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Q. How doInflation and I nter est Rates Affect the Economy?

by Tom Fullerton and Doyle Smith

f the many topics covered on a daily basis by the

international business press, the two that probably
receive the most attention areinflation and interest rates.
While the recognition factor for these two topics is
undoubtedly very high, occasional misconceptionsarise
with respect to each of them. This article reviews their
meanings and examines how they affect economic
performance.

Inflation is defined as an increase in the average price
level for the goods and services traded in an economy.
In economies such asthe United States, inflationisamost
always reported on an annualized basis. In such an
approach, the price change under consideration is
calculated in terms of what it would be if sustained over
a 12-month period. In economies where inflation has
historically been fairly high, monthly inflation rates are
also frequently used.

In addition to inflation, several related termsalso receive
periodic coverage by the business press. Hyperinflation
describes situations of extremely rapid price growth such
as Germany during the 1920s and Brazil during the 1990s.
The generally accepted numerical definition of
hyperinflationisarate of increase of 50 percent or higher
in asingle month. At the opposite end of the spectrum,
deflation isdefined as a decrease in the average level of
prices. Deflation occurred in the United States in the
1930s and in both Argentina and Japan in the 1990s.
Often confused with deflation, disinflation refers to a
situation whereintherate of inflationisstill positive, butis
lower than it was in preceding periods. For example, if
inflation falls from 40 percent in one year to 30 percent
the next year and 20 percent the following year, prices
are still increasing but at progressively slower rates.
Disinflation was observed in the United States during the
mid-1980s and also occurred in Mexico during the late
1990s.

Becauseit is reported on a monthly basis and measures
price changesfor goods and services purchased by typical
households, the most widely quoted measure of inflation

is the consumer price index. From 1992 forward, the
CPI in the United States has increased at annual rates of
3.4 percent or less. Such price stability has not always
been observed inthiscountry. For example, oil pricesurges
and rapid money supply growth hel ped cause double-digit
ratesof inflationin 1974, 1979, 1980, and 1981.

Businesses and governments usually operate more
efficiently with low rates of inflation. Some countries
such as New Zealand have occasionally even tried to
completely eliminateinflation. Thereasoninflationisso
unpopular is that market economies rely on prices to
provide accurate signals with respect to business
performance and investment opportunities. When prices
ingeneral increase by several percentage pointsor more,
it becomes more difficult to determine which individual
priceincreasesare caused by superior business outcomes.
In addition, thelikelihood of investment mistakesisgreater
during periods of escalating prices. Investor uncertainty
also rises under these circumstances because of concerns
about government policy actions that may or may not
reduce price pressures.

An important consequence of inflation is that it has a
significant impact on interest rates charged by banksand
other organizationsonloans. Interest ratesal so determine
the payments received by investors who purchase
financial instruments such as corporate or government
bonds. Both types of yieldsare measured as percentages
of the money loaned or invested.

Inflation rates directly influence nominal interest rates.
Nominal interest rates, also known as market rates,
represent a real rate of return plus a premium for the
expected rate of inflation over a given period of time.
Similar toinflation, interest ratesin the United Statesare
usually quoted in annualized terms. Real interest rates
are calculated by subtracting the inflation rate from the
nominal interest rate. Investorsand financial companies
seek positive real interest rates. If earningsfail to keep
pace withinflation, purchasing power islost.
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When interest rates change, they affect the cost of
borrowing money. Increases in interest rates make it
more difficult for consumers and businesses to qualify
for bank loans. That occurs becauseloan approvalsrequire
that interest payments as a percentage of income remain
below specific levels. When fewer loans are approved,
business activity declines, economic growth falters, and
unemployment tendsto increase.

Interest rates in the United States and several other
countries have declined in 2001 as a consequence of
central bank actions. These actions have been taken in
responseto sower economic growth. Along with slower
growth, corporate profitability has faltered, bankruptcy
filings have increased, and unemployment has risen.
Interest rate reductions are designed to bol ster economic
activity by increasing the demand for loans. They aso
improve businessand personal bal ance sheet performance
by lowering interest payments on existing loans.

Because inflationary pressures have subsided in recent
months, many businessanaystsbelievethat central banks
here and abroad can safely continue to lower interest

yieldswithout causing real ratesto turn negative. There
is no guarantee, however, that business and household
borrowing will increase in the United States since
indebtednessisnear record levelsaready. Balance sheet
performance should continueto be hel ped by lower interest
rates and that will foster generally better economic
performance than would otherwise be observed both here
and abroad.

Historically, inflation and interest rates have varied
enormously in response to changing economic conditions.
Successful business performance and personal financial
management depend upon at least an elementary
understanding of the roles played by both inflation and
interest ratesin an economy. Investment and borrowing
decisions will continue to be influenced by changesin
theseimportant variables.

Tom Fullerton and Doyle Smith are Associate
Professors in the Department of Economics & Finance
at the University of Texas at El Paso.

Theabovearticleisreprinted herefrom the December 2001 i ssue of the Texas L abor Market Review newd etter published monthly
by the Labor Market Information Department of the Texas Workforce Commission. For comments or questions regarding this
article, please contact the LM| Department at (512) 491-4922 or e-mail at |mi @twc.state.tx.us.



