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Inflation, Government Revenue and Welfare Costs

LiuyaN ZHAO
(Peking University)

Abstract According to the standard “Cagan’s rule”, the inflation tax rate maximizing
government revenue is the reverse of the interest semi-elasticity of the demand for money.
However, Cagan’s rule is the result under partial equilibrium approach, abstracting from the

real effect of inflation. This paper reconsiders the revenue maximizing inflation rate in a gen-
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eral equilibrium framework where money reduces transaction costs. The revenue maximizing
inflation rate is lower in this framework than what is implied by Cagan’s rule. This is verified
by the empirical results of Chinese 1945—1949 hyperinflation data. The empirical results also
show that relative to Cagan’s rule, there is little improvement of inflation tax at the revenue
maximizing rate under general equilibrium framework; however, the social welfare cost is re-
duced significantly.
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