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Inflation

Inflation is an overall increase in the price level in an economy. Deflation is the opposite of inflation.
Deflation is an overall decrease in the price level. A change in the price of just one or a few goods does
not constitute inflation or deflation. After the price level increases, a dollar will buy less than it would
before. When there is going to be inflation, people are better off buying now, before prices go up. After
the price level falls, a dollar will buy more than it would before. When there is going to be deflation,
people are better off waiting to buy later, when prices go down.

If people anticipate inflation, they will build that expectation into their decisions. For example, workers
will demand higher wages to keep their purchasing power the same if prices are expected to rise. Then,
when inflation leads to higher prices, workers are not hurt or helped because their higher wages allow them
to purchase the same amount of goods and services. However, when inflation is unanticipated, people do
not build it into their decisions, and some people are hurt while others are helped. For example, when there
is unanticipated inflation, borrowers are helped while lenders are hurt. People who borrow money receive a
loan before prices rise, when the money will buy more. However, they pay the money back later, after prices
rise, when the money won’t buy as much. With inflation, the borrower gains while the lender loses.

0 Student Alert: Inflation is an increase in the price level in the economy. It does not necessarily mean
that the price of every good is going up!

Measuring Price Changes

A price index is used to measure price changes in the economy. Price indices combine the prices of a
bundle of goods and services and track changes in the price of that bundle over time. The Consumer
Price Index, or CPI, is the most familiar price index. It measures changes in the price of a bundle of
goods and services commonly bought by consumers. The CPI is based on a market basket of more
than 200 categories of goods and services weighted according to how much the average consumer
spends on them. Two other price indices are the Producer Price Index (PPI) and the GDP deflator.
The PPI measures the average change over time in the selling prices received by domestic producers
for their output. The GDP price deflator is the most inclusive index because it takes into account the
prices of all goods and services produced.

To construct any price index, economists select a year to serve as the base year (the year used for
comparison). The prices of other periods are expressed as a percentage of the base period. The value of
a price index in the base year is 100, because prices in the base year are 100 percent of prices in that year.
Inflation will raise the price of the market basket, and the price index will rise. Deflation will decrease the
price of the market basket, and the price index will fall.

For the CPI, the formula used to measure price change from the base period is

cost of market basket in current-year prices
cost of market basket in base-year prices

CPI = 100.
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Who Is Hurt and Who Is Helped by Unanticipated Inflation?

Identify whether each of the following examples leads to a person or group being hurt or helped by
unanticipated inflation. Circle your response, and explain your answer.

H - the person or group is hurt by unanticipated inflation
G - the person or group gains from unanticipated inflation
U - it is uncertain if the person or group is affected by unanticipated inflation

1. Banks extend many fixed-rate loans.
H G U

Explain:

2. A farmer buys machinery with a fixed-rate loan to be repaid over a ten-year period.
H G U

Explain:

3. Your family buys a new home with an adjustable-rate mortgage.
H G U

Explain:

4. Your savings from your summer job are in a savings account paying a fixed rate of interest.
H G U

Explain:

5. A widow lives entirely on income from fixed-rate corporate bonds.
H G U

Explain:
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6. A retired couple lives entirely on income from a fixed-rate pension the woman receives from her
former employer.

H G U

Explain:

7. A retired man lines entirely on income from Social Security.
H G U

Explain:

8. A retired bank official lives entirely on income from stock dividends.
H G U

Explain:

9. The federal government has a $14 trillion debt.
H G U

Explain:

10. A firm signs a contract to provide maintenance services at a fixed rate for the next five years.
H G U

Explain:

11. A state government receives revenue mainly from an income tax.

H G U
Explain:
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12. Alocal government receives revenue mainly from fixed-rate license fees charged to businesses.
H G U

Explain:

13. Your friend rents an apartment with a three-year lease.
H G U

Explain:

14. A bank has loaned millions of dollars for home mortgages at a fixed rate of interest.
H G U

Explain:

15. Parents are putting savings for their child’s college education in a bank savings account.
H G U

Explain:
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