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BIG PICTURE

• Why do we care about inflation and the Germans hate it?

• How do we measure those costs of inflation?

• What is the relationship between money and inflation?

• What is the relationship between unemployment and 
inflation?
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MEASURING INFLATION

• Inflation: general rise in the price of goods in an economy

• Do you care about the price of everything?

• Economists tend to focus on a general package of goods that a typical 
person would buy (who cares about the price of non-iPad tablets...?)

• Market basket: the goods a typical person buys

• CPI: Measure of the cost of the goods and services purchased by a 
typical consumer

• There are multiple price indices, including for producers
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CPI EXAMPLE

• CPI = (Price of basket in current year) / (Price of basket in base year) * 100 

• Suppose a basket is 3 loaves of bread and 2 plastic bags with base year 2002

• CPI 2002 = 100

• CPI 2003 = (11/8)*100 = 137.50

• CPI 2004 = (13/8)*100 = 162.50

Year Price per Loaf Price per Bag Calculation Cost of Living

2002 $2 $1 $2*3+$1*2 $8

2003 $3 $1 $3*3+$1*2 $11

2004 $4 $0.50 $4*3+$.5*2 $13
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CPI INFLATION 

• CPI Inflation: Percentage change in CPI between 2 years

• [(CPI in year 2 - CPI in year 1) / CPI in year 1]*100

• CPI 2003 = 137.50, CPI 2004 = 162.50

• =>  Inflation of 37.50%

• Typically these measurements are used for social security or any 
inflation adjusted payments. What else might be included?

• How will this compare to GDP inflation?
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ANTICIPATED V. 
UNANTICIPATED INFLATION

• Anticipated inflation: Predicted level of price increases; you can save 
money to have interest beat that price increase

• Unanticipated: Unforeseeable (unplanned) increase

• Suppose predicted inflation is about 0% so if you want to borrow $1000 
from a bank, how much is the minimum they would charge?

• If inflation increases to 100%?

• They lose big on the deal if they charged 0%

• Even predicting high inflation banks need to charge high interest rates
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IMPACT OF INFLATION

• Who benefits or is 
indifferent?

• Debtors

• Flexible income receivers

• Who is hurt?

• Fixed income receivers

• Savers

• Creditors
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OTHER COSTS OF INFLATION

• Shoeleather costs: resources wasted in conversion of money to non-money 
holdings

• Menu costs: cost of changing prices

• Relative-price variability and misallocation of resources: resources allocated based 
on relative prices; what if the price of one good increases higher than “natural”

• Confusion and inconvenience

• Unexpected inflation

• Inflation-induced tax distortions: more on this later
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