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Lecture 16: Inflation
I. The Origins of Inflation
a. As Milton Friedman explained, inflation is everywhere and always a monetary phenomenon. 
b. It appears when too many dollars chase too few goods.
II. Deficits

a. Another way to finance all this government spending is by running a debt and issuing bonds to finance it. This is what most developed countries do (in part because in the 20th century many countries tried simply printing and encountered massive inflation).
b. Government financing debt through bonds does not impact inflation. However, it is not a free lunch. Persistent debt might cause other problems down the road, notably an inability to pay them back and thus defaulting and a general collapse in the government and confidence in the country’s economy as a whole.
III. Money Illusion

a. People tend to think in nominal rather than real terms, i.e. people tend to ignore inflation.

b. For example, people should be indifferent between a 1% pay cut and a 2% pay raise with a 3% increase in inflation, but people generally prefer the latter.

c. One of the overarching themes to remember in macroeconomics and monetary policy is the existence of money illusion—it illustrates one way how screwy people’s perceptions and expectations can be. It complicates forecasting.

d. Note that people do not ignore price levels completely; they do consider the cost of living when trying to decide if they wish to take a new job in a new city, for example. This lack of consistency makes forecasting even more complex and one reason for lags.

