QUESTIONS AND ANSWERS TO CHAPTER 3

1.  Calculate the various measures of inflation for the following data.  Assume all price indexes are 100 in Year 1.


Year


1


2


3

College Tuition
40 @ $20,000

40 @ $25,000

40 @ $30,000

Apples


300,000 @ $1.25
250,000 @ $1.65
280,000 @ $1.50

Computers

600 @ $1200

750 @ $1,000

1000 @ $800

A.  What factors cause the change in the CPI to overstate the actual rise in the cost of living?

B.  What are the differences between the CPI and the implicit deflator for GDP.  Which do you think is a better measure of inflation?

C.  What is a chained price deflator?  What are the benefits and drawbacks to this measure of inflation?

D.  Calculate the CPI, implicit consumption deflator, and chained price consumption deflator in years (2) and (3) with these data.

E.  What do you think the "actual" rate of inflation was in year (2) and (3)?  Explain your answer.

For CPI the weights are tuition = 0.422, apples = 0.198, and computers = 0.380

So the increase in the CPI for year 2 = 0.422*0.25+0.198*0.32+0.380*(-0.167) = 0.1054 (10.54%).  For year 3 the change is -1.14%.

Implicit deflator Year 2 price index = 40*25000+250000*1.65+750*1000

                                                           ----------------------------------------------  =  1.0745

                                                           40*20000+250000*1.25+750*1200
Year 3 = 1.0298, which means the implicit deflator fell 4.16% in Year 3 

For the chained deflator, Year 2 is the same as the implicit deflator.  For Year 3 the change in the chained deflator is -1.71%. 

Based on these figures, the answers to A-E are as follows:

A.  In general, the change in the CPI overstates the change in the cost of living because it does not allow for shifting market baskets that occur when people buy more of the less expensive goods and services.  In general, the CPI also does not take into account introduction of new products or quality improvements, although those are not part of this example.

B.  The implicit deflator is always based on the most recent market basket.  However, it can understate the rate of inflation when one of the components – such as computers – has a rapidly decreasing price.  

C.  The chained deflator is similar to the implicit GDP deflator except that the weights are re-set each year, so the contribution of a good or service with a declining price is limited to the drop this year, rather than the cumulative drop since the last time the index was set equal to 100.  
E.  Ideally, the chained index should represent the best measure of inflation.   Its major drawback is that the constant-dollar components of GDP do not add up to the total; this gap can be quite significant the farther one moves away from the base year.  For this example, though, the “actual” rate of inflation is probably close to the figures given by the chained deflator formula. 

2A.  How is full employment defined, and why does the full employment rate of unemployment keep changing?  

B.  In December 1998, the BLS reported the following unemployment rates:

1.  Unemployed over 15 weeks

1.1%

2.  Job losers




2.0%

3.  "Official" unemployment rate

4.3%

4.  Plus discouraged workers


4.5%

5.  Plus marginal workers


5.2%

6.  Plus part-time workers


7.5%

Which do you think is the best measure of actual unemployment?  Explain your choice.

C.  In 1990, most economists thought the full employment rate of unemployment was about 6%, but in 2000 they thought it was about 4%.  Were they wrong in 1990, or was this change based on economic factors?  If so, what factors caused them to change their opinion?

ANSWER:  Theoretically, full employment exists when the number of people looking for work is equal to the number of job vacancies.  However, it usually takes first-time entrants into the labor force longer to find their first job, so in periods when that age cohort is growing most rapidly, the full N rate is somewhat higher.   Also, when the economy is growing faster, more job opportunities are available, so the full N rate is generally somewhat lower.  

B.  This is a political as well as an economic decision.  My own opinion is that “job losers” is the most relevant statistic; if someone quits their job, they should not be counted as unemployed.  Nonetheless, the “official” rate gets most of the headlines and is the rate on which policy decisions are based. 

C.  The economy grew more rapidly, and also the age cohort 15-24 declined as a proportion of the total labor force.   In retrospect, it seems to me that the full N rate in 1990 was probably closer to 5% than 6% but that is a judgment call. 

3. Classify the following job losses as seasonal, frictional, cyclical, or structural unemployment -- or no change in the unemployment rate at all

a.  No work for bricklayers in Illinois in February    SEASONAL
b.  GM lays off 50,000 workers after Fed restricts credit  CYCLICAL
c.  GM closes plant in Flint, MI; builds new assembly plant in Mexico  STRUCTURAL
d.  IBM shuts down economic research department  See below
e.  North Dakota wheat farmers abandon farms after Asian recession reduces worldwide price of wheat  FRICTIONAL
f.  NBA basketball players locked out by owners  NO CHANGE 
g.  Firm relocates headquarters from New York to Dallas.  Half of staff decides not to accept relocation.  FRICTIONAL but see below
h.  Unnamed fast food chain goes bankrupt after E-coli bacteria poisons customers. FRICTIONAL
j.  High interest rates cut housing starts by 50%, reducing construction employment by 650,000.  CYCLICAL 
k.  Recent June graduates have difficulty finding employment  MOSTLY SEASONAL, SOME FRICTIONAL 
(d)  This actually happened but there was no increase in unemployment.  Senior managers took early retirement, or remained as consultants to IBM, so they were not unemployed.  Junior staff found jobs elsewhere.   In other circumstances, if these people could not find alternative employment, the job losses would be considered frictional unless the cutbacks were part of a major decline in company employment because of weaker sales, in which case the answer would be cyclical. 
(g)  I am thinking of American Airlines here, which moved in part to try and stem the losses from upstart airlines.  However, since most of these people were paid much more than alternative airline firms would offer, they either became unemployed or eventually took lower-paying jobs.  In that case, the decline could be considered cyclical. 
4.  In 1955, the last year when social security payments included only old-age payment (before disability) payments that year totaled $4.9 billion.  For 2001, the figure was $433 billion (excluding Medicare, which was another $218 billion).  During that period, the CPI rose at an average annual rate of 4.2%, and the number of people over 65 rose an average of 2.0% per year.  What would social security have been in 2001 if the program had not expanded after 1955; i.e., if the only increases were due to inflation and population?   Now suppose the CPI had been overstated by 1.1% per year.  What would social security payments have been in 2001 if the actual rate of inflation had been used?

ANSWER:  The increase would have been 1.062 to the 46th power, or 15.9 times, which means social security payments would have been $78 billion instead of $433 billion.  The actual annual rate of increase was 10.2%.  If the CPI were overstated by 1.1% per year and payments had been indexed to the CPI since 1955 but coverage had otherwise been the same, 2001 payments would have been $269 billion, or $164 billion less.  In fact, if this had been the case generally, we would have had surpluses in most years from 1969 through 1987 instead of deficits. 

5.  What are the major causes of error in the preliminary NIPA data, and what could be done to reduce these errors?  

ANSWER:  Only 2 months of data for inventory investment and net exports are available, so they must be estimated.  The monthly data for these components are also quite volatile.  Also, although 3 months of retail sales data are available, the advance estimates for the current month are based on only a 10% sample.  

However, it isn’t the change the following month that gets economists upset; those who follow the data realize that the advance estimate is based on preliminary information, and BEA does indeed publish its guesses about unavailable data, so there is no mystery.  The more severe problems are caused by the benchmark revisions that occur one or more years after the fact; by then, monetary and fiscal policy decisions have not only already been taken, but their economic impact has been felt.  For example, the BEA figures showing that there was a significant recession in 2001 were not published until July 2002.  The annual revisions are based on annual surveys, which are more comprehensive than the monthly estimates.  However, the “final” estimates are not available until the results are in from the various Census of Business reports, which are estimated only once every 5 years.  
The BEA is probably more upset about those revisions than most economists, and if there were some way to reduce the errors, presumably those methods would have already been implemented.  Having said that, many economists believe that the 40% cuts in the budget for economic data over the past decade have materially contributed to the deterioration in the accuracy of the preliminary results. 

6.  If economists generally agree that fixed-weight price indexes overstate the actual rate of inflation, why is the CPI still the most popular and widely quoted measure of inflation?

ANSWER:  Actually, the methodology for the CPI has been changed so much that it probably no longer overstates inflation.  However, even before that happened, it was still popular because it is released every month and is easy to comprehend, relative to the implicit deflator and chained index.  Also, it does not bounce around as much because of changing weights, which can be confusing to people who are trying to interpret the latest inflation statistics. 

7.  What major factor causes the implicit price deflator and the chained price deflator to diverge over time?  Under what circumstances would we expect to find very little difference in these two measures of prices?

ANSWER:  The divergence occurs when the price of one or more key series grows at a much different rate than the overall deflator; that is particularly true for computer and other high-tech equipment.  If almost all components of the price index grew at about the same rate, separate measures would not be necessary.  Thus before computers and other high-tech equipment that declines in price became important, it was not necessary to introduce a separate chained deflator. 

8.  As a manager, one of your responsibilities is to monitor recent changes in inflation.  However, the recent statistics appear to be quite confusing.  The CPI rose only 0.1%, but the PPI for finished goods increased 0.8%.  A further examination of the core rates show a gain of 0.2% in the CPI and 0.5% in the PPI.  

A.  What further information would be required to determine the underlying rate of inflation.

B.  Suppose the core rate for intermediate goods rose 0.1%.  How would that affect your answer?

C.  What other components of the CPI and PPI would you examine closely to try and narrow the discrepancy?

ANSWER:  In many months, fluctuations in the PPI are dominated by changes in (a) motor vehicle prices when manufacturers offer rebates, and (b) tobacco prices when cigarette manufacturers impose large price increases or excise taxes rise sharply.  So I would look at those two components first.  

The core inflation rate for intermediate goods is probably a much better measure of wholesale inflation than the rate for finished goods.  In fact, many economists ignore monthly changes in the PPI-finished goods index.  

The CPI for shelter, which accounts for about 30% of the overall index, is based on a sample that often has odd discrepancies.  In recent years that component has risen about 0.3% per month.  I would look there to see if it was different this month.  

9.  In August 2002, preliminary data showed that payroll employment rose 39,000, household employment rose 429,000, and the unemployment rate fell from 5.9% to 5.7%. 

A.  Based on these data, what conclusion would you reach about the current employment situation?

B.  How would your answer change if you also noted that (a) the unemployment rate for men 20 years and over was unchanged, and (b) the number of initial unemployment claims rose from 386,000 to 398,000.

C.  How would your answer change if you also noted that the biggest declines in the unemployment rate occurred in (a) teenagers, and (b) experienced wage and salary workers?

D.  Based on this welter of confusing information – which is not unusual – what conclusions can be drawn about basing business plans on the latest monthly employment and unemployment data?

ANSWER:  Of course we now know that the unemployment rate did not start to decline, but rose significantly over the next several months.  It is difficult to answer this question without this hindsight.  Nonetheless, the point to be emphasized here is that on a month-to-month basis, the household employment and unemployment data are quite erratic and large changes in either direction should be downplayed.  This conclusion would be strengthened by the information given in (B).  

If the biggest decline occurred in teenagers I would assume most of them dropped out of the labor force earlier than usual to go back to school, so the drop would be meaningless.  If on the other hand the drop was in experienced workers, that would suggest that perhaps the decline really did occur.

The answer to (D) is obvious, just sort of a gentle reminder that it probably doesn’t pay for managers to concentrate on the monthly data unless they have moved the same direction for three consecutive months.   

