Econ132 Chapter 27: Business cycles, Unemployment and Inflation I pals daaa

The Business Cycle
Business cycles are alternating rises and declines in the level of economic activity, sometime over several
years. Individual cycles (one “up” followed by one “down”) vary substantially in duration and intensity.
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e Peak: at a peak, business activity has reached a temporary maximum. The economy is at full employment
and the level of real output is at or very close to the economy's capacity. The price level is likely to rise
during this phase.

e Recession: is a period of decline in total output, income, and employment. This downturn, which last 6
months or more. Along with declines in real GDP increase in unemployment rate.

e Trough (depression 2—<): In the trough output and employment at their lowest levels. The trough phase
may be either short-lived or quite long.

e Expansion (Recovery): A recession is usually followed by a recovery and expansion, a period in which real
GDP, income and employment rise. The economy again approaches full employment. If spending expands
more rapidly than does production capacity, prices will rise (inflation).

Although business cycles all pass through the same phases, they vary greatly in duration and intensity. Many
economists prefer to talk of business “fluctuations” rather than cycles because cycles imply regularity while
fluctuations do not. The Great Depression of the 1930s resulted in a 27 percent decline in real GDP over a 3-year
period in the United States and seriously impaired business activity for a decade.
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Cyclical Impact: Durables and Nondurable.

Firms and industries producing capital goods (for example, housing, commercial buildings, heavy equipment, and
farm implements) and consumer durables (for example, automobiles, personal computers, and refrigerators) are
affected most by the business cycle. Within limits, firms can postpone the purchase of capital goods. For instance,
when the economy goes into recession, producers frequently delay the purchase of new equipment and the
construction of new plants.
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In contrast, service industries and industries that produce nondurable consumer goods are somewhat insulated
from the most severe effects of recession. People find it difficult to cut back on needed medical and legal services,
for example. And a recession actually helps some service firms, such as pawnbrokers and law firms that specialize
in bankruptcies. Nor are the purchases of many nondurable goods such as food and clothing easy to postpone.
The quantity and quality of purchases of nondurables will decline, but not so much as will purchases of capital
goods and consumer durables.
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Example: Choose the correct answer
1. The phase of the business cycle in which real GDP declines is called:
A. The peak.
B. An expansion.
C. A recession.
D. The trough.

2. The phase of the business cycle in which economy's capacity is at a minimum is called:
A. the peak.
B. a recession.
C. the trough.
D. the underside.

3. The industries or sectors of the economy in which business cycle fluctuations tend to affect output most are:
A. military goods and capital goods.
B. services and nondurable consumer goods.
C. clothing and education.
D. capital goods and durable consumer goods.

4. The period of growth in real GDP between the trough of the business cycle and the next peak is called the:
A. recessionary phase.
B. recoveryphase.
C. contractionary phase.
D. cyclical phase

5. Which of the following will most likely occur during the recovery phase of a business cycle?
A. Real GDP rises, and unemployment falls.
B. Real GDP declines, and inflation rises.
C. Interest rates rise, and the number of business failures rise.
D. Inflation rises, and employment falls

6. The phase of the business cycle in which real GDP declines for 6 months or more is called:
A. The peak
B. An expansion
C. Arecession
D. The trough

7. When aggregate economic activity is increasing, the economy is said to be in
A. An expansion.
B. A contraction.
C. A peak.
D. A turning point.
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Unemployment 4Uadl

The labor force, Employment, and Unemployment 4tadlg ¢ Jadill g ¢ dlalall s gl)
Who’s in the labor force?

The labor force consists of persons 16 years of age or older who are not in institutions and who are employed or
unemployed but seeking for work (dee g Siay).
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Labor Force (LF) = Employed (E) + Unemployed (U)

We divide the total population into three groups.

o People under 16 years of age and who are institutionalized, for example, mental hospital. ‘
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e Not in Labor Force: is composed of adults who are potential workers but are not employed and are not
seeking work. For example, they are homemakers, full-time students, or retirees (¢ gxcliiall).
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e The labor force: the labor force consists of people who are able and willing to work. Both those who are
employed and those who are unemployed but actively seeking work.
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under 16 years of age and

+ (Not in Labor F + ( Labor f
who areinstitutionalized) (Notin Labor Force) + (Labor force)

Total Population = (

Unemployed

Unemployment Rate = ————— x 100%
Labor Force

Part-time employment
All part-time workers are fully employed, because part-time workers either wanted to work full-time or could not
find full time work.

By counting part-time workers as fully employed, the official unemployment statistics understate (J1ss) the
unemployment rate.

Discouraged workers

You must be actively seeking work in order to be counted as unemployed. An unemployed individual who is not
actively seeking employment is classified as "not in the labor force". The problem is that many workers, after
unsuccessfully seeking employment for a time, become discouraged and drop out of the labor force.
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By not counting discouraged workers as unemployed, the official unemployment statistics (4wl clsba=Yl) understate (Jias)
the unemployment rate.

Example: Choose the correct answer
1. A person who is neither holding a job nor searching for a job (Jes ¢ toxn Y9 Joxs V) iS:
A. Not counted as part of the labor force.
B. Counted as unemployed
C. Counted as employed
D. Counted as discouraged workers

2. Suppose there are 8 million part-time workers & 90 million full-time workers. 4 million of the part-time
workers switch to full-time work. We can conclude that:
A. The unemployment rate will decrease.
B. The unemployment rate will increase.
C. The unemployment rate will remain unchanged.
D. The employment rate decrease

3. Refer to the table. The unemployment rate is:

A. 25% Unemployed _ 7
B. 3.2% Total Population 145
C. 5% Employed 95
D- 6 5 9% Discouraged Workers 3

. . (o]

4. The labor force includes:
A. Employed workers and persons who are officially unemployed.
B. Employed workers, but excludes persons who are officially unemployed.
C. Full-time workers, but excludes part-time workers.
D. Permanent employees, but excludes temporary employees.

5. Shrien works in her own home as a homemaker and full-time caretaker of her children (Wbl u). Officially,
she is:
A. Unemployed.
B. Employed.
C. Not in the labor force.
D. In the labor force.

6. Official unemployment statistics:

A. Understate unemployment because individuals receiving unemployment compensation are counted as
employed.
Understate unemployment because discouraged workers are not counted as unemployed.
Include cyclical and structural unemployment, but not frictional unemployment.
Overstate unemployment because workers who are involuntarily working part time are counted as being
employed.

Cow

7. In September there are 10,000 people classified as unemployed and the size of the labor force is 400,000.
The only change between September and October is that 4,000 of the unemployed give up looking for work.
Which of the following is true?

A. In September the unemployment rate was 4% and in October the unemployment rate was 1%.

B. In September the unemployment rate was 2.5% and in October the unemployment rate was 1.5%.
C. In September the unemployment rate was 5% and in October the unemployment rate was 4%.

D. In September the unemployment rate was 1.75% and in October the unemployment rate was 0.75%.
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The participation rate defined as the ratio of the labor force to the manpower (16 years of age and older)

Participation rate =

Population 16 years of age and older = Not in labor force + labor force

Labor Force

Notin labor force + labor force

x 100%

Example:
Answer the next questions in the space below:
Variables 2019 2020
Total Population 1,800,000 2,000,000
Not in the labor Force 450,000 480,000
Part-time workers 40,000 45,000
Unemployed 80,000 72,000
Discourage workers 6,000 10,000
Employed 420,000 450,000
A. What is the size of the labor force in 20197

Labor Force = Employed + Unemployed = 420,000 + 80,000 = 500,000

. Calculate the official unemployment rate in 2019.

Unemployment rate = unemployed / labor force = 80,000 / 500,000 = 16%

Calculate the size of people under 16 years of age and who are institutionalized in 2020.

Total Population = people under 16 years of age + Not in the labor Force + Labor Force

2,000,000 = people under 16 years of age + 480,000 + (72,000 + 450,000)

People under 16 years of age = 2,000,000 - 1,002,000 = 998,000

Calculate the participation rate in 2020.

Participation rate = {labor force / (labor force + nor in the labor force)}

Participation rate = (450,000 + 72,000) / (522,000 + 480,000) = 522,000/ 1,002,000 = 52%

Example
Suppose the Palestinian population is 3,800,000 individuals, the number of individuals 16 years and above

(manpower) is 2,000,000. Given that the labor force participation rate is 80% and unemployment rate is 16%.

Calculate the following:

A. The number of people in the labor force.
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Participation rate = labor force / (Not in labor force + labor force)

80% = L.F /2,000,000 = labor force =2,000,000 * 0.8 =1,600,000
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B. The number of people who are unemployed.
Unemployment rate = Unemployed / labor force

16% = Unemployed / 1,600,000 = Unemployed = 256,000

C. The number of employed people.
L.F = Employed + Unemployed

1,600,000 = Employed + 256,000 = Employed = 1,344,000

D. How many individuals are outside the labor force (not in the labor force)?
The number of individuals 16 years and above (manpower) = L.F + notin L.F
2,000,000 = 1,600,000 + not in the labor force

Not in the labor force = 2,000,000 - 1,600,000 = 400,000

Example

Refer to the information provided in table below to answer the questions that follow.
Labor force participation rate 60%
Total population 16 vears of age and older 200 million
Unemplovment rate 5%

What is the total number of people who are unemployed?

L Labor Force Labor force o
Participation rate = : — 60%=—— —  Laborforce = 120 million
Notin labor force + labor force 200

Unemployed ., B9 = Unemployed

Unemployment Rate =
ploy Labor Force 120

— Unemployed = 6 million

Example
Refer to the information provided in table below to answer the questions that follow.

Want to work but
no longer looking
for work

Total Currently | Not working
population | employved [and looking for

(millions) | (millions) |work (millions) .
(millions)

50 40 2 4

1. What is the size of the labor force?
Labor Force = Employed + Unemployed (Not working and looking for work)
Labor Force = 40 + 2 = 42 millions

2. What is the unemployment rate?

Unemployed 2
Unemployment Rate = ——————x 100% = —x 100% = 4.76%
Labor Force 42
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Types of unemployment

A. Frictional Unemployment &Syl dtadl

Frictional unemployment referred to the type of unemployment that includes people who are voluntarily
between jobs (bl o 4slsb Jaiiy) and looking for a better job.
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Economists use the term frictional unemployment - consisting of search unemployment and wait
unemployment- for workers who are either searching for jobs or waiting to take jobs in the near future.

Many workers who are voluntarily between jobs are moving from low-paying, low productivity jobs to higher-
paying, higher- productivity positions. That means greater income for the workers, a better allocation for labor
resources, and a larger real GDP for the economy.

B. Structural Unemployment 4!l dladi

Unemployment results because the composition of the labor force does not respond immediately or
completely to the new structure of job opportunities. Workers who find that their skills and experience have
become obsolete or unneeded thus find that they have no marketable talents. They are structurally
unemployed until they adapt or develop skills that employers want.
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The distinction between frictional and structural unemployment is hazy at best. The key difference is that
frictionally unemployed workers have marketable skills and either live in areas where jobs exist or are able to
move to areas where they do. Structurally unemployed workers find it hard to obtain new jobs without
retraining, gaining additional education, or relocating. Frictional unemployment is short-term; structural
unemployment is more likely to be long-term and consequently more serious.
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C. Cyclical Unemployment sl dtadi

Unemployment that is caused by a decline in total spending is called cyclical unemployment and typically
begins in the recession phase of the business cycle. As the demand for goods and services decreases,
employment falls and unemployment rises. Cyclical unemployment results from insufficient demand for goods
and services.
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Example
Indicate whether each of the following people is frictionally unemployed or structurally unemployed or cyclically
unemployed or not officially unemployed or fully employed

1. A poorly educated (e+2dl canz) former telephone operator, replaced by a | Structurally Unemployed
machine, seeking for work.

2. A woman with good job skills who cannot find a job due to a sluggish Cyclically Unemployed
economy ($sbaidl 5¢8)).

3. A welfare recipient with good job skills who is not seeking for work. Not Officially Unemployed

4. A man with obsolete job skills ()l caaus) Wwho has given up trying Not Officially Unemployed
(Ugl=all o J55) to find work.

5. A man who are voluntarily (lcsb) between jobs and looking for a better Frictionally Unemployed
job

6. A person who is part-time workers who is trying to find (sl=Y! Jsl= ) full- | Employed
time job.

Example

The above table shows answers given by people interviewed in the Current Population Survey.

Person A This person has just graduated from high school and is working at a part-time job but

wants a full-time job.

Person B This person has been laid off from a job but expects to be called back as soon as the

economy improves.

Person C At the age of 45, this person was laid off from the automobile industry when new
equipment was installed and the person did not have the skills necessary to use the
equipment. This person now is searching to find a new job.

Person D As a result of this person's spouse being transferred to a job in a new city, this person is

looking for a new job.

Person E This person was laid off last year when new equipment was installed at the plant,
reducing the number of workers needed. Shortly after being laid off, this person looked
for a new job, was unable to find one, and then stopped looking for work.

1. Which people are structurally unemployed? (Person C)
2. Which people are cyclically unemployed? (Person B)
3. Which people are frictionally unemployed? (Person D)

4. Which person is a discouraged worker? (Person E)

Example: Choose the correct answer

1.

Susie has lost her job in a Vermont textile plant because of import competition. She intends to take a short
course in electronics and move to Oregon where she anticipates that a new job will be available. We can

say that Susie is faced with:
A. Seasonal unemployment.
B. Cyclical unemployment.
C. Structural unemployment.
D. Frictional unemployment.

Cyclical unemployment results from:
A deficiency of spending on goods and services.

U.S. economy.

oo w»

Technological change.
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The decreasing relative importance of goods and the increasing relative importance of services in the

The everyday dynamics of a free labor market, with workers voluntarily changing jobs.
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3. If a worker quits her job because she wants to move to another state and begin looking for new work, this
worker would be experiencing:
A. Frictional unemployment
B. Structural unemployment
C. Cyclical unemployment
D. Natural unemployment

4. Which type of unemployment increases during a recession?
A. Structural unemployment
B. Cyclical unemployment
C. Frictional unemployment
D. Seasonal unemployment

Definition of Full employment Jo&! Juiidl pggde

Because frictional and structural unemployment is largely unavoidable in a dynamic economy, full employment
is something less than 100 percent employment of the labor force. Economists say that the economy is “‘fully
employed” when it is experiencing only frictional and structural unemployment. That is, full employment occurs
when there is no cyclical unemployment.
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Economists describe the unemployment rate that is consistent with full employment as the full-employment rate of
unemployment, or the natural rate of unemployment (NRU). At the NRU, the economy is said to be producing its
potential output. This is the real GDP that occurs when the economy is “‘fully employed.”
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Note that a fully employed economy does not mean zero unemployment. Even when the economy is fully employed,
the NRU is some positive percentage because it takes time for frictionally unemployed job seekers to find open
jobs they can fill. Also, it takes time for the structurally unemployed to achieve the skills and geographic relocation
needed for reemployment.
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e Full employment is less than 100 percent employment of the labor force.
e Fully employed does not mean zero unemployment rate.
e The economy is fully employed when it is experiencing only frictional and structural unemployment.
e Full employed occurs when there is no cyclical unemployment.
e Natural rate of unemployment (NRU) = frictionally Unemployed + Structurally Unemployed.
e At the natural rate of unemployment, the economy producing its potential output.
e Potential output: is the output (GDP) that occurs when the economy is fully employed".
e The economy can operate at an unemployment rate below the NRU.

e The NRU was about 4 to 6 percent.
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Example: Choose the correct answer
1. At the economy’s natural rate of unemployment (NRU):
A. Only frictional unemployment exists
B. There is only a relative small amount of cyclical unemployment
C. Employment rate is 100%
D. The economy achieves its potential output.

2. An economy is considered to be at “full employment” when:
A. 10-20% of the labor force is unemployed.
B. 90% of the total population is employed.
C. 90% of the labor force is employed.
D. About 4-6% of the labor force is unemployed.

3. Full employment means that
A. There is no cyclical unemployment.
B. There is no cyclical or frictional unemployment.
C. No one is unemployed.
D. There is no structural or frictional unemployment

4. Full-employment output is also called:
A. Zero-unemployment output.
B. Equilibrium output.
C. Potential output.
D. 100% unemployment output.

Economic Cost of Unemployment dlad dobaidy! sl

GDP gap and Okun’s Law

When the economy fails to create enough jobs for all who are able and willing to work, potential production of
goods and services is irretrievably lost. In terms of Chapter 1’s analysis, unemployment above the natural rate
means that society is operating at some point inside its production possibilities curve. Economists call this
sacrifice of output a GDP gap.
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GDP gap = Actual output - potential output

Potential output: is the output at full employment
Actual output: it causes when unemployment rate above the NRU.

GDP gap can be either negative (actual GDP < potential GDP) or positive (actual GDP > potential GDP)

If Actual GDP > Potential GDP — Unemployment rate < Natural rate of Unemployment

If Potential GDP > Actual GDP —» Unemployment rate > Natural rate of Unemployment
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Okun’s Law:
The relationship between the unemployment rate and the GDP gap

Okun’s law indicates that for every 1 percentage point by which the actual unemployment rate exceeds the
natural rate, a negative GDP gap of about 2 percent occurs.

Example
Assume that the natural rate of unemploymentis 6%, the actual unemploymentrate is 10, and potential GDP is

$600 million. According to Okun’s law, what is the GDP gap?

Actual unemployment rate - natural rate of unemployment = 10% - 6% = 4%
GDP gap = 2* 4% = 8% of potential GDP

GDP gap = 8% * 600 m = $48 m (losses).

Example
Assume that in a particular year the natural rate of unemploymentis 5% and the actual rate of unemploymentis

9%.

A. Use Okun’s law to determine the size of the GDP gap in percentage point terms.
Actual unemployment rate - natural rate of unemployment = 9% - 5% = 4%
GDP gap = 2* 4% = 8% of potential GDP

B. If the potential GDP is $500 billion in that year, how much output is being forgone because of cyclical
unemployment?

Output is being forgone = 8% * 500 billion = $40 billion

Example: Choose the correct answer
1. The GDP gap measures the difference between:
A. NDP and GDP.
B. NlandPlI.
C. actual GDP and potential GDP.
D. nominal GDP and real GDP.

2. If actual GDP is $500 billion and there is a negative GDP gap of $10 billion, potential GDP is:
A. $510 billion.
B. $490 billion.
C. $10 billion.
D. $990 billion

3. Assume the natural rate of unemployment is 5 percent and the actual rate of unemployment is 9 percent.
According to Okun's law, the negative GDP gap as a percent of potential GDP is:
A. 4 percent.
B. 8 percent.
C. 10 percent.
D. 2 percent.

4. If actual GDP is less than potential GDP:
A. potential GDP will fall.
B. the price level will rise.
C. the natural unemployment rate will be higher than the actual unemployment rate.
D. the actual unemployment rate will be higher than the natural unemployment rate.
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Noneconomic costs of unemployment: dlad Lslaidl s LJES

Severe cyclical unemployment is more than an economic malady; it is a social catastrophe. Unemployment means
idleness. And idleness means loss of skills, loss of self-respect, plummeting morale, family disintegration, and
sociopolitical unrest. Widespread joblessness increases poverty, heightens racial and ethnic tensions, and
reduces hope for material advancement.
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Inflation: ($aLaidY! eseail!

Inflation is a rise in the general level of prices. When inflation occurs, each dollar of income will buy fewer goods
and services than before. Inflation reduces the “purchasing power” of money. But inflation does not mean that all
prices are rising. Even during periods of rapid inflation, some prices may be relatively constant and others may
even fall.
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Deflation: Is a decline in the general level of prices. (Negative inflation rate)

Measurement of Inflation eswai! wld

The main measure of inflation is the Consumer Price Index (CPIl). The government uses this index to report
inflation rates each month and each year. The CPI reports the price of a “market basket” of some 300 consumer
goods and services that are purchased by a typical urban consumer. (The GDP price index of Chapter 24 is a
much broader measure of inflation since it includes not only consumer goods and services but also capital goods,
goods and services purchased by government, and goods and services that enter world trade.)
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Price of a fixed market
basketinyeart
Price of the same market
basketin a base year period

Consumer Price Index (CPI) = x 100

Example:
Suppose a basket of goods and services has been selected to calculate the CPIl and 2019 has been selected as

the base year. In 2019, the basket’s cost was $50; in 2020, the basket’s cost was $52; and in 2021, the basket’s
cost was $57.25. What is the value of the CPl in 20217

Price of a fixed market
basketin year 2021 _57.25
Price of the same market * 100 =
basketin 2019

Consumer Price Index (CPI) = x100=114.5

The rate of inflation is equal to the percentage growth of CPI from one year to the next year.

) CPlin year t — CPI in year t—1
Inflation Rate = - x 100%
CPl inyear t—1
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Example
If the CPl was 210 in 2020 and 202 in 2019. What is the rate of inflation in 20207

CPIl inyear 2010 — CPI in year 2009
CPI in year 2009

Inflation rate = x 100%

210 — 202

Inflation rate = x 100 = 3.96%

By using the rule of 70, the price level will double in about: 70/3.96 = 17.67 years

Example
Use the information below to calculate the requested information.
2008 2009
quantity price quantity price
Banana 10 3 10 3
Carrots 15 2 15 4

A. Calculate the consumer price index for both years using 2008 as the base year.
CPI = Nominal GDP/ real GDP
CPI (2008) =100 (Base year)

(10 x 3)+ (15x 4)
(10x3)+ (15 x2)

90
CP/(2009)= X100=5X100=150

B. Calculate inflation in 2009.

. CPIl in year 2009 — CPI inyear 2008
Inflation rate = - x 100
CPI inyear 2008

150 — 100

Inflation rate = x 100 =50%

C. How many years would it take prices to double?

70 70
Number of years would it take prices to double = - - = — =14 year
Percentage rate of inflation 50

Example: Choose the correct answer
1. Inflation means that:
A. all prices are rising, but at different rates.
B. all prices are rising and at the same rate.
A. prices on average are rising, although some particular prices may be falling.
C. realincomes are rising.

2. The consumer price index was 177.1 in 2020 and 179.9 in 2021. Therefore, the rate of inflation in 2021 was
about:
A. 2.8 percent.
B. 3.4 percent.
C. 1.6 percent.
D. 4.1 percent.
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3. If the consumer price index falls from 120 to 116 in a particular year, the economy has experienced:
A. inflation of 4 percent.
B. inflation of 3.33 percent.
C. deflation of 3.33 percent.
D. deflation of 4 percent.

4. As applied to the price level, the "rule of 70" indicates that the number of years required for the price level to
double can be found by:

dividing "70" into the annual rate of inflation.

dividing the annual rate of inflation into "70."

subtracting the annual change in nominal incomes from "70."

multiplying the annual rate of inflation by "70."
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Types of Inflation esad! ¢4l

e Demand -Pull Inflation clall el
Usually, increases in the price level are caused by an excess of total spending beyond the economy’s capacity
to produce. Where inflation is rapid and sustained, the cause invariably is an over issuance of money by the
central bank. When resources are already fully employed, the business sector cannot respond to excess
demand by expanding output. So the excess demand bids up the prices of the limited output, producing
demandpull inflation. The essence of this type of inflation is “foo much spending chasing too few goods.”
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e Cost- Push Inflation aJ&U! eseas
Inflation also may arise on the supply, or cost, side of the economy. The theory of cost-push inflation explains
rising prices in terms of factors that raise per-unit production costs at each level of spending. A per-unit
production cost is the average cost of a particular level of output. This average cost is found by dividing the
total cost of all resource inputs by the amount of output produced.
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Rising per-unit production costs squeeze profits and reduce the amount of output firms are willing to supply at
the existing price level. As a result, the economy’s supply of goods and services declines and the price level
rises. In this scenario, costs are pushing the price level upward, whereas in demand-pull inflation demand is
pulling it upward.
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The major source of cost-push inflation has been so-called supply shocks. Specifically, abruptincreases in the
costs of raw materials or energy inputs have on occasion driven up per-unit production costs and thus product
prices.
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Example: Choose the correct answer
1. Demand-pull inflation:
A. Occurs when prices of resources rise, pushing up costs and the price level.
B. Occurs when total spending exceeds the economy's ability to provide output at the existing price level.
C. Occurs only when the economy has reached its absolute production capacity.
D. Is also called cost-push inflation.

2. Rising per-unit production costs are most directly associated with:
A. Frictional unemployment.
B. Structural unemployment.
C. Demand-pull inflation.
D. Cost-push inflation.

3. The phrase "too much money chasing too few goods" best describes:
A. The GDP gap.
B. Demand-pull inflation.
C. The inflation premium.
D. Cost-push inflation.

4. Inflation initiated by increases in wages or other resource prices is labeled:
A. Demand-pull inflation.
B. Demand-push inflation.
C. Cost-push inflation.
D. Cost-pull inflation.

5. Cost-push inflation may be caused by:
A. A decline in per unit production costs.
B. A decrease in wage rates.
C. A negative supply shock.
D. An increase in resource availability.

Redistribution Effects of Inflation
Inflation redistributes real income. This redistribution helps some people and hurts some others while leaving
many people largely unaffected. Who gets hurt? Who benefits?
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Nominal and Real Income J3uW dddixl deadllg daawdl dosddl!

Nominal income is the number of dollars received as wages, rent, interest, or profits.
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Real income is a measure of the amount of goods and services nominal income can buy; it is the purchasing
power of nominal income, or income adjusted for inflation.

3eanl) Jaadl g5l o ¢ ot Jl) 351201 5801 3] ¢ sl ) J5al) Sy (@ ladsily ! ylia) Golido 9o fuhoel) J5-ull

Nominal income

Real Income = —
Price index
When inflation occurs, not everyone’s nominal income rises at the same pace as the price level. Therein lies the
potential for redistribution of real income from some to others. If the change in the price level differs from the
change in a person’s nominal income, his or her real income will be affected.
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Example

Variables 2019 2020

CPI 150 180
Nominal Income $90,000 $100,000
Real GDP $16,000 $16,800

A. What is the real income in 20197

Nominal income 90,000

Real Income (2019 = =60,000

Price index 1.5

B. What was the increase (or decrease) in real income from year 2019 to year 20207

Nominal income 100,000

Real Income (2p20) = =55,556

Price index 1.8

, (60,000 — 55,556)
= Real income decrease by: S x 100 = 8%

¢ |If the change in the price level differs from the change in a person's nominal income, his real income will be
affected. The following approximation tells us roughly how much real income will change:

(Percentage change ) _ (Percentage chnage) _ (Percentage chnage)
inreal income in nominal income in price level

For example, suppose that the price level rises by 6 percent in some period. If his nominal income rises by 10
percent, then real income will increase by about 4 percent.

Anticipations Inflation a3 gl eseaill

The redistribution effects of inflation depend upon whether or not it is expected. We will first discuss situations
involving unanticipated inflation. As you will see, these cause real income and wealth to be redistributed, harming
some and benefiting others. We will then discuss situations involving anticipated inflation. These are situations in
which people see an inflation coming in advance. With the ability to plan ahead, people are able to avoid or lessen
the redistribution effects associated with inflation.
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Who Is Hurt by Inflation? §esead! e 3k o

Unanticipated inflation hurts fixed-income recipients, savers, and creditors. It redistributes real income away from
them and toward others.

e Fixed-Income Receivers (et J5>u1 Clxol: People whose incomes are fixed see their real incomes fall
when inflation occurs.
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e Savers (g4l

Unanticipated inflation hurts savers. As prices rise, the real value, or purchasing power, of an accumulation of
savings deteriorates. Paper assets such as savings accounts, insurance policies, and annuities that were once
adequate to meet rainy-day contingencies or provide for a comfortable retirement decline in real value during
inflation.
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e Creditors g5l

Unanticipated inflation harms creditors (lenders). Suppose Chase Bank lends Bob $1000, to be repaid in 2 years.
If in that time the price level doubles, the $1000 that Bob repays will have only half the purchasing power of the
$1000 he borrowed. True, if we ignore interest charges, the same number of dollars will be repaid as was
borrowed. But because of inflation, each of those dollars will buy only half as much as it did when the loan was
negotiated. As prices go up, the value of the dollar goes down. So the borrower pays back less valuable dollars
than those received from the lender. The owners of Chase Bank suffer a loss of real income.

sl S ghnn asliad 3] . cpele Ogunt (§ ol w2 ¢ 5Y95 1000 g2 12,81 i i OF 2 A8 - (rwdyall) eIl @B gnall p sesatl
iand ¢ BRI 0 gy Wl 13] ¢ oo -Lgia 81 (&1 Y95 IS A1l 89dl) Caual g b3 U1 5Y95 1000 pae) O gSmud ¢ Byl el 3
028l e oo glall @ Ledie ol Akl b Cauad Sy hYgull 0dd e S (AL ¢ ¢ el o g gl 81 @3 (I hY gl sue yuds Sl
O oS i G 1029 . 0,880 (90 Lede Juam (&1 el (e dard J3T Ygs @day (2Rl OB 1A LY sl dad (ads ¢ jlawd) glah)l ae

sl g5l 8 Byl

Who Is Unaffected or Helped by Inflation? eswadl ;e I 9 el Sy ERVIRY)

e Flexible- Income Receivers. gl J5WI Glxiol
People who have flexible incomes may escape inflation's harm or even benefit from it. Some union workers
get automatic cost of living adjustment (COLAS) in their pay when the CPI rises.
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e Debtors ggudal!
Unanticipated inflation benefits debtors (borrowers). In our earlier example, Chase Bank’s loss of real income
from inflation is Bob’s gain of real income. Debtor Bob borrows “dear” dollars but, because of inflation, pays
back the principal and interest with “cheap” dollars whose purchasing power has been eroded by inflation.
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Anticipated Inflation: a3 gie)! el
The redistribution effects of inflation are less severe or are eliminated altogether if people anticipate inflation and
can adjust their nominal incomes to reflect the expected price-level rises.
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Aadgiall
If inflation is anticipated, the redistribution of income from lender to borrower may be altered. Suppose a lender
and a borrower both agree that 5 percent is a fair rate of interest on a 1-year loan provided the price level is stable.

But assume that inflation has been occurring and is expected to be 6 percent over the next year. If the bank lends
the household $100 at 5 percent interest, the bank will be paid back $105 at the end of the year. But if 6 percent
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inflation does occur during that year, the purchasing power of the $105 will have been reduced to about $99. The
lender will, in effect, have paid the borrower $1 for the use of the lender’'s money for a year.
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The lender can avoid this subsidy by charging an inflation premium—that is, by raising the interest rate by 6
percent, the amount of the anticipated inflation. By charging 11 percent, the lender will receive back $111 at the
end of the year. Adjusted for the 6 percent inflation, that amount will have roughly the purchasing power of $105
worth of today’s money. The result then will be a mutually agreeable transfer of purchasing power from borrower
to lender of $5, or 5 percent, for the use of $100 for 1 year.
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When inflation is anticipated, lenders add an inflation premium to the interest rate charged on loans. The nominal
interest rate reflects the real interest rate plus the inflation premium (the expected rate of inflation).

Real interest rate: is the percentage increase in purchasing power that the borrower pays the lender.

Nominal Interest rate: is the percentage increase in money that the borrower pays the lender.

Nominal Interest rate = real interest rate + inflation premium (the expected rate of inflation).

Does Inflation Affect Output? ztY! &uS e esuail B§ o
Inflation also may affect an economy’s level of real output (and thus its level of real income). The direction and
significance of this effect on output depend on the type of inflation and its severity.
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Cost-Push Inflation and Real Output:

Recall that abrupt and unexpected rises in key resource prices such as oil can sufficiently drive up overall
production costs to cause cost-push inflation. As prices rise, the quantity of goods and services demanded falls.
So firms respond by producing less output, and unemployment goes up.
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Demand-Pull Inflation and Real Output:

Economists do not fully agree on the effects of mild inflation (less than 3 percent) on real output. One perspective
is that even low levels of inflation reduce real output because inflation diverts time and effort toward activities
designed to hedge against inflation.
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Hyperinflation Joyae! eseasd!
All economists agree that hyperinflation, which is extraordinarily rapid inflation, can have a devastating impact on
real output and employment.
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As prices shoot up sharply and unevenly during hyperinflation, people begin to anticipate even more rapid inflation
and normal economic relationships are disrupted. Business owners do not know what to charge for their products.
Consumers do not know what to pay. Resource suppliers want to be paid with actual output, rather than with
rapidly depreciating money.
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Examples of hyperinflation are Germany after the First World War and Japan after the Second World War. In
Germany, “prices increased so rapidly that waiters changed the prices on the menu several times during the
course of a lunch. Sometimes customers had to pay double the price listed on the menu when they ordered.” In
postwar Japan, in 1947 “fisherman and farmers . . . used scales to weigh currency and change, rather than
bothering to count it.”
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Example: Choose the correct answer
1. Suppose that a person's nominal income rises from $10,000 to $12,000 and the consumer price index rises
from 100 to 105. The person's real income will:;
A. fall by about 20 percent.
B. fall by about 2 percent.
C. rise by about 15 percent.
D. rise by about 25 percent.

2. Cost-push inflation:
A. reduces real output.
B. increases real output.
C. reduces the unemployment rate.
D. raises the natural rate of unemployment

3. During a period of hyperinflation:
A. creditors gain because their loans are repaid with dollars of higher value.
B. people tend to hold goods rather than money.
C. income is redistributed away from borrowers.
D. the real value of the national currency rises.

4. Inflation affects:
A. both the level and the distribution of income.
B. neither the level nor the distribution of income.
C. the distribution, but not the level, of income.
D. the level, but not the distribution, of income.

STWDENFES-HUB.com Uploaded By: anonymous



