Economics: The Basics, 2e

Study Guide: Chapter 8

Learning Objectives

LO8-1 Define inflation and inflation rate using the consumer price index (CPI).

LO8-2 Explain the difference between relative price shifts and the overall inflation rate.

LO8-3 Calculate and show how incomes and wages can be adjusted for 
inflation.

LO8-4 Discuss the impact of unexpected and expected inflation.

Outline

· The Basics of Inflation
· The Average Price Level is based on the cost of purchasing a market basket of goods and services determined by the U.S. Bureau of Labor Statistics (BLS).

· The market basket determined by the BLS represents the average set of goods and services the average household consumes.
· Consumer Price Index (CPI) establishes a baseline year and compares the average price level of previous or subsequent years.

· CPI allows us to track the changes in the average price level from an established base year.

· CPI is published every month by the BLS.
· The Inflation Rate is the annual percentage change in the average price level or CPI.

· Core inflation is consumer inflation with the prices of food and energy removed.
· Relative Price Shifts take place “when the inflation rate of a good or service is significantly higher than the overall inflation rate.”
· Over time, some goods have become relatively cheaper due to globalization, because the production of those goods have shifted from higher-cost nations to lower-cost nations.

· Only pure price changes count toward GDP; price increases brought about by an improvement of quality are not included.
· Adjusting for Inflation

· Not adjusting for inflation runs the risk of engaging in money illusion.

· To avoid money illusion, we should compare the real (inflation adjusted) instead of nominal (non-inflation adjusted) increase in wage.

· Real increase in income “is the nominal percentage change minus the inflation rate.”
· Expectations and Inflation

· Expected inflation is the inflation rate that consumers and businesses expect to exist in the foreseeable future.

· Wage-price spiral: When businesses increase wages and prices faster to try to stay ahead of the inflation rate.

· Hyperinflation is a very rapid increase in prices.

· Harm From Unanticipated Inflation

· The largest harm is to lenders because borrowers end up paying their loans back with cheaper dollars.

· Harm From Anticipated Inflation

· Adjusting wages to keep pace with the increase in price. It builds inflation into the economy; these adjustments in wages are called cost of living adjustments (COLA).

· Deflation occurs when the price level falls (this is different from disinflation [the decrease in the inflation rate]).

· Harmful in two ways: it “means demand is so weak that businesses cannot raise prices” and it harms borrowers because they now must pay loans back with more expensive dollars.
Common Myths & Common Problems

· All prices increase by the same amount when we have inflation.

· Our measure of inflation is an average increase in price for goods the average household would consume.  This means that some prices rose faster and some more slowly.  As your textbook indicates, the cost of air travel only rose by 10% between 2001 and 2008, while CPI rose by 21%.  Compared to other goods, the increase in the price of air travel has been lower than the increase in the price of other goods.
· Things only get more expensive as time goes on.

· This is not necessarily true; it depends on what you mean by expensive.  If you mean nominal price tends to increase over time, then you are correct.  However, consider that the prices of technical gadgets have actually fallen over time, when we consider technological improvements.  Take the new iPhone 3G, which is twice as fast as the original iPhone but is half the price.  Even if Apple left the price alone, what you are getting now is more than what you got for the same money a year ago.
· My dad made $40,000 in 1988 and the average salary for my major is $50,000; I’ll be making more than my Dad did when I graduate, right?

· Nominally, yes.  If you care more about what you can purchase with your income rather than having some strange fetish for larger numbers, then you must adjust your projected graduation salary for inflation over the last 20 years.  According to the BLS website’s inflation calculator (which is pretty cool), you need to make roughly $73,000 to have the same purchasing power as your dad in 1988.  Inflation has eaten away the purchasing power of money by about a factor of two. 
· Don’t banks benefit from inflation?

· Banks do not benefit from inflation. High inflation rates mean that currency, the dollar, has less value. What this means for the bank is that you will be paying them back in less valuable dollars. For example, if you take out an auto loan at 0.9% interest and inflation is 5%, what you end up paying the bank will be worth less than the amount you borrowed.

· There have been times in our nation’s history where debtors have attempted to increase inflation so they could pay back their loans more easily. An example of this was the Populist movement of the late 19th century. The Populist movement wanted to take the country off the gold standard and place it on a silver standard. By backing currency with a less expensive metal, the value of the dollar would decline. This in turn would increase inflation and make it easier for debtors to pay back the banks. Hugh Rockoff in “The ‘Wizard of OZ’ as a Monetary Allegory” (Journal of Political Economy August 1990), discusses this point and how the “Wizard of Oz” is an allegory of the Populist movement.
Real World Applications from an Economist’s Perspective

For quite some time, more people have been taking money out of their savings account and placing it in other investment vehicles.  For example, some people take their money out and invest in the stock market, mutual funds, or certificates of deposit. Still others take money out of their savings account and, out of fear, invest in commodities such as gold. Some people are very concerned about this trend. 

The reason these people are investing in other vehicles is that the rate of interest earned on a savings account has been very low for quite some time. For example, my savings account, the last time I checked, earns 0.25% interest. If we factor in the average rate of inflation, which has been roughly 4%, it means my money has been losing 3.75% of its value every year.

What these people are attempting to do is transfer their money from an account that has essentially earned loss and put that money into a different account that will either match inflation or exceed the inflation rate and earn positive gain. The decision to invest in riskier investments is not necessarily a bad idea.

The real choices here are to definitely lose value by keeping money in a low interest-bearing account (assuming inflation is greater than the rate of interest), or to invest money where there is the potential to break even or to earn a rate of return that exceeds inflation. Given those choices, the decision seems relatively straightforward. 

For some people this means taking the strategy that will not guarantee you loss with 100% certainty.  

For some people who would rather lose 3.75% with certainty and not risk losing a larger percentage with some positive probability less than 100%, this means keeping it in your account.  What you do depends on your personal taste for risk and loss. 

Now it’s Your Turn

1.  How much money would you need to earn if you wanted to have the same purchasing power of a millionaire in 1929?  You can find this answer by using the Inflation Calculator at: http://www.bls.gov/CPI/.

2.  Babe Ruth made $80,000 in 1930.  How much would a baseball player need to make today to have the same purchasing power as Babe Ruth? 

Practice Quiz

1. Inflation, holding your wage constant, makes you poorer.

a. True, because prices are falling.

b. True, because your purchasing power has declined.

c. False, because wage is a nominal variable.

d. False, because your wage has not changed.

2. Which agency determines the market basket of goods used to calculate CPI?

a. Bureau of Economic Analysis

b. Bureau of Labor Statistics

c. The Census Bureau

d. National Science Foundation

3. Why do we leave food and energy out of core inflation?

a. They are too volatile and fluctuate too much

b. They can obscure the inflation readings on all other goods and services

c. They are not a large part of CPI, so leaving them out does not matter

d. Both A and B

4. Globalization:

a. Has allowed some goods to become cheaper.

b. Has increased inflation.

c. Has allowed some goods to become more expensive.

d. Has created deflation.

5.  Which of the following is not a pure price change?

a. The price of a new home increases

b. The price of Buzz Cola increases

c. The increase in the price from a PlayStation 2 to a PlayStation 3

d. The increase in the price of orange juice

6. Money Illusion is:

a. Being fooled by large sums of money.

b. What happens when we compare dollar amounts from different times without adjusting for inflation.

c. What happens when we compare dollar amounts from different times by adjusting for inflation.

d. A new trick performed by Penn and Teller.

7. If you won the Powerball lottery jackpot of $25,000,000 and were paid out over a 25 year period:

a. You would end up with $25,000,000 worth of purchasing power.

b. You would end up with less than $25,000,000 of purchasing power, because it is being paid out over time without being adjusted for inflation.

c. You would end up with more than $25,000,000 of purchasing power, because money becomes more valuable over time.

d. Inflation would allow your jackpot winning to grow.

8. If Peter Griffin was given a 3% raise this year and inflation is 4%:

a. He is 3% richer.

b. He is 4% poorer.

c. He is 1% richer.

d. He is 1% poorer.

9. If deflation took place:

a. It would signal that demand is very weak.

b. It would not matter, because it will correct itself.

c. It would help lenders, because they are paid back in more valuable dollars.

d. Both A and C.

10. Hyperinflation:

a. Took place in Germany during the 1920’s.

b. Is an extreme form of wage-price spiraling.

c. Has been experienced in South America recently.

d. All of the above.

Answer Key

1. B

2. B

3. D

4. A

5. C

6. B

7. B

8. D

9. D

10. D

