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This paper shows that the effect of inflation on asset prices and real aggregates depends on the

financial intermediation sector. When firms finance using nominal long-term debt issued by fi-

nancial intermediaries, unexpected changes in inflation lead to a wealth transfer across sectors.

Higher inflation decreases firms’ real liabilities and default risk, which helps reduce debt overhang.

However, it hurts intermediaries’ balance sheet, leading to a contraction in credit. We show the-

oretically that the ultimate effect of inflation depends on the tightness of financing constraints in

the intermediation sector. We find strong empirical evidence consistent with these results. We

also show that an inflation policy responding to both financial and real variables can help stabilize

our economy.
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