Inflation Review

Consumer Price Index:   measures the average change over time in the prices paid by urban consumers for a market basket (collection of goods) of consumer goods and services.  (how much it would cost today, for last years goods)
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Inflation:  measures the stability/rise in prices in the economy by measuring percentage change in prices between periods/quarters (inflation rate).  [image: image2.png]CPI (this period) - CPI (previous period)
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A.  Effects of Inflation:  


- erodes financial wealth


- higher prices sometimes equal higher salaries (or vice-versa)


- savings are discouraged/eroded (real interest rate decreases - real interest rate = nominal rate - inflation) 


- menu costs - resources are misallocated with rising prices/the real cost of changing listed prices


- inflation tax - wealth is redistributed from lenders to borrowers (borrowers pay back in inflated dollars, really pay back less).


- shoe-leather costs:  opportunity cost of time and effort of people trying to find cheaper prices


- unit of account costs:  arise from the way inflation makes money a less reliable unit of measurement (for taxes, profit, etc.)


- Fisher's Hypothesis -- if inflation is expected, banks don't lose money because they increase the interest rate


*nominal interest rate = real interest rate + expected inflation


- international effects:  


- depreciation of currency -- currency is worth less


- countries' don't invest in countries with inflation





*Biggest borrower = American Gov't.  

B.  real wage (income) vs. nominal wage (income):

- nominal wage is the raw wage that you make
· real wage is your real purchasing power/adjusted(indexed) wage that you make after inflation

· if the inflation rate increases outpaces increases in nominal wage, the real wage decreases.   

C.  real interest vs. nominal interest rate

the nominal interest rate is the raw/unadjusted interest rate
the real interest rate is the actual rate of interest/rate of return on your investments
so for borrowers, real rate = nominal rate - inflation rate

however, banks can protect against inflation, by calculating the real rate of return against inflation and increase the nominal rate
:

· real rate + inflation rate = nominal rate

***This is known as Fischer's Hypothesis

D.  Expected vs. Unexpected Inflation

Expected Inflation:  When the government, businesses and people expect inflation and prepare for it in their budgets/loans/savings

Unanticipated/unexpected Inflation:  when government, businesses, and people do not expect inflation to increase and do not prepare for it in their budgets/loans/savings

E.  Two types/main causes of inflation:


- Demand pull inflation




- when an increase in aggregate demand (total demand) causes the price level to increase (pulls up the prices)


- Cost push inflation




- when an increase to input costs (aggregate supply -- total supply) pushes up the price level
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