FE363 
Assistant Professor Schmitt






Fall 2002

Lab #2  
 



Reviewing Inflation History
THIS LAB IS TO BE COMPLETED, WRITTEN UP AND HANDED IN AT THE END OF LAB PERIOD

Please work with one or two partners and hand in one report.

Introduction
Inflation is the second great macroeconomic problem.  The purpose of this exercise is to examine the behavior of prices since 1954, along with some factors that may correlate with it.  Price levels (note emphasis) are measured by price indexes.  The two indexes you read about most often are the Consumer Price Index (CPI) and the GDP Deflator (now the chain price index).  The GDP Deflator is available in the FAIRMODEL but the CPI is not.  Many other deflators are available in the FAIRMODEL.  You are asked to work with two of these below.  Inflation is rising prices -- i.e. a  changing price level (note emphasis).

Procedure

1. As before, download the data from my website http://www.usna.edu/Users/econ/pschmitt/FE365/labs.html – click on data for lab2. Again – note that 19541 means the 1st quarter of 1954 and 20022 (2nd quarter of 2002).

2. The data contain:

*GDPR – real GDP

*GDPD – GDP chain price index (deflator)

*PCGDPD – percent change in GDP deflator (i.e. inflation)

*PF – price index for total sales

*PIM – price index for imports

*M1 – money supply

3. IN EXCEL, the first thing you will need to do is transpose the data. To do this, first click, INSERT… WORKSHEET… then return to the original datasheet… highlight the two rows, (Quarter, GDPR and UR), and copy. Now, return to the inserted worksheet. Once there, click EDIT… PASTE SPECIAL (not just paste)… TRANSPOSE (which is on the bottom right). This will transpose your row data to columns. 

4. Using EXCEL:

a. First calculate the percentage changes in real GDP, the percentage change in the price index for total sales, the percentage change in the price index for imports, and the percentage change in the money supply. 

Recall: 
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.  Recall in EXCEL, you need to type in something similar to =((C3-C2)/C2)*100 where the C corresponds to the column your value is in. You do not need to retype this for all the data, you can just copy down and copy over (see me if you don’t know how to do this). 

b. Second, calculate the average annual rate of inflation using the PCGDPD, and using the percentage change in the price index for total sales, and using the percentage change in the price index for imports (the last two you calculated in a). 

Recall: =sum(cells)/number of years

c. Finally calculate the average annual growth rate of the money supply and output (real GDP).

Report

1. These reports should not just state the answer – the entire report should be done in paragraph form, and make sure all questions are answered. Write the text of your report in complete sentences.  The text must be word-processed.  The entire package should be neat and professional.

2. Graph the graph growth rates (changes in), that is, graph PCDGDP, and the variables you created in a above. Present your results and graphs should have titles and the graphs should have legends. 

3. Answer the following:

a. Using the PCDGP (the percentage change in real GDP), what is the average annual rate of inflation over the entire period (calculated in part b above)? 

b. How much higher is the price level (note emphasis) than it was 10 years ago (1990)? 

25 years ago (1975)?

40 years ago (1960)?  (i.e. have prices doubled? Increased by four times? Increased by 50%? Etc.)

c. Which years do you classify as periods of high inflation?  Explain how you defined a high inflation period for purposes of this answer. [None is not an acceptable answer]

d. Compare price changes as measured by PF and PIM (calculated in a and b above) with price changes measured by GDPD over time.  Do these measures behave similarly or are there important differences?  Is the divergence larger in periods of high inflation (as identified in c. above)? Explain why you believe the divergences occurred in the periods where you observe them.

e. Is there a consistent relationship between inflation (PCGDPD) and percentage changes in the M1 money supply over time?  What does the Quantity Theory of Money say the relationship will be?  If the Quantity Theory is not holding precisely, what else must be changing?

f. By now you know when recessions took place.  Does the inflation rate consistently slow down in recessions?  For this question examine quarterly data around recession periods.

Write the text of your report in complete sentences.  The text must be word processed.  The entire package should be neat and professional.
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