Inflation and Unemployment

Two important aspects of the Macroeconomy

Business Cycle
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Problem at the trough is typically unemployment 

Problem at the peak is usually price inflation

Both create problems for people in the economy

Unemployment is probably something we all have a handle on – it is losing your job!   We will hit that the last ½ hour.

Inflation

· What is it?


· How is it measured?

· Who does it help or hurt?

· How can we use these measures to help up understand what is happening?

Definition: 

Inflation is a rise in the general level of prices over time.

In order to measure inflation we need to construct a price index.  

· A price index is simply a basket of goods and services that people purchase.

· A useful and meaningful price index should be constructed around what you are trying to measure. 

· Some commonly used price indices

· CPI – Consumer Price Index

· PPI – Producer Price Index

· GDP deflator – specifically designed to adjust Gross Domestic Product measures for changes in prices over time

· Lets focus on the CPI as an example

· WHO? 

· The Bureau of Labor Statistics (BLS)


· WHAT? 

· A market basket of 364 “entry level items” are “purchased” (measured by teams of data collection folks) across the U.S. in over 21,000 stores!

· These 364 items cover a “typical household” purchases in these major categories

· Food and Beverages

· Apparel

· Housing

· Transportation

· Medical Care

· Entertainment

· Recreation

· Education and Communication

· Other Goods and Services

· WHEN? 

· Monthly for large SMAs, less often for medium and small SMAs


· WHERE? 

· Across geographical areas (called SMAs or Statistical Metropolitan Areas)  


· WHY?

· To give us a measure of what a “typical” market basket costs to purchase across time

· We can use the price index to pull out inflation from the current or nominal price and produce numbers that you can directly compare.

· These are called “real prices”

· Otherwise you are comparing apples to oranges.  When Grandma says the moving picture show used to cost $3 but today it costs $8, what does it mean?  We must adjust the prices to really know!

· Another example: What happens if you get a 15% pay raise?  Are you happy?

· Would your answer change if the inflation rate were 20% last year?

· What would that imply?

· What matters is not nominal income but rather what I can purchase with the income or your real purchasing power

My favorite easy source for the CPI is The Economic Report of the President.  It is published each year and each year this data is updated.
Note that a value of 100 exists and all other values are calculated off of that.  What was the base year in this data?  No singled year has that value because they are using what is called a chain index and they set the value to 100 between 1982-84 (see the note at the top of the page.)
Percentage Change

Suppose you have an index with a base year 1990 and the index value is therefore 100.  Compare that the year 2000 which has a value of 164.  This means that inflation grew by how much over the decade? 
% change =  [(new year – base year) / base year]

                 =  [(164 – 100) / 100]

                 =  64 / 100

                  = 0.64 or 64.0%

This is the standard method of calculating percentage change.
Nominal and Real Prices
Suppose a gallon of milk and that you have the following data.

	Year
	Nominal Price
	CPI

	Real Price

	1980
	$1.29
	86.8
	

	1990
	$1.79
	132.4
	

	2000
	$2.59
	167.8
	


We want to compare the prices so to net out general inflation we can adjust the 1980 and 1990 nominal prices into real prices in year 2000 dollars.
We should first ask: Which CPI measure should we use?  All Items or Food and Beverages make sense.  Milk is, after all, a beverage.  
How do we do this calculation?  Again, we have to adjust the nominal price.
Real Pricez =  (Nominal Pricez ) x  (Adjustment Factor)

The adjustment factor is formed using the CPI measures

Real Pricez =  (Nominal Pricez ) x  (CPIbase year / CPIz)

Here we use the nominal price of 1980 milk ($1.29) and adjust them to the 2000 dollars in order to allow me to directly compare them.  Remember the data we have:
	Year
	Nominal Price
	CPI

	Real Price

	1980
	$1.29
	86.7
	

	1990
	$1.79
	132.1
	

	2000
	$2.59
	168.4
	


Real Price of 1980 milk in year 2000 dollars =  
(Nominal Price1980 ) x  (CPI2000 / CPI1980)

Real Price of 1980 milk in year 2000 dollars =  ($1.29) x  (168.4 / 86.7)

Real Price of 1980 milk in year 2000 dollars =  ($1.29) x  (1.9423)

Real Price of 1980 milk in year 2000 dollars =  $2.51 in year 2000 prices
Now I have both prices in terms of year 2000 prices and I can compare.  What has happened to the real price of milk?

PRACTICE:  What is the price of milk in 1990 brought to year 2000 cost of living?


Another use of a Price Index
Suppose you make $42,000 a year in Nashville and you are contemplating a move to Atlanta. You investigate and find that your salary in Atlanta would be $49,000.  Are you thrilled?

It depends on the cost-of-living!  Suppose that the CPI in Nashville is 92.5 and the CPI value for Atlanta is 121.8.  What matters is the purchasing power of that salary and we can get some idea about by looking at a cost of living index in each of the cities.  While this is not a perfect measure it is far better than nothing! 

Real Salary in ATL  refers to how you would view the salary as a person from Nashville.  You’re essentially putting the Atlanta salary into the Nashville dollars that you understand.  Calculation:

Real Salary in ATL =  (Nominal SalaryATL ) x  (Adjustment Factor)

Real Salary in ATL =  (Nominal SalaryATL ) x  (CPINVILLE / CPIATL)

Real Salary in ATL =  (Nominal SalaryATL) x  (CPINVILLE / CPIATL)

Real Salary in ATL =  ($49,000) x  (92.5 / 121.8)

Real Salaryin ATL =  $37,213

Your current salary in Nashville is $42,000 per year, and while the salary in Atlanta is higher in nominal terms in terms of its real purchasing power the amount of goods and services you could buy in Atlanta would be comparable to what one could buy in Nashville for $37,213.   You are actually $4,787 better off in Nashville!  Why?  
Because the cost of living is higher in Atlanta and you have just adjusted to find that out!
Caveats about Price Indexes:

1) Quality changes over time.  Between 1980 and now we have gone through the death of 8-track tapes, cassette tapes, and we are watching the eclipse of CDs with the advent of MP3 files and players.

2) The price index measures very specific things.  Be sure that you are using a price index that captures what you want.  
3) The CPI is often referred to as “cost-of-living” index which is true only if you buy the same basket as the one the CPI is constructed with.  Unlikely!  But sometimes the next best solution is all that you have…

Employment and Unemployment

We look at unemployment and think “people out of work”.

But remember that it cannot really be that – what about the too young and those retired?  There are things like the Labor Force Participation Rate (66.2%), the Employment to Population (62.3%) Ratio and the unemployment rate (6.0%).  All are different and definitions can be found in a basic economics textbook.  Let’s focus on the unemployment rate here.

First of all it is the ratio those looking for jobs and who are in the labor force but cannot find a job.  There are three categories for these folks type of unemployment.

1. Cyclical Unemployment is related to the business cycle.  Suppose we enter a recession - businesses suffer declining sales and inventories build.  As a result, they fill the inventory warehouse and then must cut back on production.  The demand for labor is derived form the demand for output.  As economic activity slows there are layoffs – this is cyclical unemployment.  Typically, these workers get hired back when the cycle turns so this is usually a ST problem.

2. Structural Unemployment is the unemployment associated with dynamic change in an economy.  Dynamic change is part-and-parcel of a capitalist economy -- innovations wipe out old industries and competitive forces form new ones.  As industries and firms “die” their employees are thrown out of work.  If no one wants buggy whips there are no jobs for buggy whip makers and their employees after all.  The price of getting rid of structural unemployment is to give up a dynamic economy for static one.  The USSR tried it – poor choice!

3. Frictional Unemployment is the unemployment associated with search.  It takes time for firms to find the right employee and it takes time for a job seeker to find the right employer.  This is really an information problem – we need to match workers to available jobs.  That is not always as easy as it sounds.  

Because of these issues the unemployment rate will never be zero.  In fact, the studies of labor markets show about a 5% - 6% ongoing rate of unemployment associated with these.  This is referred to as the “natural rate of unemployment” and it stays with us

Minimum Wage and Employment

A minimum wage that is set above the market-clearing wage for low or unskilled labor is effectively a price floor.  This creates problem – namely the unemployment of low skill or unskilled workers.  An excess supply of these workers occurs.

Minimum Wage Graph – A Price Floor

Suppose the market-clearing wage is $6.00 an hour and the government sets the minimum wage at $7.50 and hour.  Note that this creates a gap between the Qs and Qd.  The result is a surplus or excess supply of workers – this is the essential definition of unemployment. 

An unintended consequence of minimum wage laws is that it may exclude the very workers who need to develop on-the-job experience most.  Some very basic aspects of a job include showing up on time, being courteous to customers, developing personal initiative, dressing for work, etc.  I learned these in a minimum wage job at Burger King long ago…  I acquired self-confidence, good work habits and people-handling skills that serve me to this day.  Buzz taught a number of us about the basics!

Three aspects concerning minimum wage:

1) Studies show that a 10% increase in the minimum wage increases unemployment by 1% - 3%.

2) The poor.  While there are some heads of household working in minimum wage jobs, 40% of minimum wage earners come from the families with an income in the top ½ of income distribution.  Many minimum wage earners are young people in these households (learning those basic skills) or part-time workers supplementing family income.

3) There is a way around minimum wage – build human capital!  The annualized rate of return on an undergraduate degree is 13%  – 15%  making it is one of the best investments you, as an individual,  can make.
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· Earnings increase with the level of education (though people with doctoral degrees have lower average earnings than those with professional degrees). For instance, the average earnings of male high school graduates age 45-54 was $35,407, while those with a bachelor’s degree was $58,509 – a 65 percent difference. 

· The "rate of return to education" is what analysts call the percentage increase in annual earnings associated with each additional year of schooling. The 65 percent earnings increase that men age 45-54 accrued for their four years of college education amounted to a 13 percent compounded average rate of return.

· Women earn less than men do, but otherwise the pattern holds. For women age 45-54, college graduates earned 68 percent more than high school graduates.
Building Human Capital is important to the country too:

Two Harvard economists, Lawrence F. Katz and Claudia Goldin, studied the effect of increases in educational attainment in the United States labor force from 1915 to 1999. They estimated that those gains directly resulted in at least 23 percent of the overall growth in productivity, or around 10 percent of growth in gross domestic product.

� � HYPERLINK "http://www.gpoaccess.gov/eop/" ��The Economic Report of the President 2007�, Table B-60. – Consumer price indexes for major expenditure classes, 1960-2007
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