Inflation

Inflation is caused when the demand for goods and services is greater that the aggregate supply.  Inflation is measured by the Consumer Price Index (CPI).  The Consumer Price Index measures the change in the price of goods and services.  When more goods and services aren’t available, prices go up.
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In 1960, John F. Kennedy took office and inherited an economy that had an inflation issue.  As a result, Kennedy decided to use the Keynes theory that a tax cut could increase aggregate demand.  However, Kennedy’s assassination never allowed him to pass it.  Linden Johnson would succeed him and pass the new tax cut.  This tax cut created an increase in demand as expected.  At the same time, the United States went to war in Vietnam and began to spend a lot more than expected.  With the increase in spending by Americans and the increase in spending by the Government, supply simply couldn’t keep up.  Thus, inflation began to rise again.  It increased by 8% yearly due to the success of tax cuts.  

Keynes also believed that since a tax cut can increase aggregate demand, then a tax increase should decrease aggregate demand.  In 1965, Walter Heller (Economics Advisor to Kennedy) advised Johnson to increase taxes, but due to Johnson’s fear of raising taxes on the back of the Vietnam War, he would only introduce one year 10% surtax. 

People hurt the most by inflation are the poor and the elderly.  However, as prices go up, someone must benefit.  Home owners can benefit by mortgage rates that remain lower than the inflation rate.  They can pay off their homes faster with inflated dollars, and the value of their home also increases.  Companies that offer credit also benefit due to the increased notion of buying now before prices go up, and pay later with cheaper dollars.

Some businesses however, are fooled to think that they are benefiting.  As the businesses raise their prices, they see a profit.  But when the demand increases, they then notice that the goods that they must buy have also risen.  For this reason, some businesses find themselves worse off.

When Richard Nixon became president, he said “The primary responsibility for controlling inflation rests with the administration and its handling of fiscal and monetary affairs.”  Nixon enlisted the help of The Federal Reserve.  In theory, the rate of inflation is a function of the money supply.  By restricting the money supply, inflation should also contract.  This however, did not help.  Inflation continued to rise, and to make things worse, unemployment also rose.  
Nixon decided to try a different approach and ordered a freeze on prices and wages for 90 days.  He expected to get the people to end expectations of inflation and resume a free market system at a lower rate of inflation.  It did not work.  People assumed that when the controls were lifted that prices would zoom up, and it did. 

Richard Gill’s interpretation of those events was that to lower inflation, we send the nation into a recession, and trade off employment to bring inflation down.  Inflation can’t be taken lightly.
 Is inflation a threat to society, beside the prices we pay and the fact fewer children have a full-time mother at home? Consider this famous quote:
"There is no subtler, no surer means of overturning the existing basis of society than to debauch the currency. The process engages all the hidden forces of economic law on the side of destruction, and does it in a manner which not one man in a million is able to diagnose." 
Lord John Maynard Keynes (1883-1946)

Renowned British Economist.
