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"« The'Ecoriomics-Political Science (EPS) publication series is-part of a project the -

i

Joint Council on Economic Education began in 1973 The undertaking resulted -

. from a recogition that teachers needed information on how.to deal with complex
™y social issues in their classrooms. The J.M. Féiiﬁaétiﬁ;ﬁwbi;ﬁhﬁhgﬁsigtjoggj long-
- term commitment, to improve the quality of education in citizenship; pgovided

the JCEE with the initial grant to launch the EPS project. -
—The {irst stép waslto hold a national workshop at which key educators were
showmehow to teach more effectively about these issues. Five regional workshops

followed. Funds for.these phases were provided by the J.M. Foundation; e
Exxorr Company, US.A4 éh’d‘thz' Lily Endowment, Inc. =~ - i

_ The next step was to develop lkeaghing materials. Continuing grants from the
J.M. Foundation-and*the Exxon Company, U.S.A., enabled the JCEE to begin
preparing respi‘__r}ce guﬁies’,’on a gber of questions that had important econotnic
as well as political aspects. . — = L o :
__This is the sixth and fina] publication in the EPS series. We believe the series
 to be especially valuable because of its interdisciplinary focus and because it ises

teaching strategies that have signifitant, measurable outcomes. The project i
‘ also noteworthy because it has brought together people of diverse backgfounds:

specialists in academic disciplines and in education as well as high schiool teachiers

K T i S

from systems of various sizeS andkinds, o
We acknowledge with gratitude the support of the funders for their help-in

" making this project possible. We also thank il those resporsible for the devel-

/\ : * opment of this series, in particular, June V./Gilliard; Director of Carriculum of<

b g the Joint Council and the project’s director as well as her predegessor, George

A. Férsh. Valuable zi'di;i'c'e'f and assistance were provided by Anthony F. Suglia
" and S. Stowell Symmes of the JCEE staff and George G: Dawson; a former JCEE

staff member who is now director of the Center for Economic Education at Empire -

-

State College (State University of New York). ° s

~ Michael A. MacDowell
President, JCEE

. »
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N Orgai}izatibn anid Uses of Unit Resource Material 7

I’phcy decnsnons affect everyone: Consequently, it is lmportant that students -
acquire the knowledge and skills necessary for understinding the major policy e

il v

questions facing our society and for partlmpatlng effectwely in the process of

_ public debate and public decision-making: ' - ..
«  Analyzing Inflation and Its Control is the sixth in a senes of resource guides,

- . |- focusing on economic-political analysis of contemporary pubhc pohmes d issues.

In developing these Economics-Political 5cierice (EPS) guides we Rave$paredno - | «

effort to make the coptents as widely useful gs possible. The guides are designed

to be used by high school teachers with instructional responsibilities for economics,

government, United States history, probtemﬁfdemoéracy, orother socnalstudles- R

_courses dealing with contemporary setial issues’ .
" The resource gmde on inflation and its control consists of several components, :
each designed to serve specific curricular or instructional purposes. The Intro-
o " duction provides a general explaniation of the conceptual framework used
' throughout the series for analysis of inflation. It also. p&ride's a model teachers
S > may use for extending the study of inflation poligy or for creating addltlonagg)'uts.
T " -dealing with economospi‘ohtlcal analysis of oth{r matters of pubhc debate and
R . concern, . ;
o _ . The Topic Overview has two’ purposes.. First, it provndes the teacher wnth"
. ~ background information on economic and pohtlca‘l issues involved in the forma-
A - .\~ tion of policies to control inflation. Second, the overview serveés as a concrete
\éxample ofiow to apply the conceptual framework’ descnbed in the lntroduqtlon
~ to the econemic-political analysns of pohcy lssues . T

Themstruchonal actlf 3 al specifically with pedagogicg) questions pertainin

g

T

Ea About 8 to-12 class penods alre needed to complete all the suggested lnstruc-
~ - tional activities in the sequence presented It is anticipated,; however, that some

g . . teachers will wish to use the-material in other ways: Therefore, the activities are’ S

> e designed so they may be used singly or in,various combinations, depending on

the amount of time the teacher wishes to devote to theitopic and: the needB of .

v ;, the particular student group being taught Toassist teachersin deterrmmng which

~ activity or combination of activitie$ is most appropriate for their students; ea

ln§ ctional activity has been keyed to the objectives it is designed to achiéve:\

e wish to express our appreciatién to ti® writing team thyt preparegd the : . ‘ T
materlal for this sixth unit in the EPS series. Special thanks are’due [:awrence A: ’
Mayer and Ester Moskowitz, whe edited it for publication. , -

C ) I . : -—June-V. éilliéiﬁ ‘ l :, ; -{4.\,\,/__*/-
R . _ ' ... "Director of Curriculum, JCEE . - )
. ' . . - ; oo N EPS Project Director- 7 T
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A central purpose of this series is to help students
in learning to view society and its'problems from both
economic and political perspectives. This can best be

* done through study of specific questions; each of which
‘ entails an economic and political analysis of a distinct
social P?leﬁeﬁi- I oy
Economiics and political science are complex intel-
lectual “disciplines,” each having an extensive body
of theory and mtetfiodology. As such, théir applica-
tions in the diverse areas of policy decision-making
may leaVe the teacher searching for certain “essen-
tials” —certain core ideas—with which to explain mat-
ters to the stildent. Sich essentials can be found in a

modest number of basic concepts that mark each dis-
* cipline. These are presented in separate statements
below, followec

* concepts may be Yombined to provide an integrated

. . approach-to the fe Hingﬁieconomics and political

science. -

. 1. AN EcoNoMics FRAMEWORK FOR
Co s ANALYSIS OF PoLicy IssyEs?
' -
4 It is useful to think of fhe concepts that form the

basis for economic understanding in terims of Several

y a brief discussion of how those .

broad “concept clusters.” The diagram provided in

. _Figure 1 (page 2) illustrates how these clusters and
subclusters are combined to form a schematic frame-
work for econornics curricula 3nd instruction..

¢ Evéry egbriomy, however it may be organized, facds
™ the fugﬂ’fgental problem that economic. regources

" {(natural respurces, human resources,.capital goods)

S R

T T Lwm Ll
Laurences®. Leamer; who is the author of several JCEE publjca-

o

_tions, was a professor of economics at the State Unjversity of New -

" York at Binghamton previous to his retirement. Paul A. Smith is
_ " professor_of political science and director,of uqdé.i'giidijéié pro-

tha - 2
A . -

grams at-the same institution.

. . 1. .Adapted from the Janiuary 1977 unpublisheg report prepared
by W. Lee Hansen, chairman, Framework fommittee for the
¥ Joint Council on Economic Education Master urricylum Project.
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’ .

are limited relative to the practically unlimited wants
of people in the economy. How people allocate these
resurcek among many competing human wants var-
ies greatly gmong_different economic systems. One
broad class bif@y@féﬁié,ébliiﬁ this complex problem
latgely by reliance on tradition (e.g., some less Je-

veloped economiies), another one by “command” (e.g:;
centralized economieg such as Chinajand the U.S.S.R),
and a third class by a decentralized market mechanism

(e:g:, the United States and most Western European
nations). In reality, most economies are mixed in their
use of the three approaches and in the economic in-
stitytions they have developed, and the approaches

and institutions change with the passage of time. We
focuis primarily on the U.S. economic system, but it is
important to recognize that other systems fage the same

central economje problem of scarcity, although they
deal with it diffrently. R
When examining any economic systemiitis helpful .

to look both at its parts (microeconomics) and the whole
.(macroeconomics). In microeconemics-independent
eléments can be explored, such as what products are
produced, how much a firm'produces, how much in-

. come.a family earns, or why corn prices are what they -
-are, But some problems require ‘an analysis from the .

perspective of the total (macra) econgmy . Then econ- -3
omists examine aggregates such as general price lev-
els, gross national products, employtent levels, and - -
other phenomena. ,
In-our largely private enterprise’economy (leaving ,
government aside for a moment) competitive market

" prices aré the dominant mechanism used to allocate

scarce resources. Perfect competition rarely exists in

. the real world;.but the competitive market provides-

us with a model of how markets “should” work when
no individual is a bigenough part of the total market
to have any personal influence on market price: ;
_ In’striving to maximize profits, businesses. try to
- produce at the lowest possible cost those goods and -
setvices that consumers are willing and able to buy. ,
In some cases they also seek to-influence cogsumer -
demands through advertising and othersellinfactiv-
ities: They draw productive 'resougejsf('; ich gy

»|
R
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: ; A FIGURE 1 R PR
Framewurk for Analysis of Economic PbllCles and Issues ¥
éyS?i‘iijiiffc analysis of cconomic policies re quires: . »
- FbENTjFi,CATiON OF ISSUES [— - o
Issucs Pertaining to Issucs Pertaining Issuep Pertaining -
Relative Role of the 3 ~ to Overall to d;étiib’iitibh
Market vs: Government . Performance of - | S of fcome -
"Action. #  the Economy LN U S—
- - ) " .._,' i ’ _
y By a

KNOWLEDGE & APPLICATION OF BASIC ECONOMIC CONCEPTS

“

Economic Sysé’e'm'é

“
[

for n'soivmg’ prulrh ms and issnes de uimq with what fo produu how to pruduu, how |,

RIC

much to produce, und how to distribute the fruits of production: S g
- - - — It
chroefcg’np;'rjii'cs Resource Allmatlon, ';ig'i'd Macrocwnpmlcs Es.dnomu, '
* Income Distribution; etc: * - Stability and. Growth, etc.
_ H ; T
i _ . '
- KNOWBEDGE OF ECONOMIC INSTITUTIONS
which provides the factual and behavioral background needed to apply economic concepts
- —* y g . 4‘2 . ;
! ——— g ———————— ———————————————
EVALUATION OF E!ONOMX(_I ACTIONS AND POLKIES | 2
- ‘ vhu h necessitates dzshnqmslnng between ’
. Questxons of Fact of Prediction vs. Questions of Judgment or Vi!lues
e !
o by applying' - ; .
. , s - - ]
i . | Measurement Concepts ' v ’
. ~ M ¢
- ) ) for assessing economic performance;, '
: identifying o
- ] i ; -
' Goals/Values
] ; to be i[sédrds criteriafor i'vkililgfi'iig policy alternatives, e :
’ and ' s S
wctqhmg policy ch{nccs in terms of - ; N -t
,Eﬁgé:ﬁffiilﬁbﬁg" Goals_| + o
<. L4
2 ¢ 4 . ﬁ*
) N S - B : ,l; - - N
- IR < s o ' - .
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I.md .\nd mddum ) mtnt)iosc cntc SCS whcrv thvv

will eontributy h’i(ist to mecting cop@ilinier, dcnmnd‘s

thlc doing su! busmc\st’;»p.n out {ncomes to work-

ery; landowners; and other .supplwr'a of’ ph)dmhvv

serviegs who are dlso trying to maximize their ceo;

price for what they have to offer. These incomes, in
turn, make it possible for incgmie receivers to bid for
;.,uud'ﬁ*hcv want. Thus markets in whicl prices rise
and fall in response to changing demands and supplies
pruvxdc the mechanism thatlinks codsumers and busi-

s, cach group scckmg, to make the best uf its
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model of the cmnunm systom ' lmlx and busi-
nesses who savd pagt of their mcdmt nd iake these
:wmh\ .wmhbl.‘. for investment i new prndmtlvu

. numic retiiris by petting the best possible value or

.

facilitics or in human bcln;ﬁs Increase socidty’s capacity.?

to praduce in future years: As a result another cirealar
flow exists, connecting those having fu f”"ds tu invest

and thoge seeking funds to be invested: .
Individual freedom of ¢hoice is wntml to the way-
thie largely Uecentralized, market-directed American
econumy defines its goals §nd allocates its limited re-
sources. But those individual tfreedams oithe con-

sumer, wage-earher, investor, and éntreprencur are -

777777 by laws asd social institytions grotecting the

individual an'd society: Thu» markets and. pnces re-
flecting shxftm;, dcmand any supply- apndxtmns, are

limited

SQUIgEs in thc pmductmn of the most deslred boods
and services; but government, unions, trade associa-
tions, andvether institutions help to sc? and_enforce
the rules under which competition takes place, and

- sometimes participate actlvelv n the pracess of pro-
duction and distribution.
There are two general tyges ot queries fqndamcntal

torunderstandmg policy issues: One concerns ques-
tions of fact or prediction: What is known about eco-

questions of judgment or values: What ought to be done
to alter economic behavior? Should we undertake a
partncular policy or not, given that various people and

groups may be dxfferently affected? The failure to dis-

tinguish between questions ‘of what is and what ought
tv be is the cause of endlessconfusiorrand can lead to
inappropriate policy analysis, .

As we sort through the vast array of questlons and
issues comipg at us from newspapers, television, po-

nomic behavior? Or, if we undertake some action, what
will be the predicted effects’ The other type concerns -

litical campaigns, and our involvement ifl economic "

life, we find that most of them can be grouped into

the following three Broad ‘categories:
7

]Ghé major set of issues-concerns the relative role of private

i market forces and government actions. On these jssues we |

are inferested in knowing "what happens,” or what

is likely to hapgen; in response to a change in the

. demand for;:supply of; and the resultmg prices of in-

dividual goods and services; to changes in the'supply

and .demand for l.abor and capxtal to new develop-
'

- .
-

~ tween economic growth and the
is the “appropriate”

ca

-
N
e LN
.

tor a description of how the tokal econanise svrstcm or

its parts behave under conditions of trec mmpotltl(m

and varving degrees of restrictiony'A related_set 0f
questions pertains to s Kﬁt ougli to be iuno l‘Wh.\f
oupht to quuno say, when rising pru(--% tor any com-
modity (e.g.; vil; lumhcr, sugar,. of mttot‘) Become .l
political issue? This invélves thinking abouf whether
to rely iipon tht opor.\tmn Of Wdrket forges OF tatrely

apon pubm mtlon via gnvcrmm:m policy sudlvgs price:

way of phmsm;, thc qucstlun is: Whieni “should” direct
bm}?fnmgnitﬁ.utm_n be used to allocate resourges dif -
ferently from the way the price system w allocate
them? For example, should lacal gover ui}bnt act'to
allocate energy ¢ sourws  suich as dil or gas mulg gof-»
ernment comtinue tosabsidize \hipbwldmg, farming?
Most of these questions ¢ coneern economic efficigney

Toconsider appropriate public policy abott such que:

tions, one must first determigie #he ton\ct]uumcs o
~ choices; analyze them relative to desifed results and |

values, and then make what one 'b\l]wvcs to be the.
most favorable policy decision. But other questions or

government action relafe closely to economic cqmtv,

Fue example; should ;,overnmont famse. gasoline taxe

nments in tech nulu},y Rcspunw to those (]llf\thns calls

-~

¢s,.and the like. /\nothor é

é:

<

or use a direct quota rationing system to allocate hm— i

ited' gasoline supplies? Only after a detailed exami-

mation of all the possible effects would one be in a
position to reach a judgment, ‘

’

Anorhir nnportant categgry of issuob rrhm-s to Uu l’wn- ,
vmu ]wrfornmm . What "causes” i i

“causes” unemployment? ‘What. “should: bc'don'e”

about inflation or unemployment? What policies shouald

be_pursued when une mployment and inflation exist -
siMultaneously? What “causes” gconomic growth2:

What are some of the benefits and costs of economic
growth? What is the long-run rglatianship betweert
economic growth, population, apd employment? Be-
vgvironment? What

rate of growih Should we at-
tempt to speed up or slow down economic growth; or
pursue a “no-growth” policy? Wﬁ‘z?t is the best way to-

catrry otit our polxc:es"

A third major cateqory of issugs relates to'the d:stnbuhon
of iricoriie prodiiced by te 0 operation-of market forces and the
redzs;rzbutzbn %’ government action. Agam it is important
to separate “Is” from “should be” issues; What is. the
current dxsmbutxoh of income? What produces th
distribution? To what extent does this distribution per

petuate itself> What js the effect of existing and of
proposed governme§
tion? Should policies be adaopted that are designed
explicitly to change the distribution of income or eco-
norhic well-being? Should the tax structure be made
more or less progressive? Shotild schools continue to
be financed largely by property taxes? Should policies

L designed to improve economic efficiency be adopted -

ernment subsidize the housing of elderly and low-

income renters? These issues, some immediately vis-
. o D . S

¢! v ~.
RIC
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"~ trolled expérihwnts are ; dafficult to

5..

Ih@y come up n a :
. System works,’in ddomiiiii'n'}, whether collectiy e dv
.¢ cisions alterigdividual econgnfic leu\mn\, and W as-

:;,_Q sessing the extent to which inflation, ynemployr mcnt

and growth affect the goneral well-bejng of the g
pl.ﬂi(m’ Who gains and whi loses s, and whoeshou d
,,mn .ﬂid who_should lose arerthe questions that best
summarize i«'h lt u. at stake-here. -

Tltere are severalreasons why unequivocal answers
to these and similar questions ard not radily available.
, Economie systdms are comiplex, and an understanding
" ofthese. systems requires aconceptual framework, fac-
tudl-and Lultuml mformatmn, thu .\ppllmtmn ot .mal

orvovvr, our .1b|l|tv to know

he cconomy .md its. compu—

of mtmn to be t ka
cx.utlv h(m clfuctlvz

/ race ur.Ttt‘ dnd tnmclv mcdsurcmcnts of ecohomic dttl\'

1tv Fmdllv ?x vnn(-tv of. umnmxpdtcd events Jnﬂts

.\R*IU[IV can-
undertake in

cistons. UnlLku the phvsudl scienices,
CCONOMIcS.

‘Even if our understanding of tlw vwnomy and eeo:
nomlc dvcmvn m1kln;, were Vastly lmprovcd Wu snll

nts wxil pcr-ﬂst’ howu er,
ces in judgments about the actual
or prodxctcd effect ut spcuflg, decisions, and still others
will remambecauw individual ecanomlsts, as do most
individyals, adhere to different. sets of values.
The heart of economics is dé'ci;i'o'hi'rifa’Lih’g—-'ch'iiiis-
ing among alternatives’ But economic decisionyg are
noriﬂade in a vacuum: Rather; they are made if the
lightt of a set of goals. These goals vary from ohe society
“to another, from one grouptoanother withina 5ocwty,

~and from one individual to another within a group.
Among'the goals st ¢ ident in fhe modern world,
and particularly in American soc:ety are freedom, eco-
nomic efficiency, equity, security,’stability (full em-~
ployment and the absence of inﬂatlon) and economic
progress. -

Ecoriomic decisiori- makmg involves the' opportumty
cost principle. It refers to what must be givén up, i.e.,
to opportunities foggone when scarce resources are
used to produce particular goods and serwces A de-
cispon to produce ohe good entails giving up the pos-

siility of producing something else that uses the same
resources. The cost of produeing that “something else”
is the opportunity cost of producing the good chosen.
For anandividual; the opportunity cost of something
‘purchased s the price of whfitever could have been
bought instead. Opportumt?osts for a society are the .
; costs of the altgrnative uses to Wthh it could have put .
“its productlve esources:

RIC

|
/

-perpon o;.x ;,rou}v thmmn;1 one ;,ood lnﬂmd of -
anotiteriis m.lkm,, a frade-off —that is; giving up less
+ o one thing for more of sonutlun,, clse. ‘muvty has
to maky/trade-offs too; e.g., between its need for more
engrgy and its desire to preserve the ehvironment.
Tseatially thisfiivolves corfipaging the various costs
and benefits of cach of the dllt‘ﬂgdll\ ‘¢s and determin-
. ing how these costs and benefits will affect different
groups within the economic system: ’
Goals or criteria provide a means of ev .1]uatm;,, the
p,prlorm.mw of noto nly an economic system and. parts
of it, but also of existing programs and proposed new

policies: However; nuany of the goals cpaftlict; and dif-

'W/ ticult trade-offs have to be made. Examples are farm

price supports, which promote security but reduce of-
ficiency; minimum wage laws, which can be thought
of as cqmtdblv but may increase- tu' .q.,c unvmplnv-

dcrst.\t]d the ndturcvt the tr.‘ldc-offs so that thcy can
mrm tholr own ]ud ments in thl‘ ll;.,ht Of th( ir own

. arcasoned .\ppnmgh in dc.\hn;., with mntrnvcrsml eco-
\ nomic issues

2. A POUTICAL Scuche FRAMEWORK FOR
ANALYSIS OF PoLICY IssUES?

. 'l’hé 'p"o'l" Lél iLiéhﬁ%i uses certain major concepts to

find meanyng in the world of politics. These concepts

dlrcct attenhon to the sxgmhﬁnt qualmcs of any po-

what thipgs are 1mportant and how the) should be
studied/Nevertheless, while political scientists might
argue about exact definitions and preferred ap-
proaches, the following contepts provide us with *
‘working tools for political #nalysis. Each of the prob-
lems we shall be addressing in this series is a problem
of public policy, and thus its solution—or nonsohag

tion—must involve political. decision-making: These —
concepts will tprovide the means for understandmg

that process.

‘@ The first concept is. authority. By this we refer to the K
legitfmacy that a political leader or procedure or policy
has. A polifical action is authoritative to the extent that

/it is accepted as right and proper by the community it
/ aftects. Authority; therefore, isa relat:onshxp that arises’

the governed What nges a political decision authority
is usually its connection with some basic procedure or

4’ ’
& <
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The statement of political science concepts was prepared by
. Professor Smith; with the consensus of the other}mlih’éal sci-
' entists involved.in the project. - .
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iktitution that the community views as a fundamental” v;i'riii;ii'ﬁi'jig'itli"riiriirgli which policy is suggpested; for-

o - value Otten this is vxpressed by some historical event mulated; authorized, changed, and so*torfh. Some-
ordogument. Forexaniple, we say that the U:S: Con- times “the “policymaking process” rtKrs to what
“stitution gives thg President authonty to command the happens in thetpolitical system as a whol® and some- -

S armed hircc&..\n\ the Congress: authornity to declare times to actions leadinig to a particular policy or set of*

* war, while ndithd has authority to do both, . polisies: In cither case; procéss is glways activein na- -

Of cotirse there are many kinds of authority —inart, ture, and the term emphasizas that governing or pol-

science; religion; and so forth-—all involving stane- icymaking cannot'be described adequately by formal
‘dards of performance or-truth, The distinctive aspect - structures of aathority or power.. . Yoo \:
SF soliticd i P [ ol i ti 5 “.i [3 e 3 A h\' - I » .
e i et s e e e ® This BANGS.US 16 our fth cinedft, nsigtidis—well-
thority to make “final” decisions affecting Social values  ¢stablished and. “structared”, patterrs of behavior
2&. more specifically, to use cocreive force. Political * through which power is exercised and governmental

R _Aiithotity is a tricky concept because it is often con- actions are taken. Congress, t:hg I,r,qﬁ'fi cney. 't,h'c:su_'-
fused with power and because its evercise almest al-  Preme Court, palitical parties, clections: regulatory
ways means; that some members of the community agencies, and city counails are all politicaljpstitutions.
st do things thiey don'twant to do. THis complicates  Each of these is compased of 4 distindt structure obf,

*the.quality of approval implied by aathoritative acts. rules] procedures, roles, txpLCtdh()r]\ang rewards; and
Authority wanes as this complication grows.  * each serves certdin functions. In Amcrica institational

’ ‘ ST development is well advanced and policynfaking is
® Our second concept is power. Power is the capacity largely channeled through certain _types of political
to get peope.to do things they would not otherwise _ institutions designed to “produce” policy. Since if-
dos, with political power actipng instrumentalities of ~~ stitutions are by definition well-cstablished and cle-
collectivg sanction —customalysthe state. Obviously, / ‘hentsof their structure are often defined by formal
power has many sources. It can “come oit of the mouth - rules laws), political institutions tend to cmbody large
“of a cannon” or it can rest on such forces as love, —~ amounts of authority in their respective areas of ju:
money, oratory, knowledge; or authority.” Like au-  fisdiction. Indeed, we often referto persons whohold:
thosdty, 'power expresses a relationship. It rests oni . positions or offices in government ay “authorities.” So
shared values and unequal resources. Power is au- ~ Strongis this institutionalization that polifical activities
thoritative only when its exercise is accepted as legit- outside of them are often viewed witjt suspicion, ifnot
imate by thé commanity. §Vhen power goes beyond  + outright opposition. For example/stiget or courtroom

; _autthority; deep conflicts oceur in the community and demonstrations are usually treated as highly contro-

3 governnients must use more force and coerciontosus-  versialand “out of order” in the American community.

s tainth'emselveosj:d carry olit policies. We ordinarily _ Political institations, therefore; tell us a lot about
think "of demodfatic government as a model in wh'i'cz . public: policymaking. As embodjments of awtharity,
power.and authority overlap and where explicit pro-  they. are preferred channels for political agion and

: cediires of consent are used to determine authority. ~ power. They are not only ,“?%tﬁ{@f targets for those in
The distribution (who has how much) and exercise of ~the community who .wish to influence policics, but.
power are thus key factors in the way problems of - also are guides to who has community power. For

~ public policy are-handled in the political systém. example, congressional committees are the focus of
' L R R political activity by those community intetests over.
# Although we have used the term “public policy,” as whichsthe committees have jurisdiction; hence, those
. .ifit were asimpleand commonly understood concept, same committees usually becomerbiased in favor of
5 . in recent years political scientists-have given consid- those very interests. The same thing happens to reg-

son for this is that it is often difficult to know when * - policy. processes occur :in. and around insfitutions.

erable attention to its m'eaning}d analysis. One réa- . ulatory agencies:It is easy to see; therefore, that most

..+ an action is or is-not part Bf & “policy,” and.when  Moreover, important relatipnships: develop between
nongovernmental institutions actually might be “mak- ~ political "institutions and other tyfaggs—economic in-
ing” policy. For our purposes, thisthird concept refers  “stitatjons, for example. Business corporations, labor

| to patterst¥ of action by government that are directed at uniSns, and markets have close and comiplex ties to
. recognized social problems. Thus we think of public political institutioris ranging from comupittees of Con-
. poliay not as one action but as a series of gctions having.,  gress and’ federal regulatory agencies to small-town
/  political authority and aimed at some coherent set of governments. - ' S -
social nieeds: Policy, tHerefoe; is something that re- = T

/ ‘sults from what gé?étﬁiﬁéﬁf does and that teflects the . UOur S!Ktb,@@d,‘é§59!‘§?f{_‘ Ispohtlgalpurtlclpﬂfwn—j I

bower, valiies, and skills of the political commarity. - activities thatare part of political decision-making, the

e i results of which are supported by the power and au-

: & Iii order to deal with the multiple group and indi*  _thority of the state. The first'point to be made about

/ vidual actions;that go inte;policymaking, political sci- ° i/’/p;a:rjﬁiaj’a;tiﬁqgﬁirg its diversity. Voting is probably the
/ . entists often fise the concept of process. This refers to  © form of participation most Americans would think of -~

."* the dynamic relationships—especially the relation- _/ before any other, since free elections are gn institutior ¢

ships of influence—among those.who take partinthe . in America. But.for those of us interested in public -
‘ - — A I -
' . K * “’i ‘; /
\)4 - - . N ‘ N i“ N ;. s : 5 ‘.Ll
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" policyniaking, other forms of participation are more

: .
.
.

useful—wiiting letters to members of Congress, direct
lobbying; or _contributing to political campaigns, for
example. Bribing or assassinating or providing infor-
mation (o goveriinient officials are other examples.
These remind us that some forms of participation are
more_legitimate; more costly; or more effective than
others. . = v )
A second point about participation is apparent from,

the abeye description: some members of the com-

nturity. fQrticipate moré _than others; ,Alih()ugh it is

© not easy to smmarize the ¢normously complicated

natd¥e of this pu:nt, as a rule’the more resources of
wealth, «kill, or statu3 people have, the more and more
effectively they participate. The fact that this gener-
alization cag be made for every known political system
has obvibnjimplications for the distribution of power,

the nature of policymaking; .and the qutcomes asso-_

ciated with policjes. Democracies pride themselves on
expanding patticipation, and this is a public value in

the Upited States. Eveh so, the general relationship

between resources and participation remains. More-
over, participation is greater in some areas of policy-
makipg than jn others. For example, fewer Americans
“decide” the level of defense expenditures each yeafr
than where bridges“will-be built over inland water-.
ways. Participation must be measured and judged not
only in terms of amount; but also in terms of quality
and breadth. Some men and women might participate
with great interisity (and effect) in a relatively narrow
area of policy, while others might participate over a
wider range and with less effectiveness in any one

'

=

" area. Thus political participation is many-faceted and

P

"

complex:

- . r o R . -
. LooKIng back on the six concepts we have singled

out for special emphasis in the understanding and ap-
plication of political science,” we see that each one in
itself has a good chance of becomingZan arena of con-
troversy in the policymaki 55: Does a partict
policy represent an “abuse or a ‘maldistribution of
power”? Did the policy process wrongly exclude de-
serving groups in the community? Does government

intervention constityte a “misuse of authority” or the
“abridgment of rights”? The reason for this is that these

~“concepts not only involve description and analysis of

politics, but the evaluation of politics as well. Each car-
ries with it-values and standards=How much power

'is good? What extent of authority is proper? Who

Q

E
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should participate, and in what way? And beyond this

is the questidn of political effectivéness, the capacity of

cess: Does a particular

the political system ta act, to wérk, to get things done. -

Remember that Mussolifii was_originally . compli- °

mented because “he got the trains to run on time”

{which later turned out to be ‘questionable). So the

effectiveness of a governing arrangement or of a public

policy also be
terion of value. =~ , )
_ Finally, we are left with the question, “What is pol-
itics?” Politital (or “public”) authority, power, process,
policy; institutions, and participatign all.involv&con
flicts of value. Politics is the workif{g out of these con-

Y_‘.v‘
»
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comes (and hardly surprisingly) a cri-

disciplines; it is important to keep in.mind that they
have mich in'common, and-that in Mective analyses -

flicts so that policies can be miade and governments

can function. In'democracies politics is marked by bar-

gaining, compromise, and accommodation; and it js°
this meaning:of politics that is most common in Amer- .
ica. Where there is policy unanimity within a political

commynity or where policies are imposed on a com-
* munity, there is no_place for polities. Politics; there-
fore, occurs where there is conflict over social policies

and where ‘those conflicts are resolved with a mini- -

mum of value loss to &9)’ particalar interest. Some

- members of the community will win, others will lose.
Some will get more than others. But the gains and

I8sses will be limited by the précess of pdlitics. Politics
is often looked upon as a necessary evil; with suspicion
and skepticism. But as you consider the different prob-: -

lems of public policy, and the conflicts and contro-
versies over solutions that divide the community,
imagine what policymaking would bewithout politics.
It would be policymaking of absolute_ unanimity or

absolute coercion, or both. Neither of these’is con-
sistent with our basic ideals of individuality
~free :

and:the
and vigorous expression of ideas. -

.3. INTEGRATING ECONOMIGS AND 8

" POLITICAL SCIENCE

. While economics and political science are separate

of public policy they almost always must be used to-

gether. Indeed; “political economy” itself has a long -

- and distinguished, tradition as an intellectual disci-
. pline, The similarides and differences between eco-

~

nomics_and political science are summarized in
Figure 2.

{ . ,
_Both economics and political Science are concerned

with human values and with the decisions about those :

values that have social consequences: Both disciplines
are social sciences, which means that both have similar
.~ standards of scientific logic, evidence collection, and

", construction of theory. In short, they share acommon
emphasis on verified explanations of patterns of social-
life. Both, therefore, are conceérned with social prob-

rational approach to‘th/e stKij of social

‘lems: See Part I in Figure 2 for a summary of the four
steps in-a,
problems. :

" But the two disciplines differ ifi their framework for

analysis, institations, findamental concepts, and type
-of evidence dr “data” they most commonly employ:
Economists and pglitical scientists-have therefore de-

veloped different {reas of expertise. Economiists are”
experts on the vast array

of stable and changing con-

~ -ditions that are related to the distribution and ex-
change of goods and services. They concentrate their

i -w g ce—a--l-— e e Lo S -y - -
economic decisions take*place. The most notable.are-
{ P;

nas are what economists call “markets,” in which prices

are determined by the decisions of buyers and sellers.

Here the data are commonly in the form of units of
economic value—money—which have the great ad- .
vantage of precision and comparability.

12 < -

attention on the institutions or arenas where these -

K

-



FIG URE N :
THE SUBJECT MATT ER OF POLITICAL ECONOMY

) A Framework for Analysrs ‘of Political-Economic Policies and lssues . L
oy ”*'***;E;:**'. . = L
. T ' A Py PO i o
ECONOMICS . ©ooPOLITICS 5 F - >
(Economic Science) L ) . (Political Science) - ’ T
o . FOUNDATION = s .
‘ THE POLITICAL PROBLEM ’ !
- - - (Conflicts of interest)

= THUS. .
is rhe srudy of lhe melhods by whrch society—

I. Political econc

employs its resources. (huﬁirm ;apual natural; time) productively . " Tesolves conhlcrs of inierest ovcr lhc aulhorllauvé allocauon of
o for rhe fulhllmem of human wants. values; lhus a srudy of power.
i ° Toward these ends ) >
' Economrcs isa srudy of how a society decrdes—— | Poluu.s |s a srudy 0f how a socrery decides—
a. What wants to produce (| e., whai wants to fulﬁll) and how a. What goal values arﬁo be soughr and given aurhomy
. i much to produce : . . p - ,,
] . . b. How societies are to be orgamzcd for_the pursuit_and use of
. b How.t0. p‘mduce mosl e crenlly {i-¢., how (o allocaté re- : . power.and authority (i.e.; mechanisms for resolving conflict-
P resources most produmvely to their alrernaUVe possible uses) . ing values, dthL‘vlnL, social goals)
. ¢ For whom to produce {i.e., who is 10 get whit and how much ¢, For whom the or g.mrmuon exists (1. e who gets whar whose
and how is this o be decided) : goalyare er\Ld.) - L

Both economics and political science usually cmploy a problcms approach rnvolvmg four steps— 5

a. Dehmlmn of the Problem“Whal desired goals are believed 19 Be inadequately served by existing institutions?

“ How does "*what is"’ conflict with what many rhmk “‘ought to,be’"? k -~
Er:onomncs is conEérned with problems relating p parucularly 1o the goals Poh(u.s is concerncd wrlh problems relanng pamcularly o rhc goals
of— . of— .
. + _
. Efﬁciericy and produclivlly ' i LJ Jusuc.e ifi thie exercise of power ¢
2 Growth i 2, Equityin the dlsrrrbmlon of power (rncome deference,  -f

secunry. inflaence)

3 Srabrlny (borh fall employmcm and gCandl pme stability)

5 _ ) 3. Freedom (both limits on the use of power and access to
Security . - ] ., -fesources needed to rcalla individual potential.
S. Equny in (he drsmbunon of\nxome - : . 4; Effectivericss .
- P — —4 -~ _ . A - -

b. Unrdenlapding of the problem— What concepts, what analyu" iltools
science have to contribute to an understanding of the problem and its proposed soluuons" . _

Whiai do we kniow about how produulvely T :¢s are being em- . . AWhit do we know about valﬁe conflicts (i.e.; conr,, S0
ployed for the falfillment of human wants reluled to the problem and relaied to the problerm, HQw they are beirig | resolved and the rcsultmg

the consequences tor other values? : allocauon and use of- powg ? * )

IR - - — phiitefii)

mic and political rmphcauons" How fay citizers; as individoals

¢ Pablic pulicy alternati
" and groups; influence poluy dec ion- makrng

What'will be the pmhabl; consequences; both in th ( Who is ”roposrng what and why'Z How does pnwrc interest relate to
~ run (the seen effects and the unseen), for the economic goals srared i public inieresi? What are (he probable consequences for the polrucal B
- abgve? . goals identified above? L
rhus what policy allernauvcs wrll brmg the greatest net real]wtrﬁn.of valucs"

ources (5o that their I.c:, fesolgtion of the problem with.a minimum v.rlue Iess toany partrcl~

ginal value products in all alternative u will he equal). palll aid a fnaximurm value B4 :
1 Which policy aliernative is most compatible with orie’s economic pmlosuphy (.c.; une s view of the ‘
. : proper role of governsnent il relaton lo th emnomy)" ; - ., ' .
g . - . —

= v

ﬂ Action—How may one implement one’s views?

-

How dnes one act as, Lonsmmr prudlu.cr asa mr.mhur of an interest y
gréup to bring about desired changes? . . effectivein h;rngmg ahout dcsrrcd chdnges’
T - o - — — — —
B ) & o . "
e : _ ¥ - } .
. I3 - = .
P x . S 7 4 =
. v \ I *
' . - > . ﬁ‘ -
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p Political scientists; on the other hand, are experts
- on the digtribution and use of social power and on the
* institutions through which that power. is mobilized

’  and made authoritative. Most notably, thase are in-

* stitutions of government; political parties; -and elec-
" .itics, including votes, opinion surveys,.laws. and
judicial decisons. It is alse true that just as economists
-wTecognize that actidns of government dfféct economic
conditions directly and indirectly, political scientists
know that economic tesources are sources pf social
power and tha;/e'lc%morn’i'c issues are a major element
of politics. = | e
~ Insofar as alternative social goals can be assigned
economic values and markets exist in which those val-
ues can be expressed and measured, economic anal-
ysis carcbe used tq judge the desirability of proposed
- policies. Yost-benetit analysis is one way of determin-
ing desjrhbility: actions will be undertaken if the ben-
efits eXceed the costs, but will not be undertaken if the
costs exceed the benefits. ' :
When, tiowever, hiiman valiies cannot be measured

vl

as economic goods; or when markets are for some

. 4\‘

R {
A
s
T
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-+ tions. Since theréare no measuresof power.or authority
comparable to those of money-and. market value, po- | er and authority
" .mgnt. For each of the social problems treate

litical scientists use various forms of datatto study pol- . : n thi
¢ series, you will find it interesting to obferve how eca- -

reason (e.g. if they are monopolistic) not effective in

their pricing and distribution functions, then policy
decisions tend to be moved from the economic to the

., political arena. The realm of politics can encompass

conflicts among alternative human values and sociat
goals'of all Sorts, with the resulting policies being en-
‘forced through the power and authority of fp;vc;grjf;

d in this

nomic and political factors together contribute to both
the cause and possible solutions of the problems and
how social scientists analyze in their distinctive ways
what the problems are and how they mightbe solved.
" While we recognize the importance of the other so-
cial sciences and the extent to which they enhgnce
one’s understanding of public problems and issyes;
our aim here is to combine only two of these disci-
plines: economics and political science. The seacher

resOurce materials contained in this and other units in

the series provide concretg, illustrations of how eco-

nomics and political science may be combined to en-"

able students (1) to analyze and. understand policy
issues and (2) to participate effectively in the political

process through which policy alternatives.are exam-
ined; promoted; and acted upon: .
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I E . PERSPECTIVES ON INFLATION s
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L . A 500-SHEKEL NOTE IS ISSUED IN ISRAEL

TEL AVIV—A 500-shekel banknote bearing a poftrait of Baron Edmond de

LARGEST SO FAR

-

MICHAEL K: SALEMI | P

Rothschild went into circulation here. The bill is to spare Israeli wallets from

w bursting with ever-thickening wads of banknotes, the highest of which was

“onily 100 shekels uritil npw:

The “Rothschild” is expected to lose half its value in orie year if the current

s . < T 3T

Al

percent. :

_ The “Rothschild? was worth $15.50 when senit into circulation Wedp#s
4 The 100-shekel bill, worth $6.60 a year ago, is down to $3.10. Bgakof |
officials alréady plan a 1,000-shekel bill and are looking ahead to a 2

5,000-shiekel whopper bearing a picture of the lal Mrs. Golda Me
| whopper )

former prime minister.

INTRODUCTION

This publication®is about inflation—its nature
effects, its causes, and how to stop it. The.news ifem

above proviiles an-apt introduction. On the surface;

theitem conjegns an edsy “fi%" to a mundane problem:
. if price levels double annually, a convenient solution
is to use currency of higher denominations. But thg

- item also suggests some more interesting questions.

First;, how could iiiﬂé_ﬁ_bﬁ in the United States de-

_ This mondgraph was
Switzerland, on leave §
_ Lwish to thank my «

Salemi who re

] .
.

nature; itsw

d and commented on the manuscript: Finally, 1 wish to thank Dr.
"and American, history with a skill and verve that I still admire.

triple-digit inflation continues. The 1982 inflation total is expected to hit 130

ir,

., —International Herald Tribune, December 3, 1982

\

N
-

. crease from double-digit levelsin 1980-arid 1981 to 6.1

percent in 1982 while the Israeli inflation rate rose:to

130 percent? It is not becausg, the United States has a

larger economy. In tifiy Switzerland, the inflation rate

during the past decade has been roughly half-that of

% the Unitéd States. Second, are there morg serious rea-

- sons td'end inflation than merely to preyent/wallets

from bursting” as the Herald Tribune states? Yes, but

not because inflation necessarily makes it difficult for

4

/

people to afford goodsand services. Third, whakisthe

\

ared while the author was a research associate at the Graduate Institute for International Studies in Gen¢va,
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- juice atbreakfast because orange jiiice is now rélatively
more expensive.

connection between mﬂahon and the amount of nfoney -

in circulation? The article suggests that moge inflati
-, implies a greater need for money. In whay follgvs Inflation is quite different from relative pnce changes
l’nfla‘hon ocu%s when all or most prices tend to in-

&l

Wil see that the opposite is nfore fundamental rapid\_ - Inflal
era sustained period of time. The

growth in a niation’s money supply eventually cduses ~ - crease’togeth
' forces that causge ir atlon are very different from those

. price inflation in that nation.
=" Most econamic policies that ameo/c:)ntrol inflation _ that cause relative  price changes. Relative price changes
l‘gﬁiomlcally controvérsial. The* Nixon administra- - -are necessary for the efficient functioning of any econ"
ti wage and price controls of 1971-72, President: o omy Inflation itself is by no meanssxmxlarly necegy

Ford’s WIN- (Whlp Inflation Now) €
cajls made by Presidents Carter an
duced. g{ulernment spendlﬁg and a smaller Washing- ciety as a whol

eagan for re- °  inflation; an o erwheimmg e can be made that so-

ortation, and the sary. While sgme memberl%f-:oc:ety benefit from

vould be betteroff with less mflatnon)

ton bureducracy all met 8erious ot dposition. There are and, particularlyy with less erratic movements in the
three basic reason$ why inflation is)politically contro- rate of inflation than we ekpérieﬁéé& in the 1970s and
versial. First, many.in government kee irflation as of- early 1980s. =~ -
fering a more attractwe source of hew revenue than :
doesadditional taxation. Second, there is notuniversal - — . - .. .. - :
igrééfﬁéﬁt among or between econpmists and politi- 1.2 An@ampleof a Slmple Price Index
. cians as to the causes of inflation. Axd third, once it The lastsentence aBave uses:tife term “the rate of
- s f“'mi)’ established, inflation is costly Yo-efid. Mote- inflation” as if there weﬁe, in 3ny month or year, one
over, tHose costs are likely to be borne more by some . precisely definedanswer to th question *How rapidly
members of society than by others. In what follows, are prices rising?” A little reflection will suggest, how- -
these and other ideas are explamed (& ' ever, that no such precisior is possible. In Chapel Hill,
, North Carolina; where 1 live, the price of hamburger
- - * - . may have mcregsed by 7 percent from 1981 to 1982,
————— - the price of gasolij€ by 10 percent; the price of canned
‘Q}P RICE INDEXES—‘OUT OF ' string beans by 3°percent; the EEiEérofiaﬁrpoy;!;ngket
MANY, ONE by 15 percent. On the other hand, the price of pbcket
] calculators may have fallen by 15 percent while the
1.1 The Differences between Inflation 2’,,.,\pnce of a plzza—wnh sausage and mushrooms—at
__ and Relatlve Pnce Chéﬁgéé ‘ my favorite pizzeria may not have changed. Which
ﬂ one of these numbers or what combingtion of these
- Changes in prices are a fundamental part “of the numbers could reasonably be called the rate of inflation?
workmg of the economy of the United States. In our . There'is no single correct answer to the above. ques-
economy; prices function as a giant sighaling system tion, but some answers are more reasonable than oth-
that relays information regarding the relative scarcity *  ers. Ecoriomists iise price indexes to measure the rate
or abundance of goods and services to all those who - of inflation. Generally speaking, a price index is a
“produce, consume, buy, and sell. Sirrce the economy~  nurhber that compares the prices of a basket of goods
is constantly buffeted by changes and shocks such as with the prices of those goods in some reference or
severe. alterations in weather, strikes; the 1mpact of base period: There are three price indexes that eEon-
" new. inventions, bankruptcies; abrupt changes in tastes omists commonly use and that are frequently refetred
-, or fads, and innumerable others; it is not surprising to in newspaper and TV reports: the consumer price
thatiprices are constantly altering in relation to each index; the producer price index;, and the GNP deflator.
other. These price changes—some up, some down— Before discussihg these indexes, it is useful to work
are a crucial part of the economy’s adjustment to all through an example that should help explain in very
’ the changes and shocks it experiences. simple terms how Eﬁéﬁgéé in a group of prices can be
Not all price increases constitiite inflation. If tinsea- measured. .
sonably cold weather in Flonda damages the orange The economy offers a vast array of goods and ser-
crop, the price of oranges will increase. It would be a vices. But younger consumers care about only a very
mistake to gescribe such a price incregée as inflation few of these. My daughter Caitlin; for exﬁﬁﬁié, spends
« or as thepesult of mﬂatxon Orange prices incredse in herallowance on chocolate bars and salted-in-the-shell
order to rafion the now smaller supply of oranges peanuts. During 1981 Caitlin received-an allowance of
among prospective consumers. The key here is that - one dollar per week. In 1982 she declared that she
the price of oranges has risen relative to other products wanted an increase because her dollar “didn’t buy as
in general'and to other fruits in particular. Many con- much as it did last year.” The data that describe her -
sumers will therefore edBéEiihié grapefruit for orange - situation are presented in Table 1.
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;“: TABLE1 - . . isfied with a market basket that contains fewer candy

Cait's Candy and Peanut Expenditur : bars and more peanuts. So in 1982 she may cat her
— purchase of candy from three bars to two bars; and

Candy Bars Peanuts ; increase her purchase of peanuts from 1 poand to 1:6

. Quantity _Price. Qijéh'ilty'"; . Total pounds The total cost of thIS basket 1s also $1.40:
T Price " per. T per — —per— - ‘Expenditures )

Year Each ‘Wéék Lb. ‘Week __per Week

— — 1.3 The Consumer Pr{ce Index ’
1981<$2O 3bars  $.40 115, $1.00

1982 $30 3bars '$50 --1ib. . #7140 _ The U.S. pnCe index that is -proba ly : most w1dely
' —— — " known is the Consumer Price Index;(CPI). The index
is based on the prices consumers pay for a fixed market_

The table show/{/hat betw""f {981 and. 1983 there basket of goods and services; When newspaper arti-

was a'50 percent/ncreage in the Price of candy bars cleﬁsgrny broadcasts discuss the rate of inflation, they
~price of peanuts. A dre most often talkmg about the amognt of Jincrease
price index that reflects thefelative ihportance of candy ~ in the CPL. The CPI was first constructed during World
and peaniit prices to Caitlin' would be: War [ as a basis for adjusting shipbuilders’ wages,
o e which hadbeen placed undergovernmentcontroldur-
CPL = (@3 x PCANDY) + (1 x PNUTS) - ing the war. The CPI has been revised several times .

""" since then; the most recent revision was introduced i m

PCANDY and PNUTS B:he pnces of candv bars and early 1978. Gathermg information for the GPland cg

[

puting it are the responsibility of the BUreau of Laor
Stahstncs (BLS) ofthe U S Department of Labqri

peanuts, respectively® This.price index is a weighted
average of the prices th atter to Caitlin. The weights

(3 for candy and 1 for nuts) reﬂect her actual purchases' )
ple: The BLS conduicts. interviews

uses other survey technigug
. list of goods and services that ’epresent the purchasmg
pattern of typical urban consyhners and their fami
In this way, the BLS determphes what goods and ser-
vices éthld beincluded inthe C fldhd thé'iﬁj'p’bitéi’it’e
week in 1981. By this measture the price level in 1982 m the index—the “weight”—thatgach good and éer-
515 Sl 40 ie. (3 x 50 30) + (1 x SO 50) Together these vice Sthld receive. The Welbhtg for tl'ii‘ CPI remain
numbers mean that Caitlin would need an allowance unchang.,ed until a new market basket survey is con-
ducted. The two most recent survpys of thé market

of $1:40 to buy in 1982 what $1:00 would buy in 1981.
basket were conducted in 1960«61 and 1972—73

‘It would thas seem appropnate to raise Caitlin’s al-
“ée b e . Every month representatives of the BLS visit stores

lowance by 40 cents per week:

The example gives one answer to the problem of and get information from other verddors (e:g.; tele-
how to express inflation as a single rate when in reality phone and other utility compaplgs) to determine what
prices of different goods move at dlfferenﬁrates use each item in the market basket costs. They are careful

a fixed weight average. Based on our calculations for to conduct their Surveysmawaythatmnmtcs the actqal
Caitlin, prices on average rose 40 percent between 1981 buying habits of consumers—for example, they price
and 1982; although neither candy bars nor peanuts goods at supermarkgts to the samé extent that urban
increased exactly this much. consumers buy thefe. In recent years the CPI has thus
But Caitlin is not concerned w1th mdexes she is relied more heawly on supermarket prices and less
.«concerned with the buying gower of her allowance. heavily « on the prices of similar goods at local “Mom
Because that buying POWQ%S been diminished ows ~ and Pop” grocery stores.
ing to an inflation rate of 40 percent, a 40 percenit in ™After all the necessary data are collected each month,
crease in her allowance w1ll make 1t possnble for he X the : ,7Constructs price indexes for individual items,
—for gropps of related items (e.g., fnod) and for the:

pournd Qf peantiits each, weeR ln 1981 the Rnce level
for Caitlin as measured by the index was $1.00, i.e.,
{3 X %0.20) + {1 x $0.40). In 1982, the price level coyld
be 'reas;'o'nab'ly measured as the 'c'ost 'of the quantitles

i Wl'\lCl'\ the BLS calculates the mdex for the total
“all itermis" ) CPl (The samme procedure applies to the

componierits of the CPI, e.g., food, apparel, medical

that she may alter her buying pattern. ln 1981 a pound
of pearilits were twice as experisive as a Candy bar in

1982, the peanuts were only 7 percent more expen- care, etc.) 2

sive, i.e.; peanuts were relativé less expensive than a: BLS finds the to;al cost of buymg a very specific
candy in 1982 compared to 1981. quently, with market basket of goods apd services in the base
an allowance of $1:40,"Caitlin may well be better sat- period. Eet us assume that the total cost of pur-

- . )
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éhasmg this market baskét in the base penod is
'$9,000. The base penod of any index is arbitranly .
set as equal to 100.0. In this case:

S9.000 . 19.0-= 100.0 - "

b: BLS finds the total cost of buég same market

basket in a subsequent penod Let u$ assume that.
the total cost is $11,500 in the subsequent penod

" The index gumber car then bé denved by making

the followmg calculahon

$11,500 47 1 / B
59,000 x1000—127 s
The\mdex in the subsequent period is-then 127:8:

Hence, the CPI has risen 27.8 percent compared
to the\base period because

160.0 x 100.0 = 27.8%

c. If,ina stkll later period; the cost of the market

basket rose to $12,000, then the CPI for that penod
would be 133.3; obtained as follows:

$12,000. |
A s’9000><1\000‘ 133.3 .

The rise since thegase period would be 33.3 percent-
100.0

because /'
100.0 -

133.3 -
d. Anyone who has access to the above mdex num-

X \1\00% = 33.3%

’d bets can calculate the percent increase from the

second to the third periods as follows:
133.3 - 127.8
127.8 43%
which means that the CPI has risen 4.3 percent
between the second and third periods.

x 100.0 =

\NBW for an actual,example In 1982, the CPI av-
eraged 289:1: The base for the CPI is 1967, meaning
that the index stood at 100.0 in that year. These two
numbers signify that a consumer purchasing the typ-
ical urban consumer’s market basket in both years
would have spent $2.89 in 1982 for each $1.00 spent
in 1967. This does not mean, however, that an urban
family’s spending—or cost of living—increased by 27
times over this fifteen-year period. The increase in the
consumer price index will overstate the increase in
_actual spending to the extent that as relative pnces
“charige, consuimers buy less of goods and servicgsthat
have become relatively more expensive and more of
those that have become relatively less expensive. In
other words, substltutlon that in effect, lowers the

1.4 The Prodi_icér Pfiéé Indexes

Producer Price Indexes (PPl)—formerly called

- wholesale price indexes—measure prices received by

~ . ) .
‘ . . P
. : ) N

« consumer- retail price
- costs to the retaller, sal¢

' meanmg that the weights’ of the mdexgre,changed

12

~
producers of commodities in all stages of processing,
ratherthan pricescharged to consumers. Hence these
BLS mdexes include prices’of goods that are not used
by:consurriers, such as raw materials and Heavy ma-
chinery. And the consumer goods prices that are m:
gluded in these mdexes exclude that’ portion pof
tat represents transportatlon
5 taxes, and the salesand other
costs of retallmg the good. The BLS calculates the PPIs
monthly frofm data obtainedgnainly by question-
rr:’alres serit to the. producerc:@ ﬂl%!,\ o
The BLS records the prices of near’y 3,400 com-
modities—no services are included drrectly~for the .
PPI every month. From these it computes separate
PPIs for different stages ofproductlon——raw materials
(e:g:, wheat, cotton, iron and steel scrap), interme-

diate materials (e.g:, flour, fabrics, and sheet metal),

_and finished goods (e:g:; bread; .apparel, and autos):

“There are also separate PPIs for different commodity

groups such as chemicals; fuels; furniture, machinery,

textile products; metals and metal products; etc. BLS
also compiles an “all commodities” index. )
The PPIs; like the CPI; are fixed _weight indexes, -

only infrequently. The result is that the
-do nelreflect changes in the relative importance of
various raw materials or in the specific product mix
that may occur in a given industry.

There is evrdence that the PPIs—especlally the one

changes in the PPIs arehkely tobeﬁreﬂected in the CPI :
several mionths later. Thus, the CPI will resporid miore

,slowly to inflationary forces than the PPIs. This is not
surprising. Consumer goods often pass through a pro-
duction and marketing process that takes many months
to complete::

i 5 The GNP Deflator

The GNP Deﬂator (GNPD) is often called an rmplrcrt
price index. It is implicit because it-is a by-product of
\ the 'c'o‘u tation of the Gross National Prodtict (GNP)
statistics carried out quarterly,by,;he Department of
‘Commerce. Put simply, the GNPD results from the
following process. Commerce compttes the value of
all final goods and services pyoduced by the economy
in the current quarter in two\ways: First, the value of -
those prod ucts is computed aficurrently prevailing re-
tail prices. Second, the value &f those products is re- -

computed at the prices that pre\(alled in the base year

(at this writing; 1972). The GNP Deflator is the. ratio

of the first number to the second: It givesa compa‘w&
of current prices to base-year prices.

The GNPD differs from the PPIs and the CPlin se\/—
eral important ways. First, it is the most comprehen?
.sive of all price indexes because itincludes the prices

18
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of all the - goods and services producedin the economy
Unlike the PPIs; it includes actual prices paid by con-
sumers and also includes services. Unlike the CPI, it _
includes pnces of. goods used by industry (e: 8 ma-

chrnery) and ‘goods exported to other countries: Sec-

ond,; it is a vaiable weight index, not a fixed ‘weight

- index: Therefore, changes in the 'GNPD reflect both

changes in prices and changes in the compositie
from ‘one period to another. Third, unlikelsorre of the
PPis; the GNPD reflects pns:es of flnlshed ¢
only.

-[Each of the price indexes descnbed is avar] 3

an average annual bamﬁ; the section on prices in the .
nited States. The annual av-
erages for the CPI and the PPIs are based on indexes-

Statistical Abstract of the.!
" that are calculated and issued monthly; the annual
. average for the GNPD is based on an index that is
. taltﬁléted_aﬁd issued each quarter.

2 wmﬁ 1S INFLATION® L
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As we have stated earlrer 1nﬂauon is’ persnstent
growth in the' gene al level of prices. Price indexes are
used in the United States and other economies to mea-’

“sure the general level of prices. From this point for-
- ward; then, we will consider inflation to be persrstent
growth in a consumer price index, a producer price

index, or a GNP deflator: All three will usually rise in

a general period of inflation:

2.1 The Inflation Rate

In Section 1.2 we saw that Calt 63 pnce lndex stood
at 100 in 1981 and 140 in 1982.We concltided that
relative to the goods she consumes, Cait experienced
an 1nﬂatron rate of 40 percent;between those two years:
We may venfy that observation as follows:

Mi"” = -7”7 v '77 s
~eto0 <1000
40.0% -

Cait’s Inflation Rate =

It

The computation of: the inflation rate shown'in the

above formula comprises foyir steps:«.

a. Compute the arithmetic differencd between the
value of the phi:é index at the later date {1982) and

¢ its value at the earlier date (1981) $1 30 ~ $J DO =

$0.40. ¢ Vo

b. Divide the difference by the carlier pmc% indéx value™ -

to convert the difference into a ratio (a unitless.
number): $0.40/ $1.00 = 0.40.

c. Divide the resulting ratio by the number of years
1nterven1n;, betwéen the two dates to which the

R SJ ) - R
\ . .
. . 2
.

n of output -

’ T

-
price index refers to convert the number ifito an
average annuai rate Df change 40/ 1 -40:

‘d Mulhply by 100 to. express. the inflation ratesas a
percei\tage 40 x 100 = 40%. - A

" For a-secorid example recall from Section 1. 3 that

- the €PI stood at 289:1 in 1982 and at 100 in 1967. (Each

of these numbers is a simple average of the twelve
monthly CPI values for the year.) To get the total

~ amount of inflation betwet;n 1967 and 1982 we perform

~

the followxng operanon _ 4
.0 = 189.1
100.0 . x 100.0 ‘

/Since inflation has amounted to 189.1 percent in fifteen
Jears, dividing B 15-implies that, on average, be-
' tween 1967 and 1982 consuné‘r prices grew -an-
nual rate of 12 6 pergent.! Athird example lllustrates
that thé 1nﬂat10n raﬁ\ay be very sensitive to the exagt
dakes on_which a price index is observed. The CPl

stood at 265.1, 2834, and 283.1 for March 1981, Feb-
ruary 1982, and. March 1982, respectxvely Using the
_formulapresented above we canclude thatfrom March

+ 1981 to March 1982 the {nflation rate was 6.8 percent
but from February 1982 to March 1982 the inflation
rate was — 1.3 percent:

CPI Inflation Rate (March 1‘)81 to March 1982)

— 283.1 — 265.1 -
: %51 x 100-0 = 6.8 percent
CPi Inflation Rate (Fébﬁiary 1982'to March 1982)
~:283.1 — 283.4 "
e

In order to compare the latter computation which

—0:11 percent

is for one, month oniy, with the preceding computa- .
* tion; Wthh is for a year—or twelve months—we must
multlply the second result by 12. The result we obtain
is —1.3 percent. Which of these two numbers more
truly characterizes inflationary conditions inthe U.S.
economy in March 1982? Agaln there is no  single cor-

represents twelye rngnths o£ 1nﬂat|on expenence ang
is less likely to be influenced by an ” urygisual” rate of
price increase in any month.The ﬁgure: 1.3 percent,
Wthh ‘means; that consumer prices actually fell be-
tween February and March,-may indicate a new infla-

tion trend orinay simply be an aberration. ’

1. Another f mpla lsrgeneraily uso;d to compuu in

«* .- when the interval between two observed index num Qngu

© " than a year or two. Let In(t,s) designate the inflation rate be-
tween the terminal year (£) and the starting year (s). Then

Inft,s) = [In CPI = In CPIGI 1t < 5)

Whtl‘( ln CPI is the natural logarlthm ofthetndex numbt r. Thrs
formula was used to compute the inflation rates in Tables 2 and’
3 and in Fly,urt 1. The formula is similar in concept to that;
rmbodu,_d in u)mppund interest calculations.

x




2.2 Inflatiofiin the United States *

Between 1965 and 1980 the United States experi-
enced a period of inflation unlike any other in the,past

“hundred years of its history. Not only was the rate of

inflation high by historical standards buit it grew stead-
ily as well. As measured the CPI the inflation av-
eraged 6.6 percent per year for the entire period; 4.2
percent for 1965-70, 6.7 percent for 1970-75, and 8.9
percent for 1975-80. The highest rates were reached
in- 1979 {11.3 percent) and 1980 (13.5 percent).

« Many people, econoists and noneconomists alike,
wondered whether }%'h inflation rates had become

patt. of the natural ecOriomic order, ind some ques-
tioned whether a superinflation suchas that experi-
in Europe after World War I and in some South
n economies today might possnblyoccurm the

restriktive Federal Reserve policy and a recession siib-
stantijlly slowed the rate of growth in the CPI, and
the lnﬂation rate was d0wn to 6. 1 percent Whether

fABLE 2 -
U S Consumer Price Indexes and Inflatlon Rates

_DECADAL AVERAGES OF ANNUAL INFLATION RATES®

1860-1870-  35% 1920-1930 ~1.8%
1870-1880 -2.7% 1930-1940 -~1.7
18801890 -07 1940-1950 56
1890~1900 0.8 1950-1960 2.1
1900-1910 ;1 1960-1970 2.7
1910<1920 79 1970-1980 78
ANNUAL INDEXES, 1950-1982 (1967 = 100)
1980 . 721 1970 1163
1951 778 1971 1213
1952 _795 . 1972, 1253
1953 80.1 1973 1331
1954 805 1974 1477
1955  '80.2 1975 1612
1956 814 1976 1705
: 1957 843 1977 1815
. . 1958 866 1978 195.4
71959 873 1979 217.4
1960 88.7 > 1980 246.8 -
1961  B46 1981 « 2724
- 1962 90 6 1982 2891
1963 = 917
1964 ° 929
1965 945 - .
- 1966 7 ERA )
1967
1968 -
1969,

A3

TABLE 3 -

- \ {
* ln’flatiorl}'aks in Several Indt’lstnallzed Economles, {
- AN \\ Average Yearly A,,,,,, r
1961-70-1971-77 1978 1979 1980',198J7
" &
. 7
U.s. . 28 6.6 77 113 135 104
Japan 58 167 38 ..36 ", 80 49
Gertiany 2.7 5.6 27 41 55 59
France 4.0 90 . 91 3108 136 134
UK. - 3.1 13.9 83 134" 180 119 _
_ltaly 39 131 121 14.8 212 193 7
.Cariada 2.7 7.5 8o 10.1 124 .
Switz. 35w 58 40 65

;erate price nses or merely a paiise in a contmumg
‘period of high inflation was a big questlon when this

ublication went to press. :. .
High inflation rates have niot always been the norm
te U S . economy. Lndeed the decade by decade

relanvely rapid inflation (1910-20); periods of mod-

erate inflation (186070 and 1950-60); periods of rel-

ative price stability (1880-1910); and even periods of

definitely declining prices (1870-80 ald 1920-40): In

fact, between 1930 and 1932—the early part of the Great

Depression—congumer prices fell at an average rate

of 9.0 percent per year. History, at least, shows that

“one should not conclude ihat U.S. prices can only go

up.

Relative to other industrialized countries; our infla-
tion experience since 1965 has been worse than some
and better than others, as Table 3 shows. The U.S.

- inflation_ 'rété was 6h the {OVV éide dﬁiihg the 19605

. countries listed in Tabie 3

rel,a,hvgly low mﬂatlon rates, but between ,1978 and
1981 U.S. inflation increased and tendéd to be on the
high side. Table 3 also shows that inflation accelerated
after the mid-1970s in all of the couintries shown. This
is ‘ot surprising becatise the oil price rises engineered
panization of Petroleiimm é’(portmg Cotintries
-C) contributed to inflation h these and other
ies. Moreover, the economies of the industrial-
ountries are so closely connected by interna-

fional trade and by finantial markets that economic

‘problems are qmckly transrmtted fr’om One country to

another: °
None of the mﬂ'ltxon rates m the industrialized

come even remotely close

7

1

tothe highest experienced in this period, In 1980 Fc——-

cording to the International Mgnetary Fund; the worst
cotsumer price inflation was recorded by Israel. Its

- ~
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[-r;te of 131.0 percent meant that pnces substantially

more than dotbled during 198(1) lon¢! In that same

“year Turkey experienced an in

* cerit, and Argentina; Brazil;

livia posfed rates of 100.8 pexcent) 782 8 percént 63:5

percent; 59.2 percent; and 47.2 percent, respectively:

« Anyone in Israel and Turkey whose wage rate did not

* at least double in 1980 was likely to have been worse
off at the end of the year than at its beginning. And
people. whose income was fixed in Israeli shekels or

_ Turkish lira must certainly-have suffered a serious de-

“

' 2.3 Hyperinflation:

Y Even the triple-digit inflatioh

cline in their level of living.

Inflation Out of
rates experienced by’
Israel, Turkey, and Argentina p 1980. fell far short of
the record inﬂatiq’ns 'e)’(p"eri'e'n'c'e' \by Germany and sev-
eral other. Europeah countries after World. War I. On-
average during July 1920-June. 1923, the rate of infla-
t10n in Germany equaled 933 percent per year. And.

. Contrel”

reoccupxed part of thie Ruhr regxon of Germany, a coal
mining and steel manufacturing center, because they
claimed that Germany had failed to make the repar-,

ation payments demanded of it byl the Allies after World

War I: The Germans responded with a policy of pas-
sive resistance that included a ggral strike through-
out the region: The German ernment paid the
striking workers as a demonstration of its support of

therr cause an actnon that added to mﬂatron

reached a staggering and vxrtually mcomprehensxble ]
annual rate of 214,387 percent. It is difficult to_appre-
ciate the impact of inflation Bf this magnitude—ap-
proximately 25 percent per hour! Workers sought
payment from employers twice daily 50 that they could
buy goods in the middle of the day before their wages '
had lost their value entircly. And the central bank (the *
official bank of the German government), dissatisfied
w1th the rate at Wthh the avmlable  presses were prmt-
added zeros to increase the number. of German marks
~ éach note represented. i
Much has been written about the causes and con-
" sequences of this famous inflation: The Italiangecon-
omist Constantino Bresciani-Turroni argued tdbt the *

hyperinflationdestroyed the German middle class and
paved the way fof the rise of Hitler’s Nazi regime. The

inflation most certainly destroyed the German mon-
ehry system and forced Germans to resort to barter
in order to uxdmm,e goods and services. Who would

be willing to accept payment in currency when cur-

vn\\

- ; , L

" rency lost half its ablhty to buy goods every two hours?

Without a doubt the German hyperinflation oc-; °

curred because the German central bank increased the

quannty of Germgn marks in circulation during this

period at astronomical rates. [t did so in order to pay

for the gbods and services needgd-by govemment and

in order to make transfer payments'such as those for

"éoaal security and veteran’s pensions to German cit-
- izens: The head of the German central bank; however,

put the blame forthe inflation on the Allies. He argifed

that the Allies wanted Germany to pay war reparations

which were Beyond its capacity to pay. Whatever the

ultimate cause of this great inflation; clearly if ended

only after the German government agreed to cease the
unlimited pihting of mdhey to pay its expenses More
about this in Section 4.

5

3 THE ECONOMIG"EFFECTS er

INFLATION .

AmOng the most widely held economicbeliefsis that

. inflatioris detrrmental to the well- bexng of society. If

swer that inflation makes goods and services more
3xpen51ve and thus lowers living - standard@ But this

inflation rises; the incoms received by that socxety s
members rise aswell. To argue?gat inflatjon lowers a
society’s well-being one 'must demonstrate that infla:

Jtion wastes resources, creates undesirable realloca-
tions of income or of wealth arong a society’s

members, or leads members of a society to make choices
that are inferjor to those they would otherwise have
made. What follows is an attempt to show how infla-
tion alters the choices members of a society make and

then to indicate who gainsand who loses from infla-.

tion, First, however, it is important to make( clear the

difference between anticipated inflation and uhanti-
cipated inflation and that the two have very different -

g

economic effects:
. 6’

3.1 Anticipated and Unantncxpated
Inflation

To yhderstand the- difference between anticipated
ngsnanticipated inflation and the effects of each,; it
seful to ask the economist’s what-if question: What
if the inflation rate-in the United Sta®s stabilized and
remained at a rate of 10 percent per year month after
morxh, year after year? If there was so little variation
in thé rate of inflatiorrthat everypne came to regard a
10 percent inflation rate as a norknal part of économic
life, would there be any reason to attéempt to lower

! ~

ot

>
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than 10 pércent?

~ The perhaps uriexpected answer is: ”Not very hard"’
‘Because members of this “what if” >octbtv can accu-
rately predict that prices next year widl be 10 percent

hx;,her than pfices this year; they will enter into eco-

mic arr];ngements that reflect thls 1nformatxon For

0
[T\zrrnple on the assumption that the average of all

prices will rise-about’10 percent annually, both em-

ployee> and emplovers will dnder@tand that" wage in-
creases of at least 10 percent pcr \ear are necessary
for wages to keep up with prices, The Same economic,
forces that'prevent emplover> f?f)’m low enn;, wages in

.

v
L

~

a world of little or no inflation would in general act to -

increase w age> at a pace at least equal. to- 10 percent
per vear.
~ Borrowets and Iender> would al>0 reallze that dol-
lars repaid ingthe future will lose purchasing | power at
fhe rate of 10 percent per year. They will thus see that
part_of the interest rate charged should be compen-
aatwn tor the ﬂ“rtrcrpated declrne in the '; ity ¢
""" tuture

percent avera;,e inflation rate were replaced witﬁhiq

“sure” 5 percent average rate but the gains would be
small: If the inflation rate were luwer ~the economy

would enjoy what the Nobel pn7ewmn1ng economist
James Tobin has called a “saving on shoeleathgr.” He
means that; if the inflationsate were lowerjii‘bpié
would be wrlhng to hold more cash and would thus
make fewer trips to the bank to withdraw funds from -
interest-bearing accounts. In addition, if the inflation
rate were lower, busrnesses would fiot have to go to
the trouble and ¢ expenbe of’ chanbrng therr price labels
so frequently. '
Most of the important social costs of inflation result

because inflation is always more Jr lc@s,unexpected

“

when it oecurs. Put differently, it is not inflation bit *

erratic changes in the rate of inflation that account for

» somie of the transactions take a long time to complete. "

" of the principal of tiy

) ~

affects vi'rtij'ally every e'c'o"n}jmi'c 'a"c‘ti'o’ﬁ We t'a'ke:wo'rki

cause each re qwres an exchange involving money, and

Two very important effects of inflation on economic

" efficiency will be discussed in\what follows. The first

is that inflation makes lending riskier and, thus, bor-

rowing more expensive than it otherwise would be.

The second is that,inflation. makes etOnomu infor-
mation more difficult to interpret. - < ~

3.2.1, THE RISK PR&JM&FFEG Imag,me a penod
of \ very little or no inflation Such as that in the United
States during the 1950s. Suppose that during.this | pe—
riod the interest rate was 3 perceift. (The U.S. gov—

‘ernimenit actually paid betwedn 2 and § percent during

the 19505.) Now siippose instead that the inflation rate
during this perjod had been steady at 10 percent. What

would " have happered to the interest rafe? It VOd"

probably have been 13 percent. The extra 10 percerit
added to the interest rate when inflation is a steady

10 percent is called an inflation premium. It éompen-
sates the lender for the decline in the%nchasrng power
loan brought about by inflation.

A 13 percent interest rate at nime of steady 10 per-

cent inflation grves lenders the samc “real” rgtd‘rn on

most of mﬂd,tlon S soual cost /\ souebl whnse 1nﬂa— o’

whuh rt is hard to tormulate economic plan> because
it is dlfflLU“ to predlLt what inflativn wil] doto the
vatue of the dollar in the future, In tdkln;7 a closer look
at the social costs of inflation; itis usefultodiw‘iuthcm
into two types those that dff(‘kl econo

and those that affect economic equity:
3.2 The Effects of Inflation on
E ynomic Efﬁclency *

in whlch mﬂatmn affects economic t:f'fu iency. Iii flaition
*N

; .

9

'

16

- that the Ienders gains and the

their loans as does a3 percent interest rate when there
15 no mﬂatron lt rs lrkely that borrowers and lenders
uation and a3 percent in the ftormer. The reason is
rrowerb cosbmm

be the same in both 1nstancexn
But suppose that the inflatNn ratu ﬁ?\\;l not bee

steady at-10 percent bt had QS'cillategsarnund l() per-’
cent in an irregulyy; unpredrcfable way. Theaverage,

mﬂatwn rate during the period might still be 10 per-

cent, bit during some stibperiods the ji®ation rate.

ml;,ht be 15 perunt or more. Be(duse of the erratic
ingis riskier than
it otherwwe would bex ren’acrs mi 'ht therefore de-

mand a risk premium in the form of an interest rate
hlgher than 13 percent to be wﬂhng to take on this
extra rlsk Thus interest rates in this sitoation mlght

[

be 15 percent or hrgWércOnt base rate + 10 per-

cent lnﬂatlon premlum + pcrLent risk prcm um)
When mﬂdtmn is 50 erratu thnt rlsl\ pronnums nre
cfﬁuemy ot the econgpv in Mveral \Advs
borrowing will be more u)stly business firms will in-
vest less in capital goods than thev ntherwlse would
Investment in “human capital”_will be similar
fected because some studen zis wrll hnd it t()n expensive
to borrow funds to stay in school. As a restilt, jiew
technology and new ideds will be introdiiced into our
i‘liitiiiﬁiy iﬁiiii‘ §liiW|$; Liiid hi‘iiii‘ i‘i(iiiiiiiiii‘ giithh

\ -

Bomuse )



Q

ERIC

Aruitoxt provided by Eic:

‘:pgcembepfh 1987~ I ygu expect the rate of mflatlon during a pemod ‘when the rate/ofmflaﬁqn varies Unpre-

The following example illustrates jyv,hy ,uh,(:é'rtéihl'y : ailractrve prospect. On Decembef 31, 1987
about inflation is an important gource of risk. Suppose  youwill receive $135.00. Since you expettprlééé to be
the ‘date is January 1, 1983, 2 you have $100.00 : 25 percent. ‘higher on !a‘t date than they are "on
which you cangither use to purchase consumer goods . January J. 1983, you expect thisamount to be sufficient
orlendto your bank for a period.of five years. (Of course,  to buy 10 pergent mote goods than you cdn buy on
in realityg/ou have many more options, but-for the sake § January 1, 1983. This® consumptlon bonus” ig pm

of simpdcity we will con3|der only these two.) Lending - rfor your patience. L

your mogey to the bank is an attractive oppdrtunity be- What Rappens Jf you-are mis ken ahd the rate of

cause\hé bank will pay.-say. 7 percant interest for the:- mjlanon during the foan penod tuns out to be 10 per-

use of your.funds This medns that on December 31,  cent rather than the 5 Meﬂt yq expected You will

1987, the bartk will return your prmmp,al ($1OO OO) and stuﬁllfreceaﬁveﬁ$135¢(1ﬁ@n the day tifg igan matures.-But
pay you $7.00-for each year that it had the use of-your  since prices wif 5B percent higtlef on December 31,
funds. (For the sake of sumphcny ‘simple rather than 1987, than they were on January 1.,1983, your $135.00°

compound interest rates are used in this example: ) The  will purchase 15 percent fewer goods in 1987than your.

true return on th|s loan, depends however; ontheé amount  $100:00 would have purchased in }983' Certainly. ther,

of iniflation that occurs between Januafy#\ 1983..and Iendmg money~and for that matter. bqr;owmg rnoneyv_

-~

to be 5 pertent dunrg this penod then th&l an may  dictablyis risky business. .

b ole -2 » - -

\ 38 = ~ - — — ’

- : 2N . K L4
10\u rorates ut L.ipll.ll formation have ne ;,(w\v mn'\"—~ R thn pu uph mnI\c econvmic dtuswn\’”tlu\ may find
qtunu \‘tur all members of societv—for workers as® it difficuilt to. distinguish betiween a price increasg that

well as tor the' owners.and managers ot businvsses. Y s diie tuiniflatiog aloiie and one that is due to a short-

3,2.2 1l I‘\Jl('l{\l/\ll()\lllll(.l ORINNATION: -
& cvoiomie effivieifey b\ ﬁtml\m;_, ito.

TS, bLl\ln( NN Ummgo r~ and s - o ' ’ »

entrepreneigs it rpN 't corred tl\ the 'mnnmn Sigr- 3.3 iﬂié Effédi‘ of iiifiiitiﬁh' on i

ndls thoe receive. AS my nlmmii i 5(( ol .\ oo o = ;

m deper ds t% ‘m;,t\ in W\B Egonomlc eq"ty ) { . » ’

preatly unequal in. dificrenit pTrM oY'the country.
flaticn dlsi lowe |

miore dinfeilt tor Sven

niarket CConnimic sys

refatice prices to sighl change \’w;‘.l\.lll Woleamip- nedpecged mtl I(mn‘}dnjmu L juite Serious: \Hutx
plies ot particalay g os and e r\ ees as yetRas’ l:‘%w S "o the distribution ! income and we alth in a sotiety.
in the pre ferences nl consuniers, Inflation nuakes' it R((‘I“ Bresciani- Tarroigg poiiit that the German hy-
miore ditticalt tointerpret the me .’n/f‘(nl pnu ‘\l}‘lhllw po nnllnlmn destioved the Ge P nmldh class atter

&l

[ B |7

“ . oo ‘} . 2t 2%4 . % —
- . c Y] : S . \ v

.

When it .lsﬂliiix d attice the Reapn administkation age of a good or service.
to a I.iig\ extent fu\hLu ' making thy “fight against Copsider, for nampl; workers [ trmt Mnlw ',,
inflation”“its numbdr-one veonomic_phivrity bucatise g, W ho carn $ 0. 00 per hour ( ﬂ “price” of
of the .stnmulus lo’er inflation \\mlld rive to L%}l . thmrlnbor )Hu;ﬁpos( lhq.\ hear that workers witleskills #
tormation. AS wewill susater on, however, the us\t\ snmnlnr to thu("“ 1 are bring hired at $14.00 per hour
ot ending inflatiokgonice it ts firmly rootgd in the g uon— T HOUH{OIT l("‘\d\ Hhuuld'\xurkur\ interpret this wage
dmy are substantidh Mare not \hnn gt 'quall\ by si-. difference ;w;m (‘umumu incenttve ta n%\\( trom D“‘«-
COty'S membors, For exaiiple, it w ‘b‘ umh rstandqbl\ trux} to Hoostorg Po rlmp\ and ;u rlmpm not. it mavibe
difticult forthe Reagai ndnnnx\tmhon to convince un- that the hlglu r FHuston wage is the resalt ot mﬂ-mon
cm »ln\uiautu wirkers that the h;,ht against mﬂntmn . thathas cause d pme" in Houston to rise moit mpldlv
wa Hu i uumh rone griority: E umuml\t\ m1d pulnt- than prices clsetwvle Wn;_, s mav also be hl;\lur in
il sdientists often observe that a policy may bein the - Houston bgeausy pru s thefe are expected. \mm to
national interest lnk inav neyve rtlul( o be difficult lo excevd those wlsewhere, It e ltlu roalternative i triie,
CATTY OULE becduses Sonte well nrgamn - ;_,mupx }u r- _ workers n?:v m(urpr(t ihie Higher HOuston wagas,
iiiii tlmrﬁlu pulu\ is ot in "tllmg Spe cific interest. re prw.unhm'nnopportumt\ tonn)unm,n bdturlt\ol-
Bach L,rnup van Hnnk of m.m» TCANONS why it should of livipg in Houston, biit stich dan iiterpretation could
birexcysid trony she mn; in 'th qu uj ¢ \yd ting the bo mistaken. worke Ay mov o to Hou:».tun .md later
poticy: ' : _repret the decision. '\hxtnl\( s of this sort are far more
ot \_: f likely to occtr when mrl.mon Is erratic or whe n it l~.
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Gn the bas:s of research by A W~ Phrlhos and others,
many econornrsts had come to beheve in the 19665 that

1 labor unemplowent rate. Graphs picturing the trade-

off—like the org belcw —came to be called Phillips
Curves. Note MG T “economist Robert Solow de-
scribed the Phi WS curve as offermg a menu of pos-
sibilities for government policy. The government; he

af highetinflation rates. thatis, the governmentthrough
monetary. spendln and tax poligy codld choose the
ecanomy’s gosrtron dlong a Phl]ll[inUNé.'Thi[S‘iS illus-
trated below by the PC, ciirve. %s’hom that the un-
empIOyment ratecan bé reducedrom point A to point
(B, but that mf!atron will tse greater at B than it.was at A.
The idea ofsu
nt rate and mfl
Th‘extr:rted Stafes n experteﬁéed a period of* hrgher

un as as

a trade off-batween the unemploy-

tion was discredited Huring the 1970s.
loyment and rising mflatron rates. It was as if the
Phillips.curve had ghifted to (e northeast (from PC; to
PC .in our diagrar). That is. ¥na unemployment rate at
C on Jine PG \was thé same as that at A: put with a
higher rate of inflation than had_previously been ¥x-

perrertced when the ymemploymént rate was at A and

provrded an ansWer based on the mformatron effects
ot inflation -When "new" inflatdn odcurs, it rserer”that
workers and businesses will misinterpret rising prices

and wages _as eviderice of higher economic rewards

Phlll
the Iqﬂormatton* Eff t

lips

argued. could lewer unemployment but only at the cost”

'/.

“for thetr Iabor anﬂ products The result is movement‘
aiorrg aPhrlItps curve (in our dtagram fromAtg
"PC;). But as time passes, people c;ometoregard higher
inflation as normal. Ftrms are less likely to interpret ns-
qhg pricks, as higher relative prices for their-groducts.
Workers 'are .Mmore \rkely to bargain aggreszrvely for
htgher:wages The result is that the Phillips ¢urve wll
'shuft’ from PC
same spirit as N
Friedman, that no st
unemp)oymén& emsts"n the long run.

. ..
c _ - _m ’

f atlc lnflatlon
,/"

of .

* infiation rate -

of -~ . UHéESt&ij{ﬁéﬁx rate

» . .

£y

along

) PC... Lucas has thus argued. mgrje

et-pnze wrnnrng economist Miltdn
le trade-off between inflatpn and

V
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World War I He Whsanswering the lmyurt{\hu tivs-
tmn or \\ hu rs hnrt b\ mtldtmn Jmi \xlm ;,.uns rrom

mﬂtm()nv—»tl

FRORM S INFLA

BENFFFTS
NMostof us have heard
“Inflation Kelps debtors at the ex,
tnderstood,

3.3.1 HOW GOVIRNMINT
’ii'(N?—iiii im‘("r'm\} EQUIEY..
puise ot ore dllvrs This rule is casily
Wlhien uiiditti«ip. Hvd inflation mt tirs (for e \dmpk Qd
percent mfl ition, ke when a e ro raly wasswidely
expec e d debtors v lnuk their lotmw it dollars that
_turn Gt o haveless vilue thai whn Hu l)t)tmwm},
Cagreemernit was made,

. - *

Huuus( the fhtlation was not .

L

SR

mu s at th it tinte.

pro’prtdtu to v Iml thie rait
to l"l Man\ ()t us nee d niit l(mk Iar to see ('\J{hpl(\

ln Sllkhol(d\( tors(nln\ a \umt
1ntcr5st raf thin oie ap-

dll'm lhn form of o luveg
of intlation liter tirned otit

T nu '

Sto6 P( reent rtmgt thnt(- l(m mmpdu d to thvmnrt
t;agt rates prevailing in the 19705 and carly 1980s;

The government sector benetits from pnantidpated -
mﬂutton in two wavs:agadebtorand asa t);;farlh ctor;
. The governmmnt sector in the United-States-(iederal,
state, and local) 15 the biggest Jebior in our ¢ COnonti,
AS of mid-1983, the gross.debt of the fede ralgoveen-

mant alone W ts about $1.3 trillion.and rising, i‘?v and -

large, the },UV\ THiicnt Sector awes those debts to the

tivusehold seetor (prtvatc,ult/,(‘v.s). Much of the out-
) : CN - 7

)
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standing debt'was issued before tﬁe mid-1970s at tates 'I‘he statement that géemmmjalns from mﬂahon
of interest that did not contain inflation premiuins large -t the expense of taxpayers and those who hold gov-
enough to compensate for the inflitign that occdfred ernment debt is an incomplete assessment of the sit-
thereafter When that mﬂahon occurrgd it provnded uation unless another issue is addressed. What would
a gain iR the form of ‘chiedp credit to the government ~ be the effect on the economy—particularly on the dis-
at the expense of private citizens., . » "+ tribution of income among the population—if the gov-
sThe government sector benef‘ts fiotr mﬂahon ina  ernment’s interest payments and tax receipts were fully
second way- pecause income tax rates in the Uhited ~ indexed for inffation? This is a difficult question to
States are. not adjusted for inflation. Inflation raises . ,: answer. If the government made up the resultant de-
effec‘hve tax rates. as the follo'wm’g example shows. - crease inits revenue by raising income tax rates (whyj
Our tax gysﬁem is progressnve, meaning that, other " . 'preserving u‘idexatlon) thgre is some evidence that
thmgs being Qqual, individuals with higher incomes income equality would improve. This is so because the
pay a hxgher percent of their incomes in taxes. Con- inflation tax tends to fall more heavily on the poor than
- sider the case f john and Jahe Q: Public (see Table * does the income tax itself. This means that lowering
4). Ing1980, they had a gross income of $20,000 and, the inflation tax and raising the income tax would tend
" paigl federal income taxes of 82, 4§0WVB§tween 1980arrd  ‘to shift the total ta® bufden from lower—mcome to
1981 the Censumer Price Index increased by 10.4 per-; .+ higher-income citizens. - :
-cept and the Publics’ gross income kept pace exactly If the government tries to make up the decline in its’

o :’/7

by nsmg to $22,075. However, because their infomne .~ available cash by decreasing peneral governmeit
“rose; in 1981 the Publics were taxed at the rate of lii{df\spendmg and government transfer payments,’ thean-

percent instead of their 1980 rate of 12.4 percent

swer would depend on precigely which programs were

/

»

a result; the Pyblics’ after%izf income increased ut‘ affected. For example, those who view the overall ef-
considering the increade in consumer prices, thgf had = fect of government as improving income equality
less spending power in 1981 tha:zm 1980. Thus, the - through transfer payments programs are likely to be-
Publics actudlly experiehted an effective mncrease in - lieve that reductions in such programs would be to the
faxes. If federal tax rates had beeri adjusted for infla- dlsadvan]tage of lower—mcome taxpayers.

tion—the technjcal term for such an adjustment is Cltis possxble to ob]ect to the inflation tax on pohtlcal

“indexation”*—their tax rate would have remained at . a§ well as economic grounds. The inflation tax is a .

12.4 .percent. Iri that case, -their after-tax spending form of “taxation without representation” since o
power wotild have remained the same in 1981 as in memmnber of the Hoiise or Seriate iieed vote for the tax

- 1980.

>

’
0

Q

TABLE 4

an&no a'p'p'rbp'riatibri bill rieed be prepared The Rea-

ga

 tax ‘cuts of 1981 and 1982 merely offset part of the
increases in the inflation tax that were a by-product

The Effect of Inflation an John and Jane Q. of the mﬂatmn of thedate 1970s and early 1980s:

‘Publics’ Federal Income Taxes

3 3. 2 WHO GAiNs AND WHO LOSES FROM lNFLATlON’

3 ; 1980 - 1981 . 'Thére have been many studies dufing the past thirty
i Adjusted gross income , - $20.000 $22075 - Yyearsthathave attempted to identify those who gain
2. Tax rate ) T124%  13.4% and those who lose from the onset of inflation. As
3 Taxes—(iine 1 times line 2+ $2480  $2.958 . mentloned above, these, studies generally find that
100) - T ian wiaiio4R the government secigr benefits at the expense of the
4 Aftergax income (iine 1 minis 7 $17.520- K911 7.~ household sector, and that the net impact of inflation
5 I(g}:‘el ?zgsg = 100) . 247 ’ ié?é : :'__, “ori.the busmess sector is relatlvely small: ~But that still
6 Spendmg power In 1967 dollars $7.093 §70298 leaves the question of whether some groups w:thm
(nne 4 + lire 5) : the household sector are more likely to-be huart or to
NO'I’E The above assumes that the Pubhcs have one chuld file a 3 be hurt [ngrefserloubly thanrothers
‘joint tax raturn; and claim the standard exemption. ’ WEY,imd large, ,the, available studies seem to conclude
- : that 1t is difficult to find any groups that suffer sub- !
2

previods year's levif,

cent, and their income aftcr taxu wuuld havv nmalmd un-
. As we go to press, indexation of

changed instead. of d

ectrityand related programs, anemploymentinsurance;
ans benefits, food stamps, suppltmlnldl seetrity, and other

federal income tax rétes is scheduled to begin in 1985. benefit or welfare prngmrhs ‘

“‘L
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a widely held view that the elderly suffer much more
from inflation thah do other groups- Keep in mind,

€

however, that as a group, the elderly are more likely
than others to own their own homes, and hiétoritélly

rnﬂ%on (Tl;us mieans that home prices have tehded
to keep pace with inflation.) Also keep in mind that
SOCIa] security payments are lndexed and that pen-
sions that are fixed in dollar amount actually accotint
for a very small fraction of the income ‘of the elderly.
Whrle itavill always be possible to find some elderly
person$ who have been made worse off by art infla- *
tion. the available evidence is that the elderly as a
group do not suffer more than others from inflation’s

 effects. I

One frequentt) studied hypothesl;s concerning the

incidence of inflation is the wage lag bypothesis. The
age lag hypothesrs states that wages ad;ust more

slowly to mflatlonary forces than do prices: This im- .

plies that dunng a period of unantrcrpated mﬂatlon

or more years at atime. These workers must wait until

the contract expires to,tr) to “#atch up” withinflation.

Studies of the wWse lag hypethesis have produced
stich mixed results that the only safe conclusion seems
to be that wages probably do lag behind other,prices

during some episodes of inflatiop but that wage lags

*+do not lnvarlably occur- One reason for the ambiguity

N

Q

of the finditigs is that many union contracts now con-

tain cost-af-living escalators or COLA’s. The. escala—'

tors raise wages duiring periods of inflation, though

~not necessarily by as high a percentage as prices rise.

However, there does seem to be eviderice Of a wage
lag in recent years: TaBle 5 shows an index of hourly
earnings (wages plus other cash compensatlon) for

the U.S. manufacturing sector between 1978,and 1982:
On the basis of the ratio of the wage index to the

Consumer Price Index it would appear that wages
have not kept pace with inflation during this four-
year period. The ratio declined from 1.06;in 1978 to

0.98 in 1982, (It is the change in these numbers rather

. than their precise leyel that is ' meaningful.) This sim-
. ple comparison does not take account of other. 'for‘c\;e

" that may have beer nat work at the same time. Duri

this period there is some evidence that the amount of
work experience of the average o anufacturmg worker
was declining because of changes in the age and gen-

der composition of the manufacturing labor force. .
There is a second hypothesis aboiit the impact of

_ inflation on the ¢quality of inconve distribition. Tt con-

cerns the relatlve ability of different groups in the
N cconomy to protect their accumulated savings from
losing buying power through inflation. Savings held
in the-form of cash lose value most quickly. An in-

M
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TABI:E 5
Recent Wa and Price Data for the U. S/
) : -Economy .
KN N — -
- " _ Hry /

Annual  Earnings o H,et,lo of
inflation® in Mfring - _ CPI Earnings
‘Year - Rate -——(1975 = 100)—— Yo CPI -
i82 6% 176 179 - 0.98
#%gg1 0 165 169 0.98
198Q v 14 151 1583 0.99
1979 n 139 135 1.03
1978 _ 8 128 121 1.06

» .

. penod Other assets offer protectlon 'agamst infla-
tion if the interest which the assets earn tend to ise -

with inflation or if the market value of the %ssets tend -

to increase with inflatiorf; housing is an example:

Studies suggest that middle- mcome‘households have
" been the most successful ih protecting their wealth

against inflation because they have held most of their

wealth in the form of real éstate_—the fanifly hbme.
Households that bought homes during the late 1960s
_and early 1970s gained in at least two ways. First, they
"borrowed funds to purchase their homes at interest
rates that turned out to be a good deal less than those

as the- market prlces of their houses tended to keep -

pace with or olitpace the rate of inflation. These gains
by mortgage borrowers came at the expense of mort-
gage lendersa especnaﬁy at the expense of savmgs and
loan assocratnons ~o

of their accumulated savings in the form of cash assets ‘
and thus to lose;more than the middle class with the".

onset of inflation: Of the two groups, studies-indicate

that the rich are quncker to react to. inflation by ad-

justing thelr asset holdings jn appropriate ways:-The .

poor are slower to-respond to inflation for several
reasons. Low-income individuals are less likely to un-

derstand which assets will afford better protection In

‘the most recent inflation;- for example; they, were ",
doubtlessless likely to understand the beneﬁts fput- '

that became lncreasm;,ly available durln;, ‘the 1970s.
The poor also are more often bound by institutional
'r'cst'ri'ctid'n's' Du'ri'n';, the 1970s assets that 'dffé'r'e'd high
qulrementb of several hundred to several thousand
(dollars. Meanwhile, regulatory limitations held inter-
est payments on passbook savings accounts to a max-

s . 2
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THE CAUSES OF AND CURES
FOR INFI:ATIGN ’

As explained in the previoiis section, the U.S. econ-

omy would be better off lf we could ellmlnate erratle' -

. of wndespread agreement among both economists and
government, poll,cymakers about how to deal wnth in-

or reduce inflation is almost alWays controversial. Some-

critics will doubt that the pelicy will be effective; others
will' claim thatthe costs of ending inflation by that

policy will be borne unfairly by themselves or by their
constituents. What follows_

be the most important ex natlons of ‘inflation and

oresefits what appear to

the cure(s) implied by each;, as well as a-discussion of .

why the costs of ending lnflation fall more heavily on

some members of soclety than on others:

Most economists agree that thi >re is aconnectlon :

l)etween an economy’s:rnonetary olicy : and the rate
of inflation that the economy experiénces: Monetansts
_believe that the connectlon between the growth of the

money, supply and lnflafxon is a close and strong one.

* Milton Friedman,a winner of the Nobel prize, states -

: [f]nflation is

>

the monetarist position succr-nctly

.always and everywhere a monetary phenome-

B ([0 I lnfla!ndnoccurs whten the quantity ofemor;ey

-rises apprecnably more rapidly-than-output, and the

e rise in the.quantity of money per unit
“ (Fned-

. the greater the rate of lnﬂatron
man and Fnedman, P BV
The monetarist explanatlon off lnflahon. may be
,(loosely) summanzed by the follownng relatronshlp

Inflation Rate = the Growth Rate of Morey = ;

minus the Growth Rate of Output S

This: relatronshrp and the reasomng behlnd it are ex-
plained as follows. Growth in the:productiorfof goods
and services (called “réal growth™ by ecoriomists) ig

due to'growth in the'quantity and qualit}y of an econ~
-=omy s 4abor force, .machinery, and raw ‘materials ds -+ -
-well as to lmprovemeh’tswrn techinology. According to _ .

" monetarists, the decisionpf a government ! tintroduce
. more or‘less mox\ey lnto crrculatron cannot have a sus-

RIC

Aruitoxt provided by Eic:

-when the government 1n effect

" ernment spends in excess of the

[ ' _
tined effect on real growth. Real growth does, how-
ever, cre’a’te an incr’ea’sed‘ demand for money because

means artl increased use of money in order to exchange
greater amourtts of goods and services, and this’ in-
crease gives rise to a dﬁnand fora larger quantity of
money: ‘

According to monetarists; if growth in output (real

growth) averages 3 3 percent per year, then the money

stock can. al Quprow at the rate of 3 percent per year.

without cre#{fig inflation. But when the money stock

grows more rapidly than output, inflation results. For

example, if the government (more precisely in the .

stock to grow at 13 percent per year when real growth

is 3 percent; monetarists would prediét that ari infla-

“tion of 10 percent per year would result. Why7 The

essence of the answer is that if the r money supply grows
at 13 percent annually, then income, on average, will
also grow at this rate. Because; .on average, the mem-
bers of society will have 13 percent more income each
year than they had the year before, they will desire to
increase their spending 13 petcent petjear. Since real

- growth is but 3 percent, this higher money demand

for goods_ and services cannot be met.at prevallmg

J--r'

prices and prices, rise as.a resul't ) .

Governments have at least two lmportant mofives

for permitting the money stock to grgw so rapldly that

inflation occurs. First; asdiscussed in section 3, j'nohey
growth and inflation are sources of revenué for g _gov-

ernments. Since at lzast the days of ancient Rome,‘
sovereigns have shaved gold or silver from the coins

they received in 'payment of taxes. The king ot noble
would then coin the gold thus obtained and spend
the additional coins on goods and _sérvices. This pro-
cess both increases the, supply of coins and lowers

United States; the Federal Reserve) permlts the money‘,

-

their intrinsic value because each clipped coin contains

less gold. King Philip VI'of France (reignied 1328-50)
made frequent use of this practice during the Hundred

. Years War in orde1: to support h1s -army. The’ fluted '

dollars were onglnally lntended to dlscourage ynvate

.’ citizens from engaging in this*“sport of kings.”

The ‘modern counterpart’ of coin shatng odcurs
pnnts new paper

thing. When the federal gov-
eives,

bonds,

compllca‘ted thah simply pnntmgr:;}v

fenue’it r

it authorizes the U.S: Treasury fo issue fev

currency, but ‘

\.l

v

notes, or bills lmorden to raise additional funds These -

debt securities are govemmenleUs promnsnng that

the pnnapal will be returned and interest- -paid at'

stated times-in the future fof the loan of funds now.;

The new debt securities are sold by and large, elther '

i ~

27 ¢

~



_ Mongy in the United States is measured in doilars.
But dollars in what form? Bills and:coins? Certainly:
Checking account balances? Yes. Anythung else? A

of money used by economists and the Federal Re:
serve—which officially defines miorney and_collects
monetary ddata—has been changing. Why? Because
as uses, regulations, and definitions alter, so do ‘the
nurrber and kinds of things that are classified as ‘mopey.
The main dlfferen&e among the various classifications

is that the maore kindsof "money" that are included, the

further away we get from whatcould popularly be called

ready cash.” ;{/
As of early 1983, the Feder Reserve was |ssu1ng

four different medsures of the money supply (or money

stock): They were called M-1, M-2, M-3, and L. (Fair

warnung~def|nmons of money may keep Changing after.

* this volume has gone-to press.)

In general i -

E] M-1 bas:cally cons:sted of what ordlnary people thlnk

of as money—currency? i circulation, various kinds

- of checkjng account balances _and tfavelers
checRs < .

Pa—

D M- 2 consisted ot M-1 pilus personal savings ac-
- cotints, my ey, market funds; and certain holdings
of banks #71d others that are not usually rﬂeld by the

pubhc at Iarg :

O M»a consrsted of M 2 plus large denommatrbn tume
deposits (lafgely cohporafe accounts); and certain
addmonalvholdlngs of\linancial msntutlons

: Treas ry securnges u. S‘ sawngs bonds banker's

H N

n -~

great many things, as it turns out; and the defunmon(s)‘

Money—What:Is 182

acceptances commerclal paper, and Eurodollars"

held by U:S. residents other than banks. .

.

“l Here were the ofhclal definitions of the above cate-

-

gones as of early 1983.

M- 1: Ayerages of daily figures for (1) currency outsxde
the Treasury, Federal Reserve ban d the vaults
of commercial banks; (2) travelers' chedl -of non-
bank issuers; {3) demand deposits at all commercial ;
banks other than those due to domestic banks: the
U.p. government, and foreign lbanks and official in-
stitutions less cash items in the process of collection

- and Federal Reserve floai, and {4) negotiable order

“of withdrawal (NOW) and automatic transfer service

(ATS) accounts at banks and thrift institutions; credit
union share draft (CUSD) accounts, and demand de-
posits at mutual sawngs banks. :

M- 2 M 1 plus savnngs and small-denomination time

deposits at all depository institutions; overnight re-
purchase agreements at commercial ba”k?,o,‘,’?f‘,
. night | Eurodollars _held by U.S. residents other than

balarices of,money,market mutual funds (general
purpose and broker/dealer). ‘
M-3: M-2 plus large-denomination time deposits at all

depository institutions; term RPs [répurchase agree-

ments].at commercial banks and savings and Ioan

associations, and balances of lnsntutnon only money
market mutual f.unds A

L: M-3plus other liquid assets su h as term Eurodollars

held by U:S: residents other than banks, bankers

“acceptances, commerclal paper, Treasury bills and

other liquid Treasury securmes and .S savmgs
bonds. . o _ R

4 ’

.
L

to private lenders (Citizens, fmancral mstltutl@s, and
- foreigners) or to the Federal Reserve.

. The Federal Reserve (the Fed), the central bank of
the United States, is also a purchaser of government
debt securitics. When the Fed buys government debt.
the money supply increases as surely as if new cur-
rency had been printed. To buy, for example a gov-

“eriimenit bond, the Fed writes a check on itself | paYyable

to the bond seller. When that check is depositedNg
the bond seller’s barik and the bank presents the check
to the Fed for redemption, the bank gains additional

" funds—called reserves. With more reserves, the bank

can create new checking account balances and loan

these funds to corporahons and other borrowers Whéh ’

therprgcieissw is completed,, ‘the amount of money m :
circulation has intreased. ‘ T

Dufing the late 1960s, the ]ohnson admmlstratlon |

financed its New Society programs and the Vietnam
War largely‘ffy ‘primting” new thoney. Whereas the
federal govérnment ran an average annual deficit of
$3.7 billion in 1961 and 1962; during the 196468 pe-
riod the average annual deficit rose to $10.2 billion.

A substantial part of that mcreased defncnt evrdentlyv

supply rosg at an annizal rate of only 2.6 percent be-
tween 1960 and 1962, between 1964 and 1968, the

-2

.
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per year. (, he,d,ehmtlon of money used ;n these,cgm-
putations is M-1; see the box entitled “Money—WHhat
Is 1t?” for a desmptlon of I}he term.)

~ Itis interesting to ask whether U.S. conduct in both
the lnternahOnal and domestlc sPheres would have )

ied- Mighet or new taxes to pay for both the
Society programs and the Vietnamy War: Would pub c
suppott for-the Vietnam War have declined friore

quickly if the minds of the public had linked that war

with a tax increase large enough to pay the war’s costs?

Would support for the New Society - prografﬁs have

diminished? On the other hand; could it be that the

public understood even in 1964 that the costs of the

war and these programs would include the inflation

that was to come in the late 1960s and early 1970s?

Governments also allow the money supply to grow

faster than the rate warranted by real growth to try:

" to mitigate the effects of recessiéns..During reces-

sions, total produetion declines, labor unemployment

rises; and investment in new plant aﬁd equipment

- bad economic polic

falls. The Fed may try to offset these effects by in-
creasing the money supply, thereby making credit
cheaper and more widely available. The idea is that
easier credit will stimulate investment and the pur-
chase of ”blg tlcket” ltems such as automoblles Thls

employment. Counter-recessnonary policy of this sort
is often referred to as “leaning against the wind” be-
cause the Fed attempts to use the stimulus of mon-
etary policy to offset the “ill wirds of recession:’
Monetarists think that leaning against the wind is

a policy can postpone but not eliminate excess un-

employment, and that the cost of holdlng off un-

employment through monetary policy is higher and

more erratic inflation: In his 1968 presidential address

to the American Economic Association;, Milton Fried-

man recommended that the Federal Reserve avoid’

attempts to lean against the wind and instead “plot
a steady course for :ﬁé U.S. money supply “ He said:

.. They believe that at best such -

By settmg itself a steady course and keepmg to it; the mon-"

etary" authority could make a major contribution to pro-

%

A major change in the ,'con'du;c;t of Fede'rél,B,é’sérVe
monetary policy took placé on October 6, 1979. Prior’
to that date the Fed was, by and ld*ge, an "interest rate
watcher.” When intergst rates.rose dbove levels ap-
propriate to its curreft policy$ the Fed would, buy,gov-

ernment securities, Which-raised. ihe amount of credit -

| @vailable in the tja’nklng system +If interest rates fi ﬂ'--

B -below the appnoi)nate levels, the Fﬁd would sell gov-

et

v

“Gontrolling the ‘growthi .in the mo

".cisms are:

1. Interest rates have b

ernmeént seclritids, which lowered the amount of credit

_available to the banking systém. Monetarists criticized

-this pracedure. because’ they believed it produced

higher and more erratic growth in the money supply

than was necessary, which in tun led to higher and

er 6; 1979; Federal Re-

more efratic inflation. On Q

serve Board Chaifman Faul A. Volcker announced a
change in the Fed's.operating | procedure He said that
thereaftef<the +éd would phacg greater emphasis on

3 the gr ySupply. and Jdess

~emphasisyon controllmg the level of i imerest rates..

Critics: have mixed ‘views both on"whether the Fed'
has been felthful to its new strategy dnd on whether”
that strategy has been successful Some of the criti-

terest rat volatlle since late 1979
which has added a great deal. of uncertaunty to fi-

nancial markets: .

not. just the', Feds

Are Wé AII Monetarlsts Now? e o a

2. Money growth becéme more volatlle than |t should
have ‘been. The money supply fok{owed a roller
coastef’pattem during 1980, falling- too rapidly be-
. tween Fgbruary and May, growing again_between
May and October, -and ‘the falling once more be-

0 November and yearsend e G

. Toe Eed ‘s’Bolicy was too harsh d’unng thé onset of
*“the re(:essnon in 1981. By, aFlo'Wlng interestrates to .
riseo well above 15 percant, the Fed assured that
dukable goods, industries such as autos and con- .
struction which are very sensmve 10 the level of

.\ -intérest rates, wpaﬁ suffer substantlally
) The Fed mlght respond that its pollcy had substan-

tially lowered mflatlon It might also pomt out-that the .
dctipns of banks; bysmesspeople ‘and wo;kgrs—and -

_Q) |

‘decisians—affect- how ‘much the-

guantity of money in circulation.changes: . - - ‘
b-

ably not. For example during 1982, the money supply

‘Has the Fed become completely monetarist? Pyob

gréew more rapidly than indicated by the Fed’s own

targets. Chairman Voicker explained that the money
supply was permitted to grow owing to inrovations in.
financial practices and in regulations that led to unu-
sually high publi¢ demand for cash;balances. This kind-

of disgretionary behavior by the Fed is not the sort usu-

ally recommgnded by stnct monetarlsts ; s

~ —
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motmg cconomlc stabnhty By makmg the course one of
steady but'moderate®rowth in the quantity of money, it

would make a major _contribution to avoidance of eithet
- inflation or deflation of prices. Other forces would still affect
the economy, require change and adjustment, and disturb
the even tenor of our ways: But steady monetary growth
would provide a monetary climate favorable to the cffectlve
operation of those basic forces of enterprise, ingenuity, in-
vention, hard work;, and thrift that are the true springs of

econofic growth. That is the most that we can ask from

.

_monetary pohcgat our present stage of knowledge But thut

’\ﬁxch-—-and it }s_a great deal—is dearly within our reach
(Fyiedman, p" 17) :

v

Are the monetansts right or wrong in their views
about money inflation; and economic policy? There
is substanitial evidenice that economies with higher rates
of money growth eventually experierice higher rates
of inflation: One kind of eviderice'is presented in Fig-
ure 1. Thxs figure charts the average annual rates of

4 oo

Flgure 1: Money Gmwta and Inflation, Sel f‘éd Countrlés. 1971—81
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~ buys: By far the most important s
* income is tax revenue:.(The government also derives

countries between 1971 and 1981: It shows that in this
period average money growth ranged between a low
uf 7.7 percent for Switzerland to a high of 19.3 percent
for Spain. Over the same period, the average inflation

rate ranged between 5.0 percent for Switzerland to

15.9 percent for Spain: All intermediate cases, includ-
ing the United States; lie on or close to the diagonal
line; which depicts the average relatiorfship between
monetary growth and inflation. for all the countnes

. ship between 1 money growth and inflation that mon-.

etarists predict.
. Some words of ¢

rule out the possibility that dunng thrs perrod both
inflation-and money growth were 'réé'p"o"r,idifrig in éiigi
ilar Wé}'é tb bthéi‘ bi‘ underlying economic forces t, at

Many placed the blame for lnﬂatlon during the 1970s
and early 1980s on deficit spending by government.

Itis certainly true that federal government deficits were

large during this period. Between the first quarter of

1975 and the fourth ‘quarter of 1980, these deficits
caused federal government debt to increase at a rate
of 13 percent per year, more. than double the rate of
any previous six-year period since World War II. By
the endgof 1980, thirty state legislatures'had approved

resolutions petitioning far a constltutlonal conventron '

that would consider an amehdment requiring the fed-
érél gdverniﬁéﬁf to bﬁléﬁcé its biidgét ééth yéér For

inflatian, is the greatest threat Wthh faces our nation

today."” N
Whiat is a government deficit? LiR
government must pay for the goo

e'a”ch of us; the
and. services . it
ce of government

revenue from, e:g:, government-owned enterprises

sach as the national parks system and tarriffs on im=

ports.) In 1980; the federal government disbursed $602

billion; it had receipts of $541 billion; of which ap-

proxrmately 90 percent camé from taxes. The govern-
ment deficit is simply the difference between
government disbursements and receipts. Thus; in 1980
the federal government incurred a deficit of $61 billion.
The federal government must finance its deficitsinone
of two ways. It either borrows from_private citizens
by selling them govermment debt securities or it “prints”

Al

- N
#

niew money by selling government securities to the
Federal Reserve. During 1980, approximately 10 per-
cent of the deficit was financed by sales of government
securities to the Fed and 90 percent by sales to the U:S:

and foreign private sectors.

Some people oppose government deficits because

they believe that deficit spending promotes the growth

of government During his 1980 pres:dential cam-

economic services that would be more effrcrently un-

- dertaken by the private sector. Those wha share this

view -generally d'p'p"o"s’e' deficit spending by govern-
adopt,fewer,programs rf they were 7requrred to levy
taxes for each program undertaken. They reason that
voters would support fewer new programs if they
clearly understood that they must pay for them in the
form of higher taxes. ) o
The foregoing views are‘kﬁt{erestmg, but we need to -
explore anggher point: at a given leve] of government

. spending; does it matter if the government pays for

that spending through taxation; through sales of its

-debt securities to the Fed, or through sales of its se-
curities to others? Based on the available evidence; a *
reasonable answer appears to be that deficitspending
does not always and everywhere cause inflation; but
rather; the contribution of deficit spendrng to Lnﬂahon

depends on the state of the economy. ,
' Governmerit buaget deficits need Aot l.mply 1nﬂaf

tron if they Stcyr ‘when thF economy is:operatirg with

;fsubstantral excess capacxty as would be the caselin T

o severeé economic downturns. ‘During the decade'of t;he

25

Great Depressron, the average annual budget deficit .
was $2.04 billion. Thisamagiint may seem small but, at
the time it amountgd: to 2 7 percent. of the average:
annual gross national prodiict of $76.5 billion. By com- -
panson, the 1980 defrcrt of $61 brlhon was 2 3 percent

rate of price change was minus 1:3 pErCentvdeﬂahon
not inflation! That is, during the Great Depression;

prices fell persgstently even though the federal gov-

ernment persistently incurred quite large deficits com-

_pared ta the levels of national output.

In calendar 1982 the inflation rate fell from its dou-
ble-digit levels of the preceding three years to 6.1 per- |
cent; although fhe federéi gave}ﬁrﬁéﬁi was climbing
to the largest déficit in its history; $110.7 billion. Some
economists considered the 1982 experlence to ,be ad- -
ditional evidence that deficits do_not cause inflation.
Others disagreed, pointing out that during 1982 th’e"

fore World War II. These economists attribiited the

31
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low inflation jates of 1982 to ‘the recession and ex-

pected that thelarge deficits being estimated for future

years would fead to-a\msumphion of double -digit in-
: flation once the recession ended;

If the economy is not,in a severe recession; large -

budget deficits tend to contribute at least indirectly ¥
inflation through the monetary. process. Earge deficits ~
put pressure on the Fed to increase the money supply
.and increases that exceed\:ge page’ of increases in real
output tend to produce in tf(as.was explained in .
some detail in section 4.1.

Economists Thomas Sargent and’ Neil Wallace of
the Umverslty of Minnesota have argued that the con-.
néction between deficit spending and inflation is more
direct than fmonetarists believe. They argue -that all
deficits, not\gnly those financed by “printing” money,
are mflatlonary Basic to their view is that the ultimate
source of funds to finance current deficits is future

tax recelpts Whether the Treasury borrows from the

fact that eventually taxes must be raised to pay those
. deficits: Thus, they argue that deficits cause inflation
- because they create a future tax burden. Sargent ar-

inflation wa's thought to result from so rapld a

in desired spending for goods and services that de-

‘private or public sectors of thé economy—or
from both: Inflation in this case results until demand
is restrained or supply catches up:

Cost push inflation was thought to occur when in-:

creases in the costs of production were passed on to

Erowthﬂ ‘

tripped. supply. Such growth could’ arise - |

consumers in the form of ‘higher prices: Wage in- -

creases were thought tobe an lmportant source of cost-_

- push inflation. New wage contracts in the larger in-

dustries were studied for signs of trends that might

increase or moderate inflation from this source:
A more current view is that although inflation may

l)egm on either the dermand side or the cost side; every.

episode of inflation affects and is affected by both de-
mand and supply forces. As an example, consider a again
the inflation of the late 1960s. That mﬂatlon began on
the demand side: the Johnson administration in-
creased government spending without cooling private
demand through a tax increase or higherinterest rates.
But the supply side of the economy was soon involved.
Workers quickly realized that rising prices were cut-

3

o

ting the spending power of their paychecks. There-
. fore, at contract time they began to bargain for wage

increases that would compensate, them both for the

spendmg power already lost angpfor Nie future

gues that the hyperinflations following World War [

ended only when the respective governmerits made

credible commltments to stop deficit spending. *

rfes of film” that
W . their effect on
prices, we would be tempted to}conclude that the *

workers’ demands for higher w

Push Nerther or Both’

L For a long time, economists divided inflations into -

showed the Wage riegotiationI~gnc

3 ' _

—

mdncated by the decllne mthe average number of days’

a year lost during labor disputes per member of the

Scapegoats are handy espec:ally when facmg a-.

problem as serious as mf@uon Itis not unusual to hear

charges that unions cause inflation: But economics of-
fers no foundation for this charge. Infiation is persistent
growth in prices—month after month, quarter after:
quarter;-even year after year. It is true that; at a point
.in time. the existence of labor unions will give rise to

labor force: The statistics also show that union mllltancy

decreased dunng the years in which the inflation rate

was high as measured by the Consumer Price Index

wage demands that will lead to larger price rises than - Annual
weuld take place if the unions did not exist. But only I - Jnfiation -’
growth in unionization and not the existence of i unions Period biii Lost Rate

ia : : LT R -
_itself can- exp ain persistent growth in prices. - 3 6 $1.3%

. In fact, the proportion of the U.S. labor force that is—— 196569 a7 +34
unionized has been decreasing during the past t nty 1970-74 50 +6.1 .
years. In-1964, 30 percent of the civilian labor force o 3975-79’ 87 . +8.0
was unionized. By 1970, that fraction had fallen to 28 - 980 -.' o2 +135
‘percent, by 1978 to 23.6 percent, and the 1982 figure .~ 1981 - -~ .22 .. +104

was’ prbbably lower. Nor is there evrdence that ex:stlng SOURCE: Calculated from annual data i the Statistical Absfract 07
unions grew more militant during this penod “This is. - the United States, ‘1wrd ed. (1982): Tables 623 584 and 745:.
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It seems mare .1ccu;a.te to *lesrrl frg‘hef W"lges 5’5
one part of a Lolepx 1nl},mon‘" ‘chalism. W%&rs
responded both to jige lnﬂdttdﬁ"th}y had-expeft ced

:and the inflation they expected
" turn, gave additional momentunt to the rise of | pnces

Supply shocks—shocks occurring to the productlon
Secfor of the & economy—were clearly animportant cau?

~ of inflation during the 1970s. The mostﬁxmportantgffj
these were a s'e'ries 'o'f 'o'il _price. sh"o"cks Bmwe'e'ri ‘1973'

Countnes (OPEC) raised the pnces of criide oil four-
fold from approximately $2.50 to approximately $1

per barrel. Further price increases followed so that the
price’of crude rose to $31.00 by the end of 1980: These
pfice increases quickly corftributed toa rse'in the prices
of goods and services in the United States: During the
years preceding the 1973 oil price shock; the United

States was developing an increasing dependency on

foreign oil—a dependency that proved difficalt to re-
verse. In 1972, the United States imported 29 percent

. .of its total petroleum supply from foreign producers.
By 1977 that figure had increased to 46 percenf! As

" more expensive oil worked its way through the sys-
tem; U.S. consumers paid for the higher cobt not only

at the gas pump, but also in the form of higher ulility

bills; higher food prices; and hlgher prices for most

manufactured goods.
Gradually, however, .economic forces began to re-
verse the trend to increased dependency on foreign
oil. Production techniques and consuimption habits
were altered to economize on energy use. People in-
. stalled more i'risulf

autos with. smalle es, some even began movmg
by the Reagan admlnlstratlon to remove the last of the
pnce—celllng regulatlons on: petroleum produced inthe

mestic.oil deposits and for their development: By the

- second quarter of 1981, petroleum 1mports felltoabout

36 percent of total petroleum supplles in the United:

States:* B
How much ¢f the inflation of the 19705 was due to

increasing oil pnces? Economists appear to agree that

petroleum price increases explain some; but not all, of .

that inflation. Professor Michael Darby of UCLA points

the period of the first OPEC shock. He. argues that,
even without the OPEC price increase of 1973-74, _prices

would have-increased-as the Nixon wage and price .
controls were dismantled between 1973 and,1975 The -

ﬁverage annuat U.S. inflation rate in the 1973-75.pe- -

riod was 9.2 percent. Darby estimates that only 4 per-

cent was due to the oil pnce shocks. (Darby, p. 748)..

4.
- lications Quartérly Oit Statxshca and Crude Oxl Import Prices. E

>

X 'n in homes and replaced large -

The petroleum data are from various issues of “the QECD pub--
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')messsor ‘Ro‘bert Gordon of Northwestern has argued

i\'-
: monetary,stlmuh;prowded by the Fed in an attempt

ftl,!

[a n economxst m the Federal Rese Bank
f St S ou1§' hﬁs:e%'t‘ 'ated that energy prnce 1ncreases

only small‘amounts at othet. txmes dunng the decade
% ‘(Tatom, p- 11) T

0\ A
4.¢ The Cures for Inﬂatnoﬁ
" By now it wxll be clear “thigt “the, cure” for ifflation
- depends ipon one’s view of the s auses of;nﬂatnon .
The monétarist recommendatlon 1s stralghtforward -
the Federal Reserve should provide the econoiy with
steady growt‘h in the money supply of between 3 and
5 percént per year. The Fed.sh tld not alter meney
growth in response to elther high mterest rates or signs
'~ of a recession. Mopefatists believe there is solid evi-
denice that inflatiof is substantially, if fiot ex.clus:vel\iy,
a monetary phghomenon. The .more that ‘money.
growth exceedy the 3 to 5 percent range, “the higher
the inflation. The more erratic the “excess” money
growth is the'more erratic is the resulting’ 1nﬂatlon :
The monetarist prdggam is not universally endorsed.
Many economists continue to;believe that the Fed can

effectively offset recessions by “leaning against .the

..;f ’ta—._‘,, .
- .. LA Rt =) <t
.0-04{,’ -

= TS

wind.” They regard the resulting inflation as not too.
: price to .pay in exchange for lowerlng‘
"unemployihent. .

Those whd believe that government deflclts cause
inflation also nake a clear recommendatton; the fed-
eral government should balance its budget. There are

. at least two_gchools of thought among the “budget

" -balancers.” The first would by law require the féderal *
governienf fo balance its budget.each year. The sec-:
ond takes alless severe stance. It believes that the fed-
eral governmient shoiild be paymitted to run a budget
deficit during yecessions in order to provide assistance
to,people who are severely affected by tlfe recessioit.

becatise fewer people aré working and earnmg in-
comes, at the same time, transfer payments are higher
than normal because more people qualify for unem- -

ployment insurance, food stamps, and other public.

assistance programs: This second group would  rgquire

the government to average a balanced budget ona ﬁve—x
#

to ten-year basis:
’ As stated earlier, itis clear ! at budget deﬁclts con-

. the Congress is llkely to perceivs any attempt to re-

_ quire an annually balanced budget as a serious threat
to congressional spending discretion. -

Two other suggested pdlicies that merit dlSCUSSlOn

N
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'.T-Vﬁeﬁﬁpla Standard:' A Cure for |

~ HiLtoN HEAD., S C -Goid bugs are bonrng up on beryllrum and it's probably ;ust as well.
The U'S presrdentlal Gold Commission, having already voted against restoration of the.

nflat

on

(LN

gold standard. 1s winding up its affairs and soon will issue its final réport. And as if to'drive .

one fast nail infto] the gold standard's coffin; some 50 economrsts gathered here the other

day for a pos!-mortem-like conference called A Retrospective on the Classical Gold Standard:
The consensys, more or lgss: Even at the height of.inflation two years-ago; the restoration

of the gold standard

s an idea whose time had not and probably never would come.

~-"Gold Standard Doesn't Appeal To Economists,” by Lindley H. Clark

Durrng the past several years there’ as been a re-_

surgence of interest in the gold sta, rdas a strategy
for controlling 4nflation. The news-ffem above refers to
the presidential comr fission that was appointedin 1981
to study the advisability of reintroducing the gold stan-
dard in the United States. The commission submitted
its report in 1982 and overwhe|m|ngly declrned to en—
- dorse any version of e standard. '

First things first. Thete are many Jersions of the gold
standard, and a wrde varigty of plans have been put
forward. What they have in common is the proposal that

- the Federal Reserve be required to hold a certain amount.,
of gold for each dollar that it issues whetherin the form’ .

of currency or of bank reserves. As a result of these
propesals. the Fed would only be abl$ to increase the
money supply by increasingthe amount of gold it holds.
Proponents of the gold standard belreve that such &
gold reserve reqpirement would make it very difficult
for the Fed to:sustain the sort.of rapid, rgoney growth

that contributed to the |nt|atlon dt the: 1970s and early

'19803 . ‘

cessrty of holdrng agoldreserve: A pure gold standard

_would require that the nation’s currency be convertible _

.into gold: Still other.plans call for an agreement among
‘the”central banks of the-world’'s major economies to
fix—" peg "—the price of gold in terms of gach of their

currencres Under. thrs propOSal the Fed would be rw‘

band about the peg thaf is.. to buy dollars with goid
when the’ dollar price of,gold rose aboye the pegiand
to b‘uy gold wuth_dollars when the dollar price of gold

: Other.gold standard proposals go ‘beyond the ne-

Jr.. wal Street Journal, March 26, 1882

fell below the peg. The effect of uch a peggrng agree-

ment would be to’re- -establish a system of fixed ex-

change rates among the world's major currencies such
as existed between 1945 and 1973.

According to proponents of the gold standard, its

chief advantage would be to guarantee monetary sta-
bility. The Fed would net be abie to print money to
finance the Treasury s deficit or to offset the etfects of
arecession. The gold standard would:; itis argued; iock
the Fed into a conservative monetary policy.. ’
Those opposedé;to the,gold standard include a ma-
jority of the members of the commission and of the
economists mentioned in the news item. While a com®

plété,diéCUSSibn of their views is beyond the scope of .

this, discussion, at least two points deserve mention.

Flrst the world's supply of gold is. subject to random
: subply shiocks' associated with the discovery of new :

gold mines, the technology of mining, and the vicissi-
tudes of world politics. Consequently, it is'a mistake to

" assume that the supply of gold available to the Western

world wrll grow smoothly as time goe& on. The oppo-
nents of the gold standard fear that instability in the

gold market would be translated |nto genebal economic

instability, through the workings of the gold standard.

" Second; in the past nations have abandoned the gold

standard wher it was in their interest to do so. Hence,

‘the opponefits point out that the*gold standard is not

a foolproof substitute-for a general cdqimrtment to sta—.
_ble growth in the mmy supply - s »ﬁ .
Whatever one's assessment of its reiative’ advan—
tages and drsadvantages the re-establishment of the
oy:l Standarrd does not seem to be imminent. .

Q

E

controle f

- are: (1) wage ard price-controls, (2) indexation. Econ-

omists trequentlv disagree about polity. Biit they speak
with nicar_unanimity on the subject of wage and price.

se\eral reasons why. Flrst controls scrmuslx hamg >r
the economy’s signaling svstem. Wages “and prices
must be free to adjust so that ecbnomtc srgnak in the
form of rehtne price changes can be passed from

L
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Aruitoxt provided by Eic:

ut bluntl\, mmt economlsts belreve that .

.

“ the

shnrth’}l‘.(

* retail outlets, the concentration of produaction’ in higher- pnu%

of somie prod:rtts Inn;., |lnl‘~ ot an\ Alarketss i

’ cgnsumers to producers and back again.” Second, wage -
and price controls-do not eliminate the causes of in-
. Hation. If too much money confinues to “’;'ch'aiié

“
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_its own interests.
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amount of goods and serviceq available, céntréls can—

not alter this i
as they eventually. muS\ be 1nﬂatron resumes. And

third, it has proved difficult to apply controls-so ag" 0 . .

affect everyone in the economy in a sensible and eq-

 uitable way. In _particular, when controls are under

consideration, there is a great deal of activity oh the
part- of special-interest groups .as each attefhpts to
sécure a_type of control—or a loophole:tha! serves

: The last policy @r inflation we
indexation: ,Under indexation, wag
t'ra'nsf'e'r 'p‘a’ym'e'nts (social security

;, ifitarest rates,
eriefits, uriem-
stamps, pubhc

prices: Many labor contracts in the United States are

already indexed. Over 9 million workers have wage -

contracts that include so-called cost-of-living adjust-

ment:(COLA) clauses that are tied to the Consumer
Pn‘ce lndex And, as drscussed in Sectlon 1, social
secunty benefits have been rising automatically along

withdncreases in the CPI. Beginning in 1985, the United

States federal income tax tables are scheduled to be.

indéied td eiirriinate the phenéniendn of ”Bracket
What would be the effects of legxslatron that re-
qulred wages interest rates, transfer payments and

pears to have both advantages and drsadvantages
The main advantage is that for many people mdex—
ation wotild remove the uncertainty brought on by
inflation. Under indexation, lenders wotld be assured
that the. buying powet-of the interest they receive
would rise along with Mflation. Workers would be

assured that the piirchasing power of the wages theyw

receive woutild fiot decline: A second advantage is that

lndexatxdn would remove mach of the economic in-,

centive for govemment to gerﬁrate inflation: Under

indexation, inflation would no longer produce auto-

matic tax dncreases and cheaper borrowmg c0st€,for
govemment . .

"There are severdl possibly serious dlsadvantages to
indexation. First/indexation would tend to raise un-
employment in some sxtuat}ons Supply shocks such

as the OPEC oil pnce increases provrde an illustration.
_ ~.0f how this mlght occm Sharp rises in oil prices ad a

labor in those industries falls as well In siich a case

-either wage rates must fall or employers will ciit back
. ‘&. < AN

- ,,Q/‘i,, v _ :

goods Or Servig es, inferior quahty of goods and services, dis-
tortions in intérfidfional trade, and the like. s
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] allconslder is

unemploymen f those mdustne

Secor‘ld, no consumc‘r‘pnce index p“fectly reﬂe&
h

scen that the w:dely used CPI tends to overstate t
costof living. Otherindexes have been developedthat
avoid the p?ﬁbléiﬁs of the CPI, but i‘ibi‘i(‘rrispérf’et’t.

_ Third, indexation treats the.”symptoms” of inflation
but does rot actually ptﬁVidb a cure. Some economists

..‘_-a”rg'ue that gUVérﬁiﬁéht b"u'd{.,'et défitits would actuany
“catise-moje inflation with indexation than withotit it.

A defmt Would bnng on even lar;,er defrCIts because

borrowmb tends to ralse 1nterest rates Wthh in-

creases the deficit further: These still larger deficits -

wourld cause stilt htgher mﬂation borrowmg, and in- .

terest ratesAand so on and so on:-

4.5 The Costs of Ending Inﬂatmn

mdmg this discussion, it is. 1mportant to point
out that, once firmly established; inflation is costly to
end:Two types of cost are: (a) the cost of upset plans

- and (b) the cost of higher thanynormgl unemployment

during the transition to lower inflation. Moreover, the
costs of ending inflation are not shared equally by all
the -thembers of society. The rest of this section ex-

-plains why.

Inflation is costly to end becausse the terms iinder
which many people will have entered into contracts
and made other economic plans ‘will be based on the
assumption that 1nﬂa_t10n will continue at prevrously
prevailing rates;Fo*r example, if the inflation rate falls,
people who borrowed funds on a long-term basns at
an interest rate of, say, 15 percent will later find the

true cost of borrowing to be higher than they expected. _

Employers-may have agreed to a labor contract with

wage increases of, say, 12 percent in the expectation

that.the prices of the products they produce would

increase at that rate dr more. When inflation slows;
the agreed upon wage increase will prove to be more
expensive than it appeared at contract time and some

ments for a house expectmg that ‘fhelr wages wotld
grow qulckly wlemd, the payments to be more bur—
than they expected ’

The most 1mportant cost of ending mﬂatron and the

reason that the burdens of ending inflation #re not -

borne equally by all members of society is that a period
of high unemployment is hke]y to accompany the tran-
sition from"high .mﬂatlon to bw inflation. Such a pe-

. o
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riod of hnghunemployment was observed in the Unjted . = Brunner, Karl, and Allan H. MeltZer eds The Costs -

States in 1981 and 1982. (Unemployment rates were and Conséquences of Inflation. Carnegie-Rochester
still high by historical standards as this manuscript - * Confererice Series on Public Policy, Vol. 15. North-
went to press in 1983.) The underlying reason; as ex- Holland Publishing Company (Amsterdam), 1981.
plamed earlier; isthatas the Fed cuts the rate of growth . Supply Shocks, Incentiyes and National Wealth.
in the money supply, interest-rates rise. And higher Cai'nEgle~Roéﬁe§ter onference Series on Public
interest rates put a recessionary pressure on the econ- . Policy; Vol/14: NorthsHolland Publishing Com-
omy in addition to that contributed by: the labor con- pany (# té?diﬁ) 1981. _

tract effect just described.. Not all industries nor all Carlson; Keith. “Trends in FederafSpendmg 1955-
workers are equally affected, however. Higher interest 86.” Federal Reserve Bank of St. Louis Review, 63, no:
rates ‘'have greater adverse effects in industries that . .9 (November 1981) 15-24.

- prodiice goods for which buymg is relatively easily Darby, Michael R. “The Pnce}of Oil and World Infla-
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United States? We have already mentioried that m\1982  Reserve Bank of Minneapolis, 1972.

* the inflatton rate féll more rapidly—from double digit Friedman, Milton. “The Role of Monetary Pohcy
levels to6:1 percent—than many thought possible. But _ American Economic Review, 58, no. 1 (March 1968)
unemployment rose as well, to nearly 11 percent in 1-17. :

. the Tlosing months of the year, the highest unegs- Friedman, Milton, and Rose Friedman, Free to. Choose
ployment rate in the United States since the Grea New York: Harcourt Brace Jovariovich, 1980.
Depression: The Gallup Opinion Poll regularly asks a Friedmian, Mllton and Anna Jacobson Schwartz. A
gegesentianyreisiample of U.S: residents: “What dgyou - Monetary History of the United States. National Bu-
think is the most 1mportant problem facing this coun- . - reau of Economic Research Studies in Business

- try today?” Every year between 1973 and 1980 more Cycles, no. 12: Princeton, NJ.: Princeton Uni--
people gave "inflation” or “the highcost of living” than wversity Press, 1963.
any other answer. But the April 1982 poll revealed a Gordon, Robert J. Macroeconomics. 2d ed. Boston Lit-
significant change in public opinion: only 24 percent tle; Brown 1980.
answered “inflation” while 44 percent answered “un- ' Hein; Scott. “Deficits and Inflation:” Federal Reserve
employment.” When asked specifically: “Which do you’ * Bank of St. Louis Review; 63; no: 3 (March 1981):
think the federal government should give greater at- 3-10. . o
tention to—trying to curb inflation or trying to reduce Hoepli; Nancy L:; ed: “Global Inflation.” Great Deci-
unemployment?” 49 percent.responded “reduce un-- . sions ‘82. New York: Foreign Policy Association;
employment” while 44' percent responded “cusb in- 1982.
flation.” As this was being written, the question is to Horrigan; Brian. “Indexation: A Reasonable Response

. what extent that change .in opinion will bring on a_ - toInflation.” Business Review. Federal Reserve Bank
changein nanonalpnonhes and how fastopiniondnd’' ~ of Philadelphia, September. 1981:3-11. »
policy vqould ift agaln if unemployment were re- - Laldler, D.E.W., and ). M. Parkm “Inflation: A Sur- _
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| - INSTRUGT IQNAE AGTIVITIES
. ; ‘ . . SARAH LEAK | 3

el
m\

 and QbieétiVes; o

No one in our country is lmmune from the effects of mﬂatl'

) . I AN

‘students; have been affected in one- wWaY ( or another by rising price
Is anc ol surveyed your classes yoiu

would probably fmd that:most students were unable adequately td\define inflation. It is a term
f be at the definition isgin fact,

IR
/’y}of us, including seco:)dary

borrowers and lenders; and other consequences of inflation: If\g

fard and read about soto?ten one would assumg,everyone know
_mifny’ people do not."

g The problem of mﬂatlbn is complex. As with most complex problems; it is not easdy solved. .

The instructional activities.on the fOHOng pages arg designed to help students examine various

aspects of mﬂqtlon—what it is; its causes; how'it is measured, and how it affects individuals and

g'r'o'iig','s The complexlty of the problem will become apparent to students as they attempt to

‘analyze actions proposed for controllmg orreducing inflation and the #fade-offs these actions

‘ 5_’ mvolve_ , e o - .
. - : B it : .
» . P ' . ] N
R T > : “= RELATED
o ! o o : _ : INSTRUCTIONAL
INSTiitjC'riég;&t GiijiééﬁVES e Do ACTIVITIES

'
N

‘1. Assess their own knowledge of.the caiises and consequences of in-

_ flation and recognize any misconiceptions they might have. - S —
S 2:+Define inflation. ‘ oo S, 7T 1,2,3,5
L : .
' 3. Calculate changes in the Consumer Price Index and explai'ri the fu’ri'c- ' o
. tton of pnce mdexes generally. © ) e e 2,3
-~ R
4. Compute the rate of mﬂahon : ' . Vo 2,3
v 3 s
; dnterpret an§umer Price Index tabtes pubhshed by the Bureau of : o
I:abor Statistics: R . 2;3
S ;‘;6' 'Co'rh'p’é'r’e t?\e mﬂahon rate m the Umted S'tates to that of other -
"+ 7 countfies. ! e s : ‘ 3
L. ‘ "i Describe the effects of mﬂats;fn omindividuals and groupsina soaety -
e " . and on the economy as a wflole o . 3, 4,5, 6 -
8. DlShngUISh betweerr hlgh mﬂahon rates and hypennﬂahon 5 .4 '
. - » . ot .
a9 Explam the dlfferent pomts of view,on the causes of mﬂahon * - 46 _
“ »10 Describe actions of the federal government that can contribute to ~ - '
| inflation. i : i 46
I 11. .Analyze ‘t?'deral-govemment achons for controllmg or reducmg in- T -
\\ SR ﬂatlon and state the ‘trade-offs involved. : B " \6
‘ + . All handouts and visuals for the mstructlonal actnvme& are on perforatea sheets at the back of
. : thls pubhcahon S N 4 L . ‘
' : - oo Y - B ;
‘ ¢ ’ . 32 » o
4

uncertam mterest rates for -
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A FP Iéf-LATION Quiz.
%’( S - . p : .
AN ~ . RecomMmENDED Usk: To.introduce the study of mﬂatlon; ) . (
7 TiMERgoUIREY: ©  Ohe class period. : , : oY
MATERIALS REQUIRED Aandout 1-1. . ’ . - :
RATIONALE: < The use of a pretest for introducing the study of inflatioi

serves two purposes. First, studerits become aware of
.. their knowledge (or the limitations of their knowledge)
7 about the causes and consequences of inflationand how
- itis measured: Sgcond, teachers obtain information en- -
ablmg them to select from among the various materials °
and instrucginal activities on the topic those best suited

to the needs of their students:

i
’ -

4

CONCEPT: " Inflation ; \
INSTRUCTIONAL _ Students will: ; ) >
OsjecTives: 1. Define inflation; ~

3. Discover some of the misconceptions that they hold -
about the causes and consequences of inflation.

<9

Teaching Strategy Z Pupil Activities -
1. Introdiice the topic as follows: - ~ Individual students will attempt to defirie mﬂatlon"
' ,domg the followmg

Inflation is something that we read and hear about all the :
time. In every year between 1973 and 1980, the Gallup a. Stafg a deﬁmhon in their own words;

..Poll revealed that most-Americans regarded inflation as
the Ration’s riumber-one problem. What is inflation? b. Adding to deﬁmhons stated by others in the class

c. Pointii t inaccura r
_ Write student responsesontheboard without com- d:;lr:l xtr:gn;)u inaccuraciés: in pevmusly stated :

ment. After writing out a definition ask: Does i

o ik 1l YR = ) . - iy

everyone agree with this definition? Does anyone, ‘
have a definition different from any of those on the :
board? © © . )
NOTE: At this point in the lesson it is not esse?tia'l AR 5
that stiidents’ definitions be accurate. The objective
i$ to elicit resporises from as many Students as pos-

sible in order to determine how well the students _ .
understand ‘the term mﬂahon as it is defined by 3
economlsts e :

J

2. Say to the class: o en

Ini order 1o determme what you know about inflatipn and:
. the factors that contribute to it, you are oing ;OZtake a : '
quiz. The quiz 1S solely for your iiformation. You will : ‘
corrett your own papers; and no one needs to see your- A EEE

sore. '

.l

&
P
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ERIC

Aruitoxt provided by Eic:

S

 (Note questions students found particularly. trou- -

help them ascertain what they kniow abotit mflahon

Ask for volunteers to tell how they answered the
first question. Once the correct answer has been
identified; Have students compare this with the def-
initions writfén on the board at the beginning of

the class; period. S,

Discuss the remairing items with the class, making

sure- that students pdte the correct answers on thelr

quiz papers. .

blesome and use the information as a basis for se-
lecting instructional activities for subsequent class
study of inflation.) "~ . -

.

"Explain that inflation is a complicated diibject and

that several class perlods will be devoted to study-

mg 1t . .
. )

&
N

v

- - -
L] -
- Al

r
.
. b
; €
v
2
or
« ’
‘. _
Sampm——
o3y
U (

\

Complete quiz orginflation:

_'n

i

.

T e

Discuss and ask for clarification of answprs to mleid-
ual queshons make Correctxons, as needed on their
own papers. .

ANSWERS:

1(c) -

2(b)
3(b)

"4(0)

5(c)

L)

6(c)

7(d)
8(c)

il

“11(a)

12(d)
13(c),
14(b)
15(c)

;
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Inst?ucﬁonal Acﬁvﬂif 2

" PRICE: INDEXESiOUT OF MANY, ONE,

1 v . - I P
' IR N

’ N - . . - - s .
TN S ’ ’ !

. ) . RECOMMENDED USE: In any subject pr course to Whlch price indexes and/or

1 ’ k W : . o tnflatlpn are Eeﬁrtment egs, economlcs, govemmenf ~
. A L busnness, mathematics: = ... Cn 3

' TlME iiEQUlRED ’ Two or three class penods dependmg on whether thg

optlonal activities are used. = ¢ _—

s

MATERIALS REQUIRED: Classroom sets-of Handouts 2-.1 and 2-2:

- . ST / : ;
* . " RATIONALE: : - Price changes are inherent in our economic system. In
* Co o -, the past the nation has experienced ‘times when' the
< N general-.level of all prices has beeii downward; we des-

ignate such times as periods of deflation. There have

D Co S also been times when the trend of ptices was essentially
- ; o level; we designate those times a$ periods of stability.

' S .- In the 1970s and extending into the 1980s, there was a’

. rise irvthe general level of pnces, we desngnate that time

s ' > as a period ofiinflation: S : o

Many individuals as well as publlc arid pnvate groups
~ require inforitfation on price trends. Consequently, the .
U.S. governmént complles and publishes a considera-
ble variety-of price data. Three major measures of price
change are of partlcular 1nterest to the pubhc the Con-

the ‘Gross National Product (GN PD) and the Producer
: : . Price Index (PPI): This lesson takes up all three mea-
T ’ ‘ sures with the aim of increasing students’ understand-

< ing of price changes—especially those which cons-tltute

. . -inflation—and of how pnce indexes are calculated and

what they mean:

; . J"(NOTE Instruictiona actlv:tles 2 and 3 are closely re-

: 4 - lated. If you use bot4 activities, have the studerits keep

- . oo their copies of Handout 2-1 for use in Activity 3, or you
L "+ should set aside a correctly completed copy of the hand-

e . . 4 ouf a(nd use it as a transparency in the later lesson.)
- 7 . Conceris: - " Inflation; deflation; index numbers :
; /lNSTRUC’nONAt . Students will: ;
; eBIECHVES o f 1. Deflnelnﬂatlon deﬂatlon, pnce stablhty pnce pncc

f\L o index; .
N s 2. Calculate changes in the CPI;
| u " R - , 3. Describe the function of the CPI
' ) e - 4. lnterpret data in a CPI rable
' 5. Gptional: Explain the differences between the Cry,
: ¢ © the PPY, and the GNPD; and the fnnctlon of eachy
=
:', - ; B0
4 . " 4 . .

*
|
|




‘Teaching Strategy
1. Begin the lesson by tellirg the students that they

will be discussing trends in prices and how in-

Pl

dexes are used to determme such trends: Ask stu-

“* 'dentsto define price: If tHey are unshccessful after

several attempts to define the term; write the fol- 7

lowmg defmxtlon on the chalkboard

»

2: Write the terms mflatlon and ”deflatxon on the

board: Explain that inflatipn dearibes periods dur- .

ing which the majority of prices are going up; con-
versely eflation dt;ggnbes periods dunng Wthh

most p;nces are falll

’

3. To |llustrate the current trend of pnces, ask stu-

'~ dentsto name some of the goods and services they

 or their parefits have recently bought: List the items

(9]

_alist as possible. (You might add hand-held elec<

" tronic calculators if students do not suggest them;

-" since the prices of these devices have been féliiﬁg
ever since their introduction in the early 1970s..
+Another product whose prices have been fa]hng

_ . .i$ the personal compiiter, first introduced'tn the
- " mid-1978s. We want to show that notall prices rise
' 'dunng inflation, but that the overall averafe of
~ prices rises. The opposite would be true in efla-

tion.)

&

-
4 Pémt to each ltem in turn on tH'e list and ask stii-
" dents whether its price has risent, declined, or re-

. ‘\mamed the same since they or thieir parents lqpt
bought it (or during-the past two years, if it is an

y itemn that is mfrequently bought such as a refrig-

o e;ator) Put a plps (+) sign riext toitems students

sag ro%e in price; a migus ( ) sign for a decllgei
.and a zero (0) beside t
_,changed in pnce

e items that have not’
n?’

1

Ask N , o ‘f?
( a What do we cal} a situation in which most prices
are rlsmg over a sustafneﬂ per?ixi of time?

b. What do we call a sntuatibn in which most pnces
are fallmg over a sustained period of time?'

¢.* What" mferenceq can you make about price
* trends from the list on the board?

. L . ; .

E

Aruitoxt provided by Eic:

““on the chalkboard. Try to get as long and varied :

§ t. <

Attempt to deﬁne pnce i

~

- v : I . -
. . - F— 3
. . N i . o

o~ - . r
Name goods or services they ar thelr parents have
recently bought Examples of ltems students mlght

cars; TV sets) records airdiocassettes, washing ma-

chines, stereos; books; sporting goods, videotape

‘players, video game players, personal computers,

video tapes, video games, hand-held electronic cal-

--culators. Services might include shoe repairs; car re-

pairs, medical or dental care; haircuts; rock concert
and mdvne admnssnons

Students stété'whéthér the 'p‘r'ia:é 6téé'chit’e"rh went iip,

liés last bought 1} : g
. ) Y' . . Ca
xRy
W T
% ; A
: :rr' . .
! .:I ) »
e ’

Respond to questions:
Inflation

" o
Deflation

infer from the relative frequency of plusses, mmuses,

and zeros that the economy is experiencing price in- "

flation, deflation; or stabihty For example; if there are

more plusses than niinuses or zeros; students will

U

probaSly infer that the economy is in a state of infla~»

T ' L

Pw . v . RS



d Does the list 'brovndejsufﬁcxent data to deterf :
mine pnce trends? i

-

"

[}

N

; lo»wmg points:

durmg a particular period:

t‘

Summanze the dlscussmn, emphasizing the fol- )

- g—'{he t:erms lnﬂatlonﬁﬂeﬂahom and stablhty de-.i

—-Dunrlgmﬂatton somemdlwdualpnces may fall,,'.

furthermore, among the prices ‘that are nsmg,' LT

_some will be moving up more rapldly than
“‘others, y

; -~ Lk . .
s —Prices of some items may change owmg toan

alteration- in their specific market conditions:

changes in the amount of the product supplied
or demanded or changes in the production pro-
‘cess that reduce costs. (Examples: the prig
oranges may go up relative to the chang€in the
prices of other fruits if there'is a severe freeze
during the growing season fororanges; the price
of hand-held electronic calculators fell consid-
érably with the introduction of new technology
that reduced productlon costs.)

Aékﬁkﬁd@ﬁts to éuggeétfo'thje'r é)iémplés of relative
' rises or falls in prices due to an alteration in the
market conditions for a specific product or Changes
in techriolegy or the cost of productic
size that changes in prices underthe ons
‘act as.signals to bring supply and demand into
conformlty wnth each other: :

s : . i,
. v
Write the words “Consumer Price Index” on the
Eﬁéﬂiﬁééid Ask if éiiybiie kiibws what this 'rh"e'a"rié
adequate explanatlon of the phrase Howey er, at
this point in the lesson, do not offer an explana-
tion. Rather, after students have made several at-
tempts to definé the expression tell them that the
next part of this lesson will be devoted to looking
at the Consumier Price Index (CPI) after which the
’ , students should be able t¢ ‘explam what it is, its
purpose, and how it is computed. -

=
Q

ERI!

Aruitoxt provided by Eic:

' "dunng the growmg season; ?es for grapes fall be-
O

tion; lf none of the symbols is dominant, there is hkely
to be dlsagreement about the current state of prices, .
but theé actual sntuahoﬁYay on the whole be &e Bf

A

price stablhty

. Prbbablyunot Beél?se of the manmer in which the list

e e o

sumers buy or of the relative importance of theq'rY)ur-
chases and thus not reflect the true trend of prices in
the economy. The list may reflect unique local con-

dmons rather than national trends.

=

"

on the ‘Maine Coast;

cause there is a bumper crop; on the ‘Maine Coast,

-~ motel room rates€n winter are half or a third the fates

" for the same accommodations in July; prices of con-

sumer electronic goods such as video game players,
home computers, and. personal stereos have come

- down partly because their components have become

37

cheaper to make.

e
-

Attempt to define Consumer QQ@ Index.

H

‘was qomplle?; it may’be unrepresentahve of whatcon- _ -

LN
ol

-
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9. Bistribute Handout 2-1: Ask the Students to read
Part A of the hardout. Allow time for reading,

y-
- i

then begm the discussion by asking students jf
thev CAN 1oOw ¢ define ”ConsumEr Price Index.” Dis-

"* _cuss with them the purposes ‘of the CPI and how

& e .atis computed Ask students fo define kev terms

such as “base year,” “market basket,” “weight-
lng

clarify terms, if necessary.

10. Ask the class to read and answer Mhe questions
in Part B of the handout. Allow time for reading;
then go over the answers to the questions with
the students. To make sure that the class under-
stands the instructions given ®or computing the
CPL, you may wish to ask several students to
"illustrate on the chalkboard-how they arrived at
their answers for questions b, ¢, and d.

. A’i\téﬁéié }6 éiﬁeéﬁéNs IN PART B -

Read Part A of Handoutt 2-1. On the basis of the reading:

.. ~Define CPL a statistical measure of changes in the

average prices of a “market basket” of goods and
services urban househgjq§ use for daily living comi-

pared to prices of the market basket in the base or
reference year.

 ~State the purposes of the CPI.

Welghted food expendxtures in Penod Tw0 7

compareei with Period One? . -

b. What was the amount 6f the increase?

~Explam how the CPl is cd”mputed

~Explain or ask for clarification of the key terms.

Read Part B and discuss the answers t? the questtons.

4

$12.50 (= $59.50 — $47.00)

; c: What was the percent mcrease in pnces from 26.6%. {.= (1250 / 4700) x 100.0] _ v;
., Period One to Period Two? - o = S
d Wh’a'is the index number for Period Twola 126.6 (— 26:6 + 166 0) / ' &
e: How much would it cost in Period Two to buy ©81.26 C - o -
what $1.00 could buy in Period One? ST _
f. What effect would this have if your money - You will not be able to buy everything you could
income is fixed, and, therefore, you stilt have before. *
only the same amount to spend in Period Two
as you had in Petriod One?
11. Have students complete Part C of the handout. :  Read and answer the questions i Part C.
ANSWERS TO QUESTIONS IN PART C :
1 Period Three (Same month, third ygar)
: = N T
, (1) @ ' 3y
77777777 o VVéIghted .
_ Average Quantities ~ Expenditures
. Price per Unit Bought (= col. 1 x col. 2)
Milk (quar) 5065 20 quarts s 1300
Bread (loaf) 0.60 30 loaves - " 18.00
Hamburger (pound) 1.50 i 25 pounds . 3150
,,,,,, R Total food $ 68.50
A , ? ' - 0
5, s
> :
o 38
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What is the price index for Period Three?

Did the price index rise faster in Period Two

or in Perigd' Three? Give figures to prove your

contention: _

(1) Percent rise in Period Two compared with
Period One :

(2) Percent rise in Period Three compared with
Period Two ~
What is the total percent rise from Period One

to Period Three? '

(NOTE: The percents can be calculated as well

. from the corresponding dollar amougits of total

expenditiires instead of the index numbers.

However, publisied sources of price indexes’

do not Usually provide dollar data.)

12. Provide students with copies of the most recently

piblished CPI. Among the sources containing

cuirrent CPI data are the newspaper, the Monthly
Labor Review (Bureau of Labor Statistics of the U.S.

’

Qepartmient of Commerce), and the Statistical Ab-

- swact of the United States (Bureau of the Census of

the U.S. Department of Commerce, annual). If

more recent data are not available, use the table

that appears at the end of this lesson.

Below are sample questions for helping studenits

.1

apply what they learned in steps 8-11. (NOTE:
Theqiiestions and answers relate specifically to

the table provided with this lesson. However, they
are easy to adapt for use with more current CPI .

tables.)
SAMPLE QUESTIONS

a.

|

D ANSWERS -~ . &

To what group or groups of p‘e'cspie‘&bes the

“table apply? | L

What doethe table show?

-~ .

What is the base year? |
Whatare the categories of items for which data
were collecied? -

t s -

What was the price index for all items in 19817

What was the total
to 19817 °
How much did it cost in 1981 to buy what

percent change from 1967

39

o[ L (68.50 — 47.00
1‘45.7[ ( L=

Period Two

126.6 = 100.0 -
100.0
145.7 — 1266 1000)

6-6% (;

15.1% (5

Tt

126:6.-
100.0

Urban wage earners and clerical workers. -

Annual hverages and percent changes in the total
Consumer Price Index and its broad component cat-
egories in the period 1967-81:

1967 |
Food and beverages, housing, apparel and upkeep,

transportation;, medical care, entertainment, other

géédé and services.
272.3 5 -
172.3 percent. .

$2:72

15



. v . L LR 3
h. What was the annual percent change forall 10.2 percent. ' C
7 items in 1981 ¢compared with 19802 - L . a ) )
“i. - How was this number derived? . 272.3 = 247.0 _ 253 _ 105+
- ., 2470 ¢ 247.0 o
. ! . 0.102 x--100 = 10:2 , . ‘
j- . In what year did the price index show the .  1980; prices rose by 13.5 percent; thls is the highest
" most rapid tise in pnces for all items? Explain .  percent change shown for any slngle year: '
your answer. . - e .
k. Was there ahy year foryghxch the pnce index  No; if the CPI had decllned in any year, the percent
showed a fallin the average prices for all items? . change would be a negative number (i.e;; it would be
Explaih your answer: - preceded by a minus éign) : :
I Which category of 1tems shoWed the greatest | Medlcal care; apparel and upkeep
rise in average prices’in 1981 compared with "~ . . _
19672 Wthh category rose the least? o . )
m. Which category of items showed theﬁrnost Transportatnon
rapid rise in prices in the three-s year penod' LA : _ .
from 1979 to 19817 = : :
n. What was the percent change in prices for, 281, 3= 2128 _ 685 ~ 0:322 N
: transportation during this penod’ Explain how 212.8 © 2128 T S e
: oud rived our answer. 155 S '
* . youde o4 : . , 07322 x 160 = 32:2 ¢
<" o Dijnng what two- year ‘period did average 1973 and .1974; the increases for these two years were
_prices for food and beveragiesirlse more rap- 13.2 percent and 13.8 percent, respectlvely
‘idly than average prices for any other cate-. .
gory? ‘ : ' : !
17. Consumer Price Index for Urban Wage Earners and Clerical Workers, annual averages and changes, 1967-81 R
(1967100 . . ] . ) ’ - . .
A Food and - Rovana . Apparst and Transz . Medicil caré niertsinment Other goods
Year — PR =1 Ja_-— . p R P T =
index :Mnoc NGOX | change | 100 | oipice | index 3%%" index :himmg N0EX | change-| YT | chpnge | InSeX | inge
) 1967 100 B, N ises 1000 0o | 1000 N w000 | _ & 1000 R T Y .
4 1968 Cv] 1042\ 42 4 1038 16 104 0 ip iosa 54 1032 32 1061 61 | 1057 57 1052 - 52
1969 ' 1098 54 1088 50 [AUES 62 s f 58 1012 jzv\ 1134 69 mo 50 1104 49
1970 1163 59 ey | 54 4 1182 I 1161 41 na7 51 1206 63 167 51 1168 Sa
1971 o 213 Q ey | 7 Y234 a“ 198 32 |- 1186 52 1284 €5 1229 53 1224 4
1972 1253 33 | 1212 a2 38 | 1223 | .21 | nes ] aRs |32 | izes 20 | s Q
1873 1331 62 | 1395 132 1337 a4 | 1268 37 1238 K 1377 .39 1300 28 1325 J9
1974 1477, 1o 45817, 118 148 8 <113 1362 74 1377 12 150 5 93 1398 75 1420 72
1975 1612 91 1721 84 1645 106 123 L= 1506 94 1686 120 1522 89 1539 84
1976 ‘ 1705 5§ 174 3 756 81 147{d ijv 165 5 99 1847 95 §f§ Y 1627 .57
1977 1815 65 1880 €60 186 5 68 1542 - 458 1772 7 2024 ‘96 7.7 a9 1722 58
1978 1953 76 206 2 97 2026 86 1595 | 24 1858 48 2194 a4 1762 ° 51 183 2 64
1979 21112 115 2287 109 2275 123 166 4 r 43 |- 2128 145 2401 94 1876 85 1963 .12
1980 2470 1358 2487 a7 2632 157 1274 66 i 2505 177 2672 13 2037 85 216 88
RE] 1 223 w02 | 278 [ 77 | o2 ivi-’l 186 6 s2 | a3 | 23 |.oes 104 | 296 15 | 23 | g2

’ L

SOURCE: Mon?hly Labor Rewew (U S Buraau g? Labor Stat»stlcs) Dacembam 982; p 71

13. OPTIONAL: Introducghis portlon pthe lesson

by explaining briefly that the CPI i} only one of . LI

many price indexes the federal government com- o ; _
piles to assist economists and other inmonitoring - . Ly "
economic trends. Two other impoftant series.are . )
the Producer Pnce Index (I’PI) and the GrOss Na- o - .

Write the names of these two indexes onthe board

. 40 P . : L
Q ' .

ERIC

Aruitoxt provided by Eic:
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L Dlstnbute Handout 2-2. Tell students to read it Studer!ts read the handout and aniswer the first three
* and answer the questlons e . . questions:

When students have complet ] the readmg and_ : S o ' SR

. . answered the first three que tions,”go over the . .= - R

4 answers. : ) L I - L

: .
a: Why are tﬁhgippcie §fepfesﬁpresented in the form Answers should incorporate the followmg pomts In- -
of indexes rather than dotlar amounts’ dexes make it possible (1} tg combme items priced in .

o : " different ways into a singlg total (for example;, meat
o - by the pound, ‘eggs by the .dozen, shoes by the pair,

.- . refrigerators as a unit); (2)-to express the total as a
‘ o R percent of the total at some starting pdiiit or base
- T o . . period; and }3) as a restlt to compare ‘price changes
5 . S SN ‘. .. from one period to any other.
b. Which of the three price senes is” the most The GNPD is the most c myrehensxyg because it in-'
comprehenswe’ Why’ T ) cl_nge;» riot only ail fxfr}ail goods produced in the Umted
. . < v om iStates, but all services as welf I
< If théié are éiibété'ritiél increases or decreases ' They will eventually show up in the CPI because’ the
. in the PPI, where.might they. eventually %ow . prices of the goods in the PPI repjesent costs of pro-' o
. “P’ Why7 : . s . duction of the goods sold to consumers. P { .
» 7"7 . . / . B ) N -‘ .
14. Evaluahon As‘gs studerits’ partncnpatlon in class o i - L :
and their answW®rs to the questions contained in . . o ’ g

the handouts.

13

65
.
P

41
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WHAT IS INFLATTON?
R 3 ) h ‘ . o
o "~ RECOMMENDED UsE: In eourses in econormcs problems of democracy, his-
B . . , © tory; reqmres th§t§t1rdents have some understanding

. of the purposes of pnce lndexes and how they are com-
M N puted ' . e

TIME REQUIRED:

One or two class periods.
.Ha"dout 31.

MATERIALS REQUIRED:

tl

T RATIONALE: ;
| CONCEP’I'S )
INSTR&?NONAI: Students will: - -
OmjecTivEs: 1. Define inflation; 3
. 7 2. Compute inflation rates;
’ ) 3. Interpret table showmg mﬂatlon rates in rndustrra'l—'
3 : . , ized countdes; ) _ :
. 4. Compare U.S; ‘Q@Et,“}" rates with those in other in- .
dustnahzed countnes )
: .

Teaching Stgatégy o R R

1. Ask students to défine,inflation.

2. Ask: How can we measure ch:inges m the general

level of Eﬁéeé? : ’

‘ e
. .
' ’

3. Point out that the index frequently used to measure

" changes in the general price level is the €onsul}1er
. Price Index.

- ’

« duict a brief re 'lew of the CI’I as follows

C wn | below on the chalkboard

o Vedr: Pl ¢
% - (1967 LOO)
. 1980

1981

4|

42

: Inﬂatlon isa persrstent growth in the general level of

prices.

-

Prrce lndexes that lnclude a representatlve variety of
products are used to measure changes in the general
vel of prices.

[ S
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1 -
.

- i o ’ -
. L, a4

c. Ask students to:

(1) Compute the annual lnﬂatton rate between
11980 and 1981;! N

(2)' Compute the average annuaI rate of infla-
- tion from 1967 to 1981. - 5

NOTE: If students are unaﬁt)leito do the com-
putations, r
formula give

in Handout 2-15- tart B:

5 Dtstnbute Handout 3-1: Tell the class that the ‘data

on the hapdout will help them compare the infla-

S Py

tion rates jn the United States with those in other

y mdustnahzed countries: Go over the dlrechons with

the students; then have them wor ;,mdlv:duqlly or

in palrs to answer the questlonsy,

o
d

6. Have the class discuss the answers to the questlons
on Handout 3-1.

a? In Wthh year or yearsias ‘the U:S: inflation

"3 rate relatively low compared to the rates in the
other countries included in the table? In,whxch .

years was it relatively high? Did any country

have consnstently lowor consnstentiy high rates?

‘

b In the. l97ﬂéuhow did the U.S. rate compare to
S the rates m Swntzerland and Germany?

c.. What was the trend of rates in most of the coun- . .
tnep from 1960 to 1980? . f

'd ln the mtd 19705, the rate oflnflatton accelerated

in the industrialized countries: What specxflc‘

w.event of the ti'rn'e might help expiam the
§peedup7\ I .

\«_ _ RN

1. A qutctcer way:
)-272:3/247.0 = 1. 1()2

. ']~ti>);1 102 - 1.0) x 100 = 10.2 percent.

Co 7
. Stadenits should obtain the result in (b)by. mentally subtracting
& 1.0 algebraically from the re »4ult In (a) and multiplying by 100.0. ",
c The algebraic equivalence babween this calcalation and the one’ -

" given in the ttxt is very fas?t t ‘

oL
- A
. __ o N C !
g e Lo ' .

Q - 7 S . A

ERIC

Aruitoxt provided by Eic:

2723 ~ 347.0 % i06-

172.3% + 14 =

ﬁmw with them the mathematical

5370 0 = 10:2 percent -
12 3 percent

Al

. Study the table and then write their answers to the

questions on Handout 3-1. ¢

., ﬁ/,

,,,,,, . P . ;‘(

'H.gh 1979, 1980.

Switzerland had low rates from 1961-77 to 1980. ltaly

. rate was hlgh from 1971—-77 to 1981.

léates in. all three countries were about the same until

near thgehd of the decade, when U.S. rates became

5 highey: *

Upward o Sk

L
~

‘OPEC, fthe Organization of Petroleum Exporting

Countries, greatly increased its prices. Petroleum is a
majoritem in the production of goods and services in
industrialized countries. :



Instructional Activity 4
THE 2?WHATZIT?? GAME .,
REcoMMENDED Use:  Senior high school courses in economics or problems of
democracy or any other course in which the causes of
inflation.are discussed. :

N

TIME REQUIRED: "Two class periods: _ |
MATERIALS REQUIRED: Handouts 4-1, 4-2, 4-3, 44, 45 (see Teachers Instruc-

. tions on pages 4748 for directions concerning prepa-
: B ration of Han_dgiits’ 4-2 and %-3). :

RATIONALE: - In order to limit or stop inflation; an understand- ' g
. ing of its causes is necessary. Students first play the ?
7?WHATZIT?? game to help them understand that an
increase in the supply of money does no reate com-
) Mensurately more goods and services: The reading in
Handout 4-4 shows the detrimental effect, on an‘econ-
: . omy of runaway inflation. Finally, the reading in Hand-
‘ > out 4-5 and follow-up questions provide a handy
summary of the main points of view regarding the causes:
of ii?sg‘lation: A =
€oncepts: 7. * Cost push, demand pull, supply shock, real growth, -
~ rate of inflation, printing money; recession,.deficits,
money supply, hyperinflation. ' - E‘t o

LY

 INSTRUCTIONAL Students will: ; ‘. ‘.
OBJECTIVES: 1. Explain what happens when the money supply grows
o, , . Pmuych faster th '
« T rservices;

an the economy’s.output of goods and

© - _,i2: Explain hew federal government borrowing can in-
' - [, _ crease the money supply; :

Rk OO R S S L L

#* . 3..Define hyperififlation and describe what its effects

canbe; - .

. se 0 4 Giveexamples of these other ypes of inflation: de-
0 Moo g i Tgnd’—pull, cost-push, supply shock: o

v .
a

 Teaching Steategy - . Pupil Activity < o
. T, Conduct the 2?WHATZIT?? game. (5ee Teacher's . B 4
* Instructions on pages 47-48. Note materials yot N : 7 | -

must.prepare ahead of time.)

-

N ‘

T A PP N . O W
2. "“After the last round of the gamne, have the class
discuss the following questions! .
a.- What-changes occurred in the prices paid for
- WHATZITS in each round? :

\




-

"7

] |

a _
- . .
- L]
- et
’ ’ JEOg

Why dnd prices increase? What changes oc-

curred during the game that contrlbuted to the

rise in. prices?
-

e . ﬁ s
T o . - wy . )
. / :

- r

o
-

.
. -
7 . ~

What 15 the term common&;"ﬁ :

7hat ha ppened

vnces? Does this term apply to:

i o~

‘in the game?

Jgf the orfe dollar cou-
1to Round 3?

.~ What might-have happened to prices if the num-

. In yhat way did th;z va

rate as dollars"

" ber of one-dollar coupons glven to buyers had
been cut by half at the/;)egmnmg of Round 2

compared to Round 1? s
>

What mlght have happened tog pnces if the num-

ber of oné-dollar coupons giverrde buyers had

been quadrupled at the beglnnlng of each roiind

(i.e., increased from 30 to 120 in Round 2 and

from 120 to 480 in Rouind 3)?

3. Distribuite Handotit 44. Al]ow time for reading; then
ask:

What was the inflation fate in Tsrael in 19807
b’.’ What-woyld be the practlcal effects of such a
high rate of inflation?

Was Lsrael considered to be expenencxng hy-

ber of WHATZITs hiad been fncreased at the same

.
to. descnbe ﬁ' :

.

Bl

<+
~

.

The rate ofsincrease in the money supply (one- dotdar

'.coupons) was considerably higher that the rate of in-

crease in WHATZITs. From Round 1 to Round 3 the
number of $1 coupons given buyers increased by 300

_percent while the number of WHATZITs given sellers

increased by only 100 percertt. If a fourth round was
played, by the end of the | game the money supply had

_increased by 400 percent as opposed to a 100 percent
i 1ncrease in WHATZITs. _ ‘i

a ]

Inflahon, yes:

¢

v

Theiic Vélijé decreased.

" Thea average prices would probably

ve remained the
same for each round ! «
. s

Prices would probably have fallen.

probably have been sngnlﬁcantly hlgher

iiead handotit.

¢

‘:5
131.5 percent
Prmes more than doubled between 1979 and 1980: A

* person would have to épend more than twice as much

_ money in 1980 to get the same quantity of goods and

SR

(5

pennﬂatlon irv 1980? ,
d. How would you "define hypennﬂatlon" ” f
e. What happened to the German economy wjfen #

the German Central Bank began printing paper

money to' pay the govérnment s blll/s"

f. Why might people living in Germany durindthe -

period of hypennﬂatlon resort to barter?

What happened to peoples savmgs?

services as in- 1979. Families with fixed incomes: would
suffer a fall in their level of hvmg, they would }‘lave to

in 1979.

Y

It is inflation that is rinning ot of control.

Too much money began chasing too few goods—de-

mand went.up but the supply of goods and services

- remained unchanged: People had to spend more and

more money to pay for even the simplest goods.
Money had become worthless. Only goods and ser-
vices kept their value:

The savings were wnped out.

9

‘tnake do with fewer goods-and services in 1980 than -



N

‘appears at the end of this lnstruchonal acgvnty.

p—

5. BP’I’IGNAE Blscussmn questlons on Handout4 5.

a, Why mlght the federal government be unable
to deal with deficits by cutf spending? '

Is government borrowing t
_essarily.inflationary?

Y

&

a_ Name three possnble causes of lnﬂahon {Cost push;

" demand pull, supply shock, excessively rapid growth in _

money siupply compared with growth in. real output.)
. What will monetarist$ predict about the gene"al
level of prices if real output is growing at 2 percent

per year and the money su[)ply is growing at 10

- percent per year? (Prices would grow at 8 percent per
year.)
c. -What{agency ororganization formuilates the official

_definition of the money supply and collects data
‘ about it? (The Federal Reserve.) .

d. From time to time, there have been revisions in the
" offidlal definition of the 1 money supply. What is the
reason for such revisions? (Changes are constantly
taking placé in the uses of money, in the reguldfpns
© dffecting it, and in the practices of banks and othet fi-
‘lancml institutions.) , _

e:. Whatisa“ governmentde;

, a deficit whenever its recbipts durmg some ﬁxed:pznod

- of time are less than the amount it spends in the €ame
period.). : :

)

oégh the Fed nec-r _

e _ Answers to QUestionS in Handout 4-5

f:

09“

NY

Ll
~
3

How ddes the federal govemment deal with defi -

cits? (By reducing spending; by raising taxes so as fo -

increase income; by bormwmg money.)

{WHhat is the pnncnpal source of the-federal j govern-

ment’s income? (Tax; recexpls )

h »Why mlght the federal government neea o borrow

money even when its annual expenditures are not

*

., morniey supply anc

greater than its annual income? (OverAhort periods
of time, receipts may be less than expendxtures )

Whateffectcangov n entborrownfghaveon the
d,z)rn rice inflation? (Government
borfowing can cause- the money supply to rise. If the

mongy suﬁ;piy rlses, pru'es may go up, that is, mﬂahon )

may- result:)

An important cause of the lnﬂahon of the 19705
was (the oil supply shock).

The inflation of the 1960s was a result of P‘?,th,@:"

mand pull) and (cost push) OPTIONAt Eﬁlaln your
answer. . a4 .

f!
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1. Prior to the day you- plén to conduct the Iesson ‘

prepare. the following: .
a. One-copy of Handout4 1 per student

b. For half of the number/bf students in the class.
4 sheets each of 1 'TZIT coupons (Hand0ut
4- 2). o : , S '

6. For the ofher half, 5 sheets gach of $1 ‘c’b'u"p"&ih’s

+

:Teacher’s Instructions

-

i

poty

o HWHATZITR?
_ An Inflation. Game

3. Introduce the lesson by Mg the class that today

1 they will be playing the' WHATZIT Game. In. the

#

(Handout 4-3). (E.g., for a class of 38 students "

you will need 75 sheéts of $1 coupons and 60
sheets of WHATZIT coupons.) o
- chalkboard: (The columns for the various rounds

of play should be wide enough so that tally marks

(7/17y can be made for counting the nurmber of trans-

actions. Round 4 is optlonal leave room to add it
-if needed:) ‘ : ‘i,,;f . .

—~ . -~

IR -
— v

Prlce per
WHATZIT Round 1

»

$15.00

O

Adapted from “Money and infiation: A Lesson Plan by LLawrence Abrams, Con-ec- l/ons (Joint Council on Economtc Educairon) October 1980.

o

4 e

%) B

Round2 Round3 Round 4

. Before class beglns copy the following table on the

47

- should try to.$ell their WHATZITs for the

~ course of the game they will buy and sell WHATZ-

ITs. They skiould make a mental note of any con-
dmons that changed durlhg the game.and try to
determine the effect thase changes had on the
behavnor of buyers 5nd sellers

Select two. students to servé as “market assrs—"";";'

tants.” Explain that their responsibilities during the

‘garmie will be to {&a) récord on the board the trans-
~.actions between buyers and sellers and (b) help
dtstnbute and collect coupons at-thé begrnnrng

and end of each round, respectively:

Give a copy of Handout 4-1 to each member ofthe * -
class. Then designate half of the class as sellers-
and half as buyers. Allow time for students toread

the handout

Go over.the instructions with the students

Sellers

highest

that the game will be played in rounds.

prrce they can get Buyers shédid try to pqrehese
ners of each round will be the buyer who has the
highest number of WHATZIT coupons and the seller
who has the highest number of $1 coupons. (NOTE~

" To generate more enthusrasﬁc play you may wish

to provide token prizes—a piece of fruit; a candy
bar, or some prlvrlegre such as' exemption from

homework—for winn siof each round.)

Conduct Round 1. Distripute 30 $1 coupons to the
buyers and 16 WHATZIT coupons to the sellers:
Allow about five mrnutes for market transactions:
If students are slow/rn gettrng into the spirit of the

game; however,y6b may extend the round for sev-

.;eral minute onger

When.time is up declare that Round 1:is over.

. a. %ave students return to their seats and record

n their individual score sheets the number of

" WHATZIT and $1 coupons they have.

PR b

¢
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C.

Declare winners (the seller with the highest

number of $1 couponsand the buyer with the

highest number of WHATZIT coupons)
Collect all dollar and WHATZIT coupons

9. Round 2

»

a.

Ot

Dlstrlbute 60 $1 coupons to buyers and 15

WHATZIT coupons to sellers. | v

tions.- Lo "

. StOp game play: then repeat the procedures in

step 8 above.

N

12,

YT

. Round 3:

3

a: Dlstnbute 120 §1 coupons to buyers and 20
WHATZIT cougons to sellers.

'b Allow five miniutes for marketplace: transac: 4.

tions.
c. Stopgame play; then repeat the prooedures in

stgp8aboves

~ Round 4 (Optional): Conduct this round if prices

have rot increased significantly by the end of Round
3. Distribute 150 $1 couporsAo buyers and 20
WHATZIT coupons (the same as in Round 3) to

sellers: P

After the last round, continue with Teachmg Strat-

egy2< : )

V)
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ERIC

Aruitoxt provided by Eic:

2. Project Visual 5°1. Forim class into small groups to-

5 . PR

THE ECONO C EFFECT S OF INFLATION

[ S5 R '
REC 'M’EN EDUSE

TiME REQUIRED:

- MATERIALS REQUIRED:

. 1. Introduce the lesson by telling the students that the

class. period will be devoted to an examination of
the effects of inflation. Ask: Do you think inflation
reduces the,well belng of society? Ask students to

Y- g

dlscussmn

-

prepare Wi’ittéi’i answers to each question. After 10
minttes, reconvene class, and go over each ques-
) hon allow tlme £9r dlscusiﬁn and clarification.

a. What if inflation settled and remained at 10 per-
cent a year and everyone came to regard that

e | Instructional Actmfys SRS .

§en|or hlgh schiool economics or problems of democracy
. s Courses or.any other subject in Wthh the éffeas of in~ .
e : - flatiorf are studied: o o

One.or twoclass periods.

Visual 5-1 and Handout 5-1. - . . .= . S

E Croups should try to reach a consensus on ea&h ques-

5L

N

APy . Y R . ."'7

’ -

‘ RATIONALE: In thls lesson students i increase’ ‘their understandlng of
TS ' R - the effects of inflation, partlcularly on dlfferen.t groups
). ‘ ‘ _ in society. ” . .
CONCEPTS: . ﬁntliclpated '"ﬂ,a,t,!?f‘ unanticipated m‘ﬂatlon, inflation
T ; premlum, risk premium:
INSTRUCTIONAL Studerits will: . .
OB.’ EC”_YES: 1. State which groups gain and which groups lose from
inflation; ’ l 3
) 2. Describe the effects of antxclpated lnﬂatlon -
~ 3. Describe the effects of unantlclpated inflation;
4: Define xnﬂation premlum
5. Define risk premium ,
6.. Interpret and drawa cartoon dealmg with the effects, S
-=  of inflation. o
¢ . o
— Ag ) -
Teaching Strategy ; Pupil Activity . -

Most students will answer yes. More detailed answer:

Inflation makes goods and services more expensive

and; unless income rises sufficiently for everyone;

lowers the level of living for at least some of the pop-

ulatxon . . "

. -

tion.

-

Inflation would be predictable and members of soci-

ety, knowing what to expect would ‘adjust all their

financial arrangements in order to adapt to a steady

- 10 percent increase in prices:

'



‘'« b

.

'\-.d,!

e’

- . : 3 ¥

;.

What could bmployers and e'rnpioyees doifthey
knew that the inflation. rate would be a steady

What if borrowers and lenders knew that a dol«
lar paid back a year hence would have 10 percent
less purchasnni, power7 ‘

-~

When int’iation is steady and pred:ctable at 10
percent and the basic inferest rate is 3 percent, -

‘what should the total interest rate.be? (NOTE:

Explain that the 10 percent added to cover in-

" the inﬂatnon premium:)

ﬂatlon S lnrQads on the value of money is called:

What 1f the inflation rate were totally unpre-
dictable?

NOTE: Poirit otit that the additional amount
of interest charged in periods of unpredlctable

inflation is called the “risk _premium.” (For a more .

detailed explanation of the inflation premium

_ and thé risk premitip, see‘the Overview.)

3 To further clanfy and e,xtend student understand-
. ing of the effects oflnflatlon ask questlons sixch as

¢ a.

d.

- with.inflation?-. , .. ..

.,‘"1‘51" ,b-""

the followm&

What happens to the buylng power or value of
money during inflation? -

What effect does mﬂatlon Have on borrowers’i

Oni lenders? : =

On people with fixed lncomes, siich. as those
Jdiving on pensions that do _not lrlcrease along

N

"'G)n government tax recelpts7 (NéTE “Indexa-

tax rates so’that taxpayens do not moveé into
higher tax brackets unless their incomes in-
‘crease faster than the rate of inflation.)

4. The Inﬂatlon Plg

a;

Dlstnbute Handout 5-1 and tell studerts to

choose a partner and COmplete the exercise:

students to show the|r eartoons and read their

explanatlons Allow time for dlscussxon

-

- L]
Wage czntracts could contaxn guarantees that wages
wourld increase at least 10 percent per year in order to

keep up. with the lnﬂatlon ‘rate. , o

Both- partles would understand that lnterest rates

would have to be set.at a minimum of 10 percent in

order to compensate for the dechne in the value of the

N

_ The to‘.tal should be 13 percent

B L}

~

~

" With no one kﬁawmg exactly what to expect, people

payments of wages ‘and interest rates as well as for
prices of goods and Services. Moreover, if the inflation
rate ls‘unpredlctable lending’will be riskier. Lenders
may requlre an interest raté higher than the sum of
the basic tate and the 1nﬂatlon premium because of
the unknown risk.

77

-y

-~

)It falls. Mgney buy% fewer goods and s servnces than it

used to

‘debts more easily: The money they return is less valu-

" able in terms of buying power,than when they bor-’

rowed it.

They Igse. The money paid back to them biys less
than when they lent-it out.

,They have a harder time making ends meet becauise
‘the fixed.amount of their pensions:buys less so long.

®s inflatign continues.

They increase because as the incomes of people wlth

. jobs or other forms of-nonpension-income rise; they

move into hlgher tax brackets:

M '
v
N

Students work in pairs. They read and carry out the

lnstmctlons

o -They gain. They cgn pay off the stated amount of thelr N

e



O

ERIC

Aruitoxt provided by Eic:

5 Evaluation: Have each student draw a cartodn to

illustrate one or more of the effects of inflation; and
then write; on a separate sheet of paper, a sentence

-or two describing the intended message. After car-

toons have beent completed; :ask- students to ex-
change cartoons with a classmate, and write a brief

descnptxon of what they think is the message of the

mg queshons such as: Dld you and yoy,r,classm,ate
interpret €ach other’s cartoons correctly? If not, what

‘was the intended message? How was the cartoon
interpreted? How might the cartoon be changed te” !
" convey the intenided message more clearly?

LY
Y .
;
;
- .
.
e
‘ v, e
& .
. A « +
K}
~—
'
, )
¥
. :
- k]
. i
-

(’, i
. A

'Draw a cartoon and write a brief description of the

a cartoon drawn by a classmate; partmpate in class -

‘message the cartoon is intended to convey; mterpret

discussion of students’ cartoons and; where appro-

priate; suggest improvements'in the cartoons:

e




Instrtietmnal Aetlwty 6 o

: \
> ‘ i SGME GURES FOR INFLATION
L3
'RECOMMENDED Use:  Courses in econoriics, economic history, problemms of
democracy. )
TIME REQUIRED: v One or two class ﬁéﬁéaé.
7 MATERIALS REQUIRED: Handouts 6-1 and 6-2. © . K
) RATIONALE: Théié is even l’erérs'a’grré’éﬁié”t about how to end inflation

- than about its causes. Tax indexation and cutting the

. federal budget are but two of & long list of proposals; -

< ;examination of the afor¥mentioned two is intended to
illustrate some 0f the difficulties of ending inflation.

' CONCEPTS: Indexation; bracket creep, government deficit, reat in-
' come; trade-off. ) 7 . 4

INSTRUCTIONAL Studenits will: ‘
OBJECTIVES: 1. State the effects of inflation on people in various eco-
e : T nomic situations;
2. List some of the negative and positive effects of in-
flation on individuals and on the market systemas - .
a whole; . .
. 3. Define indexation and state its advantages and dis- -
-8 o _advantages as a soliition to the problem of inflation;
. E - 4. Analyze the trade-offs in cutting federal spending
on specific programs in order to reduce the budget
~ deficit. : -z

Teaching Strategy . * Pupil Activity _ “7 \
1 G:)I? the list at the nght on the chalkboard: Tell Students choose a role' and write a descnphon of it:

stdlents to select a role and write a brief description & Worke

of the effect of Eéﬁﬁnuxﬁg inflation on sach a per- 5 oroer ina ;mlomzeld tfl?ctory that PTOdUCGS men’s
; son’s level of living or business operation. S@,‘d,,e,“,t,s, B F women's leisiire clothes o ,i,,, B

may assume;other roles than those listed. After 10 ] Hon‘ow'ner with low-interest mortgage .

minutes have some students read their descriptions
aloud. Conduct brief class discussion of the accu-
racy of each description. (Tell students to save their
written descnptlons for use later in the lesson.)

Receritly retired schoolteacher

'
.

Manufacturer planning to buy new machinery

Newly mamed couple seeking to buy a condomm-
ium apartment

# Consumer mstallﬁiéht loan officer in a bank
) . : ‘ " ® Worker in a nonunion factory that produces com-
P 7 . , . puters
2. Conduct a short semmary discussian of good and
*  bad effects of inflation on people of variousincome

' o - 52 ; ~ ’ ‘ -




levels and occupatlons and on the economy as a:
‘whole. Ask: Who benefits from lrﬂa'ron? Whom
~may inflation harm? :

3. Distribiite Handout 6-1.

4. After the students complete the exercise (about 15

mmutes) again have some students (not the same

" ones as'in Step 1) read their answers. Follow each

reading withbrief Eizi%q discussion and clarification.
5. Ask: What is the basic premise of indexation?

-
’

6. ﬂ_zg/e the class bneﬂy dlSCuSS the followmg ques-
as about the federal deficit:

[

a. When does the govemment have a deficit?

b How mlght a government deficit contribute to
inflation? .

¢. How can the federal government reduce deficit
financing? - " . _
(NOTE: If students are. unable to answer the ques—

ions satlsfactonly, 'go on to the next step and in-

corporate the questions in the class discussion of

~ the exercise.in the handout.)

7 Dlstrlbute Handont 6-2. Allow about ten minutes

for stodents to complete the exercise. Then ask

someone who ranked proposal A {cut food stamp
program) first and someone who ranked it last to
explain their points of view. Repeat thls procedure

for the other proposals

»’ . E ) : . . $

’
&1

ERIC

Aruitoxt provided by Eic:

'

i

e e ol MLl
Students read and carry out the instructions on the
handout. - :

Inﬂatlon is too dlfﬁcult or too costly to cure and thére-
fore the best the governmerit can do is try'to soften
the héidéhipé.

When government spendmg exceeds governmentrev-

" enues.

If the government c>h\mses to dEal with a defxcnt by

borrowing, the effect may be to increase the money

supply and thus to cause the demand for goods and

services to exceed thelr snpply

s
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( I Handout11 R : A N

Quizo ‘NFLATION

.

Directions: éi'r’cl’e the letter of the phrase that best completes the sentence or answers the question.
. Inflation can be best descnbed as .
A-rise in the level of employment that causes |ncreased spendlnq ' . \

oW

A decrease in the money supply accompamed by an increase in savings.
A general rise in the level of prices:
' A growth in government taxation to reduce deficit spending.

a. o

2. The best srngle measure of the total economic output in the United States is the
v a:- Consumer pnce index.

b. Gross natlonal product . i i; N * . .
c. Total amount of take-home pay. Bt 5 . ]

d: Index of industrial production:

3. When comparing gross national product over several years; it is. usually necessary to adjust for «

a. Changes in technology.. - . ' \5
b. Changes in the price level. , S . - R
: - ¢. Improvements in product guality. - . .
" 4 New prodiicts that enhance our living standards.

. 4. The Federal Reserve Board generally tries to increase the money s%y when it wants to
. a Hold down the government debt. § ’
b‘.\ Increase the government debt.
c. Fight inemployment

d. Fight inflation. . ; ¥~

5.' If your annual money income rises 50 percent while prices of the thrngs you buy rise by 100 percent, then your
a. Fteal income is unaffected. g
Money |nco_me has fallen.

Real incormie has fallen.

a o o

_Real income has risen:
" 6. Gross National Product is a meastire of

. a. The price level of goods and services sold.
That part of produiction which is used by the government.

g':-

The market vaiue of a nation’s output of final goods and services. . » f

The quantlty of goods and servrces pr duced by pnvate busunessf

a o

‘From Analyzing infiation and lts COntmLA Resoul Gu:de EPS Series. 1984: Published by the Joint Council on Economic Education; Two
Park Avonue New York, New York 10016, .

C . 5y 60




QUIZ ON INFLATION | T e 2

Questlons 7, 8, and 9 are based on the following graphs

PARKLAND GRAPH%’ ) S

L S

‘Unemployment Consumer & & - : .. Real Gross
. Rate (%) o - _ Price Index ™ National. Product
o ‘ - (Year 1:= 100). - : (billions of doltars)
' 10 140 ' ' 300 -
9 .. : / 190
; .8 130 180
7 170
6 120 160
<5 . 150
1 L0 v 190 )
3 o L 130] .
> 1o L 1204 '
o L 110
0o- 1 2 3 1 5 6 0 o I 2.3 4 5 6
’ Year Year

a. Years 1-2.
b: Years 2-3.
c. Years 3-4.
d. Years 4-5. : - , ' - P

8. Durlng which penod dld Parkland have an increase in output and & relatlvely low inflation rate? ..

a. Years 1-2:

b. Years 2-3. _

c: IYears 34. . o - - : :

d. Years 4»5. ‘ 3 . .
. 9. What was the economic srtuauon and what would be the most approprrate monetary and flscal pol/k Cies durlng
. years 1-2? : IR '
« .a. Unemployment was falllng a budget deflclt and/or an easy money pollcy was nee}iat i o .
A b. The economy was in a recessrcn a budget deficit and/or an easy money pollcy was needed. ’

c. Inflation continued and accelerate a budget surplus andgor a tight money policy was needed: -

Unemployment was rising while inflation accelerated a budget surplus and/or an easy money polrcy was
" “needed: o . :
-~ 9 -

_ql'

rl - “+ N .
. . . . _ \
. e

From Analyzing infiation and Its ContmLA Rescgrce Gurde ‘EPS Series. 1984. Published by the Jornt Council on Economrc Educatron Two
\]4 Park Avenue, New York, New Yerlrtoms B %
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' QUIZ ON INFLATION
. . .’ N _ ) . ” .
v, '\'\}. o ' “ . [ e .~
_ 10 ln general if there Is full employment and the tederal government |ncreases its sper?élng wuthou.{t Ma_srng ts -
' . tax revenues, . N oYy

An increa e»rn unemployment wrll occur e . . i ‘

Lo
)

sr-s‘n

A serious depression will occur. . \ . i -
< The national debt will deerﬁ o v _ E ) -
d & .3 ' N :

Inflatlon will occur

11. Iricreasing the federal budget surplus is more desrrable ina penod of > : ' S

- . % . : B S D ’%
" a. Inftation. - - o » R e A oo

Falling pr,ces&L . . n
b d Mass uﬂemployment ' ' '

b. Depression.... = .7
c

JE : v

12. Unexpected mTlatlonosmost likely to benefrt . . : T o B
' a- Persons'hvrng on fixed pensions. - o 'i S

b. -Life insrance policyholders. s

c. Savings bank deposnors. ' . L |

gople Wﬁo 'cswe' money. -
18, 1 of the following groups |s typically hurt the most by unexpected mﬂatlon’?

. . \ -
Farmers.. o . o .é ‘ / [
Debtors. ' '
.Lenders. - B

o P

Manufactu rers. .

a o

14. If we wanted to find out Whether an increase in wages over a perlod of tlme represented an actual increase in
- liviig standards, we should look at'what happened to .

a. Gross national p;oduct,
b.  Consumer prices.

¢: The stock market. - - '
d. éoeernment spending. =~ - = . __

15. WhICh one of the following is most likely to increase unemployment”

Py

A decrease in taxes. e
An mcrease in consurriér spending:
A decrease in business spending. : o o . .

1
o o o

An mcrease in government spendrng . . >

N

¢
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The U S. Bureau of L

of the U.S. Department of Labor, issues the Consumer

r Statrstrcs (BLS),-a division

Price Index (CP1) every month. The CPI is the most

widely used measure of trends inthe pr|ces of mdrvidual

d services consumers buy as well. as inthe

News reports about trends and'percent, changes in the

* inflation rate tend to cite the CPI numbers

k‘r-"

;Food and beverages -

"quantities of goods and services to

€onsumer pricesare presented in the form of an_ in--

dex because that- allows us to measure the percent
change in consumer prices from some starting pomt——
a point usually called the base. The base for the Con-
symer Price Index consists of average prices
basket of goods and services for a year or a group of
years. The base for any mdé( is always set at 100.0,

and the index shows the changes from that base. If .
prices go up after the base year, the Consumer Prrce_ .
Index will then be more than 100.0. For example, if prices -
rise 10 percent; the-index will-be 110.0. If prices had - -

fallen 5 percent mstead the |ndex would have been
95.0. . T v
. Presentrngc , urher prices in index form is useful

total of all these prices (total consumer prices). -

A fixed .

S5

basket through perrodlc surveys of actual spending by"

urban consumers. At this writing, in early 1983, the index
was based on &

was based ' conducted in 1972-73; which
covéred about¥,000 families: Prices for most godds

in the market pasket are collected at about 24,000 dif-

. ferent retail outlets every month; the outlets are typical -

of those urban gonsumers would shop in. Information -
is obtained else here on the costs of housing and a_ :

few other items.

In order to compyte the fotal CPI or rndexes for g y

subgroups the. BLS ‘must “welght the price of‘ev

same survey that prowdes the BLS with its mformation

on the composition of the market basket also yields data

- on“the_importance: of_ each item in the total basket.

x|

for a second féason. Consumers buy many different

_items that are priced in many different ways. For ex- - -

ample, meat is priced by the pgund, light bulbs P_X their

power, refngerators by—among other things—their size.

By setting these various kinds of prices at'100.0 in the

base year and computing the percent changes from the

base, it becomes pdsible to compare prrce changes

among them g

sRstruction of the CPI
lr@@y ) construct the CPl the BLS regularly col-

lects unit prices for about 400 dlfferent goods and ser-

vices. These items fall into eight main cafggories that

together make up the “market basket” for the index:
Medical care

. - Entertainment

Apparel and upkeep ' Personal care :
Transportation Other

The BLS obains its informaﬁq'%b‘out ihe kinds and

Housing

cludei |n the market '

Werghtrng is an |mportant procedure in index number

/ o

Inthe followmg exercise, you wrll calculate a srmplmed e

Consumer Price Index and be able to see how weighting o

is donie. The exercise simplifies the CPI calculation in .

covers only a single’part of the entire

two ways: (1) entire

CP1, the foox

exercise contains only three items whife the actual food

category (2) The food category in the

category in the GPl covers 75 foods plus the costs of

eating out:

the same month in three Successive years. The cal-
culatlons for the first two perrods have been done for

- you and are explained: After you read the explanation;

examine the calculations for the first two periods and

answer the questrons Then; calculate the index for the

third period. :
~ Look « 0ver the. examp £s for the frrst two months that _

Column 2 tellg how Wuich the famrly purt;asﬁd of each

-

63“"
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Haﬁdbﬁiz 1 (continued) = - s . o
Nimé - : N - = / ' Class .

~item during the month. TMe figires in column 3 are the L The $47. OQ shawn in the last column for Peﬁod One
v~ result of multiplying column 1 by column 2. For milk, the is the sum ofthe fémily’ sexpendltures onthethree foods
- family pald 50 cents per quartin Period One and bought during the month. Since ‘that is the base month for the

20 quarts: Therefore, it spent $10.00'on milk dufing the index we are constructing; expenditures for that month—

month. Simitar calculations yield the totals for bread and .Period Orie—are set at 100.0. Now look at Period Two
hamburger B . and answer the followrng questions:
S R 7Y ¢ N {3) -,
. 9 o / , Welghted -
= N »-’%Vérégé . Quantitles Expenditures 2
_ltem - 14 Price per Unit . : Bdiight . {=col. 1 x col. 2)
) ) - Period Ohe (Base monith, first year) i : :
Milk (quar) . j . - ° 20 quarts: ' . $10.00
Bread (loafi”™ "{» - - 30 loaves = _ 12,00
Hamburger (pound) " ©e ., 25pounds . -woww - 2500 .-
- o : | Total food = $47.00
¢ o N eriod “Two (same month, second year) , o \ '
Milk (quart) : . " 060 - 20 quans A $12°00
Bread (loaf) . 050 ¢ _ 30 loaves . 15.00
Hamburger (pound) 1.30 _ ’ 25 poungs 32.50

- ? “Total food = $59:50

L 4 g —

" b. What was the amoun t the |ncr{sé’.} C - AN

The answer to questron (b) glves us the absolute amount of change prever wg want to frnd the amount of that -
change in terms of an index mumber, i.e., the relative amount of the change. To do that, we divide the dollar amount

. of the differencein total weighted expenditures between Periods One and Two by the Peno(d One total {($47.00).

To express that ratro as a percentage we multrply it by 100.0:

3

© § total ln Perlod Two mrnus $ total in Period One (base genod) = o p I o
y v $ E' in Period One (base perlod) = “ % increase in Period Two /—~

. Now read and answer the followrng quesuons

. d. To arrive at the mdex for Period Two, add the above answer to the index base value of 100.0. The résuft is the

mdex for Period Two

N . S

. There are more questions! Go on to the next page.
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. ~e; How much would it cos)/) anenod Two to buy what $1. 66 could &{ly in Period Gne'?

" f. What if your money income is fixed, and, therefore, you stil l o fy the same amount t spend in Period
. Two as you ;had in Period On€? e - ‘ - = s
g N T \ )
g 3 - ) i B Y
- . " _
. “ L]
| P’ARTfe - Cee R |

) Now n |s your tu"' X S|m|Iar calculatlon for a Iater penod F|rst complete oolumn 3 Then read ahd anSWer
the” questions that foflowt table, usmg the total of the itemis in columrr 3 to compute the price index for Period

eThee. Lo . | . ,
S S * Period Three (Same manth, thlrd year) R
o | S ) - ;.-'; v @ L F TR
: : B B . g w,elghted
..o Average . . ' Quantjtjgs , / ) Expenditures
‘ ltei&i : - Price per Umt P Bﬁght _ - (= col. ¥ x col. 2):
Milk (quart) o $Q.% ' 20quans '
Bread (loaf) , : 0.60 © . 4 30lpaves %
Hamburger ?ound) o 150 . ST 25 pounds -
— b 3
. : » 3 3 i él
g. What is the price index for Period Three? . i .
h. Did the price index rise faster in Period Téo or in Period Three?
Give the flgures to prove your contentlon 7). ’ N : s
: (1) Percent rise in Period Two compared wnth Period One :
(2) Percent rise in Period Three compared wuth Period Two e -
i. - What is the total percent rise from Period One to Period Three? =
. . Ty -
o L)




urability (durables

The CPI measures changes in a fixed market basket of with processed foods and feeds, byxdurat
“goods and services bought by urban consumers. An- ‘are items that last more than a year, such as hand tools

_Handout 2-1 took up the Consumer Price Index (CPl).  dustrial commodities only, for fg%groducts alone and

otheér important monitor of price changes is the Producer and household appliances), by industry; and by stage

Price Index (PPI), formerly called the Wholesale Price of processing. The stage-of-processing index for fin-

Index. The PPl meastres average changes in the prices ished goods is the part of the PPI thal gets the most

of commuodities or flnlshed goods as they pass through public attention:

various stages ofproductlon and distribution before they A third measure of price changes_is the Gross Na— ,

reach final users. o tional Product Implicit Price Deflator (GNPD). itis issued
To prepare the PP, The Bureau of Labor Statistics by the Bureau of Economic Analysis, (BEA) of the U.S.

cUIIects monthly data on about 2800 items mcludmg raw . Departmentof Commerce as part of the BEA's quarterly

commpdities such as iron ore and livestock; interme- . computations of the Gross National Product (GNP). Tyie; ;
_diate.goods (steel ingots, flour; cloths, etc.—2along list); =~ GNP measures the nation’s total production of final g
and fihished ggods suc asf’nachmery, clothing; news-  and services. The GNP Implicit Rrice Deflator is. a rod

o papers,—anotfiér long'list. So faras possible, the prices uct of the BEA's. attempt to remove-the éffects of price

are collected directly from the sellers. The weight for - xanges from its measute’of GNP. The BEA does so

each product is based on'its relative importance in th‘ in'order to calculate the amount of “real” production, a

total volume of commod / sales in-1972. - _ measdure thatis unaffected by changes in prices: Unlike

.Purchasing agents, bukiness loan officers, manufac- = the other: price indexes discussed, the GNPD is not a

+ turers; farmers, and others who buy and sell goods all.  fixedwwéight index; its compositionschanges from one

- plong the production chain watch the PPt closely for . period to another dependlng on how the composmon of
signals of price changes ortrends in theirownindustries. productlon and buyjng changes. . —

Eventually; changes in producer prices will be reflected * The GNPD is the most comprehensive price index

in the behavior-of consumer prices—in the CPI. The Jjanlable becauss it applies to the nation's total pro-
reason is that the prices of products m,gle PPl are costg - ction. The PP! is limited to goods only—although it
- of production of the goods sold to Consumers, and covers them at all stages of production. The -CP! in-

changes in costs, particularly lncreases are Ilkely to be cludes goods and services; but its coverage is: limited

passed on. to what urban consumers buy; it does not cover what
The BLS complles and publishes an all- commqg!tles busmesses or rural consumers buy. -
index as well as numerous breakdowns; e.g:; for in- e : .
. - . #
\\ - ) - E ) , . ﬁeﬁf’e 2o on to the next page ofghs handout.
- | j S A S

!

S . " o %
From Aha?yz‘ng Inflation and its Control: A Resource Gu:dé EPS Senes 1984. Published by the Joint Council on Econoriic Education Two
. Park Avenue New York, New York 10016: . Q ;
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Name ——_ ' — : oo . Class ——-

« .

il

/i

PUTTING iT ALL TOGETHER .

,S-*\
& The Consumer Pice Index measures trends in prices for a market basket of goods and services purchased by
reS|dents of urban areas. o o .

.,

e The Producer Price Index measures average changes in the pnces of commodntnes or flmshed goods as they

pass through various steps of productlon before they reach final users.
The GNP Deflator measurg

e changes in pnces of the whole economy s flnlshed goods and servnces

°
- e
~

jnng questlons Fteread the flrst few paragraphs of Handout 2- 1 if you are uncertaln about how
to a swer questuon (a) . ‘

y: Why are the price series presented.in the form of indexes instead of dollar amounts?

. S ‘,',, _
. Which of the three price indexes is the most comprehensive?
Why? 2 S

\

c. If there are substantlal increases or decreases in the’ PPI, whese mlght they eventuaily ShQWNUP?
- Wh)’" e '

'Y

2y

From Analyzing Inflation and | COntrol A Resource ﬁwde EPS Series. 1984 Publlshed by the R’C&)’Uﬁcii'on Eoono"fio"EdU'béﬁon, Two
Park Avenue, New York, Ney/York 10016. e N S o e
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Neme "~ S Class =

Btréﬁlons Study the {mble: For each penod or year, pmut the country or countries with the hlghest rate(s) and

the one(s) with the lowest rate(s) Then answer the following questlons

infiaticn Rates in Sever‘ai Industrialized Countries; 1961-81
(percent change in consumer price indexes)

A ' Average @ . - / . Yeary -\
Country' 1961~70 q911:-77 1978 /1979 " 1980 271981

United States = - T 28% 66% - 77%  113%_ . 135% 10.2%
Japan , 58 .- 10.7 ' 38 . - 36 8.0 49
Germany 27 56 - 27 .. a1 5§ ~ 7 59

* . France . < 40 . - . 90 . * 941 108 1386 134
UK: : : 41 139 ‘83 - 134 180 119
taly. = L, “3e 181 121 148 . .212 - 193
Canada . L7 75 : 90 , ' 91 , 101 ﬂ. 124 - . 3

- SwitZerland o 8 . 58 . a1 87 40, ‘85
. SOURCE: Orgaization for Economic Co-operation and Development (OECD). "= . e ‘

2. In which year or years was the U.S. inflation rate relatively low coniparéd to the ratés in the other countries

included in the table'7 In whtch yéars was it relatlvely htgh" Did any country haVe consrstently low or consnstently

hlgh rates? —— -~ - -~ =
b. In the 1970s, how dld the u S rate compare to the rates in Swutzerland and Germany" ——
¢. What was the trend of rates in most countries from 1960 to 19807 — ' -
i : ot - . : . :

d.. In the mid- 19705 the rate of inflation accelerated in the mdustnaltzed countrles What specmc event of the tlme

might help explain the speedup" F m— ‘
*» /’ ; .
R
. ' )
: - 7 R S T T
. From Analyzmg Inﬂat:on anq Its ContlriA Resource Gu:d EPS Series. 1,ée4 Publnshed by the Joini‘ Counctl on Economlc Educatnon Twc N
3ark Avenue, New York, New Yark 10016 . ,




will try to get the

the end of the round. : .:
- WHATZITs canxbétbough jandsold only.in. multrples,
of one dollar (e g $“1,' $2 %3' etc)

e
<

LR

- Handou |
- . THE 2?WHATZIT?? GAME: ©~ *~ - T
L - Instructions for Buyers and Sellers ‘- e
- i\ » ' "VJ
Name _ : _
7' N RS
GENERAL INFORMATION « . ‘f _ RECORDING TRANSACTIONS

. [ g I
’77WHATZIT’7’7 isagame played in round§ AWHATZIT
is a highly desirable &conomic good. Your objective in
each round is to buy or sell as mgany WHATZITs as you
can. Atthe be/gmnmg of eagh rghd biiyers will receive
$1 coupons; sellers will receive’ coupons representmg
one WHATZIT each

e [

.

’Wﬁkﬁiﬁéﬁéz&é?iéﬁs "

To bu§gor sseﬂ WHATZITs |nd|vvdual buyers and sellers

meet in the marketpface and bargain until they reabh‘. “

an agreed apon price fora WHATZIT: If yod are a buyer,
your objective will be to purchase WHATZITG for the
lowest bossﬂale png:e: The:lower the pruce . the more
WHATZITs’ your doliars will:buy: If you are a seller; you
you can for every WHATZIT

re; WFiATZITs you are able

you have for sal% e
to sell at a high prites: th"’

,r;—z dollgrs you will have at .

.4’..

When a buyer and a seller have agreed upon a price
fora WHATZIT; they should:

,\,_,Exchange the appropnate nurnber of WHATZITs and

$1 coupons;

b. Go to one of theimiarket assnstants and report the
nimber of WHATZITs involved in the transaction and
the purchase. price of each. For example, a trans-
action involving the ggchange of 2 WHATZITs for $6

- would be reported as 2 WHATZITs at $3 each.

* action; you should return tothe marketplace and con=
tinue to bargain with other buyers or sellers.

c. After the market assistant has recorded the trans- -

'd. Tally/ng your score On the score sheet beIoW in-
%cate whether youare a buyer ora seIIer by crrchng

e appropriate word. At the end of each round, re-

cord the number of WHATZITs and $17 Coupons you

" have; then wait for instructions from your teacher:

- e

Round 4

Reund 3

N
s‘& :

Frqm,%tel zmgmltﬂt/oh anily. Goﬁ?o? iﬁf‘f ;
e. New:¥ark, New York.1004 N

;v; *

»

3
-



. N . ’ Sl
A "~ Handout 4-2 - A
5 v . ’f\ M . v _ . s ' . -5‘ ; ‘ : :
o | ~ 5 WHATZIT COUPONS - ;
;l ' I — 7 7777';77 ..
. o (Tear coupons along doﬂed lme as needed for market transactlons) >
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4 h

(Tear coupons along dotted line as needed for market transactions)

’

Handot

_ THIRTY $1 COUPONS

a

ai
-

A

1

Ny G I S I T RN S G S S
_’{ o, v
| -

N .
D e G SR R W SIS D G G
R R IR I R IR G -
e
4
.-

4
s

.
1

- e e . e P ——— e w— -
- A
---—---..-—

e ——————

f
|
|
|
|
|
|
|
|
|
'

$1

1 :
&h

T T X T ) I,'&I.,III,II.I — en emm - r IIIIIIIIIII

l.
"'l
- |

R 39
>
.

1
1

- [
)

——————— lrlFr1i|!lrllr+|!|JILrilhﬁLill |||||

" .« e

1

Gor mLD SR
oy
.
s o

2
1S
aw

. G IR e SN IR S Aan T N . S




.’ D

\ ) <. e T ?“ﬁ

The prefix hyper means “excessrve Hyperactlve is

thus defrnedfasve)g:esswely active. To a physician it
In-the

means so active as ‘to constitute an illness..
same way; hypennflaQon means an excessively high

rate of inflation: Mhow much mflatron is simply “high”

and how much is excessnvely high?

- Some modern economles such as lsrael S and Tur-

key’'s have high ratek of inflation. In 1980, Israel’s

inflation rate was 131: 5 percent and Turkey's was.

117.7 percent. The average consumer in those' two

countries had to spend more than twice as much

money in 1980 to buy the-same quantities of goods

not.regard-that condition as hyperinfiation:

and services as.in 1979. Nevertheless; econamists do

K The German Hypennflatlon after World
"War

Hyperrnflatron is |nflat|on that is totally out of control .

The classic example is'Germany from 1920 to 1923:

. There are many theories about what caused the’ hy-

perinflation. Orie coricéms reparations. Germany lost

"World War I and was made to pay for the costs of the:

war, that s, to pay reparations to the \ winning countries:

France; Great Britain, etc. The head of the German Cen-

: .. Hand

o

A READING ON HYPERINFLATION

tral Bank contended that the payments were beyond

: 4Germany s ability to pay. The bank proceeded to print

. eyer greaner quantities of paper money in order to pay

" forthe goods and services the gévernment used, to

make requrred goyernment payments for pensions due

old persons etc;; and, toward the end of the period, to

provide money to workers engaged in a general strrke co

to protest the reparations pollcy
It is often said that “inflation is too much money chas-

lng too few goods.” In Germany; the quantity of money

: chasnng goods reached overwhelming propomons Be-

. ( :
&rom Ana/yzlng Infiation and Its Control: A Rosource Gurde EPS Sene

l'/)%

ark Averiae, New York, New York 10016. .
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(\
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tween duly 1920 and June 19’% Ahe average rate of
_inflation equaled 933 percent per year! The worst was
yet to come: In November 1923, the-anrual rate of in-

flation soared to  more than
wanted to be pald twice aday so that they could quickly

exchange money for g%’bds before it lost most of its

value. A postage stamp cost 90 billion marks. A news:
paper cost 200 bilion marks: The Central

Bank was
increasing the money supply tpy 1300 peroent pe'r'n%:th

Thlfty paper mills worked overtime just to provide the

banigaith paper for printing money: Oidbanknotes were
rec

So that zeros could be &dded to incrouse the

;number of marks represented. Eventually ittook a trillion.

- marks (1,000,000, OOO OOO) to equal a single dollar;

Hyperrnflatron in Personal Terms

Oﬁe econ ist has offered a very good explanatlon

ofwhatsuchane change rate means m practicalterms:

SUppose youhadlivedin Germany in the years before

and after World | and Had a million marks'in- yoursavings -

dccount. Had you tried to change that t money.into dollars

before the inflation; say in 1913; you would ‘have re-
ceived 237,936 U.S. donarﬁiad you done so at the
pedk of the postwar inflgtio that bleak November of
1923, you would have discovered to your sorrow that
your 1 fiillion marRs would not command even a srngle

U.S. Centl
Undoubtedly, the hyperrnflation wreckecﬂre German

monetary system and reduced. the German people to

bartering for goods and services in order to survive from

‘day to day. Many historians and economists also believe

that this hyperinflation ruined the middle class in Ger-

- many and led to the rise of Hrtler——and eventually, to

World War |1

- =

3

Y

72w

than 20 000 percent. Workers .

s. 1984. Published by the Joint Council on Econiomic Education, Two



een the grthh of an ec‘onomys money upply and

rate of inflation the economy experiences:

*..who are called monetariéta believe that the connection
‘between money gréwth and mflatron is an especially
close and stmngcme

.o ’~ ..’ A

- "MQNEY?—{WHAT IS iT?

Money in the United States is measured in dol-
lars."But doliars in what form? Bills and coins?

" definition(s) of the money supply used by econ-
omists and the Fedeyal Reserve—which officially
" defines.money and collects monetary data—has, -
been changing. Why? Because as financial prac-
tices, regulatlons and-definitions alter, so do the
angbkiaels of things that can be classified
as money *The main difference between the var-
ious classifications is that the more kinds of “money”
included, the further away we gel from what could
popularly be called ready cash e

) _Certamly Checkmg actount balances? Yesﬁ,rAqy-; ‘
'—".“"" ‘thing else? Many things, as it turns-out; and the -

v

Accordmg to monetansts if 1he mohey supply (

stock) is growing at the same rate as the product;

goods and services (real output); infiati
However, inflation will result if the money sbply grow
more fapidly than output. For example, ifthe govern-

ment,(more precisely in the United States, the Federal
ﬁ'e"se'rve)' permits the money supply to grow at 13 per-

" cent per year when the growth of real output is 3 percent,

~ Supply grows at 13 percent annually then; on average, ,,/

Q

monetarists would predict that an inflation of 10 percent
per year would result. They reason that if the money

inggme will also grow at 13 percent. Buj.ihe

only 3 percent more goods and sefvices fo spend tha.)

»

Park Avenue, New York. New York 10016.

’ “ L
additional income on. Since the difference between the
growth in income and the grawth in production is 10
percent; the extra income will drive the average of all

prices up by 10 percent; thus establishing a 10 percent _
rate of ifffiation. XN .

'a? GOVERNMENT BUDGET DEFICITS

* AND INFLATION

\" el

and early 1980s on defncut spending by government 4 li'

large during this perlod R -

»What is a government deﬁclt’? Like each:of us; the . :

government must pay for the goadsgnd sefvicés it buys.

-~ Byfarthe most'important sourckxol governmentincome
"iS tax revenue. In 1980; the federal government spent

$602 billion; it_had receipts: of $541 billion; of which
approximately 90 percent came from taxes. The gov-
emment has a deficit whenever its receipts during Some

leed period of time are less than what it spends Jn the'
sanfe period. The amount of the deticit is simiply -the .~
_ dlfference betwegi governmem §pend|n§ and rec’elpts ‘

» is certainly true that federal government defrcrts were .

»

Hence, In. 1980 the Tederal govérnmem s defiit c%me-’

to $61 billion. -

Many placed the blame for inflation durmg the 19703

‘The federal governmegt can deal with a deficit in ong ', '

or more of the following ways: (a) ltcanr reduce its spend

ing; (b) it can raise its révenues by increasing the taxes

it levies; (c) it can borrow money from others by selling

them its debt securities (bonds, notes; or bills).
When the federal government chooses to borrow

mioney, it authorizes the U.S. Treasury to issue appro-
priate debt securities. These are 10Us—Rromises that
the government will repay-the principal to the ienders
and will pay inferest to tha&?at stated times in the future

for the use of the funds. The Treasury tries to sell as -

many of the new debt securities as possible to banks;

private citizens, and state and lodal governments; etc. -

Howadwer, in order to sell readily all it needs when it has

_-a deficit to meet, the Treasury most always must sell
some of its securities to the Federal Resetve (the Fed).

The Fed’s purchases are special in character. When

o

* Even when the federal governmertt ISt running a surplus !or the whole

of a given year, it may run short of money at various times during .

the year and may borrow for short periods. However, this reading

is concerned with d?ﬂcrts that persist for a year or more;
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- flation of the late 19605 was Caused bry the’ demand

“on itself payable to the bond seller, and these checks pressure that resulted from President Lyndon B. QOhn-
‘eventually are deposited at commercial banks. When - son 's decision toincrease government spending without
the banks present these checks to the Fed for redemps; - - offsetting it by a tax increase to cool private spending:
tion, the banks gain additional funds, called reserves.y ~*  Cost push also ¢ame into play: Workerg and.entre-
The effect is to increase the amounts banks can Iend preneurs quickly realized that the rlsm§ Bfi sresulting .
to_corporations, individuals, and other borrowers. As from the Johison policy mix were cutting the épeﬁdiﬁé
additional loans are made, morey’noney goes into cir- power of their paychecks and profits. Therefore, at con-:

culation, and the U.S. money-supply rises gs surely as - tract time workers begaﬁ to bargain for wage increases -

"if the goéernment had aétf:“ally printed new currency 1o ‘that would compensatethem both for the spending power. . |

finance its deficit. ‘already lostand for the additional inflation they expected -
) The process Jost desgrlped may take place at a time during the life of their contracts. For a similar reason,
o »,; when.the-econmy is in'a slack period, i.e., when it can entrepreneurs who had market power increased their
~ - produce many more goods and services thanithasbeen ~  prices in order to raise their profits. These responses
doing: In such a period, the financing of the deficit with . added up to a cost push because both wages and profits
- tire help of the Fed is ndt likely to bring abotit inflation. gave additional momentum to the rise of prices.
= It the economy is alre#dy producing as much as it can, On the other hand, supply shocks—price’increases
" then fmancmg the deflcnwnh the help 6f thé Fedi is llkeby * arising because of shortages of _Supply—were_ clw i
to bring ont mflanon _ +\gn |mportant cause of inflation during the 1970s

B : °, - P U (] shock" was the most dramatic. Between 1973 and
” 1974, cutbacks in supply helped the Orgamzatlon of-.

Petroleum Exportlng Countries (OPEC) raisgethe prﬁ:e

of crude oil fourfold; from about $2.50 to about $10.00

per barrel: By the end of 1980, the pricé€ of crude had

réached $31.00: These price increases quuckly contrib-

uted to increases in the prices of gasoline and of other

‘. gnd is affected by
 demand-pull in-

goods and services s In the United States:

-
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Handout 4-5 (continued) - - : : o | S L.
- Name ———— - S Class o

Questions: b

a. Name three possible causes of inflation. 3 i 7

.r\

the money supply is growmqat 10 percent per year’>

\ - - - -
L. I - P
R 7‘-.,qt

-

c. What agency or organlzahon formulates the offrcnal definition of the/money supply and collecis data about it?

b o4

[4 \J
¥ g~ —
7 d. From time to time, there have been revisions in the official definition'of the money supply Whg&'s ) ;éégaﬁ

for such revisions? — : —— . i )
A - T : AN
o -/ L - ‘
' & What is 3 “government deficit™? — - S S S -
}/,\ A : v N
f. How does the federal government dedl with deficits? ' S S 5

" g.. Whatis the ,prlnmpal source of the federal government s |ncome’7

- 3
h Why mlght the federal government need 1o borrow money even when its annual expendlture‘s are not greater i
ok
than |ts annual TAcome? — . _ i — DR
4 \,‘A . a - . K o '.,:,_, -
o - - - - - - - . - > 3 =
. ¥ i What effect can.government borrowing have on the moniey supply and on price inflation? " :
B S — g B e
j.* An important cause of the inflation of the 1970s was — . —
k. The inflation of the 1960s was a result of both and I ﬁ .
OPTIONAL Explaln your answer. —— - - - 4‘ el
: .
2
4 ~ -
( \ , 8
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Visuai 5:1 L.

TFIE WHAT IF GAME 7
| | -/

;
; g . N

rate as a normal part o iife’> ' . - -

a. What |f inflation settlediand remalned at 10 percent a year and everyone came to regard that"

" 4

b: What could employers éna employees doif they knew that the infiation rate would be a steady
10 perce‘nt" ) _

*

\r '_

cf What If borrowers and Ienders knew that a doller pald back a year from now would have 10
percent Iess purchasmg power’> .

3 7 N .

\ ;7» . N .

d. When inflation is steady and predrctable at 10 percenf and the basrc interestrate is 3 pereent

what should the total mterest rate be‘?

l' : - - ;"

—

“

v
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e:What if the inflation rate were totally unpredictable? | N S

~al



E

-« ¥ Handout’1 - . -

5o o
B .. THE INFLATION PIG

Class

- v

LI

An editorial cartoon is a powertul way to express an opinion about a current issue. The Inflation Pig is feeding on
“carm,” whiich nieeds a label. After labeling the “corn,” use your kriowledge about inflation to write an imaginative
‘caption.- Write a sentence or two describing what the message of the cartoon i€ and the probable point of view of

the artist. -

ol

p - , e - v
L - \ s = . o
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,: Handout 6-1
g N I,;,i' - ,‘-‘j iﬂ:}, I -
' INDEXATION
iiisti-;iéiioiis: ) - ‘

a. Readthe handout. = = =

- - J\

Recently, some economists have {estified in fav

“indexation™: tying all wages and economic contracts tq

the cost of Iwrng The proponents of lndexatrd'n either
claim that the cures for inflation are worse than its effects

orthat it can't be cured. They also state that indexation .

can relieve the -inequities_and uncertainty caused by .
inflation. The opponents say indexation would make in-
flation harder {o,cure and could even increase it. -~

R R
o ‘?‘?. e
ag -

THE €ASE FOR INDEXATION

If people knew in advance what the rate of inflation

would be, then they could fékb it into account in making

_ their economic arrangements and thus Keep the pur-

chasing power of their receipts and payments relatively

' stable. Indexation tries to achleve the same result by

4

~i§ due to inflation,

tying all contractual payments and tax rate brackets to

changes in the cost of living. Thus if the cost of living

rose say, 5 percent, everythlng else—-—wages interest-

payments; tax payments; etc:—would-rise 5 percent,

too: The accounts of businesses would also be restated -

each year in indexed terms; thus giving a “tryer” picture

af the: proflt posmon of the businesses and how much
they own as well 4s how much they owe: .

With inflation; people’s money incomes rise, gushmg -
taxpayers- into ever higher income - brackets; ?i :
though real income remains the same or even {alls. This

: process IS commonly caIIed “bracket cree;oi" Bragket

per extra doIIar f i tncome even though that extra tncorriia
not to a rise in “real” income. Since
income gains thaLreerct inflation are taxed atincreasing -
rates, taxpayers lbse ground after taxes: interms of real

income.
- All govemment and pnvate debts—bonds btfls notes,

/‘IE :
. ,l
: .

J . >

would be reduced

| THE CASE AGAINST ;:msxmow

- o,

On the sheet on which you havmn a descnptroh of the effect of inflation on the mdn’TduaI whose role yoﬁ b
are playlng, explain briefly how indexation would work for you Would you favor indexation? Why or why not?”

L

N
o
AS

“instaliment credit, mortdages—would be issued on a
- constant-purchasing-power basis. Thus, when a bond

matures; for example, the holder wouId receive an

amount that would have the same purchdsing power as

did the fase amount in the year the bond was issued.

©f cotrse, indexation is presumably reversible: If the

cost of living fell, every payment that was being indexed

nw

One objection i§ that indexation woufd do,stroy the

" motivation for fighting inflation. A second objection is

that since'no perfect cost-of: Ilvmgmdex exists; the relief
provided by indexation would be vanable—-leadlng to

. 'dtsgruntlement disappointment, and jockeying for po-

o

" ,,—F'I‘?"V' ??Y,?he,

" spond. to declines Th saI

-sition. ‘A corollary ijectton fs that even if there were a
perfect index; there is no- practlcal way of indexing
everything.

_ A third, objectlon is that indexation would raise the -

government deficit. The current dollar amounts of the

deficit would grow: because indexation of tax rate brack-

nmentwould be. rrslng

atindexation would not pro-

Yet anotherobj ction.j 1dexation woul

tect the value of savings.of qf pensions calculated on

the basis of past savnngs Indexation of pension pay-

_ments wodM necessitate borrowing to make up the dif-

ferences between amounts previously accumulated to .

fund the: payouts and the eroding purchasnng power of

money. .
pponents of tndexatlon wages and

by ,cuttlng .the work force
because they would be unable to cut any costs.
5 ’ RS

©

4

-
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Name

 Introduction:
The federal government

spending exceeds its reve

eficit whenever its

e way for the gov-

exnstmg revenues: If, instead, the government chooses

to deal with deficits by borrowing; the deficits can cén-

tribute to inflation: The reason is that government's bor-

rowing acts to increase the money supply and thus to
cause the demand for goods and services to exceed

the supply.

Inflation in itself adds to deficits—the govemment must
pay more each year forthe goods services, and credlt

it seeks. Furthermore, rising deficits encourage e expeg;

tations of continuing and perhaps of an increase in in-

fiation:

Directions:” : _
Assuime you are a member of Congress and, must cut
domestnc spending programs to reduce the budget def~
“icit. What in the-budget would you cut?

A. Food stamps for Iow-lncome people.
B. Programs to protett the énvironment.

C, As&stance for mass tré‘hsnt in urban areas.
:5 _Grantsto state and Iocai governments for crime pre-

sention and control. : .

E. Programs provudmg .1ob'_s’ for the poor.. -

o~ .

[} : « o é ) - }J :
J :

. L ‘\1

. SOURCE: This exarcise Is édabted from “Focus on Dlscussuon by S: Stowall Symmas Director of School Services Dlvlslon Joint Council on

. Economtc Educallon New York.

°

Erom: Anaryzmg Inflation and its Control: A Resource Guide, EPS Serig

_Park Avenue, New York, New York 10016

e, — : - e
> - L . !

F. Research and development for new sources of en-

ergy.- _
G. Subsidies to shore up the low prices of agricultural

products that are ¢ausing some farmers to go out

of business:
H. Grants to states for h|ghway cor}kstructlon and repalr

) Rank the above ltems accordmg to your pnontnes
Which program would you gut: f,rst" Which program
would you cut last? (Designatethe programs by, letter.)

- =

. ¢ . Rank Program:
' cutfirst " 1 .
.2
4 e
: ¥
5 . e
6 —
- 7 — )
B L
o 9 —
Cut last 10 - TS

~* When you cut a program, what is the trade-off? Who
is hurt? Who is helped? Write your answers. .

2
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