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Inflation is very unpopuiar,

-

But what flation?

The words "general price level” in the definition are very important. They mean that
the term "inflation” applies only to a rise in the average cost of all the things
we buy, and not to an increase in the price of only one item or class of items.

If inflation is so slow these
days, why has the price of
oranges gone up so much?

It has nothing to do with inflation.
It's just that a frost in Florida
destroyed a lot of the orange crop-
With the supply down, people
who want oranges have to
pay more for them.
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Of course, a large increase in the pric

rapid increase in the general price level. For example, a very rapi
in the general price level, because oil plays a key

e of one item can sometime:

s lead to rapid inflation — that is to a
d rise of oil prices could lead to a rise
role throughout our economy.

have to raise rents
se higher oil prices
mere expensive to}

My distributor charges
me more for fruit now
because transportation costs
have gone up, so | have to

b raise my prices, too.

Some economists use the term "cost-push inflation”
to refer to the type of inflation that begins when
rising production costs cause an increase in prices.
"Demand-pull inflation” occurs when people’s ability
to spend rises more rapidly than the availability

of goods and services.

rDemand-putl inflation

| Cost-push inflatiﬂ




What's wrong with inflation anyway? After all, if prices
go up, people who sell things will receive more dollars
than they did before. That means that incomes go up too.
What's wrong with that?

e Maybe we should
| ! j - & put down our signs.

NEWPAYCHECK

One answer is that not everyone's income goes up
much as prices do. People whose incomes rise less t/ia
prices — or don't rise at all - are hurt by inflatior
They are unable to buy all the things they used t
with their income.

| got a 3% raise,
but with prices up more
than 5%, I'm worse off
than | was before.

Among those hurt by inflation are lenders who charge
interest rates that are lower than the rate of inflation.
For example, suppose someone extends a one-year
loan at an interest rate of 5% and then prices go up 10%
during the year. The lender will be repaid with money
that has less purchasing power that did the money he
parted with a year earlier.

It now costs $110 to

buy what the $100 [ lent

you last year could buy

then, but you're paying
me back only $105

Many retired people are hurt by inflation because their
pensions don't keep up with increases in the price level.

| remember the good
old days when my pension
allowed me to enjoy a
few luxuries, like an
occasional movie.
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inflation also reduces the value
of people’s savings when price
increz:es are larger than the interest
rates that people receive on
their savings accounts.
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B% RISE IN PRICES

Because inflation reduces the value of savings, it gives
people an incentive to spend rather than save.

| am not saving

nowadays. Prices tomorrow
will be higher than they are
today, so I'm buying now.

| may as well
spend the money
while | can still buy
something with it.

Y I'mabuilder, and \
| need a loan so | can
put up a housing
development.

t= - B need a loan
! to build a new wing
on my factory.

By discouraging saving, inflation can harm the U.S. economy. That's because the economy
needs a supply of savings to provide the funds for people and businesses to borrow so that
they can invest in the things that help the U.S. economy grow.

| need a loan
to buy a computer
system for
my factory.




Inflation can hurt, too, by giving people an incentive to
invest in ways that don't help the economy grow.

I'm investing in jewelry
because I'm worried about
inflation, and | think that jewelry
will rise in value faster than
other prices will go up.

If I put my savings
into the bank instead, I'm
afraid that inflation will reduce
the real purchasing power
of my bank account.

| mewmiamerny

To enable people to protect the purchasiig
power of their savings, the federal
government began issuing inflation-inde<=d
bonds in 1997. These bonds allow people to
lend to the government and then be
repaid an amount that will rise in relation

to how much prices rise.
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| know this bond

will atlow me to
buy at least as much
10 years from now
as | can now.

Inflation has other undesirable effects. Increases
in prices make it more difficult for businesses to plan.
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With lumber prices going up so

the flour then have to charge higher prices for the bread

Inflation feeds on itself. When a flour mill has to pay
higher prices for wheat, for example, it has to charge
higher prices for the flour it sells. The bakeries that buy

and cakes they sell.

fast, I'm trying to stock up before the
next price increase. Meanwhile, I'm
worried that in order to cover my
costs, I'll have to charge such high prices
for my houses that nobody will
want to buy them.

7/~ | have to charge you
more dough for the bread

because | have to pay a

higher price for flour.
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vay'li have to raise prices to cover
the increased expense. Some
penole call this process the
'wage-price spiral.”

I'm not even
dating anyone, but |
figure I'd better buy a
o 70 TR wedding gown before
prices go up more!
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see the prices they pay going up, may buy other
they'i! push for higher pay, and if
their =mployers raise their pay,

The process can easily become a As an "inflationary psychology” sets in, people mag try to beat anticipated
i scle, because when workers price increases by buying mo

re of certain items than they need, and they
items before they need them.

When people realize they have overbought,
they will cut back on their spending, and the
result can be a recession, a downturn in
economic activity that brings a decline in
production and an increase in unemployment.

Our sales are way down
because builders bought more
lumber than they needed a few
months ago, when they were worried
about price increases. Now they're
not buying, so we're going to have

to lay off some workers. i




“Core” inflation refers to increases in the general pr
level, excluding food and energy prices. Those price
are excluded because they are influenced by
special — and temporary - factors, such as weath
conditions or production decisions made by
oil-exporting countries, so they may present a misle: ;
picture of continuing price pressures in the econony.

In fact, since World War 1, most recessions have followed
a sustained increase in the core rate of inflation.

Another threat is that if inflation goes unchecked, it can turn
into hyperinflation, in which prices rise extremely rapidly.

J | can't find the
words to describe how
quickly prices are




Hyperinflation has occurred a number of times — in Brazil and Russia in
the early 1990's, for example — and has often led to social unrest.

ctable episode of hyperinflation
sermany in the 1920s and led
L social unrest in that country. In
’ the German hyperinflation, the real
L ing power of money fell so low
i German currency, the mark,
a¢ a cheaper fuel than firewood.

We have seen that inflation can

cause uncertainty and economic

and social instability. But what
causes inflation?

The answer is that inflation results
when there is too much money and
credit around in relation to the
amount of goods and services. By
“money,” we mean cash in circulation
and the amounts that people and
businesses have in bank accounts.
“Credit” refers to the amounts that
banks and other lenders have lent.




When people have more money to spend and the volume of goods
and services doesn't increase as fast, sellers find that they can raise
their prices and sell as much as they did before.

That guy with
the black hat
looks familiar.

Boss, every
customer comes in 2
with a fistful of dollars. ‘ F f( Goahead, %
Should | put up the . : j * \ make my day.
new sign? - z 3 :

It's the job of the Federal Reserve System The Fed's job of influencing money and credit conditions in the
(known familiarly as “the Fed") to make sure economy often is a balancing act. If money and credit grow too
that money and credit don't grow too rapidly rapidly, inflation can result. If they grow too slowly, the result

and lead to inflation. can be a recession. :

1 F 2 ¥ i
Too slow money and credit growth can cause a recession because people and businesses |58
won't be able to get the loans they need for major purchases at affordable interest rates,

I'm afraid you won't be - ~ | know you would %
able to buy the car. Interest s W // \ike to expand your factory,
rates are way up because there's AL | S /
not much money to lend. And much money to lend, we
you can't afford to pay L i /\ have to charge a higher
higher rates. Interest rate than you
i can afford.




! The Fed's actions to influence money and credit conditions
in the economy — in order to promote economic growth and

price stability - are known as “monetary policy."

T

i : | The Fed has three main monetary policy tools: ;
e discount rate and open market operations. |

| reserve requirements, th
.
1% S

equirements are the proportions of deposits that banks must keep either in their own vault or on deposit
e Fed. (Actually, reserve requirements apply not only to banks, but also to other types of institutions that
accept deposits — credit unions, for example. In this case, though, we'll use the term "banks.")

¥

For example, if the reserve requirement is 10%, a bank that receives a 5100 checking
account deposit must keep 510, either in its own vault or on deposit at the Federal Reserve.

Lower reserve requirements enable banks to 3
lend more of their deposits; higher reserve e 2 If the Fed raises reserve
requirements shrink the availability of credit. | e : requirements, | won't be

- — able to lend as much.




In practice, the Fed does not change reserve
requirements very often. In 2006, for example,
the reserve requirement on checking accounts

had been unchanged at 10% for 14 years.

The last time the
Board of Governors
changed reserve
requirements, |
was in a crib.

The discount rate is the interest rate that the Fed chaives
on short-term loans to banks for any reason.

My bank needs an
overnight loan. We had some
sudden large withdrawals and we |
can't meet our reserve requirements
without a loan. /

When the Fed lowers the discount rate, it may be an
indication that it would like to see an increase
in credit — and in economic activity. When the Fed
raises the discount rate, it may be issuing a signal that
it wants to "cool off the economy,” because it is
concerned about the threat of inflation.

| guess the Fed
wants to make sure that
inflation doesn't become
a problem.

Open market operations are the monetary policy tool that :
the Fed uses most often. These operations, which are H
carried out by the Federal Reserve Bank of New York on
behalf of the entire Federal Reserve System, consist
of buying or selling U.S. government securities from firms
known as primary dealers.

These data will
help us determine whether
we have to buy or sell U.S.
government securities today.




when the Fed buys government securities, it pays When the Fed sells securities, it receives the payment
‘or them by crediting the account that the primary from the bank of the buyer. That reduces the total
dealer’s bank has at the Fed. (The bank, in amount of funds that banks can lend.

Banks have a bit too
Banks are having a : : ‘ much to lend, and that
ough time finding money . | can lead to inflation. We
tend. We should buy some U.S. | : y TEn ) o :
ssrnment securities to provide o . securities to make credit
e market with new funds. : g _ 2 little harder to get.

i
R

o on

Federal Reserve economists monitor increases in wages, salaries

¢ cause inflation is so hard to stop once : : : =i
g€ . .l. idq the Fed watches fgr signs and benefits paid to workers — which reflect the bargaining power
futire inflation, so that it can keep the of employees, rising costs of medical care and other insurance
: and potential demand for goods and services.

problem contained.

Inflation is under
control now, but I'm
concerned about the signs
of future inflation.




The Fed keeps track of the value of the
U.S. dollar relative to the currencies of major
trading partners. For example, depreciation
in the dollar relative to Japan’s currency,
the yen, increases the price of everything
imported from Japan.

~

Similarly, the Fed watches data on the use of manufactur
capacity. When capacity utilization gets very high, compan

may have to start using less efficient machinery, and that czn

lead to cost and price increases.

We haven't used that old,
slow machine in years, but now that all the
newer equipment is running full blast,
we have to use the old machine, too.

! The problem is that
maintenance on the old machine is
going to increase our costs, and the

slower machine also uses more labor

; for each unit of output.

2%

Fiscal policy, which involves the use of
government spending and taxes, is another
anti-inflation tool. If inflation threatens,
the government can cut its spending and
thereby reduce demand for the available

supply of goods and services.

This isn't a good time

to start those construction |
projects. We have to i

worry about inflation.

To fight inflation, the government could also raise personal
income taxes, thus reducing spendable income and the
private demand for goods and services.

If Congress passes
this tax increase, we won't
be able to buy a new car.

Well, at least we'll ¥
be fighting inflation. /2=
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scal policy has some disadvantages, though, as an anti-inflation tool. For
one thing, it can take a long time to get a tax or spending bill through Congress.

Mr. President, I'll try to
schedule a committee hearing
. on the tax hike next month.

tax increases and spending cuts can be
| olitically unpopular, and members of
igress may be reluctant to vote for them.

Another disadvantage of using government expenditure cuts
to fight inflation is that it can be wasteful to turn spending on
and off depending on whether or not inflation is a concern.

Fhe country needs a
hike to fight inflation,
iil I explain that

<t oy v anra

QOur constituents
will never forgive us if
we vote not to fund increased
economic and financial
education and build bridges.




The changes in monetary policy that
sometimes are needed to reduce inflation
can impose some short-term pain on the
economy. For example, to get rid of very
rapid inflation in the early 1980s, the Fed had
to accept a severe recession in 1981-1982.

The moderation of inflation set the st
unusually long economic expansions sir

Congress structured the Federal Reserve System
to shelter it from day-to-day political
pressures, so that the Fed could pursue policies
that promote long-term economic growth,
that might be unpopular.

I'm not happy with the

current moneta i
the Fed doesn't coms o <Y DUt

appropriations, and
influence to change its policy.

Fed's

One factor supporting the Fed's independer.ce is
that unlike other government agencies, it 5
not depend on appropriations from Congress.

come to us for
50 | can't use that

16




rhe Fed is self-financing; the interest
it @arns on the U.5. government

securities it owns provides the income
needad to carry out its duties.

e AT

s ———

Why do we have to use monetary policy to prevent inflation?
Why can't we prevent inflation directly, by placing limits on
how much wages and prices rise?

One answer is that it would be very hard to impose price
controls on items that we import.

| have to pay higher
prices for the bananas |
import. If 1 can't charge higher
prices for the bananas, | won't be
able to import them anymore.

i workers (in the case of wage contro

so. price and wage controls are very hard to enforce because both
buyers and sellers (in the case of price controls) and both employers and

ls) may wish to violate them.

| don't care what the government
says. I'm not interested in continuing my
practice unless | can charge patients
more that | did last year.

doctor. If

your fees,

That's OK. | have a lot
of confidence in you as a

the government you've raised

Unless you give
me a raise, I'll quit.

OK. you can have the
raise, and if you don't tell the

you don't tell
government, | won't either.

| won't either.

17




In addition, changes in prices and wages perform a very
important role in the economy — serving as signals to direct
labor and other resources where they are needed.

Suppose, for example, that there's a shortage

of computer professionals. To eliminate the

shortage, employers would offer hi
to attract more people into the

Maybe you should go
into computer science. The
pay is good, and you may
find it very interesting,

her pay
ield.

But if the employers weren’t allowed ¢
offer higher pay, they wouldn't be
able to get the professionals they need

18



ou have read about the problems that inflation can ¢

ause and about the ways

/ernment and the Fed can fight inflation. But how do we measure inflation? [~

4

vernment has several measures of inflation.
o5t known is the consumer price index (CPI),
<h measures the prices of items bought by

ers in metropolitan areas. Those items cover
nge of goods and services — food, clothing,
:5ing, transportation, recreation, laundry
services and much more.

The CPI has a direct effect on the lives of many
individuals and groups. For example, many employers
link wage increase to how much the CPi goes up.

0y

Well, the government reports
the CPI tomorrow, and we'll find out
how big a raise we're getting.

To produce the CPI data, the U.S. Department of Labor keeps track of changes in a wide variety of consumer prices.
Labor Department employees visit many stores each month to check on price movements.

[

Do you think once in a while
you can actually buy something — maybe
a candy bar — instead of just coming

‘ in here to copy down my prices?

My friends can't understand
why | never feel like going
shopping after a day's work.




“Core inflation” measures changes in the general price level
with food and energy prices excluded, and thus provides
a more accurate gauge of continuing price pressures.

Many economists think that the con 1 price
index overstates increases in the cc iving.
One reason is that while the CPl accurately

measures price increases, it doesn't fi:lly

recognize the improvements that occur n the
quality of the things we buy

This is an amazing
laptop and it costs less
than the one | bought
three years ago.

Critics also point out that the CPl is slow to recognize that consumers change their buying patterns
over time. Specaflcal!y, consumers start buying less of items with rapid price rises and more of
those items whose prices have not risen ra

prices rose sharply, people found ways to conserve on the use of those items.

pidly. For example, during the years when oil and gas

With energy prices up
so much, | can't set the air
| conditioning as low as | used to.

0

Gas prices are reall 3

high. I should look foga

carpool instead of driving to
work by myself every day.




The acc . a-y with which the CPI measures inflation has
4 o0 icant effect on the budget of the federal
govern i, That's because certain benefits, such as
cocial woririty, are based on how much the CPI rises.

The CPI also affects the revenue side of the federal
budget. For example, the personal exemption under
the income tax — the amount of tax-free income
per person to which a family is entitled —
increases each year, based on the increase in the CPI.

bin

If i~e CPI overstates inflation, then the personal
exemption increases too much each year, and the

federal government loses tax revenue as a result.

The increase in
the personal exemption
this year will save
me a few dollars.

Whatever its imperfection, the CPI remains the most
commonly used inflation measure. What does the CPI
tell us about how well the United States has managed
to control inflation? In the 1970s and early 1980s, as we
saw earlier, inflation was often very rapid, even
reaching double-digit annual rates, but...

12.00%

~ PERCENT CHANGE IN CPI (1970-1982)
16.00% - e e

14.00%

1(_1.00%.

8.00%

e.oo%._. = £ |
a00% 4T |

2.00% 4 I l :

0.00% e -y




..during most of the last two decades,
we've had much greater success in
keeping inflation subdued.

353 w

With lower rates of inflation has

| . come relatively steady growth
in the economy. From the end of
1982 through 2005, there wasa | (Billion of
long period of growth interrupted | Dellars)
only by short recessions in 1990-91| 12,000
and 2000-01. By historical
standards, that has been an
excellent performance for 10,000
the U.S.economy.

" 3 8,000

6,000

4,000







"The Story of Inflation” uses everyday
language and lively illustrations to explain:

how inflation is defined,
®  what causes inflation,

B the effects of inflation on
individuals and the economy,

® how inflation is measured, and

® how to prevent inflation.

To order publications online, go to:
www.newyorkfed.org/publications

Information about the Federal Reserve
Bank of New York’s education programs
can be found at:

www.newyorkfed.org/education

Federal Reserve Bank of New York
Public Information Department
33 Liberty Street
New York, NY 10045
(212) 720-6134
www.newyorkfed.org

First Printing
2006

»

1

SR i



