Inflation and Its Effects

I. How do we measure it?  Consumer Price Index-CPI

            Price of current “market basket”

CPI=   Price of “same”  “market basket”        X   100

            in 1982-1984  

                                         CPI current –CPI base  

II. Rate of inflation Growth=      CPI current                      X  100

III. Facts of inflation-Figure 7.4, pg 136

IV. Types and causes of inflation

· Demand-Pull Inflation-Excess spending beyond economy’s 
          production capacity-“bidding-up”  prices
· Cost-Push Inflation-Output and spending declining, but prices rise  because of increased marginal cost
· Supply Shock-unanticipated increase in resource costs-often fuel
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Complexities- Change in demand may result in more expensive resources, looking like cost-push.  Legislation can result from inflation growth.  Cost-push is self-adjusting, demand-pull is not.

V. Inflation does not have universal effects. Other factors determine the impact, as well.
· Changes in real income must be considered, not nominal income- Real income actually measures the amount one can buy
                                 Nominal income
Real income=           Price index ( in 100ths)

· If Nominal income and Price index rise at the same rate, Real income is unchanged

· But, Nominal and Real incomes do not rise at the same rate, necessarily
· % Δ in RI = % Δ NI - % Δ Price level

· 8% Δ in NI – 3% Δ in PL = 5% ↑ in RI
· 3% Δ in NI – 4% Δ in PL = 1% ↓ in RI

VI. Is all inflation of the same type? No.

· Anticipated vs. Unanticipated Inflation- Are you ready for the punch?

· Anticipated-allows for adjustments beforehand
· Unanticipated- the sucker punch

VII. Effects of Unanticipated Inflation-some hurt, some neutral, some benefit

· -Hurt by inflation- 

Fixed Income-

· Elderly, fixed-income pensions

· Landlords collecting fixed leases

· Public employees with fixed salaries

· Those on fixed public assistance

· Low-wage workers

Savers-Growth in savings may not match inflation, depends on interest rate versus the rate of inflation
Creditors-Money paid back is not equal to value of money borrowed

· Unaffected by inflation-

Flexible income-

· Social security is indexed to CPI

· COLA’s –Some union workers
· Some businesses, if prices of goods rise faster than prices of inputs and production costs

· Benefit from inflation-

· Debtors-money paid back is less valuable than money borrowed
· Federal Government- National debt burdens decrease while increases in nominal incomes and taxes occur
How is Anticipated Inflation different?

· More even distribution between borrowers and savers

· Real interest rate-increase in purchasing power

· Nominal interest rate- increase in nominal dollars paid
Mixed effects of inflation-many play both roles
Arbitrariness of inflation-it follows no guidelines, ignores goals
Deflation is also possible- the effects are opposite of inflation

Effects of inflation on Output

· Cost-push inflation-reduces output

· Demand-Pull-creates inefficient use of resources and time which reduces production, Why?
· Physical costs of changing prices (menu cost effect)
· Resources spent calculating impact

· Increased transaction costs of exchanging more, but less valuable, dollars

· However, slight inflation may contribute positively because it provides a target for growth and investment. Currently, the Federal Reserve Bank has a “target” of 2% inflation. 
Hyperinflation-Normal economic processes are interrupted

Read examples on page 141
Read “The Last Word” 142, for a final word on Economic Indicators and the stock market

 Inflation, Real GDP, and Unemployment
· Discuss the Rule of 70 and how that reflects the degrees  economic growth.     
_______70​​_________
Number of years to double   =      annual % rate of growth
· Discuss how the impact of unemployment, the effect of inflation, and Okun’s law (Every 1% of unemployment above the NRU, 2% Δ in GDP) impacts Economic Growth.
Cause and effect, or not?

· Unemployment improves( Employed people buy things, increasing demand(Demand –pull inflation? ( Maybe, maybe not.  Dependent on the relationship of employment to “full employment, or NRU”

· Here is what it looks like
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