
The Impact of 
Disinflation 

Although most people and businesses benefit when 
inflation begins to cool, such a trend can be less cheering 
to some who profit when prices are rising. Here's a look at 
how disinflation affects different groups in the Southeast. 

The economic recession of 1981-82, while pain-
ful, saw a significant benefit: a dramatic slowing 
of inflation. Inflation, as measured by the Con-
sumer Price Index (CPI), rose 12.4 percent in the 
year ending December 1980. By contrast, the 
level of the CPI in December 1982 was only 3.9 
percent higher than a year earlier. The Producer 
Price Index (PPI) also moved up 12.4 percent 
from December 1979 to December 1980; in 
1982, its advance was only 1.6 percent. Further-
more, both the CPI and PPI counted near-zero 
price hikes in the first quarter of 1983. For all 1983, 
a few forecasters look for inflation to fall below 
even the 3 percent level! 

But this slowing of inflation shows up very 
unevenly to American families. Used car prices 
and medical care costs rose at double-digit rates 
in 1982. On the other hand, the cost of an at-
home breakfast of steak, eggs and potatoes 
actually fell in 1982, as did the price of gasoline 
needed to fuel the family car. Overall, though, 
the general dampeningof the inflationary fire has 

set the stage for healthier future growth in living 
standards, particularly if inflation can be contained 
in the current economic expansion. 

This article will look closely at some of the 
important price changes that contributed to the 
recent slowing of inflation and will examine how 
some people are affected by the current low-
inflation environment. It will also report the 
current and expected price experiences of some 
business firms in the Southeast. Along the way it 
will review how price changes are measured and 
why it is important that they are measured 
properly. 

Costs of Inflation 
I nflation refers to a general upward movement 

of prices at roughly the same rate. This means 
that a given amount of money will buy pro-
portionately fewer goods and services. In addition, 
changing market conditions can cause the price 
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of a particular good to move up or down com-
pared to all others, independently of the rate of 
inflation. Actual price changes reflect a combination 
of general inflation and price changes relative to 
that general inflation. For example, rising energy 
use and other factors caused the price of oil to 
rise compared to other products in the 1970s. 
However, the rising cost of energy also contributed 
to the increase in the aggregate price level in the 
decade. 

Sustained inflation, whether or not it is expected 
by producers and consumers, is costly. If sustained, 
inflation eventually erodes a country's capacity 
to produce more, channeling resources away 
from long-term investments that build up the 
nation's productive capacity. Typically, it also 
causes a shift in the distribution of purchasing 
power among citizens. 

For example, when inflation is unexpected, as 
it may be early in its growth, individuals and 
businesses who own real assets (real estate and 
gold, for example) benefit. Since prices of such 
assets respond to money demand, those assets 
provide protection against higher inflation. How-
ever, owners of resources whose prices are fixed 
by long-term contracts, like bondholders, lose. 
So do those who sell in markets where prices 
respond slowly to inflationary pressures. 

Recurring surprises in the rate of inflation can 
increase uncertainty about the future rate of 
inflation. Savers may become reluctant to invest 
in long-term financial assets out of fear that 
accelerating inflation will erode the value of their 
capital. Instead, they may buy short-term assets 
that offer protection from large capital losses. 

Increased uncertainty also may heighten the 
reluctance of buyers and sellers to enter into 
long-term contracts. If workers and employers or 
suppliers and producers are unsure about future 
prices, they will want to renegotiate contracts. 
Those additional negotiations cost time and 
money. Moreover, planning becomes more dif-
ficult when contracts are made for shorter periods. 

Surprise inflation also may waste resources 
when asset prices adjust at different speeds to 
general inflationary pressures. The varying price 
responses change relative prices of goods. In 
turn, these "faulty" price signals redirect re-
sources into less useful activities. For instance, 
funds may flow into real estate or commodity 
speculation and away from long-term financial 
assets such as corporate bonds. 

Even if inflation is anticipated perfectly, re-
sources may be wasted and relative prices distorted. 

Resources are wasted, for example, by the fre-
quent reprinting of catalogs and posting of new 
prices. To cope with inflation, people also may 
strive to minimize holdings of non-interest bearing 
cash. In this effort they roughly balance the cost 
to them of more frequent cash withdrawals 
against the loss of purchasing power over time of 
idle cash balances. But they could use the 
resources expended in productive activity. 

Inflation is also a kind of tax. Longer term, 
inflation-boosted incomes and the U. S. system 
of progressive tax rates cause tax-bracket "creep." 
In effect, taxes are increased without direct 
legislative action as incomes are boosted to 
higher tax brackets by inflation. The increasing 
real tax burdens reduce incentives for consumers 
to save and businesses to invest. Capital projects 
whose payoff is distant become less attractive in 
an inflationary environment than short-run profits 
available from less-productive investments. Con-
cern over rising costs helps explain the increased 
resolve of the Federal Reserve System to contain 
and reduce inflation. 

The Recent Inflation Record 
Most of us gauge the course of inflation roughly 

by comparing the prices of goods we normally 
buy with the prices we paid in the "good old 
days." Depending on our age, the reference or 
benchmark period may be the depression years, 
the decade of the 1950s or, perhaps, the late 
1960s. In fact, the U.S. Bureau of Labor Statistics 
(BLS) performs exactly the same calculations 
when it constructs the CPI. 

Changes in the rates of increase in the CPI and 
its components in 1980 and 1982 reveal the 
extent and composition of disinflation recently. 
Overall inflation dropped by two-thirds from 
1980 to 1982 but still lingered in 1982. Last 
December, the goods included in the CPI market 
basket together cost nearly three times as much 
as in the reference year, 1967, and were 3.9 
percent higher than the previous December 
(Table 1). 

A closer examination of the components of the 
CPI shows that the prices of many goods we 
frequently buy actually fell in 1982. Furthermore, 
two years earlier many prices were increasing at 
double-digit rates. Fruits and vegetables, meat 
and eggs all dropped in price at the local grocery 
store or super market, for example, helping keep 
overall food and drink price hikes below-average. 
More importantly, declining interest rates and a 
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Table 1 . Consumer Prices: Major Expenditure Categories and Declining Subcomponents* 

Percent Change Index Value 
CPI-AII Urban Consumers: Dec. 81 - Dec. 82 Dec. 79 - Dec. 80 Dec. 82 

All Items 3.9 12.4 292.4 

Food and Beverages 3.2 10.1 279.1 
• rice, pasta, cornmeal - 4 . 2 17.1 145.3 
• beef and veal -0.1 5.0 270.2 
• poultry - 0 . 7 15.0 190.4 
• e g g s - 1 2 . 9 11.1 172.5 
• fresh fruits and vegetables - 0 . 9 13.9 272.3 

Housing 3.6 13.7 316.3 
• homeownership financing, taxes, 

and insurance - 4 . 0 23.3 486.2 
• fuel oil - 0 . 7 20.2 708.7 
• sofas - 1 . 0 6.6 118.2 
• TV and sound equipment - 1 . 6 1.8 107.2 

Apparel and upkeep 1.6 6.8 193.6 
• women's apparel (less shoes) - 0 . 3 1.6 105.5 
• boys' and girls' footwear - 2 . 3 9.3 129.0 
• jewelry and luggage - 3 . 5 21.4 142.2 

Transportation 1.7 14.7 294.8 
• gasoline - 6 . 6 18.9 381.3 
• automobile parts and equipment - 0 . 5 8.6 136.5 
• automobile finance charges - 8 . 8 25.3 173.8 

Medical care 11.0 10.0 344.3 

Entertainment 5.6 9.6 240.1 

Tobacco products, personal care, and 
educational expenses 12.1 10.1 276.6 

•Major expenditure categories show positive increases because omitted subcomponents (whose prices increased) more than offset falling prices for the 
subcomponents listed here. 

glut-caused drop in gasoline and fuel oil prices 
held down the CPI's important housing and 
transportation components. 

The importance of these components' price 
declines can be judged by the share of the 
consumer's dollar spent on these items. Eighty-
three cents out of each dollar spent by consumers 
in December 1981 went for food and beverages, 
housingand transportation (Chart 1). Within the 
"big three," meats, poultry, fish and eggs accounted 
for 3.7 cents, homeownership financing, taxes 
and insurance for 12.9 cents, and motor fuel for 6 
cents. 

Of course, the CPI's price performance was 
not uniformly rosy in 1982. Medical care, tobacco, 
and personal and educational expenses posted 
double-digit price increases. So did pork prices, 
led by a hefty 23 percent rise in bacon prices 

(which apparently caused some people to sub-
stitute steak for bacon in the breakfast menu). 
Fortunately, these items account for only a small 
share of the average consumer's spending. 
The Importance of Accurate 
Price Measurement 

Accurate measurement of price changes helps 
consumers understand how much they are af-
fected by inflation. But policymakers and eco- , 
nomic analysts also need to know the pace of 
price changes to judge the effectiveness of anti-
inflation programs, the health of the economy, 
and the impact of indexation efforts on the 
country's budget. These evaluations begin with 
the estimation of Cross National Product (GNP). 

GNP is the broadest measure of the nation's* 
final output produced m a year. GNP is thus a 
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Chart 1 . Consumer Spending 
(December 1981) 
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summary measure of overall economic activity 
and an indicator of the nation's economic health. 
It is measured by adding up the dollar value of all 
the goods and services produced during the 
year. When prices are changing, however, the 
value of goods and services includes both quantity 
and price changes. To estimate real output alone, 
price indexes are used to convert actual dollar 
CNP to real GNP. Because the CPI and PPI are 
the indexes used to remove the impact of price 
changes from CNP, it is important that they are 
calculated accurately. 

If the price indexes used to adjust GNP are 
inaccurate, then measured real GNP will differ 
from actual real GNP. For example, if the price 
indexes fail to reflect fully increases in the prices 
people pay, then we overestimate our well-
being. This is because the faulty indexes remove 
only some of the price increases and thus only 
part of the purely nominal increase in GNP. 
Actual real GNP, in such a case, would be less 
than measured real GNP (see Box). 

Accurate measurement of price changes also is 
important for indexation purposes. Price indexes 
are often used to protect the purchasing power 
or standard of living of the poor, the elderly, or 
workers. For example, since the mid-1970s Social 
Security benefits have been indexed to the CPI 
to ensure that retirees' living standards are pro-
tected from inflation. In most recent years, the 
cost-of-living increases went into effect in June 
and were reflected in July benefit checks. The 
percentage increase equalled the amount of 
change of the first-quarter average of the CPI of 

the current year from that of the previous year. I n 
1980, this formula produced a 14.3 percent 
increase in pensioners' monthly benefits. This 
year, the average monthly benefit will rise by 3.4 
percent. But legislation passed by Congress re-
cently to ensure solvency of the Social Security 
system will delay this year's adjustment to De-
cember. 

The cost of incorrectly indexing social welfare, 
Social Security, or labor contract cost-of-living 
adjustments has grown in recent years. Currently, 
the share of federal expenditures directly linked 
to the CPI or related measures has grown to one-
third (or to over one-half if indirectly indexed 
expenditures are added). In effect, imperfect 
indexing to inflation takes money from Peter to 
give to Paul. Those who receive indexed income 
will benefit more when the price index used for 
indexing overstates their own inflation experience. 
That higher benefit is paid from the public coffer, 
which is filled with tax collections. 

The relative price change that accompanies 
such indexation indirectly also causes resources 
to be directed toward less useful activities. For 
example, businesses may use more capital rather 
than more labor if workers are over-compensated 
for inflationary price increases. The bigger pay 
increase can occur if cost-of-living adjustment 
(COLA) clauses are pegged to overstated inflation 
in the CPI. 

Recent Disinflation: Patterns 
and Implications 

Several factors that fueled inflation in the late 
1970s began to reverse themselves in 1980, thus 
helping to cool prices in the 1981-82 recession. 
Bountiful crop years worldwide combined with 
slowing demand (due largely to the worldwide 
recession) to dampen food price increases, for 
example. Low commodity prices generally, spurred 
by intense international price competition, have 
played an important part in limiting price increases. 
The softening of international oil prices is a well-
publicized example of the commodity price bust 
that occurred in 1982. Together, the strong 
foreign exchange value of the dollar and world-
wide recession caused U.S. import prices to 
decline in 1982, led by lower prices for crude 
petroleum and food products. These factors also 
lowered domestic inflation. 

Anti-inflationary monetary policy and deregu-
lation of industries such as trucking, airlines, and 
telecommunications also helped slow price in-
creases. Restrained growth in money and credit 
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How Good Are The Price Indexes? 

The use of inaccurate or incomplete information to 
estimate price indexes biases the measures from their 
true values and causes a variety of distortions in the 
economy and in the distribution of national income. 
Economists have identified several problems and issues 
in the construction and use of price indexes. Some 
issues are related to the calculation of real G N P esti-
mates from current dollar estimates, while others relate 
to the use of price indexes to estimate changes in living 
costs. 

One way that the methodology of constructing price 
indexes can affect the index value and thus the estimated 
value of real GNP, is the use of prices listed in producers' 
price catalogs rather than prices actually paid by buyers 
Tracking price changes from information on list prices 
can underestimate actual price declines in times of 
economic weakness if price discounting is prevalent. 
Similarly, tracking posted prices can underestimate 
inflation in boom periods if producers charge extra to 
allocate scarce supplies. The "transactions-list price" 
issue has been important historically in construction of 
the producer price indexes. It is of little importance with 
respect to the Consumer Price Index (CPI), however, 
because field workers traditionally have collected prices 
of consumer goods and services on an actual trans-
actions basis 

The Bureau of Labor Statistics (BLS) has addressed 
this pricing weakness in its current comprehensive 
revision of the Producer Price Index (PPI) program. B L S 
is revising and improving the measurement of producer 
price changes to reflect adequately prices at which 
transactions actually occur. Currently, 191 out of the 
493 mining and manufacturing four-digit industries in 
the Standard Industrial Classification (SIC), or almost 
40 percent, are being calculated using procedures that 
adequately capture transactions prices. These 191 
industries represent 57 percent of the value of all 
mining and manufacturing shipments. By 1986, all 493 
mining and manufacturing industries will be calculated 
using the improved procedures (Additional industries 
are brought into the system at six-month intervals.) 

Other problems also bias the producer price indexes 
over the business cycle. These problems include adjust-
ment for changes in the quality of products over time, 
reliability of reporter response, and other sampling and 
price measurement problems. Unfortunately, the net 
direction and magnitude of bias is unknown when all of 
these factors are taken into consideration. 

The most widely used measure of inflation, and the 
one used for indexation purposes, is the CPI. Two 
frequently noted "shortcomings" of the CPI are the way 
it measures homeownership costs and its use of a fixed 
market basket. Critics of the CPI argue that these 
factors help explain why the CPI increased at a faster 
rate than some other indexes of inflation in the 1970s. 

They also argue that the CPI overstated the rise in the 
cost of living in that period. 

One reason the C P I may have overstated inflation is 
that, before last January, the official CPI treated the rise 
in the asset (investment) value of homeownership as an 
increase in the cost of living. In fact, a rise in housing 
values can represent an increase in wealth for home-
owners who are not buying in the period of rising prices. 
This is because they could sell or refinance the housing 
asset or lessen other forms of saving to capture the 
capital gain associated with the housing price increases. 
The CPI also tends to be sensitive to mortgage interest 
rate changes and to attach too much importance to 
housing because mortgage costs are counted along 
with the purchase price. 

The C P I is said to overstate cost of living increases 
because it tracks prices of a fixed market basket of 
goods and services despite changing consumption 
patterns. If consumption patterns change from the 
fixed, base-year market basket, then tracking the cost of 
buying the base-year basket will measure inaccurately 
the change in the cost of the more recently chosen 
market basket. Furthermore, if the prices of the original 
market basket increase faster than the actual goods 
chosen more recently, then the CPI will overestimate 
the increased cost of living. 

Economists at the B L S are well aware of these 
"shortcomings." Starting with the January C P I for all 
urban consumers, B L S changed the way homeowner-
ship cost is officially measured. The new approach 
measures what a family would have to pay if it rented its 
home, filtering out the investment aspects of owning a 
home. Thus wild swings in homeownership costs caused 
by volatile interest rates are eliminated. (In 1981, one-
third of the rise in the CPI was caused by rapidly 
escalating mortgage interest rates.) 

A major conceptual and measurement problem arises, 
however, in attempting to adjust for the changing 
market basket. Essentially there is no way of knowing 
whether a change in observed consumption patterns 
results in a higher or lower standard of living. A change 
can be caused either by varying prices or by a change in 
consumer preferences For example, if the Smith family 
begins to skip its usual Sunday afternoon ride through 
the countryside because of rising gasoline prices its 
standards of living is lower. If we want to use the CPI to 
index incomes to preserve living standards, the index 
should not count this market-basket change. If, how-
ever, the family foregoes the car ride so they can all go 
jogging together, then a measure used to index income 
should reflect this kind of market-basket change. This 
example illustrates that, in practice, there is no practical 
way to formulate the CPI so that it can be used exactly 
to index incomes to a particular living standard. 
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curbed aggregate demand and prices while de-
regulation increased competition and thereby 
drove prices down. In 1982, intense price com-
petition in the trucking industry helped restrain 
food price increases due to transportation costs. 
But the competitive pressure brought on by the 
recession itself also strongly deterred many price 
increases. In agriculture, for example, bargain-
basement prices on farm machinery sold at 
foreclosure auctions were due to weak demand. 
In other industries, hard times have forced busi-
nesses to hold "garage sales" or to offer deep 
discounts (on, say, rentals of oil-drilling rigs). In 
these and other ways the recession played a 
critical role in reducing inflation. 

Naturally, some factors responsible for the 
current disinflation are likely to change in the 
future. For example, favorable weather and crop 
conditions will not persist indefinitely. Further-
more, resumption of healthy world economic 
growth will reduce downward price pressure 
resulting from weak demand. But mounting evi-
dence indicates that fundamental factors affecting 
inflation are improving. Even if progress against 
inflation abates, gains already made have had 
noticeable effects on different groups in society. 

One difficulty in assessing who "wins" and 
who "loses" from slowing inflation is that the 
answer partly depends on whether the changed 
environment is anticipated. For example, in-
vestors demand an inflation markup in return for 
any expected falling purchasing power of money 
they lend. Whether they "lose" thus depends on 
the accuracy of their inflation forecast. 

Another fundamental difficulty is that gains 
and losses from slowing inflation are relative. This 
means losers from inflation still suffer in a disin-
flationary environment, but they lose less; the 
opposite is the case for gainers from inflation.1 

For example, pensioners who receive a fixed 
dollar income, such as beneficiaries of insurance 
company annuities, suffer a smaller drop in 
purchasing power when inflation slows, but their 
purchasing power still declines. Similarly, borrowers 
paying down old loans with inflation-cheapened 
dollars still benefit, but less so, as inflation abates. 

Despite these complications, there are gainers 
and losers from a slowing of inflation. Prices do 

'Although prices actually fell in early 1983, it is unlikely that we are in the 
midst of an actual deflation, or sustained period of falling prices. The 
existence of long-term wage and resource-supply contracts, indexed 

not all rise or fall at the same time. Prices in some 
markets, such as raw commodities, almost always 
begin to rise more promptly than in other markets, 
such as for final consumer goods. Prices also do 
not all move at the same pace. For example, the 
rate of inflation and nominal interest rates do not 
move in lock-step. As a result, changing inflation 
rates can turn losers into winners. 

How do different inflation rates affect lenders 
and borrowers? Suppose the actual interest rate 
is 10 percent when prices are rising by 9 percent, 
as was the case for a time in 1980. This situation 
provided an investor with a one percent real 
return, only about one-third the historic average. 
If an investor had lent $10,000 forone yearthen, 
he would have received back only $9,100 in real 
purchasing power when the debt was paid off by 
the borrower, plus $1,000 in interest worth $900 
in real purchasing power. Furthermore, this in-
vestor, if in the 50 percent tax bracket, would 
have had to pay $500 in taxes on the interest 
income. After lending $10,000 for one year, he 
would have been left with a total real after-tax 
purchasing power of less than $9,600. In other 
words, for this lender the real after-tax interest 
return was negative. 

The borrower, on the other hand, gained in the 
same circumstances. If he was also in the 50 
percent tax bracket he made an after-tax interest 
payment of only $500 (half of the $1,000 paid in 
interest was deducted from income) and gained 
$900 from the decline in the real value of the 
$10,000 principal payment. Thus, his after-tax 
real cost of borrowing was minus 4 percent. 

social security payments, welfare programs and unemployment compen-
sation, and the minimum wage law make it practically impossible for 
prices to fall for a sustained period of time. 
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Other interest rate and inflation scenarios can 
generate quite different results, of course.2 For 
example, zero inflation with a 10 percent nominal 
interest rate would generate an above-average 
real after-tax return to the lender and a high cost 
to the borrower. In general, disinflation benefits 
creditors because the dollars they are repaid will 
buy more than they would otherwise. The dollars 
received by bondholders and others on fixed 
incomes also stretch farther. Debtors, on the 
other hand, must pay off in "harder" money, 
particularly when inflation slows unexpectedly. 
The benefit to them of higher inflation thus 
declines. 

Gainers and Losers from Disinflation 
The changing inflationary environment actually 

affects most of us in many ways. As savers we win 
as inflation is checked, but we may lose as 
homeowners. Where we live and who we work 
for also helps to determine whether we gain or 
lose as individuals and as group members. We 
are likely to be affected in many ways simul-
taneously, in some ways favorably and in other 
ways adversely. For example: 

• Businesses With slowing inflation, low-cost 
producers with strong balance sheets should be 
in better shape than highly leveraged firms. As 
inflation slows, benefits to businesses of paying 
off debt with cheaper dollars is diminished and 
thus liquidity strains on highly leveraged firms 
are heightened. This is because actual revenues 
fall short of revenues projected on the basis of 
continued high inflation, while the dollar pay-
back schedule remains unchanged. In 1982, high 
interest rates also limited the capacity of leveraged 
firms to roll over or expand debt. That is why 
bankruptcies climbed across the nation during 
the year. 

Moderating inflation and inflationary expectations 
have caused nominal interest rates to fall and 
long-term funding of investment projects through 
bond and equity issues to pick up. The AAA 
corporate bond rate dropped from over 15 
percent in mid-1982 to 11.5 percent this April. 
During this same period, there was a substantial 
increase in the gross proceeds from new offerings 

'Inflation can either speed up the real effective pay-back schedule for a 
loan (but not the total real amount repaid) or cancel a portion of the real 
payment that would be paid with zero inflation. The amount cancelled will 
be zero only if the nominal interest rate—the real interest rate plus the 
inflation markup—fully incorporates the inflation experience. 

of corporate stocks and bonds. Firms not already 
saddled with a heavy debt load are in better 
position in this queue for funds. 

• Industries As interest rates and their inflation 
markup component drop along with inflation, 
interest rate sensitive businesses such as housing 
and transportation are benefiting. Potential buyers 
of homes and cars who were unable to qualify for 
loans at the higher financing rates are coming 
back into the market. For example, overall mort-
gage interest rates fell from a high of 16.1 percent 

in May 1982 to an average of 13.0 percent in 
March. Because of the sharp decline in interest 
rates, combined with relatively flat home prices 
and rising incomes, the monthly payment (prin-
cipal and interest) on the median-priced existing 
home fell 16 percent from May to March. This 
means the average family needed to devote 30.6 
percent of its income to buy the home in March, 
down from the 38.3 percent in May 1982. 

In housing finance, there has been a decline in 
variable rate mortgages (VRMs) and an increase 
in fixed-rate mortgages. Home buyers prefer 
fixed-rate mortgages because they know how 
much they will be paying over the life of the loan. 
According to the Federal Home Loan Bank Board, 
the share of VRMs dropped from 45 percent of 
new loans in March 1982 to 30 percent in March. 
This decline is linked to lenders' reduced fears 
and uncertainty about inflation. 

On the other hand, speculative real estate 
ventures, particularly those associated with crea-
tive financing of office buildings and farmland, 
may suffer as occupancy rates and rental increases 
fall short of the rise expected before inflation 
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1« abated. Rentals have softened in many cities and 
the national office vacancy rate climbed rapidly 
in 1982. By December, the Coldwell Banker 
office vacancy index was 10.3 percent, more 

i < than double its year-earlier level. For many cities, 
1982 was a record year for new office construction 
and many construction projects will be completed 
this year. This new space suggests continued 

J softness in occupancy and rental rates. 
Lower inflation also deflates the capital gain 

f that can be expected from tangible asset inflation-
hedges. Tax shelter activities generally, including 

J oil-drilling activity and purchase or lease of 
I computers and other tangible assets, are becoming 
a less attractive. As inflation-caused bracket creep 

slows, after-tax real returns to these investments 
) become less attractive. 

• Government The slowing of bracket creep 
will slow government revenue growth. But reduced 

I inflation accompanied by declining interest rates 
* also will benefit public borrowers by lowering 
| the debt-servicing burden of public debt. Lower 

¿interest rates reduce the cost of rolling over 
existing debt or financing additional deficits. By 

pi lessening bracket creep, lower inflation may 
even slow the growth of the underground economy 

) by reducing the incentive to avoid the real tax 
hikes that accompany bracket creep. 

• Consumers To the extent that buyers lower 

f their expectations of inflation, the"buy now, pay 
later" attitude will be reined. With prices falling 
or increasing less rapidly, the incentive to buy in 
advance of use is reduced. Some economists 
even argue that consumers are now liquidating 

\ household goods accumulated in the high inflation 
period. 

The higher after-tax return that accompanies 
reduced inflation and bracket-creep should favor 

,J saving at the expense of consumption. (The 
* Reagan administration's tax cuts also will spur 

more saving out of income). If consumers are 
' slow to perceive reduced inflation, but not the 
ft reduced growth of their paycheck, spending out 

of slower-growing income also may lag as con-
i sumers feel poorer. However, rising wealth from 

higher prices of financial assets such as stocks 
and bonds should spur consumer purchases of 

I goods and services. 
• Workers Cost-of-living adjustment clauses 

in labor contracts have been moderating to 
« reflect the lower inflation environment. Lower 

adjustments reinforce the gain already made 
against inflation by cutting prospective labor 
costs to businesses; they also help to keep 
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workers' jobs. However, other cost-cutting efforts 
to ensure profitability in a low-inflation, com-
petitive environment may slow the recall of laid-
off workers. The closing of high-cost plants in the 
"smokestack" industries is an example of these 
efforts. 

• Regions If wage rates in non-unionized mar-
kets are determined competitively while union 
wages lag in adjusting to reduced inflation, then 
southeastern workers' incomes may trail those in 
other regions. This is because relatively few 
southeastern workers work under wage contracts 

indexed to inflation. In 1980, fully 25.2 percent 
of all nonagricultural workers nationally were 
union members compared to only 16.5 percent 
in the Sixth District states. 

Slower inflation should slowthe shift of wealth 
from households, which are net savers as a 
group, to businesses and governments, which 
are net borrowers. This will likely generate com-
plex gains and losses in the Southeast. On the 
one hand, businesses are owned disproportionately 
by wealthier individuals, and the Southeast has a 
disproportionately high share of the poor. (In 
1979, Sixth District states had a greater share of 
people with incomes below the poverty level 
than the nation as a whole.) But government 
transfer payments also account for a higher share 
of personal income to Sixth District residents 
than nationwide. A slowing of these transfers 
may result indirectly from a reduction in the shift 
of wealth to the public sector. 
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The Southeast also may be affected adversely 
as inflation slows because the region is a net 
importer of capital, and the benefits of repaying 
debt with cheaper dollars will decline. But lower 
inflation and deregulation of capital markets also 
encourage greater saving and investment. A 
larger inflow of capital might result because of 
the relatively good investment opportunities in 
this part of the Sunbelt. 

The cooling inflation environment also has 
caused businesses to alter their selling practices. 
As the inflation rate has dropped, many sellers 
have tried to hold the price line and maintain 
market shares by offering liberalized credit terms, 
discounts, rebates, and other inducements. 

Southeastern and National Outlook 
To find out more specifically how business 

practices have been affected by the lower in-
flation environment, the Atlanta Fed surveyed 
corporate buyers in the Southeast in April. In 
general, their experiences are in line with the 
way we, as individuals, have responded as thrifty 
consumers. Their outlook for the remainder of 
this year also sounds a cautious, but optimistic, 
tone. 

That mail survey, directed at more than 40 
current or former presidents of local chapters of 
the National Association of Purchasing Manage-
ment in seven states, found the respondents 
optimistic that inflation will continue to be re-
strained, at least for the immediate future. The 
corporate buyers—from Alabama, Arkansas, Florida 
Georgia, Kentucky, Mississippi and Tennessee-
look for overall price increases in the modest 5 to 
6 percent range as of year-end 1983. 

A majority of the survey respondents reported 
that buyers are negotiating more with sellers. 
They also have been avoiding commitments to 
long-range contracts and are, instead, keeping 
material input inventories low. As a consequence, 
they are buying in smaller quantities, on an as-
needed basis, when possible. 

Buyers also are very cost-conscious and cash 
management-oriented. They appear to have been 

3ln general, stable prices (and an unchanged distribution of factor 
incomes) can result if increases in compensation per employee man-hour 
equal the trend of labor productivity. Suppose, for example, that 
compensation (wages plus fringe benefits) per hour is $10 and that 
output per man-hour is one unit Unit labor cost, or the labor compen-
sation cost required to produce one unit of output, is thus $10. If labor 
productivity improves by 2 percent, then output per man-hour rises to 
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successful in lowering costs, often by resisting 
price increases. One buyer reported that his 
company "doesn't honor price increases." Another 
noted that "discounting is more than usual." 

These spokesmen—and women—for business 
also provide at least a partial perspective on the 
trend of production costs. The underlying "core | 
inflation rate" is dominated by movements in j 
wages and productivity, although capital and 
energy costs are sometimes important as well. 
Nonrecurring factors such as weather conditions 
are of minimal importance in calculatingthe core 
rate.3 Our respondents seem to be optimistic ¡ 
regarding cost increases in 1983, including labor 
compensation. Unsurprisingly, given their jobs, * 
they are uncertain about the outlook for worker 
productivity. 

Nationally, evidence suggests that the growth 
of productivity (real business product per labor 
hour), which declined throughout much of the ' 
1970s and into the early 1980s, is poised to ) 
climb in the economic recovery. Although the 
average annual productivity index value for 1982 
was only one percent higher than in 1977, a 
continued economic upswing undoubtedly will 
bring a more rapid increase in output than in -¿ 
man-hours worked. Indeed, first quarter 1983 
data for the manufacturing sector showed pro- \ 
ductivity advancing at an 8.3 percent annual rate; , 
it fell 1 percent in 1982. A gain in output per ' 
worker typically occurs during the early phase of 
expansions as employers rely on their most ex-
perienced workers and most efficient equipment 
Cost-cutting efforts in recessions pay off in reduced 
machinery down-time and better manpower 
and equipment in recoveries. 

Several longer-run factors that affect produc-
tivity also are turning positive. Worker efficiency 
may improve throughout this decade because of . 
management and technological innovations, an 
increase in the amount of capital per worker, and 4 
favorable demographic characteristics of the work , 
force. Certainly, these changes are responsible 
for an outpouring of articles on such topics as 
robotics and computers, quality circles and Japa-
nese management techniques, and the conse-
quences of a maturing Baby Boom generation. | 

1.02 units If the worker receives a 2 percent hourly raise in compensation, 
then he will get $10.20 per hour. But the unit labor cost will remain 
unchanged at $10. If the price of the output also remains the same, then 
the difference between the price of the product and unit labor cost also 
remains the same. However, profits will increase by 2 percent because of 
the 2 percent increase in production. 
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i The passage of tax incentives to encourage 

1 investment, deregulation of certain industries, 
and the closing of energy-inefficient plants in 
recent years add to the rosy productivity outlook 
for the 1980s. The lowering of inflation also 
should enhance productivity by shifting funds 

, toward high-yield capital projects.4 

A second major variable that determines the 

Icore rate, worker compensation, also is moving 
toward lowering unit labor cost. (Unit labor cost 

\J measures compensation per unit of output.) 
During the 1981-82 recession, many unions 

' opted for wage freezes to save jobs. Collective-

I bargaining settlements negotiated in the first 
three quarters of 1982 produced the lowest 

) wage increases since the BLS started compiling 
such data in 1967. (About two-thirds of the 
improvement was due to a reduction in COLAs.) 
Compensation per hour for the entire business 
sector rose by just over 7 percent in 1982, the 

} smallest increase in a decade, and substantially 
below the 10 percent average for 1980 and 
1981. 

National collective-bargaining settlements in 
1983 also are expected to be moderate. In fact, 
the master agreement that went into effect 
March 1 at eight major steel producers' plants 
reduced wage rates about 9 percent and limited 

I cost-of-living payments. It led an overall 1.4 
percent drop in collective-bargaining settlements 
in the first quarter, the first such drop since the 
government began tracking them 15 years ago. 
Typically, the master steel contract has set the 

J pattern for other steel contracts and has set the 
* tone of negotiating talks in other industries, such 
* as aluminum and copper. 
, Most of our survey respondents expect em-
! ployer expenditures on wages and salaries, Social 
* Security, private pension and health plans and 

other fringe benefits to grow about the same in 
I 1983 as in the fourth quarter of 1982. Duringthe 
} fourth quarter, these costs gained 5.5 percent. 

During the first quarter of 1983, hourly com-
1 pension nationally increased only 4.7 percent, 
C the smallest jump since the fourth quarter of 

1971. 
Because employee compensation accounts 

j for about two-thirds of all production costs, the 

A 

® 
"Against these positive trends lies the danger, according to many economists, 

that burgeoning federal deficits will "crowd out" private investment. 

Chart 2. Price Indexes 

S p o t C o m m o d i t i e s (Food, Text i les , M i s c e l l a n e o u s ) 

Meta ls ( S t e e l - C o p p e r - L e a d - T i n - Z i n c ) 

G r a i n s ( W h e a t - C o r n - O a t s - R y e - B a r l e y ) 

Source: Journal of Commerce 

improved performance of unit labor cost over-
shadows the influence of energy, capital costs 
and nonrecurring factors on inflation. However, 
the news on these fronts also is positive, parti-
cularly the drop in world oil prices. Data Resources, 
Inc estimates that the $5 rollback of crude oil 
prices will slice 2.8 percentage points off the rise 
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in the PPI in 1983 and 1 percentage point off 
consumer price inflation.5 Meanwhile, the U.S. 
Department of Agriculture expects food prices 
to remain stable for another year. 

Nonlabor supplier price increases expected 
by our survey respondents show no clear statistical 
central tendency, nor do their responses to a 
question on expected price hikes in their own 
industries in 1983. 

Unfortunately, statistical tests of the survey 
results are inappropriate because of the limited 
sample size. In addition, responding firms include 
both durable and nondurable manufacturers as 
well as nonmanufacturing businesses, and the 
outlook among these sectors differs.6 Despite 
these statistical limitations, majorities in our 
survey do expect historically modest purchase 
and sales price hikes. 

Typically, the costs of raw materials, whose 
prices are among the first to decelerate or actually 
decline in economic downturns, begin to accele-
rate early in expansions. A pickup in demand is 
reflected in rising prices of raw materials and 
other basic commodities particularly sensitive to 
increased demand. Because raw materials are 
used to produce more finished goods, higher 
commodity prices are built into final goods 
prices. In this way, rising basic materials prices 
help explain intermediate goods prices which, in 
turn, explain prices for final products. These 
usual patterns also may explain why the responses 
we obtained differ. 

Several indexes of commodity prices have 
been rising since late in 1982, following sharp 
declines in the 1981-82 recession. The Journal of 
Commerce's index of spot prices, for example, 
increased by 15 percent from November 1982 
to mid-April 1983. However, the index was still 
18 percent lower than in November 1980 when 

it started a steep 30 percent decline which lasted 
for two years (Chart 2). The index was paced 
downward in the recession by precipitous peak-
to-trough declines in metals (49.1 percent) and 
grains (30.1 percent) since 1980. 

The recent partial recovery of spot prices has 
been led by a rebound in metals and grains 
prices. From November through mid-April grain 
prices jumped by almost 27 percent. The roller-
coaster ride of these commodity prices reflects 
their sensitivity to demand. 

Our respondents strongly indicated that a rise 
in raw material prices, including energy costs, 
would be a sign of a rekindling of inflation. These 
buyers also indicated that they have noticed 
some increases in materials prices—specifically, 
in metals prices. But, overall, they said that it is 
still a "buyers' market." 

Many economists argue that the current raw 
material price increases confirm a pickup of 
economic activity and return of prices to profitable 
levels from below-cost prices during the recession. 
They say industrial commodities constitute only 
a small share of the cost of finished goods and, 
thus, exert little direct inflationary pressure. 
Nevertheless, future movements in these sensitive 
commodities prices will be watched closely as a 
leading indicator of the probable course of 
future price changes.7 

Clearly, because the future is inherently un-
certain, so are the inflation expectations of cor-
porate buyers in the Southeast. But their outlook 
for overall price increases by the end of this 
year—in the 5-6 percent range—is encouraging. 
Their experiences also suggest that inflation has 
been brought under at least temporary control. 

—William j. Kahley 

SDRI, U.S. Review, April 1983, p. 171. 
6A survey of businesses conducted by the U.S. Bureau ot Economic 

Analysis in November-December 1982 showed that manufacturers ex-
pected the prices of goods and services they sell to increase by 5 percent 
in 1983, a slightly higher rate than in 1982. Public utilities prices, though, 
are expected to rise by 12.5 percent 

'Some other common, although not always accurate, leading indicators of 
a pickup in inflation (or inflation expectations) are rising precious metals 
prices and long-term interest rates and a drop in the foreign exchange 
value of the dollar. Precious metals are viewed by investors as an inflation 
hedge, as are some foreign currencies, while rising long-term interest 
rates may incorporate a rising inflation-risk premium. 
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