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INFLATION:
DEFINITIONS AND COSTS

Lenin is said to have declared that the best way to destroy the
capitalist system was to debauch the currency. By a continuing
process of inflation, govemments can confiscate, secretly and
unobserved, an important part of the wealth of their citizens,

J. M, Keynes

arlier chapters showed how modern macroeconomics ana-
E lyzes the forces that expand or contract output. These can
be seen in terms of® the aggregate® supply and demand tools,
or even more simply in the Keynesian multiplier model.

For the most part, except in the discussion of the classical
model, we considered the case of rigid prices and wages. This
approach of Chapters 8 and 9 worked with a flat aggregate sup-
ply curve, assuming that prices would not change until full em-
ployment was reached. In that framework, an upward shift in
the aggregate demand schedule, of consumption-plus-invest-
ment-plus-government spending, would expand production. And
the higher output would, by Okun’s Law, lead to a decline in
the unemployment rate as described in the last chapter.

Perhaps such an assumption was a valid approximation back
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in the Depression days of the 1930s. But we are living in the age
of inflation. Nowadays, when nominal GNP rises, P goes up a-
long with Q. Moreover, P tends to rise well before the economy
reaches full employment. Thus in the deep recession of 1982,
when unemployment was 10 percent of the labor force, and Q
fell 2 percent from the year earlier, P still was rising at 6 per-
cent per year.

In this and the next chapter we shift our attention to infla-
tion, to changes in the price level. Why do prices increase a bil-
lionfold in hyperinflations when a disorganized nation is print-
ing new greenpaper currency by the bale®? Why are prices and
wages still rising even in periods of high unemployment? Why
are nations so averse® to running the risks of galloping infla-
tion? And what steps can we take to keep inflation in the barn
rather than running -vild?

Answers to these questions must be found if we are to under-
stand why nations tolerate the misery of unemplayment docu-
mented in the last chapter.

Our discussion is divided into two parts. Figure 12-1 shows
an overview of this chaptir’s coverage: Here we study the mea-
surement, definition, and history of inflation. The next chapter
then reviews modern theoriss of inflation along with the tech-

niques nations can use to keep inflation under control.
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WHAT IS INFLATION?

Surprisingly, inflation is ubiquitous® but widely misunder-
stood. Let us start with a careful definition of inflation: *

Inflation occurs when the general level of prices and costs is
rising—rising prices for bread, gasoline, cars; rising wages, land
prices, rentals on capital goods. By deflation we mean that prices
and costs are generally falling.

We do not insist that, during periods of inflation, all prices
and costs rise in the same proportion® ; indeed, they seldom do
move together. Rather, inflationary periods are ones in which
there is a rise in the general level of prices as measured by price

indexes, which are averages of consumer or producer prices.

Price Indexes

Today, when we read in the newspaper that “Inflation has

fallen ” or “ Inflationary expectations are aroused , ” writers are

* Misconceptions about inflation are legion. Here are some of the most
frequent misconceptions (M), and the correct statements (C) :

(M) Inflation means that goods are expensive; (C) No, it means that
good’s prices are rising.

(M) Inflation means that we are becoming poorer; (C) Wrong. General-
ly,in periods of inflation, both incomes and the prices of goods are rising
rapidly, but our real incomes (i.e., incomes divided by a price index) are
not necessatily affected.

(M) Wage earners are systematically exploited by profiteers during peri-
ods of inflation. (C) Sometimes yes. sometimes no, but not necessarily.
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usually reporting on movements in a price index. The most
widely used index is the consumer price index (or CPI).

The CPl' We met the CPI in Chapter 5, but will here push
on to a deeper understanding. The construction of the CPI is the
prodict of decades of painstaking® theoretical and statistical
work. The CPI measures the cost of a market basket of con-
sumer goods and services. The major groups in this basket are
food, clothing, housing, fuels, transportation, and medical care.

A subtle question for the CPI and other price indexes con-
cerns how to weight the different prices. Clearly, it would be
silly simply to add the different prices together and divide by
the number of goods, or by their mass or volume. Rather, we
construct a price index by weighting each good by its economic
importance. In the case of the CPI, the economic importance of
a good is measured by the share of total consumer spending de-
voted to that good in 1972 - 1973.

Thus to calculate the CPI, we perform the following arith-

metic:
bread

tbmd X 100 X {share of bread)

CPI, =
t P,

cars

P
+ ;;,; X 100 X (share of cars)

+ the weighted price changes
for other goods

where CPI, = value of the CPI in year t

p.”%¢ = the price of bread in year t
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po** = the price of bread in 1967
(the base year)
“share of bread” = the fraction of total consumer
spending that went for bread
in the 1972 — 1973 period

As currently constructed, the CPI uses prices for 265 major
commodity groups priced in 85 cities.

To see a real example, examine the CPI for 1983, calculated
as a weighted average of the price indexes for the most impor-
tant subgroups:

CPlygg3 =

food shelter clothing
284(0.19) +323(0.43) +197(0.07)

+ 298(&18) +357(0.05) +254(0.08)

transportation  medical care other

To interpret this, note that food prices were 284 percent of
their 1967 value, and food took 19 percent of the average con-
sumer’s budget. It is worthwhile to take out a calculator and
verify that the 1983 CPI was 298 relative to a base of 100 for
the year 1967. That is, the market basket of goods cost about 3
times more in 1983 than it did in 1967.

Other indexes Although the CPI is the most widely used of
price indexes, two others may be briefly described: (1) The
producer price index (PPI) is an index of wholesale prices. It is

designed to measure prices at the point of first sale, and is useful

10



Po™E = 1967 4 (H4E) FHEMH
#rig;

“HRAYHE =1972~ 1973 4[H
BHWHRIXLETEHCHELD,

BEEW k2. CPLEMH 85 MR
FREM 265 MEBEESASHNEK.

B-THLHF, IR T 1983 F
#1 CPI, ERFHNBEEN T HM I
B — A DOBOT-E B0 v R

CPlgg3 =284 (gll%) + 323 (({)i.‘?;) +197 ((?.E(H)g) +
298(0.18) +357(0.05) +254(0.08)
il :3id Hit

AT MEMARE, EERUIEE
H 1967 SEXE W 284%, MEY L FH
HAHEBHEM 19% ., HM T 1967 FH#
¥ 100 i, 1983 i CPI & 298, XTi
EEFTUAHESRIE—T, XHEN,
1983 i WK W H W AR 1967 SF W
K435,

HtigH BRACPIREHABANT
EHMEiRE, HEEATXESAFERE
—WERAR. (1) £ EMHIBEY (PPD
BT HENEHEE, RITERITHER

11



because of its great detail—covering around 3400 products. (2)
The “GNP deflator”is the price index for GNP as a whole. It is
defined as the ratio of nominal GNP to real GNP. That is, GNP
deflator= nominal GNP/real GNP. The GNP deflator is useful
because it includes prices on all goods and services in GNP and
thus is more comprehensive than the CPI, which measures only
the prices of consumption goods.

Index-Number Problems While price indexes like the CPI
are enormously useful, they are not without their faults. Some

® 1o price indexes. One problem is the no-

problems are intrinsic
torious® “ index-number problem,” which concerns the appro-
priate period to use as a base year. Recall that the CPI uses
fixed weights for each good. As a result, the true cost of living is
overestimated when consumers substitute away from goods that
become relatively expensive. For example, the weighting in the
CPI neglects the fact that the amount of gasoline bought by
consumers has declined since gasoline prices rose sharply after
1973. One could change the base year, or use other fancier
weighting schemes, but none solves the index-number problem
perfectly.

Another set of difficulties is imposed by limited research bud-
gets: The CPI does not accurately capture changes in the quality
of goods—no correction to the CPI is made for the“space in-
vaders” game added to your watch, the increased sophistication
of calculators, improved motors in machines, etc. Recent studies

indicate that if such quality changes were properly accounted
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