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Most people recognize that inflation is
something to be avoided, but the popular
public perception of inflation’s harmful
effects can be rather vague. In responses
to survey questions about inflation, for
example, most people express concerns
about prices rising (defining inflation
itself) or that it somehow erodes standards
of living.* When economists discuss the
costs of inflation, however, they have more
specific concerns in mind. One general
class of inflationary consequences is some-
times referred to as the “shoe-leather” costs
of inflation: In an effort to minimize the
effect that inflation has on eroding the
purchasing power of money, people have
to spend more time and effort protecting
the value of their nominal assets—wearing
out their shoes on the way back and forth
to the bank.

Of course, this quaint notion represents
a much broader and more serious problem
than simply the cost of wearing out ones
shoes. To protect assets against inflation,
societal resources are channeled away from
productive activities and toward inflation-
hedging activities. In countries that have
experienced hyperinflation, these resource
misallocations are readily apparent; but
they are also present for less extreme cases
of inflation.

This article discusses the nature of
shoe-leather costs in the context of a theo-
retical model economy. The shoe-leather

costs themselves are represented by a
“shopping-time” feature embedded in the
model: It is assumed that individuals must
spend time conducting transactions and
that carrying money reduces the time
required. The incentive to economize on
money balances in the face of high
inflation then implies that individuals
incur a time-cost that rises in response to
an increase in the inflation rate.

Using the U.S. experience of the post-
World War Il (WWII) era to calibrate the
model, | show that the shopping-time
model implies shoe-leather costs that are
broadly consistent with estimates derived
by other researchers using a variety of
approaches. In the previous literature,
these costs have been presented as a com-
parison between two specific long-run
inflation rates. In this article, | use the
shopping-time model to take this analysis
a step further, demonstrating how the
transition from one inflation rate to
another might be expected to proceed, and
evaluating the importance of uncertainty
about the commitment of the monetary
authority to keep inflation in check. This
analysis suggests that the credibility of the
monetary authority is an important factor
in evaluating the welfare gains that accrue
from policies to reduce inflation.

SHOE-LEATHER COSTS IN
THEORY

The nature of shoe-leather costs in a
shopping-time approach to modeling
money can be thought of as a general-
equilibrium version of the inventory
approach to money demand pioneered by
Baumol (1952) and Tobin (1956).2 In the
Baumol-Tobin model, individuals trade off
the convenience of using money to conduct
transactions against the opportunity cost
of holding non-interest-bearing money;
that cost being represented as the nominal
interest rate. The cost of managing money
balances is represented by a specific

L Shiller (1996).

2 Karni (1974), McCallum and
Goodfriend (1987).
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