When inflation ia anticipated people make two types of adjuatments. 

(1) tram money ta real aSlets (2) trom real aasata whose purohasing power 

15 deelining to assets that keep paoe w1~h inflation. The literature on 

the effect of inflation on the demand for money has <!ealt primarlly with 

the creditor-debtor relationship. Evidence proved that households .ere 

the largest credi tor group in the economy J the government, the largeat 

debtor group. À~l households ucept thon with heads under thirty-five 

tharefore lost in inflation. The old and retired .ere the most severely 

affeoted groups. 

In comparing inflation as a tu to'lncame and sales taxes the 

inflation tu was round ta be more regressive than saleï taxes. The 

least expenaive tu for 'low incOIIle groups ..... s the incœe taxI for 

middle inc~e groupa, the inflation taxi and tor hi~h incame groupl, 

the ules taxe 

In Itudying the relative priee ohanges ot real aa.et. Inflation 

did oause ... lth redistribution among holder. ot Yariable prio. aa •• t •• 

ft ganeral the Aaericl."1 svideme conolud.d that the ... lth redistribution 

oocurred trom the upper to the 10lN~ n.t worth groupa. 
. -

la I~ry ther. _1 a _jor rediltribution or _alth bat .... n 

oreditor. and d.btorl in Canada and iD. the Un! t.d Btatee becl.uc. 

inflation •• UDantiolpate4. Govermaent ... the ohief gain.r troll 

innation,--the hOUiehold, .. peeiall, OM *ose head •• 014 or ret1red. 
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The t~ird possible erreot i5 that inflation may aooelerate into 

hyperinfla.tion. This instabillty i8 affeoted by three factors. First. 

changes in buy~rst expeotations due to inflation can cause ohanges in 

Aggregate Demand. 7fuen households and buslnessoa begin. tro an~ioipate 

inflation they may speculate and buy goods in advanco. This extra 

demand fuels the inflation. Second. eoonamio groups may make adjustmenta 

by pushinô up wages or priees in order ta proteot them8elves fram .. 
antieipated inflation. Third. ~he mèthod used by the ~overnm.nt to fiDLnce 

its upenditures will aff.ot the spe.d of inflation. Tuation may 

retard a demand-pull inflation but ruel a cost-push one. 

Stu,Uea ~n the behaviour of con2umers in infla-:;ionary periods 
!il 

concluded that in the past oonsumera have been a stabili&ing. not '" de-

stabiliz.inp', influence. In general consumers felt inflationary perlods 

were poor times to b.}lY and the rate of consumer spendin: declined. 

A Car adian study on the .ffect of inflation on inventory 

aocumulation hetw •• n 1947 • 1970 concluded that busine.am.n have also 

had a 8tabilif'~ng influenoe because in this period inflation wa.s ,.. 

unanticipated. In antioipated inflation invtrltory inv .. tment inor ..... 
\ 

but only until th. demand for liquldity la .at'Utied. 

In oonolusion mild inflation,oan he de.tabl11aing but thi. 

ha. not ooourred to date in Canada or ele.where ainoe the~. Both 
\ 

produoera and oon8~.r. have bad a atabili&lng intlueno. on the eoon~. 

" f 

/ 
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Inflation and the Kieallooation or Resouro •• 

The fourth possible ert.ot of mild inflation i8 the distortion 

of rel .. tive prices. Sinoe in .. market eoon~ price. aot as si.gnala 

dlreotln& resoura •• in and out of aotivitios. the •• distort.d signaIs 
'1 

oan c .. use changes lb (1) the oa.mposition of oonsumpt10n expenditur •• 

(2) the oomposition of investment expenditures (3) tha demJnd for money. 

If this happens resouroa8 will not be optimally a 

lnf}ation arreots the composition of consumptlon hrou6h 1noome 

'and substitution .rfects. Th. substitution afreot oausea oonsumera ~o 

substitute goods with more slowly rising priees for more quiokly rising 

ones. The income eff.ct causes the pero.nt of c 

spent on lu:turies to inor.ase if inflation cau 
) 

in f .. vor of the rioh. If the redistribution 
" 

more is spent on neo.ssitles. 

on expenditures 

redistribution 

of the 'poor 

The caaposition of invast.ent expendltur.s 18 affected in two 

ways. First by w:i dening 'the gap bat.een the expeotad rat. of' ratum on 

investment and the mon., r .. t'. of inter.st inflation encourages inv.stment 

and discourages 8av1ng. This oao re8ult in an exoess demand for loana, 

and rat~oning. Second, as money loaes lts, value in intlation; th. 

Investor substitute. inventorie. for mon~y as .. liqu1d aaset. ~ .. 

reault the peroent 01' inve.tme,nt direoted into inventory aocumulation 

inor ..... s. 

When th. oo_lmity subatitut •• .other u.eti tor Don.y th. total 

oOlt involv.d incr ..... becau •• the coat ot ptodqcing Monay ia muoh 

~ 

• 
----~-~ 

" 
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lower than the oost of produolng the other tssets. This addltlonal 

oost 15 known aa the exc.ss burdso or welfare oost of 1nflatlonary 

finanoe. 

The firet .mpirloal atudy of the effect of mild inflatton on 

the work1nga of the priee syat_ in the United States oonoluded that 

the prioe system had Dot been 8eri~usly affeot.d. Relative p~a 

reaoted properly ta dema.nd and supply changes; priees of new produets 

deolined thrcugh time; and prioe ....... re flexible and rerlected productivity 

gains. 

A study of the A-neome effeot on consumption expendi tures 

estimat.d inoome elastieities of different faotor groups. Wag; earnera 

~re found to have the highest elastioity while that of profit earnera 
li> 

was lower. Ther.fore sinee inflatiDn redistributed income from profit 

.. rnera to wage aarners total consum~t10n in Canada increased • 

.An empirioal study of the effeot of inflation on Inventory 

aocumulation ovncluded that in sharp burats of inflation the peroent 

of investm.nt direoted to inventories rose. Seoond, as -an indicator of 

the productiv1ty of fixed 1nvestm.nt the atudy oaloulated marginal 

output-oapital ratios. ln inrlat10nary periods the productivity 

of t1lœd inveatment declined. 

j. study of the lou in eoonomio effioienoy Dauaed by t'h..e shift 

tram money to other assat. oonoluded that a s_ll 1018 di,d 000\11" ~n 

Canada over t hi s peri od • 

.. • -
- ----- - -------~--

.' ft. 
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In summary, Inflation oan O~d8' a misa~looatlon ot r.souro •• it 
, . 

Inflation dis torts th. prie. aystam. This misalloeatlon of oonsumpt10D 
/ 

expenditures, investment expenditares, and money has been mild but 

notlceable in Canada over this periode 

Inflation and the Lev.l of Economic Ao,'tivity ~ 

The fifth possible .ffect ot mild inflatio~s that in the short-

run changes in the rate of inflation oan art.ct the rate of ohang. of 

consumptlon and investment expenditures. The Relativ. Income hypothesis, 

wher. percent change. in consumption are", funotion of peroent chang •• 

in inoame, can be used to estimate the effe~t8 of inflation on the rat • 
.t 

of aha.nge of consumption .xpenditurea. Inflation enters into this 

hypothesis directly and in~irectly. It enters direotly·through the 

priae elasticity of money consumvtion, the priee elastioity of real 

consumption and the speoulative variable. It enters indireotly through 
( , 

the effect of income redi8~ribution on oonaumption expenditures. 

The Flexible Aceel.rator hypothesi8, wh.r. inveatment 18 a funetlon 

of the gap be'tween the aotual and deslnd oapi tal stock, c~ be used to 

'Itimat. the effect of intia tion on the rat'. ?f change of inveat-.nt 

.xpendi tures • Inflation ent.rs dlreotly into th1s hypothesis through 
, ' 

the prie. elasticity of re.l inveatment and the speoulative variable. 

Inflation enter. indireotly through its .ft.ct on profit. and th. 

dynam1sm of inve.tors. 

the two hypoth.sis g.nerall~ proved torr be good explanationl 

ot't~e data. The relult, may be aumaari,.d a. tolloWIJ 

, 
-~- . -- - ~-- -- --- -------------
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, 
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(1) The prioe elastiot ty ot money oonsumption waa amall 

and post th •• 

(2) The prioe elutiei ty of real eonsumption was large and 

negative. 

(3) The speculative variable was signifieant and negative. 

Consumers nre a stabili&intr influenoe on the eoonomy during inflationary 

periods. 

(4) Sinee ineome redistribution ooourred from profit earners ta 

\. 

wa~ ,earners inflation indireotly inoreaaed tot-.l eonsumption because 

\ohe income elastieity of consumption ia greater for the .... ag ... rner • 
. 

(5) Th~ priee elasticity of re.l investment was positive and non-

s ignifi cant. 

(6) The speoulativ8 variable h .. d • negative etfeet on inve8~ent 

so invastors had • stabilizing influenoe on the eoonamy. 

(7) When lut year's profits wer. qsed as a variable the eN.ct 

on inveatment waa positive and signtfioant., 

(8) Canadian entrepreneurs .. re relatively dynamio which 

suggests tbat mild in.flation booated g.tWral eonfidenoe. 
/' 

In conolusion short -run inflation aaused the rate of inorease in .' real oonsUI1ption to deoline while that of real ~nveatment rose. Both , 

oonsumer. and investora ha~ a stabllt&i~ influence on inflation • 

.Inflation and <htput 
• , 

.. Intlation ean have a short-run impact on the lIvel ot output 

in an eoonoay and alao a long-run impact OD the rate of ecollOllic gi-DWth • 

• Q 

.. 
< \ 
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Some eoona.1ats believe inflation ha, positive erteota on ourrent output) 

others that inflation has negative etteota. Similarly eoonOll1ist. are 

divided as to Whether the impaot on economic growth is ?ositi ve or 

negative. 

ln stuqying the erre ct or i~la~ion on ourrent output in Canada 

the inflation rate was plotted against peroent changes in output in 
(~ 

the following year. The relatlonship was negative, an inerease in the 

inflatiOn rat. oausing ourrent output growth to raIl. Two raotors 
Cl 

oould have been responsible for this (1) work stoppages (2) the ter,ms 

of trad.. Data sh~wed that an inorease in inflation was generally 

rollo.ed by an increas. in the numher of mandays lost due to work 

stoppages. Jlso,over this period in Canada inflation oaused export price. 
1 

to rise raster than import :>rices dampening 4&regate Demand. 

The short-run and long-run data on the re1ationship betwe.n 
, 

\ 

inflation and econamic growth in Car.ada reve.lad that both stable and .. 
infla' ionar;y .:eriods were associa~.d with relatively high rates of 

~owth. A strong positive relation existed batwIIn the ibflatiott rate 

and the average propensity to save. 
o 'V 

ln conolusiôn Canadian inflation na~had a negative ertect on 

our,rent output and a minor effeo't on econdmic growth. 

l This th.ais 

o •• consequeno •• 

Conclua1ona 

ha. revi ... , ~he th.ory and emplrioal literature 

of mild inflation. Mild inflation. .... a detined to be 

inorea.es in ~he general prie. lev"l of lelS than ten peroent per yeu. 
(f 1 \ 

II 

lit $ 

., 
• • ~. t 

tnd 
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The &uthor then repeated several of the teste using Canadian data and 

drew oonclusions from th.se results oonoerning the impaot of mild 

inflation in qanada in the post war periode 

The ke~ oonclusion ta be dr&wn from thls study ls since Wor1d 

War II ~ .. nadia~ inflation h:S bun unanticipated. Th. majorlty of 

Canadiana there~ore taok no stops to protect themselvw8 tram it. Beoause 

of this the on the Canadb.n eoo!tany .ore much mllder tlan they 

would have bO.II h d inflation be.n antioipated. 

The most tl0eable ~mpaot on the Gtnadian eoonomy has been the 

redistribution of betw.en debtors and oreditara. 'Il- ~ a"tLcr 

oonsiders this t:) the single most tmportant oonsequence of rrjl~ 

inflation. \ 

The second majbr oonsequence bas been the effect of inflation on 
\ 

the old, the retired and those on fixed incomes. Inflation has .aten 

away the puroha8in~ pow.~ oi that section of the population least able 

to protect itself. Therefore while inflation generally a,rfeots aIl 

Canadians as creditora it strikes particularly hard at certain Canadiana. 

Unanticipated inflation has not encouraged speculativè , 
aotivity in Canada over this periode This oonclusion ia drawn trom 

thr •• sets of data. the Survey of Consumer Attitudes and percent 

ohanges in retl oo~s~ption, peroent changes 1n inventories. and the 
" 

e1Ject o'f ,the speoulative variable on pe~ent change. in rul oonawaptiOll 

and invHtlItent. 

This oonoluaion is one reaaoa. why inflation cauaad ratea ot 
~ 

-- ---- ~ -~ - -- -~ - ~----
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ourrent outp~t to deoline. Other reasons are, Inflation caused sh~rt-

1 
-run real oonsumption growth rates to fall. The number of m,ndays lost 

to atrikes inereased. Export priees grew raster than import priees. 

Economie effieienoy deolined. 

Lastly. mild inflation had a benefieial e~~t on short-run 
r~( 

,eeonomic growth in Canada. The average propensity to save soared over 

this perlod beoause people's demanès for money balances increased in 
'~ 

order to keep Ltheir rea1 balances constant. AIse the inoreased 

purohasin[ power of the govsrnment du~ to the redistribution of wealth 
,,~ 6 c 

trom households ta the government made possible a trernendous increase in 

real public invèstrnent. ~eal government investment inereased 466 peroe~ 

between 1947 and 197.0. It grew t'rom 11.5 peroènt of total investment 

(government plus business investment) to 18.0 percent. 2 As a result the 

increased supply' of savings and the incr.ased growth in re.'l investment 

3 
enoouraged .con~c growth. 

,C 

In general the oonsequences of mird-lnfl~tlon have been small but 

reoognizable. Someo have been benefioial; others. harmful. The negativ. 

effeots do outweigh. th. posi Uve efteots. Bowever the emotional tear and·· 

distrust the publio teela for inflation greatly exceeda the actual )8001al 

costa. Most oertalnly the oosta ot mild inflation hav~ been overrated, 
..... 

by the public. ,4 little inrla~ion Is not suoh a t.r~ible event. It maT 

even be better fOr us in our pre.ent Institutional' eltViro'mnent ~han the 

o 
oonsequenoes or att~pts to ma~~tain prioe stab11ity. 

" 

lBven though money consumption rates lnor .. aed becaus. MAges gre. ralter 
than profits ovez', the periode 

2Budge1; Papera. p'. 64. . ... 

~ether this redistribution aotually reaulted in more inve.tm8nt than ~ld 
baTe t.ken plaoe if th. publio'. real wealth had not deolih .. c! and the in-

f 

• 
----- ..... tment~ ,b •• n tu.de by- the prinu_-4tcrtor._ia_ ilDpc8libl~~.id.~_ T~ n __ _ 

pri Tate inv .. tment would ha ... e inoreal.a' more rapidly, then th. redhtri butioJl 
ben .. n debtor aM oreditora slond lOol1ca1o growth. U not th_ the re-
diatrlbutioJl a14td lCona.1o srowtb. ' 

" 

,': ! 1: 
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