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However, calculating inflation rate from 
this method is biased (CPI method), 
because: 
 

(a) If there is an inflation going on, 
quantity purchased can’t be the 
same; 

(b) In case of substitution is possible, 
it can also change the quantity 
purchased; 

(c) As the quantity purchased keep 
changing, but the CPI method 
doesn’t recognize this. 

  
Seasonality 
 
A particular time of the year that 
exhibits a temporary increase/decrease 
 
Real Interest Rate and the “Fischer 
Equation” 
 
With inflation rate π, Fischer equation 
gives the relationship between the 
nominal (denoted as i) and real interest 
rates (denoted as r), by 
 

𝒓 ≈ 𝒊 − 𝝅 
 
Inflation Targeting 
 
A high rate of inflation should be avoided 
if possible 
 
To control the inflation rate, the central 
banks should control their interest (or 
the money supply). 
 
Effect of controlling interest rate to 
the inflation rate 
 
Decreasing the interest rate (i) 
→ as i decreases, more people will be able 
to borrow money  
→ as they borrow money, it will grow the 
economy (cash rate ↑) 
→ then it will tend to increase the 
inflation 
 

Increasing the interest rate (i) 
→ as i increases, less people will to 
borrow money  
→ as more people didn’t borrow money, 
it they will tend to save money, which 
will slow the economy (cash rate ↓) 
→ then it will tend to decrease the 
inflation  
 
Taylor’s Principle 
 
In order to stabilize the economy, they 
must raise (or lower) the nominal interest 
rate for more than one-for-one in response 
to higher (lower) inflation. 
 
Explanation: What it means is that one-
for-one response will not change the real 
interest rate, because if we see the 
Fischer equation, if i decrease by 1% and 
inflation increase by 1%, then it is 
already balance, and real interest rates 
will not be affected! 
 
Hyperinflation 
 
Event in the month where the monthly 
inflation rate exceeds 50%, and ending 
when the monthly inflation rate drops 
below 50% 
 
Costs of Inflation 
 
Although if inflation is happening, and 
the salary earner have his/her nominal 
wage increased matching the inflation, 
the real wage they get will not change. 
 
Concept: with the inflation, some people 
will choose whether to stay working or 
saves its money on the bank (as money 
balances in the form of cash have fixed 
nominal value, while in bank there will 
be an interest), as not all job will have an 
increase wages 
 
→ Shoe Leather Costs 
As more people will hold their money to 
the bank, there will be more trip to the 
bank, which deplete the shoe leather.	


