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To determine whether high inflation is the apprafgipolicy for China one must do more than pointtiat several Asian economies have achieved a high
GDP growth rate despite high inflation. Among a pnof rapidly growing East Asian economies (InddagHong-Kong, Japan, Malaysia, Singapore,
South Korea and Taiwan) only Indonesia and Soutle&bave had inflation rates that averaged more1f@gpercent in the 1963-1992 period.1 Both have
had high GDP growth rates -- but so have the twwoitdlation countries, Malaysia and Singapore. Hesach a simple look at foreign experience is not
informative. A much more extensive analysis shdves it is very difficult to draw any conclusion alidhe relation of inflation to growth by comparitige
growth rates of high and low inflation countries by comparing growth rates in periods of high &wd inflation within a country. Insofar as any caugion
can be drawn, and it is far from certain that it,dais that high inflation inhibits growth.

Given these difficulties of measuring the effectrdfation on growth empirically, an analysis oktkarious ways in which inflation can affect ecomom
growth is needed. Such an analysis must distingraséfully between high inflation and rising inftat. These have very different consequences. As
discussed below, rising inflation is likely to raithe growth rate of real GDP temporarily, but higftation is more likely to reduce than to raisB&
Moreover, at least in principle, high inflation ceontinue indefinitely, but rising inflation cannéiecause it leads eventually to hyperinflation and
breakdown of the monetary system. To see why hifition and rising inflation have very differerffects it is useful to step back and look at thebfem in
terms of the price level, its first derivative-damtfon, and its second derivative--the rate of gjeaim the inflation rate. Much confusion resultsnfirignoring
this distinction.

The price level itself has no effect on the funmitigy of the economy; it is neutral. If all pricegn@ expressed in hundreds of yuan instead of ya#ming
would be changed except the numbers on price itagsices, etc. That is shown by the experiencebahtries that changed their unit of account. For
example, France, whose currency had been higHtéaf during World War I, dropped two zeros frdme French frank. As one would expect, this had no
effect on the French economy.

Now consider the first derivative of the price leve., the inflation rate, starting with the plyréheoretical case of an inflation rate that isstant, say 30
percent, and has been 30 percent for, say a hugdaed. In this case it is reasonable to assunieteayone is aware what the inflation rate is, tvad all
formal and informal contracts (including wage agreats between enterprises and their workers) dmel@bant institutions (such as the tax systemtaed
accounting system) that can be adjusted for ioftathave been so adjusted. What effects would andhflation have?

|. Stable Inflation with Full Adjustment

The answer is, not many. Wages would rise autoaibtioy 30 percent each year, and interest rategdize 30 percent higher than they would have been
without inflation. Nobody would lose or gain muemd whether prices rise by 3 percent, 30 perceitty 800 percent would not be an issue that masplpe
would be concerned about.

This is not to say that it would have no effectalatShops would face the cost of frequently ctiaggrice tags to keep up with inflation, and irtvoeen
price changes prices would be away from their dayuiim levels. In addition, since interest canresily be paid on currency, people would lose as the
currency in their pockets loses some of its vahehalay. Moreover, the government would gain mevenue from seigniorage as inflation drives up the
nominal demand for currency.

Even though high but stable inflation does litidthge, such a policy cannot be recommended. it iisteresting theoretical concept, but not an actike
policy option. In practice, high inflation ratesarot stable inflation rates. To see why, contiasipolitical pressures on monetary policy in twartries,
country A with a 2 percent inflation rate, and coyiB with a 20 percent inflation rate. Supposé thaountry A the central bank makes a mistaketasd
inflation rate rises by 2 percentage points toitgr. This would be perceived as a major changiedinflation rate. The central bank would be much
criticized, and it would be under strong pressarering the inflation rate back to 2 percent. Bytrast, in country B, if the inflation rate riseg ®
percentage points from 20 percent to 22 perceistytbuld not be considered a major change, saltiea¢ would be little pressure on the central dank
change its policy. And without such pressure tfflation rate is likely to keep on rising.

Moreover, the very fact that at some time in thet,peountry B had allowed its inflation rate tcerte 20 percent will make its citizens suspect ithéte
future its central bank will again give in to irtfanary pressures. Hence, they are more likely thigrens of country A to respond to any increasthe
inflation rate by raising their expectations ofug inflation, and thus to increase their priced wage demands right away whenever inflation rikés.
therefore not surprising that the empirical evidegenerally shows a positive correlation betweerlétel of the inflation rate and its variabilityhe
historical record does not provide any exampldsigt but very stable inflation.

The only policy options that are worth discussing taerefore low inflation (which may, or may net \ariable), or high and variable inflation. In tager
case neither expectations, contracts nor institatwill have fully adjusted to the current inflaticate. Since the more important effects of inflatare due to
these adjustment lags, it is worth looking at #eesons why expectations, contracts, and institsitifinnot adjust right away.

I1. The Adjustment of Expectations, Contracts, and | nstitutions

There are several reasons why institutions, catstraod expectations do not adjust immediateljhemges in the inflation rate. In principle, exp&ots
could adjust rapidly. Imagine if the government@mmces that the inflation rate will be 30 percemiarrow instead of the previous 3 percent. And m&su
further that the government has been absolutelgcbin all its previous announcements, so thapthic trusts it completely. In this case expéotat
would change immediately. But that is surely anrilyable case. The government is not likely to anoeuhat it is raising the inflation rate, becaiige not
eager to take the blame, and also because it camalertain benefits from the actual inflationerakceeding the expected rate. And even if thergavent
would want to tell the public what the inflatiorteawill be, it could not know this with any degrefeprecision. Moreover, the public is not likelylielieve
the government knowing that the government haseentive to understate the inflation rate.

How fast expectations adjust depends, in part, loatthey have to adjust to. It is much easierHergublic to realize what the new inflation raté is
inflation has jumped from one fairly stable ratatwther fairly stable rate. But if the inflaticate fluctuates greatly, then it is much more diftito extract



the signal of the new mean inflation rate fromhéation around this mean. Similarly, it is haré@rexpectations to adjust to a constantly risiftation
rate, than to a simple once-for-all jump in thdatibn rate.

Even though for these reasons it is highly unlikkbt inflation expectations change immediatelthecorrect figure, it does not follow that whee th
inflation rate rises, the public will necessarilyderestimate the inflation rate. In the economitesdture the error-learning model of expectatifmmation
that has this implication has, rightly or wrondlyst out to the rational expectations model thasdoot imply such an error.2 The latter does raitrcthat
expectations are always correct, but merely thatestimates and underestimates are approximatesl.édowever, they are equal only for an averagbef
changes in the inflation rate. Sometimes whenrtfiation rate changes the average expectatiorbeitbo low, at other times it will be too high. Bhwhen
the inflation rate changes it is by no means cld@ether one should assume that inflation expectafiall short of, are approximately equal to, acesd the
actual inflation rate.

Contracts normally adjust only slowly as old cootsaexpire and are replaced by ones written afjeectations have adjusted. In some cases it might b
the interest of both parties to rewrite unexpiredtracts to take account of inflation. But since tlosts of agreeing on a new contract can be ttighe will
be a strong tendency not to rewrite contracts,ssrtiee inflation rate rises sharply, or it is cléeat it will remain at its new level for a sufféitly long time.

It is obvious that institutions will adapt only glly to changes in the inflation rate. Suppose thatinflation rate rises from, say 5 percent tgpB€cent. It

may now be worthwhile to keep most accounts innahler than in nominal terms, to index wages atefést payments, and to change the tax system, so
that those nominal gains that do not represenigaak are not taxed. But such changes are casitiysome of them will appear worthwhile only whien i
becomes clear that the inflation rate will continoide high. Even then the changes will be slovabse, while it may be easy to say in general teviet
changes should be made, determining the specffite@hanges is sometimes extremely difficult. &wer, the government may refuse to adjust certain
institutions since it benefits from the lack of astinent. For example, if the accounting systemthadax system are not adjusted to record reaksaiather
than nominal values, government revenues increase the inflation rate rises. The government mag bk pleased to see inflation eat away at the real
value of its outstanding debt, and at certain fogrthat provide excessive benefits--benefitstiiegjovernment is afraid to reduce in the morélésivay

of cutting their nominal values.

In summary then, when the inflation rate changesptausible that price expectations will adjwsthe correct figure only with some lag, and thaytmay
overadjust or underadjust for some time. Moredbvefore they have had time to zero in on the adtdiation rate, that rate itself may have chandgdce
contracts can change only when expectations haamgeltl, and since they are expensive to changeatbdikely to take substantially longer than
expectations to adjust to a new inflation ratesifations, being much harder to change, will adayy with a much longer lag.

I11. The Benefits and Costs of Rising Inflation

As previously described, even a high inflation ratithave only small effects on the economy onxpegtations, contracts, and institutions are fathusted
to it. But, as just explained, these adjustmeriis teme. One can therefore analyze the effectsabfaage in the inflation rate by seeing how thedrfert
adjustment of expectations, contracts, and ing&itgtaffects the economy. To do so one needs kodoly at the effect of rising inflation, as thdesits of
falling inflation are similar.

But one does need to distinguish between sevesabdhat differ in the extent to which expectatj@mstracts, and institutions have adjusted. Tist ¢ase
is one in which much of the adjustment has alréaklgn place. Both expectations and contracts halyesfdjusted, only institutions have not. In tleesnd
case, the adjustment is less; although expectatiaws fully adjusted, and there is no uncertaibtyu the current and future inflation rate, cortsas well
as institutions are not fully adjusted. Moreovertain prices and wages are held down by governomitols. In the third case, not even expectatiene
fully caught up with the higher inflation rate. addition, the public is uncertain about the futimféation rate. Finally, in the fourth case, thebpa
overestimates the inflation rate, and is again taireabout it.

These are not the only possible cases; for exarmpéecould also consider the case in which inftaéigpectations are correct on the average, but peae
overestimate and some underestimate the inflatitsh and there is much uncertainty. But considenaif these four cases suffices to bring out tierga
issues. In each case, in addition to the effectsedfncomplete adjustment pertaining to that paldir case, we have the effects (set out in Setitrat
inflation has under conditions of full adjustmefiese are the costs of frequently changing prige, @&nd of lags in adjusting prices, of low holdirng
currency, and of increased seigniorage.

A. Full Adjustment Except for Institutions

In this first case, an important set of instituttbat has not adjusted consists of accounting.rliless, the depreciation rates that are set fedfoapital, as
well as the valuation of inventories, do not taki® iaccount the rising prices at which fixed cdgited inventories will have to be replaced. Assule the
profits of enterprises are overstated, while lossesunderstated. One effect is the tax systermiesdistorted since enterprises have to pay taxéseo
spurious profits that result from under-reportifiglepreciation expenses and, depending on howcttuating system treats inventory profits, perhelps
on spurious inventory profits. Moreover, the incaiees for enterprises that are net debtors arlevod they are allowed to deduct all nominal irst
payments from taxable income, even though somieesketnominal interest payments represent rearéggayments rather than real interest payments.
Conversely, net creditors are taxed on spurioussgéi

If investors (either private investors, local goweents, or the state) do not make allowance faetlaecounting distortions, investment will be nhigzted.
For very high rates of inflation that could be d@aes problem (cf. Plessner, 1994). Capital intem&interprises will then attract excessive investiieecause
they will seem more profitable than they actually. 8ut if investors do make sufficient allowanoe the accounting distortions, then the taxesttiege
enterprises pay on their spurious profits discoaiiagestment in them.

The failure of the tax system to be fully adjustedinflation affects not only the distribution tife tax burden, but also the total receipts ofgibveernment.
The net effect on the central government's revénoet clear at present. In Western market ecoromith their heavy reliance on income taxes thatnet
fully indexed, the government usually gains.5 lasafs the new (1994) tax reforms make the Chirsessyistem similar to Western ones, the central
government should also gain from inflation. Under previous system, with its heavy reliance on tietgal enterprise taxes, the effect on the goventime
revenues depended in large part on whether dusngegotiations with the enterprises the governrioait full account of the inflation rate, and det t
enterprises' nominal payments high enough to cosgterior the declining real value of a given norniaa liability.

The distribution of total tax receipts betweendbatral government and the provinces is also a&tkdt the provincial governments transmit the tatteey
collect for the central government with a lag. Ewample, if the revenues that are due the certrergment are transmitted, say once a month and the



inflation rate rises from 1 percent per month fme2cent, then the central government loses 1 peofehe real value of these revenues. At leaigiigr
offsetting, and perhaps more than fully offsettihgse losses to the central government, are the §am the seigniorage effect already discussed in
connection with fully anticipated inflation.

B. Contracts and Institutions Not Fully Adjusted

In the next case, not only institutions but alserfal and informal contracts, as well as certaiogzicontrolled by the government, have not yetsaelito the
higher inflation rate. Only expectations have atjds

As a result, a rise in the inflation rate not onés the effects discussed in the previous sediigrhas important additional effects on employnaerd output;
on the savings rate and hence the stock of capitahe efficiency with which resources are usedthe distribution of income; and on governmenafice.

Employment and Output

With formal and informal labor contracts not havindly adjusted, the real wages of some workers faid in industries whose output prices are cdlettio

and who have a hard budget constraint, wages magrgeslow to adjust. At the new, lower real waittpe, demand for labor is greater, so that previously
unemployed workers now find jobs. This expansioredfgct of lower real wages operates not just acties board. It also ameliorates sectorial andbregi
problems. Suppose that demand had previously dhaftey from a certain industry. This industry noas fa pool of unemployed workers who can be drawn
back into employment as their real wage falls, éhengh overall there are relatively few unemplogimgorkers in the economy as a whole. It is this
favorable effect of inflation on unemployment thatvocates of inflationary policies point to, andhwsome justification, because it can under certain
conditions be a powerful effect. What they ofteihtfarealize is that this is not the effect of himflation, but of rising inflation, because ista only until

wage contracts are adjusted.

Moreover, it is nohecessarily true that the decline in real wages will raisaltemployment and therefore GDP, because employdegends upon supply as
well as demand. It is possible that at the lowal weage fewer people may want to work, so that eatgployment falls even though unemployment aldle.fa
even though unemployment also falls. This supgfigotfmay take the form of surplus labor being lg8ling to leave agriculture. On the other handsit
possible that the labor force expands instead wfracts as real wages fall. In an attempt to madriteeir real incomes more family members may etfter
labor force, and workers may take on additionasjdthus Gavin Peebles (1991, p. 201) explainsrtishlighting craze" of the late 1980s as a respofse
"state employed skilled workers, administrativespanel and teachers" to the erosion of the reakw/ayg inflation. In principle, it is therefore rnmssible to
say whether a rise in the inflation rate will neszedy raise or lower employment. It depends upgengarticular circumstances, for example, the éxten
which there is excess labor in agriculture.

A policy of allowing the inflation rate to rise neces unemployment also in an indirect way. Wheningggolicy the People's Bank of China (PBC), liKe a
central banks, faces much uncertainty and its estimbout whether aggregate demand will be exeessigeficient at the time its policy takes effisct
subject to much error. If it is more willing to iehe costs of inflation than the costs of recessiowill tend to respond to situations of doultdzlopting
expansionary policies. Some of the time these jesliwill offset a decline in aggregate demand waild otherwise have occurred, and not be inflatign
But at other times, when demand would have bedicgunt even without the expansionary policy, ah@ginflation rate will result.

A willingness to allow the inflation rate to risks@a reduces unemployment when a supply shock océdlien faced with a supply shock, the PBC has a
choice of either allowing the price level to rise ,of adopting a restrictive policy that will oftsthe rise in the prices of those goods that dextdfd by the
supply shock by forcing prices of other goods tdlide relative to what they would otherwise haverbeSince such a restrictive policy will reducepatitand
employment, a greater willingness to tolerate tidtaleads to a lesser rise in unemployment wheapgply shock occurs.

The Capital Stock

The effect of a rise in the inflation rate on tlagiags ratio, and therefore on the capital stodqisivocal. As the higher inflation rate lowers teirn on
savings some people may decide to save less ammhsoime more, particularly by purchasing consurnealales to beat further price increases. However,
other people who want to attain a certain stocleaf financial wealth, perhaps so that they casoate future date supplement their pensions, may bya
saving more. A number of studies of how the saviagss responds to changes in the real yield omgavave been undertaken for the U.S. economyhletrt t
results are ambiguous.

The effect that a rising inflation rate has onitieentives to invest is also ambiguous. On thelael, in the case where wage contracts have natijested
to the higher inflation rate, profits rise, so thia funds that enterprises have available forstment increase. Moreover if they expect profitstay high
they have an obvious incentive to invest more. I@nather hand, the lower real wage reduces thatineeto install labor-saving equipment.

The relation between the inflation rate and thetahgtock depends also in an important way orsthece of the inflation. Suppose, as is usuallyctee in
China, the inflation is due to a stimulus to invesit as the government or the banking system pea@nderprises with more funds for fixed investmenite
growth rate of the capital stock and the inflatiate then both rise. It is true that the highelaiidn rate does not "cause” the increase in thaaiatock, in
the usual sense of the term "cause." The risegiinftation rate is not even a necessary condftorthe rise in the capital stock, since the addi
investment could have been financed by raisingstaét the same, if the government is unwillingrédse taxes or to spur private saving, the increatiee
capital stock would not occur unless the inflatiate were allowed to rise.

Efficiency in the Use of Resource

A rise in the inflation rate affects not only thepply of labor and capital, but also the efficiemath which they operate. One way it does so i tife
decline in real wages lowers the morale of therddt@e, and hence its willingness to work hard.riées who feel unfairly treated are less efficigge
Akerlof, 1984).

A second factor that reduces efficiency resultefreal wages declining at unequal rates. In sowhasitnies and in some enterprises wages are seaieht
intervals rather than by longer-term contractsaddition, some contracts are close to their tertiinalate when the inflation rate rises, while athieave
almost their entire life ahead of them. So realegaf@gll at different rates in various enterpriSéss generates a misallocation of resources astrids and
sectors whose real wages fall more than othersiffigifficult to hold on to their labor force. Abhé same time, workers crowd into occupations, sisch
self-employment, where nominal incomes respond riiexély to the rise in the inflation rate.



The government sector is a particularly strong edarof such wage distortions. As the inflation nagses the government usually urges wage restairihe
other sectors of the economy. To make its urgingeernompelling, it tries to set a good example diging down the wages of its own employees,
particularly those of its better paid employees wannot make a powerful case for wage increaséiseobasis of needs. As government wages fall, the
government loses some of its best employees. Hudtirgy increased workload and general declineanate then induces other government employees to
leave too.

As the real value of government salaries fallsfugaiton increases. One reason is that governmeplogees are unwilling to accept a large cut inrthei
standard of living. A second reason is that, stheg perceive themselves as treated unfairly, tbelless guilty about accepting bribes. A thirdsen is that
one of the punishments for corruption, loss ofgbeernment job, no longer seems so damaging. Asqugy honest government employees become aware
that more of their colleagues are now acceptingessitheir own inhibitions about accepting bribesveeakened.

As a result of its losing some employees and theiption of some of others, the government's degisnaking process degenerates. While the privaterse
gains from being able to hire those who have lefirtgovernment jobs, its efficiency suffers beeaitiss now operating under less efficient and lemsest
government rules. For example, the allocation eéstment may be distorted by bribes.

Another source of inefficiency is that with theqas of some products being free to vary, and hesicg, demand shifts to those products whose piiese
not risen, or have risen less because they ardraoresl by government controls. Since this shiti@mand does not reflect a change in buyers' fastes
change in costs of production, but merely that baigan gain at the expense of producers, it isoducive to efficiency. For example, suppose ticepf
bricks is fixed by government controls that assan® percent inflation rate, while the price of cate is free to vary. If the inflation rate riges20 percent
the price of bricks falls relative to concrete tisat, if bricks are available, buildings that wooltherwise be made out of concrete are now madefdaricks.
But the rise in the inflation rate has not increbbe efficiency of bricks relative to concrete tsat too many buildings may be made of bricks. Or
conversely, as may very well happen, if brick prhs cut output because of the lower relative pfdericks, too few buildings will be made from &s.
To be sure, it might happen that the relative grimebricks and cement were distorted to start vettd bricks were overpriced so that inflation gsitthe
price of bricks and cement into a more approprelgionship. However, that would be a fortunateident.

What makes this problem particularly severe is #isathe inflation rate rises the government is tethpp keep certain highly visible prices fromngi This is
done, in part to set an example, in part to keefaioebasic items affordable, and in part to esddpme for rising prices in sectors over whichash
substantial control. For example, in many countri@assportation rates and rents are held down. iesut, relative prices are distorted. Bottlenedé&eelop
in transportation, which may seriously inhibit puative efficiency. Housing shortages interfere viéthor mobility as workers are reluctant to movgots
where it will be difficult for them to obtain sa@tory housing.

That type of problem is especially likely to arisea country, such as China, that is in the prooéssifting to a socialist market economy, becaiszh a
country is less reluctant to interfere with maneicesses than a capitalist country. In partictiter, Chinese government is greatly tempted to tioldn food
prices when the inflation rate rises to protectnrbving standards.

As demand shifts to industries whose prices haveisen, or have risen less because of governnaenitals or long term contracts, supply in theseugides
is likely to be inadequate. Being squeezed betwtadrie output prices and rising prices of inputsythave an incentive to reduce, not to increasayation.
Hence, shortages develop and lead to black markie¢sefficiency of the economy is then lower, bloéitause of the direct effect of shortages, such as
enterprises having to cut back operations becdugyeldck necessary inputs, and because transacts in black markets are higher than in legaketar
Moreover, black markets create resentment anddudamage morale.

Another problem is that the quality of productddsehder fixed-price contracts may deteriorate bsedliose enterprises that are squeezed betwedn fixe
prices of their output and rising prices of theputs may decide to cut corners.6 If an entermasesell all it can produce at the price it is\a#d to charge,
even if the quality of its output is low, it doestiave much of an incentive to improve its outpuality.

An additional distortion is that both householdd anterprises have an incentive to accelerate pluegthases and to stockpile goods, thereby tying up
resources in excessive inventories. Thus in Aug)d88, there were reports of panic buying in ChPeebles, 1991, p. 200). What ameliorates this pnols
that in recent years China has generally raiseddh@nal interest rate on deposits sufficientikéep the actual real rate positive, so that houdstave less
of an incentive to switch from holding deposithtiding real assets. But enterprises still havneentive to hold excessive inventories unlesdrtterest
rate they have to pay is increased.

Furthermore, as enterprises selling under fixedepecontracts become less profitable, investmetitagse enterprises falls. It does so, in part, becthey
have smaller profits, or no profits at all to plougack, and in part because lenders are less gvitilend to them. But that these industries ateabte to
raise prices has not reduced the social profitghafiinvesting in them. Hence, the capital stodk mot be allocated efficiently.

The allocation of capital is also distorted by tedistribution of income from creditors to debtoasised by inflation. With such a redistribution the
profitability of enterprises is no longer a relialsignal of their social productivity. An entergridoes not become more productive when its priofitease
merely because the real value of the interest patgiiehas to make has fallen. But an enterpriaeghins in this way from inflation will draw tcsélf a
disproportionate volume of investment, both becais@l have larger profits that it can invest,chalso because it will be more easily able to etttra
investment funds from others.

If the interest rates are held down for enterprisas can borrow at these low nominal rates--rtitasmay be low enough to correspond to negatizke re
interest rates--then these enterprises stand oegaess profits. And, even more important, theseten incentive to borrow and invest more tharptineal
from the viewpoint of society as a whole. Evenhia &absence of inflation Chinese state-owned ergesgptend to demand too much credit because they ha
a soft budget constraint (Yusuf, 1994). Risingatifin without a corresponding rise in the interag on enterprise borrowing exacerbates thistbiaard
excess credit demand. This has several costsainasfthe government satisfies the demand for meestment, it imposes an undue burden on the prese
generation, and also raises the inflation rateddition, a greater incentive for enterprise investt puts a bigger burden on the credit allocagymtem,
diverts management attention away from increasiegotoductivity of current facilities, and encowaghe substitution of capital for labor, somettimaf is
hardly appropriate for a country with as much egdabor as China (see Jefferson and Rawski, 1994).

Moreover, the lowering of the real rate of intemistorts the pattern of investment. Since intecests are a more important component of the ¢oists for
long-term investment than for short-term investm#re lower real interest rate biases enterprisésvior long-term investment over short-term inmestt.

Households, too, may be driven to invest at a megatal rate of return, thus misallocating thertogs flow of saving. If the inflation rate exceeihe



interest rate that households can earn on depwsits other financial assets, then householdsetterloff investing in real estate and other nariitial
assets even at a real rate of return that is negats long as it is not as negative as the ratetafn on financial assets. Here, too, the goventimtendency
to raise deposit rates is an important ameliordtatpr. However, insofar as deposit rates areaised sufficiently or fast enough, inflation redadhe role
of financial intermediaries and of financial assetgeneral. This inhibits the development of ahssficated financial system, and thus resultslgsa
efficient allocation of investable funds.

Both the profitability of borrowing at fixed low ferest rates, and the tendency to flee from firdragsets may explain the frequent observationinfation
leads to excessive speculation, disproportionatee@ses in assets prices, and excessive invesimrea estate. For example, suppose that theimilaate
rises from 5 percent to 15 percent, but that tkerést rate charged by banks is allowed to risg fooin 8 percent to 10 percent. With the real iesérate
now being minus 5 percent, enterprises have amiiveeto borrow from banks to develop real estatei¢h they can use as collateral for the loan) afsen
were it not for the artificially low interest ratie real yield on this development would be negafThey also have an incentive to buy other assatghey
can use as collateral, driving up the prices o¢hassets.

Income Distribution

While these effects of a rise in the inflation ratethe economy's efficiency can be serious, theyat as visible and as likely to cause discorasrdre the
effects on the distribution of income. One of thissthe already discussed decline in real wagesthn well-known effect is that creditors who aciders
of unindexed government bonds lose, while debtais.g

A further effect that is more specific to Chinghat peasants are likely to lose from a rise inintflation rate because the government is prorfetd down
the prices of agricultural products. With the psicd their output held down, while the prices ditlproductive inputs rise, peasants suffer an gveater
loss than do fixed income groups, such as pensioBeppose, for example, that a peasant produmep avorth 100 using inputs valued at 30, so tiehbt
income is 70. If the price of his crop is fixed, iletall other prices rise by 10 percent, his norhiret income falls to 67 (100-33) and his net irabme falls
t0 60.3 (67 x 100/110). This is a 14 percent decland thus 140 percent of the 10 percent declinesl income suffered by a pensioner.

In addition, sometimes households are tied intoescamtracts, such as rental contracts and pendibese households therefore suffer losses if tthegion
rate rises above that assumed when the contraatnads, while others are unjustifiably enriched.

What needs to be emphasized about all these ibdigtins of income is their arbitrary nature. Ther@o way one can justify the gains of debtorther
losses suffered by creditors, and by those whogesvare set by contracts that still have a long tmrrun, or who work in sectors in which the goveent
controls prices. Quite apart from the fact thatagisjustice is being done to many people, suchstigoutions generate great resentment and pdlitimaflict.
Inflation is a potent destroyer of social harmony.

C. The Underestimation Case

In this case, unlike in all the previous casesijrifiation rate is higher than the public -- on thesrage -- expects. Moreover, there is now uniogytabout
the inflation rate, so that while most people uedémate it to varying degrees, some overestinaBirice enterprises have better information, astlabout
their own selling prices, it is reasonable to asstimat they underestimate the inflation rate leas their employees do.

The effects that occurred in the previous case evegpectations were correct, occur in this casebobthey do so on a larger scale than in theipuewcase.
Now most wages fail to adjust fully, so that realges fall more generally than in the previous casd,the demand for labor therefore rises moreurdsyy
that enough people are willing to work at the lonesal wage, employment increases more. But thertaigty created by rising inflation is likely to
discourage some investment.

It is not only the general underestimation of thifation rate that distorts resource allocatiort, &so that different enterprises underestimatertfi@tion rate
to a different extent. Some enterprises substintiaberestimate it, and thus substantially overexte the real interest rate implied by the nomiagd, while
others underestimate the inflation rate much [Esse.former then cut back investment relative toldltter, so that the allocation of investment iaing
distorted.

Moreover, what determines the success of entegpisseow not only their ability as producers of chegk goods, but also how well they predict the tidia
rate (see Patinkin, 1993, p. 113.) Some otherwisHitient enterprises are therefore able to fiturivhile those who guessed the inflation rateybamly
fail, even though they are using resources effti¢n produce the goods the economy needs. Thesginterprises an incentive to devote managerial
resources to guessing the inflation rate instead whproving productivity.

Enterprises have to worry, not only about the tidtarate itself, but also about how the governnweiitrespond to it. Will it allow the higher infteon rate to
persist, will it continue to raise the inflatiorteavith the danger of an eventual collapse of tbeetary system into hyperinflation, or will it lowthe
inflation rate by generating a recession that nealyice the enterprises' market, and hence make @gpasf its capacity unwise? Or will it impose [gric
controls, so that it would be advisable to raisegsrnow, ahead of controls?

For households, too, uncertainty about the inflatéte creates serious problems. One example is edrgronted with a higher price tag, a shoppesdu
know whether this is merely the result of inflatian whether it represents a rise in the goodaivel price, so that she should see if it is cheafsewhere, or
whether she should perhaps buy something elseathste

Moreover, if they are uncertain about the inflatrate, households do not know how much to savéutare needs, and in particular for retirement. The
availability of indexed deposits and bonds amelesahis problem to some extent, but not entirdence, high inflation results in disappointed etpgons
for some people, and greater uncertainty for apfee As a result, a feeling of being treated uhfa@ind of not being in control of one's life beaesn
widespread and social cohesion is reduced.8 Theaghomists generally pay little attention to suifbats because they cannot be modeled, they may be
extremely important.

There is also a tendency for rising inflation talemmine popular support for market liberalizatioh Griffin and Kahn, 1993, p. 7; Blejer et al, 199. 16).
Moreover, when the inflation rate is rising, thevgmment is tempted to impose controls over priceges, and investment, and generally to reveese th
process of liberalization (Cf. Hussain and Ste@911 p. 154).

The uncertainty that rising inflation causes i®dilsely to discourage foreign investors. They @b know whether the government will allow a cor@sging



depreciation of the yuan, or whether it will impasehange controls that limit the remittance offig@nd withdrawal of capital, or whether it withpose
import restrictions that may interfere with prodaot And they, too, may worry about the dangewereif it is only a small probability -- of hypefiation.
More generally, rightly or wrongly, some foreigrva@stors are likely to treat high and rising infigtias a symptom of a serious weakness in the edorzom
political system.

D. The Overestimation Case

The final case, in which the public overestimalesrise in the inflation rate, is by no means irapiale. If people behave rationally they should err
approximately as much by overestimating the irdlatiate as by underestimating it. A particularlpertant situation in which the public may overestien
the inflation rate is when the government chantgegalicy, and now aims at a lower inflation rate.

This case in which the public overestimates thiadioh rate is in many ways a mirror image of thevipus case in which the public underestimate@hitis
real wages rise, but so does unemployment, andsipfeduction was previously limited by a shortaiglabor or other inputs, the growth rate of GDP
declines. Debtors lose and creditors gain. In additesource allocation is distorted for reasaescdbed above. However, there is now one additififect.
Interest rates that are set by the market, andaperalso those set by the government incorporadeljaistment for the expected inflation rate. If itféation
rate is lower than was expected when the loan acinivas written, then the actual real interesteateeds the real rate that borrowers expected tiegn
took out the loan. This will not only reduce theiofits but may force some enterprises to defaultheir liabilities, or at least to cut back protioe. Again,
real GDP is reduced and unemployment rises.

Perhaps the solution for some of these problertsasinounce the shift to a disinflationary polittywould almost certainly help, but it is not cldar how
much. If the government has said many times ittt that it is taking steps to reduce the inffatamte, without actually doing so, then the publilt not
believe it. Despite announcements that they wethediag the inflation rate, neither the United Stataring the Reagan administration, nor Britainrduthe
Thatcher government, succeeded in reducing thatiofl rate without causing substantial unemployr8eRerhaps that was due mainly to the existence of
long-term contracts, rather than to the publictnggting the government to stay with a restricpadicy; that is hard to say. It is possible, butrflyymeans
obvious, that China would have more success witaramounced policy of reducing the inflation rategéneral, the Chinese government seems less fwrone
making unkept promises to reduce inflation. In &ddj monetary policy does seem to lower inflatioach faster in China than in the western economies.
Hence, in China an announced policy of reducingrtfiation rate may well be more successful.

1V. Summary and Policy Implications

As discussed at the beginning of this paper, tipemence of Asian countries cannot be used to afwtehigh inflation is good for economic growthdeed,
insofar as one can glean information from the i@abetween inflation rates and growth rates framdata, inflation is bad for growth.

In deciding how a high inflation rate is likely &dfect the Chinese economy, one must distinguigsipdpbetween high inflation and rising inflatidRising
inflation, if it is unexpected, initially lowers employment by reducing real wages. That, howeseanionce-for-all effect, and to lower unemploymyesar
after year would require a continually rising iniite rate. And even that would not work once wagetiacts take into account that it is not justghiee
level, but also the inflation rate that is rising.

The policy choices that China faces can be clarifig considering four policies. One is to try tdaib the initial benefit of rising inflation as eft as possible
by allowing the inflation rate to rise continualpgrhaps even at an accelerating rate. The sesdodaise the inflation rate occasionally and fteach time,
to stabilize it at its new higher level. The thisdo keep the inflation rate at its prevailingdg\and the fourth is to lower the inflation rate.1

The first of these policies, continually risinglatfon, can be easily dismissed because it woulthteally lead to hyperinflation.

The second policy, occasional increases in thatiofi rate, is not so easily dismissed. Such &ypadiight even raise GDP permanently to a smallrgxte
because part of an initial rise in GDP will be istezl. To use some illustrative figures, supposertising the inflation rate increases real GDPday, 1.5
percent for each of two years. If one third of thigercent gain in GDP is invested, and if the nmaigoroductivity of capital is 20 percent, then Bses
permanently by 0.2 percent.

One might also try to argue in favor of a policyatibwing the inflation rate to rise a few timessaying that a higher inflation rate is an uninthdut
unavoidable by-product of a policy that raises@m growth rate by following a high investment &gy. As investment rises above what the publictsvan
to save, demand at the inflation rate that woufettise prevail becomes excessive, and the inflatite rises. The resulting fall in real wages treeases
the resources needed for investment.

But there is much to be said against such a pdlibg.aim of economic policy should be to maximizet, economic growth, but welfare. The Chinese publi
already has an admirably high savings rate, aisdfér from clear that imposing sacrifices on therent generations for the benefit of future getiena is
appropriate. Second, if all the same, investmettt e increased, inflation is not the only wayree resources for it. Another possibility is ragitaxes or
cutting government expenditures that are unrelatéavestment.

Moreover, while a shift to a higher inflation rddevers unemployment at first, it may subsequeraige it above what it would have been had thetinfia

rate not risen. This will occur if the rise in timflation rate this year induces the public to estghat it will rise again next year -- a by no meanlikely
occurrence. In that case, next year when the ioflatte is stabilized at its new, higher level pblic will overestimate inflation and, as disegsbove,

that will then result in rising unemployment. Sedpaven if such a policy succeeds in lowering urieympent it may reduce rather than raise GDP because
both the rise in the inflation rate, and the peremdly higher inflation rate that follows, reduce tefficiency of the economy. Third, even if suchadicy

would raise GDP, it may still be bad policy becaasese in the inflation rate unfairly redistribstacome, creates feelings of uncertainty and ésdpless,

and disrupts social cohesion.

Fourth, a policy of raising the inflation rate osaally, and then stabilizing it may be extrendifjicult to carry out. The government may finceisy to
decide to raise the inflation rate, but when theetcomes to stabilize it at the higher level, iyrba reluctant to do so, because that means forggoe
temporary benefits of rising inflation. And everthft difficulty is overcome, there would be thegation to raise the inflation rate, not only w fémes, but
often. One might well argue that a policy optioattts so tempting should, on general principlesubed out by adopting a fixed rule against raistimg
inflation rate. Or, perhaps more realistically, onight argue that there should be a strong presampgainst allowing the inflation rate to rise,tbat it
would be permitted to rise only at times when itlesar that special circumstances prevail, suchlasge supply shock.



If one therefore decides that a policy of raising inflation rate is inappropriate, except perhapder special circumstances, this still leavegjthestion of
what to do after the inflation rate has alreadgmisviore specifically should China maintain itsreat inflation rate, or bring it down to a (perhaps)
single digit rate?

One factor that is relevant for this choice is e at which the future benefits of a lower inflatrate are to be discounted. Another is the eéxtewhich
expectations, contracts, and institutions haveadiredjusted to the prevailing inflation rate. ®itice prevailing inflation rate in China is subsigly higher
than it was a few years ago, it is likely that match adjustment has yet taken place, and that susfguéowering the inflation rate.

A useful way of posing the question whether Chimaudd stabilize the inflation rate at its curreighlevel or lower it, is to treat that decisiomt s an
once-for-all decision made at a particular time, dsipart of a consistent long-run policy, whick gublic will eventually discover. One objectionato
consistent policy of not reducing the inflationerég therefore that if the inflation rate is nekesught down again after it has risen, it will beeohigher and
higher over time, and that would create great uac#y about what the inflation rate will be in tlemg run. And such a long run is relevant for ygun
households saving for retirement.

It is therefore not surprising that in recent desa@hina has, by and large, opted for reducingnftegion rate once it has risen. Such a stop-dzybas
been followed by other countries, too, a notablngxe being Britain until the 1980s. But it is aqpensive policy, because of the decline in real @bivth
during the "stop" phase. There is no reason tdftthiat the rise in GDP during the "go" phase mbhantmakes up for that decline. And compared with a
policy of steady low inflation, such a policy cresinequities, uncertainty and social disruption.

Endnotes
1. For Korea the data start only in 1967.

2. For a survey of the empirical evidence see M@y@92, pp. 106-108). All of this evidence relatesleveloped market economies. | know of no engliric
studies of the rationality of expectations in Chi@a/en the limited role of markets and the sheriq they have been in operation, sufficient datsuch a
study are not available.

3. This is not necessarily the case. If the putblierestimates the change in the inflation ratecmiracts have adjusted only partially to this esémate,
they might be correctly adjusted to the actuahitidh rate.

4. For example, suppose that the inflation rafOipercent, and real interest rate 3 percent,atdlie nominal interest rate is 13 percent. Thedenf a 1000
yuan then pays tax, not on her true income of 3hybut on an "income" of 130 yuan.

5. In countries where a progressive personal indamelays a large role, tax revenue increasedautily as inflation moves households into higteer
brackets and also erodes the real value of exengptimless tax brackets and exemptions are ind&xeuh if they are indexed, inflation increases tax
revenues in countries in which capital gains axedabecause it generates nominal capital gainsteaaxed. Moreover, corporate income tax reveises
because, with depreciation being understated, catgprofits are overstated. However, if there sigaificant lag between the time the tax liabilgy
incurred and the tax is paid, then there is aatsoffsetting factor: inflation lowers the realwalof tax liability by the time it is paid. If theflation rate is
high and the lag in tax collections long, thendtiin may reduce rather than raise real tax revenue

6. In normal times an enterprise is reluctant teelothe quality of its products because it doeswait to lose its reputation. But when the viapitif an
enterprise is threatened, it may abandon its "invest" in reputation.

7. Deposits are only partially adjusted becauséntthexing feature comes into play only when the r&i@ would otherwise be negative. Moreover, there
much regional variation in the inflation rate. Tlisa reason (but not the only reason) why for meavers the price index to which deposits and banels
linked is not the relevant index.

8. In the U.S., as the Economic Report of the Besdiput it:

The corrosive effects of inflation eat away attike that bind us together as a people. ... Alettawlan for the future.... The future is uncertmough in
any event, and the outcome of our plans is newignithin our own control. When the value of theeasuring rod with which we do our planning--the
purchasing power of then dollar--is subject todsagd unpredictable shrinkage, one more elemergramand over our own future slips away. It is small
wonder that trust in government and in social ingtins is simultaneously eroded. (Executive Offi€¢he President, Economic Report of the Presjdent
Washington, D.C., 1979, p. 7).

Similarly, Don Patinkin (1993, pp. 112-13) in dissing the Israeli inflation, which at one time tead an annual rate of almost 500 percent, wrotaril
testify to one, most intangible cost: the feelifignalaise that beset us from the constant chamgesdes and exchange rate that were taking péanglaise
that was in part generated by fears that the isergaone's nominal income might lag behind the cinflation."

9. A case in which the government appears to haea believed is the termination of the German higfiation in 1923. When the German central bank
announced that it would terminate the inflatiors tias plausible for three reasons. First, the aebénk had not previously used up its credibiigy
claiming to fight inflation when it did not actugltio so. Second, the hyperinflation had creatdtlat®n that was obviously not tolerable. Thirther
countries provided a stabilization fund for Germaanyd in return were allowed to supervise Germaneatasy and fiscal policies. These factors make the
German case distinct from the situation facing @hin

10. Another possible policy is to index all fornaaid informal contracts, and all institutions tham de indexed. Although such a policy attractedimuc
interest at one time, it no longer does so beciwgsuld cause a too rapid acceleration of inflatiparticularly in the case of a negative supplyckhIn any
case, if, as in China, inflation is due to an afietn invest more than the available resources ipatrthe prevailing price level, then indexing oot be
feasible. The only way investment can be raisesigh a case is by reducing consumption. But indgxirsuccessful, protects consumption by keepéad r
incomes constant.

Author's Note: | am indebted to Hang Sheng ChengXtraordinarily helpful comments. Since | have Io@en able to obtain information on the 1994 rafor
of the Chinese tax system, my discussion of theafieffects of inflation is tentative.
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