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Inflation means that prices are rising, but knowing the inflation rate does not tell us why
prices are going up. In this Understanding Economics video, | argue that identifying the
cause of inflation is essential if we are going to choose the right policy to tackle it.

Economists traditionally distinguish between demand-pull inflation and cost-push
inflation. Demand-pull inflation happens when spending exceeds the economy’s
capacity to supply goods and services. Cost-push inflation happens when essential
costs such as energy, food and materials rise because of supply shocks.

| also identify a third form: “greedflation”. This happens when companies use their
market power to increase prices by more than their costs have risen, increasing their
profit margins in the process.

These different causes require different responses. | argue that raising interest rates
might suppress demand, but it cannot create more energy, food or other scarce
resources. Higher rates also increase mortgages, rents and business costs while
discouraging the investment that could increase productive capacity.

Instead, policy should match the cause. Excessive demand can be managed through
taxation. Excess profits can be tackled through regulation and taxation. Energy
shortages require investment in domestic energy, while other supply shortages require
investment in the capacity needed to produce more.

Inflation policy is therefore about much more than changing interest rates. We need to
ask what is causing prices to rise, who is gaining, who is losing and which policy
actually addresses the underlying problem.

There is no single solution to inflation because there is no single cause. Understanding
that is essential if we want economic policy that works. This is what Understanding
Economics is all about.
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https://www.taxresearch.org.uk/Blog/2026/10/10/understanding-economics-what-is-inflation/

https://www.youtube.com/watch?v=dHeC4HsD3rA?si=SCvxSJ8YS8EPAQHRN

This is the audio version:

https://www.podbean.com/player-v2/?i=id4iz-1b7e800-pb&from=pb6admin&share=1&
download=1&rtI=0&fonts=Arial&skin=f6f6fo&font-color=&logo_link=episode_page&bt
n-skin=c73a3a
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Hello, I'm Richard Murphy, and this is Understanding Economics, the series of videos
that I'm creating to explain economics in the way that | see it. And | stress that point:
this is about economics in the way that | see it, because | see it as what is called a
heterodox economist. That means | am outside the mainstream. But given that
mainstream economics has clearly failed us, or we would not be in the mess that we
are in, heterodox economics matters, and that is why I’'m making this series, which |
hope will be of use to you.

In this video, I'm talking about inflation, and that is one of the most important economic
concepts because people think, quite correctly, that it can affect their well-being and
they don't like that.

Inflation means the prices of goods and services are rising over time. That's all it is
about. The same goods and services that were available last year for £1 now cost
£1.05, and that is inflation of 5%.

There is, by the way, an opposite to inflation, which is called deflation, but | am not
discussing that here. If deflation happens, the goods that cost £1 last year cost, for
example, 95p now, and that is when prices generally go down. But it is a phenomenon
that we have not seen for a very long time, and so I’'m going to discuss inflation
instead.

But, and this is the key point, inflation can happen for very different reasons, and those
different causes matter. You cannot cure inflation until you know what is causing it. And
that is the key message of this video because our authorities, our central banks, which
are being tasked with the job of controlling inflation, do not seem to understand that
point.

The two major causes of inflation are described by economists as demand-pull inflation
and cost-push inflation.

Demand-pull inflation happens when people want to buy more than the economy can
produce. The economy is in the jargon term that is used: overheating. People have too
much money in their pockets, and they’re trying to buy more than is available. As a
consequence, they go into the marketplace, can’t find what they want, and they bid up
prices. And people who have goods and services for sale know that they can get
increased prices because people are willing to pay them. That is demand-pull inflation,
and you have hardly seen it during the course of your lifetime.

The alternative is cost-push inflation. Cost-push inflation happens when the cost of
energy, materials or other essential items like food rise, not because of excess demand,
but instead because of what are called supply shocks. There have been many of these
of late. I'll discuss them more in a minute, but the point is the price of things goes up
because of a physical event.
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People don’'t want to buy more of these things. They are essential items, and they need
them. If they’ve got to buy them, they may well buy less of something else. But the fact
that buying less of something else is not recorded within the measure of inflation, the
fact they’re buying more of the essential item is, and people feel they are worse off,
and that is the consequence of inflation. But these different causes need different
responses, and that is the key point of this video.

Those who are responsible for controlling inflation, whether they be in government,
whether they be in central banks, in Treasuries, or anywhere else, do need to take
causes into account.

Now, what has caused recent inflation in this country? From 2021 to 2023, inflation in
this country was caused mainly by supply shocks. We had disruptions in global supply
chains as a consequence of COVID. When we were let out of lockdowns and everything
to do with that, there was a flood of money that came into the market, and | admit this
doesn’t make it look like demand-pull inflation, but the fact is that the flood of money
was artificially created by COVID because people could not spend, and there were
supply chain shocks.

People wanted to buy new cars. There were no new cars on their way from China
because ships were not sailing.

People wanted to buy new kitchens, but there were no new kitchens available because
people hadn’t been going to work to make the units, the sinks, and everything else that
they wanted to buy. The fact is, this created a supply chain cost-push inflationary
shock.

That was exacerbated within months of it happening by Russia invading Ukraine in
February 2022. That drove up energy prices for oil and gas and then for fertiliser, and
also for some forms of foodstuffs like wheat, because Ukraine is a major exporter of
wheat to the whole of Europe.

Now the fact is that actually there were no supply shocks in this particular case. There
was enough energy, there was enough gas, there was enough fertiliser, and there was
enough wheat. But the point was that financial markets and speculators within them
thought there wouldn’t be. They forced prices up, and the consequence was that we got
inflation.

And the war in the Gulf started by Donald Trump and Benjamin Netanyahu is repeating
that process all over again. Only this time there are real supply shocks. We are short of
oil, we are short of gas, we are short of fertilisers, we are short of some of the materials
required to undertake industrial processes. And the fact is that we do have a real
supply shock, and people who have to pay more for their petrol, their diesel, their gas,
their energy and their foodstuffs will not be able to buy other materials as a result. They
will feel worse off, and they will feel that’s the case because there have been very real
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price rises, and we know that is true.

So we have UK supply problems, and Brexit only made all of those worse. | think |
should mention that along the way.

But profits matter too in these situations. Over the last few years, there has been ample
evidence that some companies have exploited the situations that we have faced as a
country to increase their profit margins, meaning they have increased prices by more
than their costs have risen. And as a consequence, because of their market power,
which means they can control prices that we have to pay, some companies have made
excess profits as a result. Energy, banking and food all provide important examples of
situations where this can happen. And I call this type of inflation ‘greedflation’. It is a
third category of inflation, and we have to take it into account.

And now my point is that if we have three categories of inflation, having only one policy
response can be wrong.

The government has given the task of managing inflation to the Bank of England
through the use of interest rates to try to control the level of demand within our
economy, but that will only work when we have demand-pull inflation, when there is too
much money chasing too few goods in the economy, but that is not the situation we are
in.

We are not at full employment. We have not got an overheated economy. We have
economies that have been suffering successive supply shocks, and that is the inflation
we're dealing with, essentially cost-push inflation. And in that situation, increasing
interest rates does not produce more energy. It does not produce more food. It does not
provide other scarce resources.

But despite the fact that there is no solution to the inflation problem and its causes by
increasing interest rates, the government still lets the Bank of England increase those
rates, and the result is increased mortgage costs, increased rents, increased business
costs, and so more inflation, because if you put up the price of money, you increase the
rate of inflation. That is something that most economists do not know, but as a matter
of fact, it’s true.

For example, if a business has to pay more interest, that interest becomes part of its
costs. Of course, it will try to recover that by increasing its prices. And in some cases,
for example, in car leasing, the interest rate is a major part of the cost that is passed
onto the consumer, and the price is bound to rise.

The consequence is clear. Millions of people will be made poorer as a consequence of
this policy, and that is not an accident. That is by design.

And in fact, there’s another consequence that is created by design. This policy is
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intended to make people unemployed because that is the way in which the message
that the Bank wants to impart, that we must suppress consumption, is delivered into
the economy. There are fewer jobs. The pressure on wages goes down whilst the
pressure on prices goes up. This is what the Bank of England is trying to do. It is not
only trying to suppress the well-being of millions, but it is also trying to create greater
inequality in the country.

And a government that creates its own currency does not face the type of problem that
the Bank of England believes it does. The government in that situation can control
inflation using taxation. But the government in that situation cannot produce unlimited
goods and services. So what it has to do is balance demand with taxation. And the
essential job of tax inside any economy is to achieve that outcome. We ignore this
point.

We always say that interest rates are used to control inflation, but that is not true. The
primary purpose of tax is to take money that the government has created as a
consequence of its spending, as modern monetary theory explains, out of the economy
so that it cannot cause inflation. And in fact, tax is so good at that job, and so effective
at it, that we just don’t notice it’'s doing it.

And the problem of not noticing that it’'s doing its job so well is that we use another tool
which is wholly ineffective, which is interest rates.

And how do | know that tax is so good at this job? Well, look at periods when we don’t
have external supply shocks. For example, the whole of the 2010s. We had very little
inflation indeed during that decade. Tax controlled the situation, and we had stable

interest rates. Something did control inflation because the government spent trillions
into the economy. What controlled inflation, as a consequence? Tax did. It does work.

And this is what we need to do. We need to match the solutions to inflation to the
causes that we can see which are happening.

If there is too much spending in an economy, whether that is created by the
government or by the private sector, we must use tax to reduce spending power, and
those who can afford to pay should bear most of the cost. That is the way in which an
effective inflation policy works 99% of the time. That is what the government does with
regard to its own spending, and that is what should also happen if we have demand-pull
inflation.

But we don’t have demand-pull inflation most of the time. Sometimes we have
‘greedflation’, which is created by companies exploiting their monopoly power, and in
that case, we need to regulate markets, regulate companies, and tax those profits.

That is the right response to greedflation, but we are not seeing that. We are not seeing
sufficient extra taxes on oil companies at present, although they are making
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exceptional profits, and banks are squealing for a reduction in their tax rate, even
though high interest rates are heavily benefiting them.

At the same time, if we have an energy shock, the signal that we should respond to is
the fact that we do not have enough domestic energy in our economy, and the answer
to that is to invest domestically. What do we do? We increase our domestic energy
supply. We have wind power. We have solar power. We could have tidal power. That is
the answer to that type of inflation. That is tangential, but it's the right thing to do.

And at the same time, if we have supply shortages, for example, with regard to food,
what should we do? We should invest in the capacity of our economy to produce more.
If we could produce more, we would not have a supply shock. We would have sufficient.
We would not then get inflation, and that is why investment is the right answer. But
putting up interest rates makes that harder, which is why it is the wrong tool. We must,
in that case, choose the right tool. That is essential when we’'re managing inflation.

And the point is this: a single inflation number does not tell us who is suffering, nor
does it tell us who gains from the policy used to tackle inflation. We must ask who
gains, who loses and why. Then we must decide how to act to suit the circumstances,
and these, | stress, are political choices requiring judgement. They are not merely
technical ones. And the knee-jerk reaction that we keep on getting from the Bank of
England to put interest rates up every time there is a threat of inflation is a technical
solution, but the wrong one in most circumstances. We need to get much more clever
when it comes to inflation.

Inflation has, as I've said, many possible causes. The big issue is find the cause first and
then use the policy that deals with it. Our problem is that for far too long we’ve
managed it through those knee-jerk reactions I've described, and we have not
considered the right policy options that are available to us or the right actions to take. If
we did, we would have a better economy because we have understood it better, and
that is the whole point of this series on understanding economics. It is about how we
understand the situation that we are in and how we can manage our circumstances
better.

There is a whole playlist that is listed below this video of other videos available in this
series, and there are now around 20 of them. There’s plenty for you to watch. Do start
at the beginning. It is probably the best place to start in this case, but pick and choose
if you wish. There are plenty of topics to address because economics is a massive
subject, but understanding it really helps you manage the way in which you react to
what is going on in the world around us.
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