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ABSTRACT 

The major economic policy issue of the 1980s is 

inflation. Although economists have been writing about 

inflation for several decades, little work has been done 

on the theory of inflation measurement. There is an 

extensive literature dealing with the statistical aspects 

of price indices and the inflation phenomenon. However, 

statistical discussions ignore the economic theory behind 

inflation measures and inflation discussions fail to 

address the practical aspect of measurement of inflation. 

This dissertation develops an inflation measure that over

comes these failings. By combining the principles of 

price formation found in microeconomic literature with 

the macroeconomic theory of inflation, an economically 

appropriate measure of inflation is presented. 

The measure adopts the Marshallian view that 

producers fix prices and vary output in response to market 

conditions. Recognizing that production takes time which 

leads to uncertainty about the forward delivery market, 

the measure stresses both labor and material input costs 

as the prime price determinants. Contracts fix these costs. 

Current or spot market demand influences prices only in 

the service sector. This influence is measured and added 

to the price forming factors determined in oligopoly, 
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monopoly and competitive sectors. The four sectors are 

combined with a measure of government price influence to 

generate the measure of inflation. 

A highly stylized model of this measure is tested 

monthly for the 1965-78 period. The theoretical measure 

and the model results are then compared to conventional 

inflation measures. The CPI, GNP deflator and WPI are 

discussed and their problems as measures of inflation are 

assessed. The measure proposed and tested here eliminates 

much of the sampling bias, substitution bias, and quality 

bias plaguing the others. Being designed as a measure of 

inflation in the general price level, the proposed measure 

actually incorporates the broad economic base necessary 

for a macroeconomic measure. It provides a useful policy 

guide for inflation management and an appropriate measure 

of the policy's success. 
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CHAPTER 1 

THE PROBLEM, IMPORTANCE, 

AND METHOD OF STUDY 

Although not the only issue which influenced voters 

in the 1980 presidential election, inflation was consis

tently and overwhelmingly cited by election observers as the 

most important issue influencing voter decisions. Ronald 

Reagan's political advisors adroitly pointed out the decline 

in purchasing power of consumer incomes to their election 

advantage. They freely acknowledged that it was the key

stone of their final campaign rhetoric. If then-President 

Carter did not believe it to be decisively critical before 

the election, he certainly does now. The decision to empha

size the failure of the Democratic administration's efforts 

to control inflation was prompted through a realization by 

the challenger's advisors that the electorate had become 

acutely aware of the economic phenomenon of inflation. Vot

ers were directly affected by inflation and felt they 

understood it, albeit a simplistic understanding. By 

correctly assessing voter sentiment, the Reagan camp focused 

attention on a problem which is much easier to point out 

than the problem may be to solve. Nonetheless, they have 

implicitly accepted the responsibility for solving it. That 

is, they must design and implement a stabilization policy 

1 



to control inflation. To ask, at this juncture, if the 

government ought to attempt to design a policy specifically 

aimed at inflat-ion is moot. The policymakers have simply 

assumed the task and voters have reconfirmed their approval 

of the necessity for such a policy. 

Inflation is a complex and confusing issue and an 

issue orthodox policy prescriptions have failed to address. 

Not because corrective policies have not been tried: one 

need only pick up any introductory textbook in economics to 

see examples of multitudinous attempts to combat inflation. 

Inflation control is so commonly a part of standard macro

economic fare that it appears as an integral part of every 

recent stabilization policy. In reality, past policy 

failures may be the direct result of a misunderstanding by 

policyrnakers about the fundamental economic nature of 

inflation. without a clear understanding of inflation, a 

policy cannot be designed to effectively solve the problem. 

To go one step further, even those who understand inflation 

may have failed to produce an appropriate measure of it. 

Certainly, no one would recommend designing an inflation

fighting policy until a way had been found to measure 

inflation. Meters appropriately measure distance. Grams 

measure weight. But what measures inflation? The conven

tional answer of "the CPI" is the wrong answer. 

2 
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The Problem and Its Importance 

The problem that this dissertation examines is "what 

is an economically appropriate measure of inflation?" The 

question is answered by first exploring the nature of 

inflation. Then, the sources of it are identified. These 

discoveries lead inexorably to a much improved measure of 

inflation. Carefully specified, the measure suggests 

alternative approaches to the morass of current policies. 

The quicksand of inflation and the morbid expectations con

tinued inflation generates will be neutralized only when 

the public has confidence in the policyrnakers' ability to 

design a policy to control inflation. This confidence de

pends first on the public's being convinced that the poli

cyrnakers know what to do to reduce inflation. Properly 

measured, inflation can be controlled. The issues of mea

surement of inflation and past policy failures are closely 

linked" Inflation itself may be partially the consequence 

of improper measurement of inflation. Therefore, an 

appropriate specification of the inflation phenomenon can 

provide a basis for appropriately designed policy. Demand 

management and supply stimulative policies designed around 

an understanding of the nature and sources of aggregate 

inflation can accurately affect those sources. 

In the past, inflation has been characterized as 

"overstated by existing inflation measures. This alleged 

problem has exacerbated the pressure on prices by 
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encouraging policies designed to compensate income levels 

for the measured rises. The legislated increases and riego

tiated wage gains have been greater than the amount of 

actual inflation. Yet real incomes are not gaining ground 

on cost-of-living measures. Is it possible that actual 

inflation is understated in conventional measures? Or, 

alternatively, is inflation not correctly measured at all? 

This dissertation addresses these issues by designing an 

alternative measure of inflation and developing a model 

for analysis. 

Method of Study 

The approach of this study is based on the premise 

that a measure properly designed will accurately gauge the 

phenomenon being observed. The proper design requires a 

full understanding of the workings of the event. History 

is replete with examples of monumental failures to solve 

problems due to misunderstanding the underlying mechanism 

causing the problem. The continued inflation problem is 

another instance of this failure. 

There has been very little writing connecting the 

complex phenomenon called inflation and the appropriate 

measurement technique which should be used to measure it. 

The result has been inconsistent measures of inflation and 

ineffective policies designed to combat it. To paraphrase 

Keynes (1930), there has been a great deal of slip between 
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the inflation "cup" and the measurement "lip." This dis

sertation examines the inflation and inflation measurement 

literature to find a common thread between them. To connect 

the two, the dissertation uses the theory of price formation 

found in microeconomic literature. By applying this theory 

to the problem of inflation measurement, an economically 

sound approach is developed. Inflation is a price-related 

concept. It develops from microeconomic forces acting in 

aggregate to create a macroeconomic event. 

The approach taken here is fourfold. First, the 

concept of inflation is addressed. Second, the sources of 

inflation are identified by explicitly examining the process 

by which prices are formed in various markets. Four 

distinct markets will be discussed. In each, prices are 

formed in a different manner and inflation develops in a 

distinct way. These processes suggest a combination of 

price determining forces that exert an influence on the 

pricing decision of the producer. By accounting for these 

forces, an economically meaningful expression of inflation 

can be identified. This expression will be compared with 

existing measures of inflation. The Consumer Price Index 

(CPI), the Wholesale Price Index (WPI) , and the Gross 

National Product (GNP) deflator are examined and compared. 

Recognition of their shortcomings suggest a need for an 

alternative similar to the one proposed by this dissertation. 

Finally, a stylized model of the proposed inflation measure 



will be presented. Actual figures for the period 1965-78 

will be calculated and the proposed inflation measure will 

be compared to existing measures. The closing arguments 

suggest some possible policy implications. 

Precisely, this dissertation reaches the following 

conclusions: 

1. Applying basic economic principles to the problem 

of measuring inflation yields a viable theoreti

cal foundation for analysis of the sources of 

inflation. 

2. Existing inflation measures are inappropriately 

designed. 

3. That an economically appropriately designed infla

tion measure more accurately measures inflation 

than existing ones. 

This method of analysis relies heavily upon an 

appropriate theoretical foundation. In the past, work on 

the problem of designing an inflation measure has been 

sidetracked by the mistaken notion that the problem is one 

of index number construction. Measurement of inflation is 

not a problem of index number theory, nor is it a problem 

6 

of poor judgment in policy making. Inflation is first a 

problem in theoretical conceptualization and, secondly, a 

problem in measurement. This does not imply an economically 

meaningful inflation measure will not have some of the 
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problems inherent in fixed-base price indexes currently 

used, but this approach brings orthodox price formation 

theory into the inflation measurement problem. The approach 

provides an appropriate way of assessing inflation and 

overcomes the major criticisms of currently used indexes. 

Specifically, the approach generates an inflation measure 

by selecting prices for inclusion on the basis of their 

contribution to final output pricing. This method of 

measuring inflation will allow policymakers to design 

inflation control programs that are effective. 

Detailed Method of This Dissertation 

In the initial section, the economic nature of 

inflation and the literature on inflation measurement are 

discussed. As will be pointed out, neither problem has 

received much attention. Despite the importance of infla

tion and the extensive literature discussing the problem, 

there has been a divorce of the concept of inflation as an 

economic event from the process of measurement inherent in 

the inflation problem. The latter subject has been vir

tually ignored. 

with the major exceptions of the Bureau of Labor 

Statistics (BLS) and Otto Eckstein at Data Resources 

Incorporated (DRI), no one has paid much attention to the 

iS$ue. Certainly the major reason for the BLS's interest 

is the fact that it is charged with the responsibility for 
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designing some measure of inflation. This may be more of 

an administrative responsibility for most of those looking 

at the issue than a genuine interest in understanding it. 

Yet those who have become involved with the problem of 

measuring inflation have found it to be a challenging 

problem (Triplett, 1975). The main criticism of their 

efforts centers on their discussions of inflation measure

ment which end up as a respecification of a price index 

aimed at obtaining a "true" cost-of-living (COL) index. 

They make no effort to examine the theoretical foundations 

of inflation and construct a measure of inflation based 

upon these foundations. The single exception is Eckstein's 

(1981) work on core inflation. 

This dissertation examines the question, "How are 

prices formed?," to find a meaningful description of the 

source of inflation. Application of microeconomic princi

ples to answering this question points out the prices that 

are most appropriate for inclusion in an inflation measure. 

Peculiar patterns of price formation are identified for 

separate generic types of market production environments. 

These patterns suggest the prices to measure. This is not 

a revolutionary discovery. On the contrary, a great deal 

of work has been done in the area of market segmentation 

and price formation (Eckstein, 1964; Eckstein and Fromm, 

1968; Taylor, Turnovsk~ and Wilson, 1972). Dominance of 

cost-oriented pricing, a flow-supply pricing method, 



has been hypothesized and demonstrated in the manufacturing 

sectors. Segregating the manufacturing sectors from the 

others allows the inflation measure model to accurately 

reflect the sources of inflation. 

Identification of Markets 

9 

Taylor et al.· (1972) suggested that the oligopolis

tic structure is the dominant form of productive output in 

North American manufacturing. Therefore, there must be a 

clear understanding of how prices are formed in this sector 

when trying to identify the sources of inflation. The 

importance of costs, contracts, and production time, which 

translates into uncertainty, "is stressed in this examination 

of the way prices are generated. The characteristic flow

supply pricing process discussed in Chapter 2 is clearly 

identified in the oligopolistic sector. Whether target

return-to-equity or a standard-unit-volume pricing process 

is used flow-supply pricing is dominant in that sector. 

This approach identifies the appropriate prices to use and 

suggests the source of inflation. By attaching weight to 

these prices, the influence of oligopolies on overall 

inflation can be measured. As an example of this group, 

the automobile manufacturing business is cited. This 

industry has characteristically few firms, heavy reliance 

on contracted input costs, a lengthy production cycle, long 

capital acquisition period, and a highly organized spot 
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resale market. These features make it an ideal representa

tive for examination of the oligopoly pr~ce formation pro

cess. The second type of market pricing structure to be 

discussed is the more traditionally viewed monopoly. The 

best examples of monopoly-like industries are large regu

lated utilities. Because they are located in every commu

nity, their prices are an important influence on inflation. 

In regulated industries, the price formation process 

used is a target-return-to-equity strategy and the existence 

of large capital outlay requirements, technological obso

lescence, and public visibility affect the industry's 

pricing. Once again, the existence of contracts and their 

interaction with time influence the movement of output 

prices. A measure of inflation must account for the con

tracts if the measure is going to be useful. 

Cornbinin"g that value, weighted by the relative 

importance of the regulated industries in the overall 

economy, with the oligopoly-generated inflation value 

provides two parts of the inflation measure. The firm used 

as an example for the monopoly case is an electric utility. 

It is particularly useful because the cost-orientation of 

its target-return-pricing aims are clear. Although the 

actual product's production period may not be very long, 

capital outlay plans must be made well in advance of service 

upgrade or expansion plans. Approval of rate changes to 

compensate for cost structure alterations requires long 



11 

preparation periods. The process of price formation for an 

electric utility is a very public process due to its 

regulated nature. This fact, coupled with the necessity 

for long-range investment planning, limits the firm's 

ability to alter prices or output significantly in the short 

run. Only a limited amount of shut-down capability exists. 

Consequently, selection of the appropriate measure of 

inflation for this type of industry is relatively easy. 

The cost-based flow-supply price is the appropriate price 

to measure. 

The third segment identified is a producer who has 

little control over market price due to his small output 

level relative to the market supply. This classic competi

tor is the farmer. He operates on a small profit margin 

over a long period of time. Individual production periods 

(years) do not matter as much as long-run situations. 

Little output flexibility exists in single production 

periods. Because he exercises virtually no control over 

prices, he hopes to alter output mixes profitably over a 

longer period. sometimes even his resources (soil) inhibit 

flexibility due to the need for fertilizer. He can alter 

his output pattern over longer periods to take advantage of 

perceived marketing situations in the forward markets, but 

this offers little chance for short-run alterations. 

Current market prices have little influence on individual 

producer decisions, with the possible exception of rising 
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land values in some areas. Prices are greatly dependent on 

excess demand in current markets and expected excess demand 

as reflected in forward markets. The perishable nature of 

much of the product dictates the necessity to sell it in 

current markets without regard to price, if no forward 

contract exists. Some outputs, such as wheat and corn, can 

ce stored to wait for more favorable spot market prices, 

but there is a significant holding cost associated with the 

waiting period. Storage fees, product shrinkage, and 

finance carrying costs must be covered by the later price. 

Therefore, heavy reliance must be placed on the formal 

futures market to signal prices so he can decide upon his 

output mix. This price information may reduce his risk but 

does not eliminate uncertainty. Alterations in actual 

supply at the future delivery date remain uncertain. 

Weather conditions are a major unpredictable factor. 

However, the producer makes his decision based on his 

expectations about forward prices. The major element to 

which he can compare this expectation is the cost structure 

he faces. These costs are well known and this results in 

him becoming a flow-supply price producer. The model treats 

farmers as long-run profit maximizers and measures their 

effect upon inflation as a direct consequence of their 

costs. 

The fourth sector involves the very large service 

industries. A cost-side influence also is found in this 
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market. The major difference for the price formation 

process that sets it apart from the others is the response 

of suppliers to current market prices. In each of the 

former examples, the forward market exercised an influence 

on the pricing at the beginning of the production periods, 

through producer estimates about the market situation in 

the future. The current market plays a very small role in 

current pricing decisions. Its importance lies in how well 

it was forecast in the previous period by producers, and 

the only affect this has is on their confidence in forward 

market predictions. In the service sector the current 

price can directly affect pricing of current output. Due 

to the relatively short production period, service sector 

pricing is affected both by cost and by demand changes. 

Productivity plays a key role in the producing process as 

well. The shortness of the production period forces the 

producer to react quickly to changes in productivity. In 

the former examples, the lengthy contracted production 

period allowed the producer to adjust planning and output 

levels to alterations in average unit costs over a longer 

period. In the service sector, the reaction must be faster. 

This requires the inflation index factor derived from the 

service sector to allow for demand influences on current 

prices. 

The fifth segment of the modern macroeconomy that 

affects inflation is government spending. A measure of 
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inflation that truly attempts to account for price pressures 

from both the cost and demand side must make explicit 

allowance for the huge role played by the government in 

the private sector. 

Specification of the role of government spending is 

subject to considerable debate. Accomodating the wide 

diversity of views on the role this spending plays in 

inflation is impossible. Instead, a spending-investment 

stimulus view is adopted to be consistent with the supply 

influence side of the debate. Because the current adminis

tration's policy views encompass an adoption of the invest

ment stimulus aspect of fiscal activity, this view of the 

influence of government spending on inflation is appropriate. 

Debt management activity has an influence on interest rates 

which affect long-run investment decisions. These capital 

investment influences directly impact wage-productivity 

ratios and subsequently factor costs. Thus, they have an 

indirect effect upon flow-supply prices. To measure this 

influence, changes in debt could be used in the model. 

However, this is a very slow influence. To measure the 

influence more directly, the model uses government spending. 

The effect is clear and feeds back into the private sector 

quickly. 

Remainder of the Paper 

The next section of the paper details a comparison 

of the proposed inflation measure with existing ones. The 
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CPI, the WPI, and the GNP deflator are explained and com

pared. By basing the inflation measure on the process by 

which prices are formed, an alternative measure of infla

tion can be constructed. This measure overcomes some of 

the criticisms leveled at the others. Additionally, this 

dissertation points out that the general acceptance of 

existing indices as inflation measures comes from the fact 

no alternative measure is available. However, the CPI is 

not intended by the BLS to be a measure of inflation of the 

general price level. Regardless of the way in which the 

CPI is used, it is merely designed to be a measure of an 

urban consumer's purchasing power. The measure developed 

herein is designed specifically to be a measure of infla

tion in the general price level. Appropriately designed, 

this measure provides a superior measure of inflation. 

The actual model of the proposed inflation measure 

developed and tested takes the general form: 

where 

Kt = the monthly inflation factor at time T. 

Bl ••• Bs = the respective weights of the various segments 

determined in 1979. 

o = the monthly difference in the oligopoly 

sector's inflation component. 



M = the monthly difference in the monopoly 

sector's inflation component. 

C = the monthly difference in the competitive 

sector's inflation component. 
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S = the monthly difference in the service sector's 

inflation component. 

G = the monthly difference in government spending. 

Summing the influence of each sector provides a 

broad measure of the inflationary pressure from many 

sources. The additive nature implies independence of the 

sources. The theoretical justification for such a form 

is provided in the discussion. 

Finally, policy implications of this inflation 

measure are explored. Both demand management and supply 

stimulative approaches are briefly reviewed and implica·

tions of each discussed. 



CHAPTER 2 

THE THEORY OF INFLATION MEASUREMENT 

Chapter 1 indicates that this dissertation develops 

an economically meaningful approach to inflation measurement. 

This chapter begins with a review of the relevant literature 

and concludes with a discussion of an appropriate approach 

to inflation measurement as it relates to existing measures. 

As a segregated and identifiable subject, there is no work 

devoted solely to a discussion of inflation measurement. 

The most closely related writing is found in the Bureau of 

Labor Statistics (BLS) literature on price indexes and 1981 

work by Eckstein. However, this literature is of limited 

use because it generally fails to clearly segregate the 

theoretical issue of inflation measurement from the empiri

cal one of actually measuring inflation. The only exception 

is Eckstein's 1981 book. Therefore, this paper first 

discusses the concept of inflation as found in the litera

ture. Then the issue of inflation measurement is integrated 

with the concept of inflation. Finally, existing indexes 

purpoted to measure inflation are reviewed. The major 

short-coming found in the literature is its failure to 

integrate established inflation theory into the problem of 

designing an inflation measure. 

17 
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Inflation Measurement 

Theoretical discussions of inflation are found in 

macroeconomics texts everywhere. The discussions are so 

consistent and thoroughly elaborated that the reader is 

lulled into thinking that the theory of inflation is a 

well-defined and generally agreed upon subject. Yet, when 

an attempt is made to integrate this theoretical body with 

empirical price index work, the two subjects are not appro

priately combined. Particularly, the literature does not 

specify clearly which prices should be used to construct a 

macroeconomic inflation index. The theoretical literature 

talks in seemingly endless detail about the causes of infla

tion. Cost-push and demand-pull inflation are elaborated 

in every discussion. External sources are pointed out. 

Institutional structural rigidities are mentioned. The role 

of big government is detailed and deplored. Somehow all 

these evils combine to give the economy "inflation." This 

implies that rising price levels result from their activity. 

But no one really explains how the rising price levels are 

generated and measures "inflation" based on this linkage. 

Seemingly, the "causes" of inflation are understood, but 

when inflation is measured those "causes" are ignored. 

Instead, an entirely different phenomenon is measured and 

that measure is called an index of inflation. A great deal 

of literature exists on these indices. However, there is 

no apparent link between the macroeconomic event called 
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inflation and the price indices. The inflation literature 

does not define which prices to use to measure inflation, 

and the price index literature does not attempt to correlate 

the prices it measures to inflation theory! 

To overcome this error, this dissertation uses the 

microeconomic literature on price formation. Certainly, it 

is not unreasonable to assume that if inflation is a price 

phenomenon, the way prices are formed ought to be an impor

tant consideration in any attempt to measure inflation. No 

attempt is made to discuss the entire field of work in 

price theory. What is important is to look to this work to 

define an appropriate class of prices for use in construct

ing an inflation measure. 

The process of assembling a body of literature on 

inflation measurement turns out to be of low productivity. 

In fact, the sparseness of the field is its most impressive 

feature. Work by Eckstein (1981) and some papers from the 

BLS are the only ones directly dedicated to discussion of 

the theory of inflation and its measurement at the macro

economic level. Eckstein's book, Core Inflation, published 

in 1981, is a comprehensive approach to systematically 

integrating the theory of inflation with its measurement. 

BLS work is best exemplified by a 1975 paper authored by 

Triplett entitled "The Measurement of Inflation." 

Eckstein's (1981) work, summarized in his book, is 

the culmination of an ongoing macroeconomic analysis being 



done at Harvard's Data Resources Incorporated (DRI). He 

used a variation of the DRI 800 equation macro model which 

was aimed at segregating the sources of inflationary pres

sure from the remainder of the economy's structure. 

Eckstein (1981, p. 7) hypothesized ·three sources of infla

tionary pressure: 

1. Excess demand and its effect on short-term prices. 

2. Shocks to the economic system and their effects on 

short-term prices. 
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3. The long-term persistence of inflation which results 

from expectations generated by 1 and 2. 

He specifically defined core inflation as "the trend 

increase in the cost of the factors of production" (p. 7). 

Eckstein (1981) constructed a model and tested the 

theory that the persistence of inflation and its resistance 

to standard macroeconomic policy tools is rooted in the 

fact there is a "core" rate of inflation. This is a long

run phenomenon. His results suggest a strong form of the 

rational expectations hypothesis is not in evidence in the 

economy (1981, pp. 12, 84). Instead, agents operating in 

the economy only respond to policy very slowly. Quick 

reactions do not take place. 

That view is similar to the theory of inflation 

and its measurement put forth in this dissertation. The 

major difference lies in the fact that Eckstein limited the 

inflationary effect of demand and shocks to their influence 
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on output prices through wage contracts. That is an 

unnecessarily narrow application. This dissertation con

siders all contracts to be important sources of inflation. 

All factors of production including materials are directly 

influential in the production planning and output pricing 

process. These factors are also directly affected by both 

demand and shock forces. In the process of price formation, 

all inflationary pressures must be counted. The difference 

in results between Eckstein's core inflation and the 

inflation measure generated here is striking. The ground

work laid by Eckstein suggests this approach to inflation 

measurement, but his measure does not go far enough. 

Triplett's (1975) paper also misses the mark. He 

began by expressing a need to have more economists write in 

the area of measurement in general. The "economics of 

measurement" addresses itself to the general problems of 

how to measure economic phenomena. Although not a popular 

field, it has been discussed by Nobel Prize winners Paul 

Samuelson and John Hicks. Its general nature encompasses 

the inflation measure problem and Triplett (1975) suggested 

his work ties into that literature. 

Although Triplett stated an intent to connect 

inflation to its measurement, he got sidetracked at the 

outset of his paper. His paper (p. 2) stated that his 

emphasis was on the empirical side of the inflation measure

ment problem, to the neglect of theory. He (p. 1) only 
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noted: "the theoretical part of the economics of measure

ment consists of using the concepts of economic theory to 

specify what we want to measure." He made no apologies for 

the neglect of theory nor did he suggest that the subject 

has been covered elsewhere. Therefore, the result is a 

paper devoted to rehashing the upward bias and quality 

error problems found throughout price index literature. 

This is precisely the difference between Triplett's work 

and this dissertation. Triplett recognized the importance 

of theory but dropped" the whole matter there. Although 

he criticized other's work for failing to incorporate a 

sound theoretical basis in their analysis of inflation, 

Triplett failed to do so as well. He pointed out the need 

for good theory, stated what comprises one, but then failed 

to provide a theory of inflation measurement appropriately 

based on theory. 

Another difficulty appears in Triplett's (1975, 

p. 2) paper, just as it does throughout writings in the 

price index literature. He commits the common error of 

interchanging the phases "the theory of inflation measure

ment" and the "theory of price measurement." The implica

tion is the two are identical in meaning, but this is not 

true. The theory of inflation measurement explores a sig

nificantly different set of questions than does the theory 

of price measurement. The former seeks an appropriate 
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class of prices to be used to measure inflation in the over

all economy considering: 

1. These prices will represent the macroeconomic 

price trend. 

2. The inflation index is grounded in sound economic 

theory. 

3. Useful policy implications can be gained from 

applying the inflation index to economic problems. 

The theory of price measur'ement, on the other hand, 

asks none of these questions. This theory addresses, the 

specific aspects of construction of a price index but says 

nothing about the price index's relationship to inflation. 

Price measurement is all the theory seeks to accomplish. 

A commodity input index is an example of one generated out 

of the price measurement literature. The indices involve 

specific applications to pricing and are useful for follow

ing price movements. Individuals in a series of indices 

are not necessarily related to one another, nor is any 

particular series the product of a plan designed to gene

rate a segmented measure of a larger structure. So, hap

hazardly summing individual indexes to create an aggregated 

index is not advisable. Instead, consideration of the 

proper structure of the larger entity must be undertaken. 

Although Triplett held out promise of dealing with these 

distinctions, he failed to do so. 



The literature on inflation theory includes more 

than just Triplett's (1975) work; however, nowhere in 
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price index work by Pollak (1971), Gordon (1971), or others 

is a distinction drawn between the concepts of the theory 

of inflation measurement and the theory of price indexes. 

Additionally, the vast literature on inflation in macro

economics similarly fails to discriminate between them. 

Triplett's (1975) paper is stressed here because it is the 

single most directly applicable writing on the subject of 

inflation measurement. However, his work follows the well

worn path of previous writers like Fisher (1923), Fisher 

and Shell (1972), Pollak (1971), Afriat (1977) and others 

in developing a theory of price index construction and its 

attendant empirical problems. Interestingly, Triplett 

(1980) was aware of the problem of "measurement without 

theory" in the price index work because in his April, 1980 

BLS paper he criticized Gordon for writing just such a 

paper. Certainly Triplett's (1975) work on inflation 

measurement is a signal instance of such measurement. In 

addition to this problem, other confusions and errors in 

theory exist in the area of inflation and its measurement. 

Cost-of-1iving Concept 

The terms "inflation" and "cost-of-1iving" have 

been used interchangeably by Pollak (1971) and others. The 

media, po1icymakers, and the general public see them as 
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synonymous terms. Again, they are not. The cost-of-living 

concept has been discussed for a long time. In the six

teenth century, an attempt was made to construct a cost-of

living (COL) measure (Afrait, 1977, p. 6). As a COL index 

was conceived even then the cost-of-living concept applied 

to both rising and falling price situations. The focus of 

a COL index is on developing a concept of equivalence in 

consumption bundles upon which to base a price comparison, 

holding income constant. The literature is vast on cost

of-living theory. The seminal book by Fisher in 1923, 

along with Pollak (1971), Fisher and Shell (1972), Samuel

son and Swamy (1974), Afriat (1977), and virtually every 

economist who has written in price index theory, has con

tributed to the development of this cost-of-living theory. 

The expansive literature has dealt in detail with problems 

of the existence or non-existence of substitution bias, 

fixed-base vs. current-weighted bases, level and existence 

of quality bias, and so on. These issues address the cost

of-living measurement quantification problems. They can be 

relevant to questions about the accuracy of inflation 

measurement techniques but are not part of the theory of 

inflation measurement. 

Additionally, cost-of-living measures are designed 

to measure changes in the prices paid by consumers and 'that 

is not the definition of inflation. The COL concept is 

confused with inflation but inflation is a broader concept 
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Cost-of-living indices really are gauges of the impact of 

inflation on consumers. That is a small segment of the 

inflation phenomenon. Consumption is an important issue to 

many; therefore, consumer prices are important. However, 

inflation theory suggests that many other aspects of the 

exchange economy also playa role in inflation. Employment, 

contrac·ts, industrial organization, market structure, time, 

government spending, productivity, trade, and politics are 

part of inflation's makeup. Cost-of-living measures do not 

deal with any of those things. To ignore these elements in 

an inflation measure is tantamount to not measuring infla

tion. What is important to understand is the process which 

weaves all of these elements into the inflation fabric. 

This, COL measures do not attempt to do. 

Cost-of-living writers suggest that consumer demand 

theory is the underlying foundation of the process of price 

formation (Samuelson and Swamy,1974). Their empirical 

work is based on the premise. However, the production 

function and its dual--the minimum-unit cost function-

surely are more important to the price formation process 

than consumer preference. (Capital goods prices provide 

an obvious example.) Consumer preferences matter mainly 

in the ultimate spot market pricing process. Actually, 

they only affect cases of demand pricing where some con

sumption demands cannot or will not wait for subsequent 

production to augment the existing stock of goods. 
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Flow-supply prices are then affected. These are few in 

number. The Wa1rasian market mechanism subsumed by this 

theory is a spot market clearing mechanism, not realisti

cally encountered in most pricing situations. Hicks' (1965, 

pp. 76-83) fix-price market characteristic is actually the 

dominant form of pricing. Therefore, fix-price markets 

should be considered in COL index discussions. Regardless, 

these markets must be included in a measure of inflation. 

Although COL index writers suggest that their indexes are 

not intended to be if1ation measures, COL measures are 

used as such by virtually everyone. This dissertation 

explores the development of a true inflation measure and 

suggests the appropriate role for existing COL indexes. 

An Inflation Measure 

For an alternative approach to inflation measure

ment, this dissertation proposes that an economic theory, 

sound in principles, must underpin an inflation measure. 

The source of such a foundation is the literature on the 

process of price formation. This literature provides an 

answer to the central question of inflation measurement. 

That is, it answers the question, "which prices should we 

measure to measure inflation?" Even though this should be 

a question central to the writings in COL literature, the 

question is never really addressed. The emphasis is placed 

on a complicated consumer preference theory and utility 



28 

maximization. That emphasis implies that only demand is 

important to price formation and neglects the producer's 

side. As a result, developers of COL indices seek a solu

tion to understanding inflation by measuring purchasing 

power changes in the competitive market mechanism. 

On the other hand, price formation literature 

suggests the competitive mechanism is not the appropriate 

form of market structure to use to describe the way most 

prices are formed in modern economies. Actually, few 

markets can be described as competitive. The major portion 

of output in united States manufacturing is forthcoming 

from noncompetitive industries. They are dominated by 

oligopolistic structures and they behave as price setters 

in fix-price markets. The output they generate is priced 

to reflect cost conditions and the output is viewed as the 

variable factor to alter when market conditions change. 

This theory implies that demand conditions play an insig

nificant and indirect role in price determination for the 

majority of outputs in the united States. This is totally 

inconsistent with the competitive pricing view. 

Since the 1939 work of Hall and Hitch, economists 

have been engaged in the controversy over whether prices 

exhibit cost or demand influenced characteristics. Work 

by Eckstein (1964) and with Fromm (1968) suggested the cost

based pricing theory is the appropriate one for the United 

States.· Due to its noncompetitive nature, output in the 
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United States is dominated by cost pricing. The prevalent 

forms are either full-cost or target-return strategies. 

Both exist and the division between them is based on the 

type of industry being observed. This really does not 

matter to an inflation measure because both are cost 

oriented. To further substantiate the potent influence 

of the noncompetitive structure of industry, expanded to 

include the Canadian case, a study done for the Prices and 

Incomes Commission in Toronto by Taylor et al. (1972) 

demonstrates the pricing influences of this characteristic 

on the aggregate economy. It shows a similarity of influ-

ence on pricing from cost sources in both the Canadian and 

United States' manufacturing sectors. 

Contracts, Uncertainty, Time, 
and Productivity 

In developing an economically meaningful inflation 

measure, the noncompetitive nature of industry becomes very 

important. Clearly an economically appropriate measure 

recognizes the influence of costs on prices and allows for 

demand influences on prices only in markets where the com-

petitive mechanism actually exists. The role played by 

costs in the pricing process is recognized by adopting the 

view that producers exercise short-run latitude over output 

decisions rather than pricing decisions. This view is'based 

upon three elements that dictate the environment within 

which a producer must operate, especially in the short run. 



The existence of contracts in money terms for all inputs 

and sometimes outputs, the inevitability of time in the 

production process leading to uncertainty in a Knightian 

sense, and the existence of changes in the anticipated 

productivity of inputs are constraints on the producer's 

decision space. Because they limit pricing flexibility, 

they also directly influence an inflation measure. 
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The first factor, the existence of contracts for 

inputs (outputs too) in money terms is'a future delivery 

obligation taken by the producer. He is bound to formally 

adopt this obligation via a written legal instrument. The 

producer takes the financial burden upon himself (his 

company) without certain knowledge of the input factor's 

productivity or conditions he will face in the forward 

delivery market. He may minimize the latter risk by con

tracting for forward delivery. This occurs when custom 

building or producing for a competitive market. However, 

most output originates in the noncompetitive structure 

described and the producer bears the output price risk. 

Keynes (1930) pointed out the importance of contracts in 

his A Treatise on Money (Volume I). In fact, contracts 

made in money terms are the link between prices and money. 

Any serious attempt to understand how the supply of money 

affects prices (inflation) must account for this link. 

The short-run stability of prices depends upon these 

contracts. They insulate the inflation rate from short-run 
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fluctuations in spot market conditions. When the product 

arrives in the spot market with a price already determined, 

alternative rationing methods are forced on the market 

clearing mechanism. Queues in the excess demand situation 

and inventorying in the excess supply case solve the clear

ing problem when prices are rigid. If prices are allowed 

to change, the contracted elements do not absorb the change. 

The profit margin of the producer gets squeezed or expanded 

in the short run. Kaldor (1970, p. 5) noted that the 

inflexibility of wages led to an alternation in the pattern 

of wages/profit shares where income did not meet expecta

tions. Not because wages changed, but because the exis

tence on contracts fixed the wage share and profits changed 

when spot market conditions altered incomes. This makes 

the existence of contracts an important consideration in 

the measurement of inflation. In the short run, one pro

duction period, profits are flexible; input shares are not. 

Short-run inflation measures must rely upon producer's 

costs to signal the movement of prices. The existence of 

contracts for inputs provides the justification for an 

inflation measure which relies on input prices. If ulti

mately profits are forced to change, the long-run invest

ment decision is altered. The inflation measure responds 

to the change in profits via later output changes, because 

the profit level critically affects the financing terms 

the producer faces in subsequent trips to his banker (or 
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the equity market) to obtain financing for expansion. This 

is why the money supply affects inflation in the long run. 

Monetary policy implications of the existence of contracts 

are considered later. 

Uncertainty as an element of influence in price 

formation processes is little recognized. The idea that 

the future is unknown, for the most part, is difficult to 

include in a model on an empirical level. Economists are 

highly interested in forecasting. Likewise, producers are 

required by the nature of their activity to forecast. They 

must forecast the forward market conditions of supply and 

demand, and they must forecast their firm's production 

activity. Each producer recognizes that there is a greater 

or lesser degree of risk in his forecasts. Experience in 

past production periods heightens or dampens his confidence 

in his forecasts. However, he cannot escape the requirement 

to make them. This is the essence of the division between 

the trnditional entrepreneur and the laborer. The manager's 

renumeration ultimately depends on how well he handles 

uncertainty in his forecasting; the laborer simply sells 

his skills in current markets. To minimize the potential 

for failing to forecast accurately, the producer contracts 

for his inputs and sometimes his outputs. The uncertainty 

is approached and his various risks reduced in this manner. 

The third factor, time, ties in directly with the 

existence of contracts and the fact that production is not 
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instantaneous. Inputs must be committed before any output 

is produced and revenue generated. Payments to factors are 

required before revenue is received. Therefore, time plays 

a role in pricing because time implies uncertainty on the 

revenue side. If the producer's expectations of revenue 

are unfulfilled, he will find his next period financing 

costs higher. This may necessitate an output cutback. 

The longer the period of time from the point of commitment 

by the producer for input contracts, to delivery in a 

forward market, the greater is his risk of error in revenue 

predictions. His price must reflect the uncertainty through 

his profit margin. The longer the production period, the 

less influence spot markets will have on pricing and the 

less important demand will be to the process of inflation. 

This the flow-supply pricing process discussed by Davidson 

(1972) • 

As an example, observe the service sector on one 

extreme and the manufacturer on the other. In the service 

sector, production periods tend to be very short. Demand 

can play a significant role in influencing pricing behavior 

primarily by altering output. The spot market is important 

in determining how much will be supplied in the next period. 

The pricing decisions of manfacturers facing longer pro

duction periods, however, are less strongly affected by 

current spot market demand. Eckstein and Fromm (1968) 

failed to find any particular influence of spot markets on 
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excess demand conditions in their pricing equations, but 

this may be due to the fact that they did not investigate 

the service sector as a separate entity. Market structure 

suggests prices are separately affected by demand condi

tions in the spot market; whereas, manufacturing sector 

outputs have longer production periods, are less competi

tive and therefore are less sensitive to demand conditions 

in spot markets. An appropriately constructed inflation 

measure must segregate price influences stemming from 

different time-dependent sectors. 

A fourth factor, productivity, matters for the 

economy as a whole and in a.longer period. With the 

exception of the service sector, productivity plays a role 

in contracting for inputs to produce output for the future. 

Factor productivity may affect cost conditions as long as 

3 years later, such as in the cases of steel and auto labor 

contracts. The feedback of actual output per man hour 

compared to expected output can have long-run effect in 

pricing and output decisions, but productivity will not 

have an effect on inflation in the short-run. Even service 

sector outputs can be affected by productivity. Altera

tions in output levels will reflect those changes. Histori

cally only one form of productivity has been addressed by 

price index researchers. That restriction is a problem 

for cost-of-living measures (for examples see Pollak, 1971 

and Triplett, 1975). Although still unresolved, 



productivity changes plague fixed-base indices. To mini

mize their effect, an inflation index should recognize 

that inflation is a macro concept. 

In the following chapters the exact structure of 
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the price formation process is described by a market-by

market examination of the process. In each case, a detailed 

description of the market form suggests the appropriate 

price to measure. No single process is appropriate to 

describe the whole economy but a combination of the most 

important processes will result in an economically meaning

ful measure of inflation. Clearly, the price formation 

process is dominated by cost influences. These influences 

are used to generate the aggregate inflation measure. 

Oligopolists, regulated monopolies, competitive producers, 

and services are detailed. Each will be tied in to the 

general price level by explanation of its pricing process. 



CHAPTER 3 

MARKETS, OLIGOPOLISTS, AND PRICE FORMATION 

Detailing the economic nature of the markets in 

which goods and services are sold is imperative for an 

understanding of inflation. This study explains the char

acteristics and importance of the alternative forms of price 

generation. Segregating the characteristics cleanly, makes 

it possible to gain an appreciation for the role each plays 

in the inflation process and allows an understanding of 

the way these market forms interact at a macro level. 

Prices are the substance of any attempt to measure inflation. 

Therefore, they are basic to creation of an inflation mea

sure. The markets, as well as the microeconomic structure 

of the producer generating the goods and services, influence 

the ultimate price. In most cases, the price determined by 

the producer is paramount, but in some that price may be 

tempered by the market. In a few cases, the market is the 

dominant price influence. Detailing the structure of the 

oligopolistic producer's pricing decision constraints will 

indicate which price is the appropriate one to use for 

measuring inflationary sources in oligopolistic markets. 

The rigidity of the pricing parameters makes construction 

of a measure of inflation highly stable. Monopolies, 
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competitive producers, and services are discussed in 

Chapter 4. 

Basic Market Structures 
and Price Formation 
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The modern production-exchange economy contains two 

distinct types of market forms. One is usually referred to 

as Walrasian, after Leon Walras, a French economist. The 

other is referred to as Marshallian, after Alfred Marshall, 

a late nineteenth and early twentiety century English 

economist. The Walrasian market is an ongoing mythical 

auction process where goods are offered for sale by pro-

ducers and a sort of bidding and offering takes place 

between the producers and potential buyers until they agree 

upon a price. An imaginary force (auctioneer) keeps the 

market orderly and assures that all goods are sold. The 

result is called a spot market price or current price. The 

market is assumed to be frictionless, and the prices are 

assumed to be flexible. Hicks (1965) referred to this type 

of price formation as flex-price. The alternative market 

assumes prices to be less flexible. This situation is 

referred to as a fix-price market by Hicks. The prices 

formed in this market are called flow-supply prices. The 

producer has a great degree of control over tr.~ orice of his 

output. He bases his price on cost considerations, then 

alters output levels to produce to a forward market. He 

must anticipate the forward demand level and produce to 
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meet that level. The fix-price process, where flow-supply 

prices are generated, is found in oligopolistic, monopolis

tic, and competitive market situations. In order to under

stand their importance to inflation, both types of markets 

are explored. 

This chapter discusses the nature of spot and flow

supply pricing processes. The chapter explains how the 

nature of certain goods and services defines the form of 

price creation each uses. Goods that have resale markets 

and ones that have no resale market are segregated. Then 

the role of time in production of all goods and services is 

integrated into the analysis. From their discussion, the 

appropriate prices to measure are identified and oligopo

lies are explained. 

Walrasian Spot Markets 

spot markets are current markets. A spot market is 

an active market where a residual buyer and seller stand 

ready to "make a market" in the item at all times. The 

market is designed to provide liquidity for the goods in 

cash form. The spot market is Walrasian in nature because 

the interaction of current supply and demand for the item 

influences the spot price. The medium of exchange is 

readily obtainable to holders of the item because the resi

dual buyer stands ready to trade money for the goods at some 

price. The key characteristic of a spot market is that it 

trades solely in the existing stock of the item, not the 



future stock, and provides a market clearing price. Spot 

markets are instantaneous. 
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Some goods and most services are sold in spot 

markets. The supplier of the item being sold delivers it to 

the market with an expectation about the price he will 

receive for the item. Many times there is an asked price 

clearly displayed. However, the actual trading price may 

be less than the asked price due to lower bid prices. In 

some instances, the trading or clearing price may be higher 

than the price expected by the producer. This occurs when 

excess demand is greater than zero. The higher price may 

be due to a smaller supply than expected available in the 

spot market or demand greater than expected in the spot 

market. 

Goods and services sold in spot markets are either 

items being resold or items being offered for one-time 

sales. The latter items are ones likely to be produced in 

an environment where the producer has little control on the 

ultimate price he will receive for his output. They also 

are items that do not facilitate resale because they may be 

customized or consumed. 

Resale Items 

Goods offered for resale, on the other hand, are 

ones with standard features, durable, and are found in 

large quantities "in stock" in the economy relative to the 
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periodic augmentation for coming from current production. 

Davidson (1972, p. 87) provides a complete discussion of 

these characteristics. Characterizing the makeup of the 

items sold in spot markets is important because these char

acteristics segregate all goods and services into their 

respective price formation processes. The ultimate pricing 

process relevant for any item does not depend upon the type 

of industrial structure where the item is produced. The 

process depends on whether or not a spot market exists for 

the item. Goods produced in less competitive markets 

generally are sold in markets that are fix-price. Goods 

and services produced in competitive markets may be sold 

in spot markets, however, some are not. 

Some items fit the requirements for resalable spot 

market items but are not actually resold themselves. These 

items are generally bulky and are actually difficult to 

exchange. Title to the goods is the actual item bought and 

sold. Many times the title is fractionalized so parts of 

the ownership of the item can be exchanged. Common stock 

provides a good example. Because these are not production 

goods for general use, they will not be discussed further. 

The largest group items found in spot resale markets 

are produced for general use. This gives them their re

quired broad appeal. They are readily identifiable items 

such as houses. They are continuously bought and resold. 

The prices of these items are published widely and are 
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available to anyone. Therefore, their spot market can 

be very important to the producer. The prices in the spot 

market can signal the producer about changes in the level 

of current or residual excess demand for his forward output. 

This information can assist the producer in production 

planning by lowering the level of risk he faces in forward 

markets. Ultimately the spot market feedback affects all 

producers of the goods and keeps them responsive to the 

current market price. 

One-time Sale Items 

The second class of items sold in spot markets are 

the ones being delivered and sold only once. These items 

characteristically are produced for the initial buyer's 

consumption. Many are produced in a competitive environ

ment where large numbers of producers exist. No single 

producer has cont~ol over the market supply. Many of these 

items are intangible and are incapable of being stored. 

No item produced and sold in this spot market meets the 

characteristic requirements of the resale items. They 

clearly represent a different class of goods and their price 

formation process is important. 

Time in Production 

The final aspect of importance to understandi~g the 

price formation process is the role of time as time relates 

to the spot market price. Producers recognize production 
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takes time. Decisions to produce today are based in part 

on the producer's perception of the market that will exist 

at the point of delivery in the future. The length of this 

interval is critical. The influence of spot market prices 

on output decisions is inversely related to the length of 

this production period. The longer the interval, the less 

important the spot market is to production planning. Conse

quently, the usefulness of price feedback diminishes as the 

period ,lengthens and risk increases. At the extreme for 

long-period produced goods to be sold in spot markets, the 

producer may elect to contract for future delivery in a 

formal manner prior to production. This is the situation 

common to spot market goods such as wheat. A futures 

contract minimizes the producer's price risk and passes 

the risk on to the contract holder. The device allows 

production of a spot market characteristic good to continue 

smoothly even when current spot market prices cannot be 

considered a valid guide to forward spot market prices. 

The futures contract price is the price relevant to the 

producer, not the current price. Therefore, although spot 

market prices seem to be important for agricultural produc

tion, actually they are unimportant. They are important to 

consumers but not producers. This is a critical distinction 

when selecting the appropriate prices to use for measuring 

inflation. 
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Marshallian Flow-supply Pricing 

Flow-supply pricing is a process of price formation 

where the producer prices on the basis of costs plus a 

"normal" profit. In general, flow-supply pricing is con

sistent with standard volume output pricing as discussed 

in previous referenced work by Eckstein (1981). The pro

ducer has contracted input costs, well known in advance of 

production. He has established a desired profit level and 

adds this to his costs.to arrive at the flow-supply price. 

That price must exist in the forward market to justify a 

decision to produce. When he selects his output level, the 

producer is determining the flow-supply price considering 

his production costs. He expects to receive that price in 

his notional forward market. The expected forward market 

price is his flow-supply price. This pricing method is the 

most common price formation process found in North American 

manufacturing. Consequently, the forward price plays a key 

role in any economically sound measure of inflation. 

Flow-supply Priced Goods Characteristics 

The goods and services sold in flow-supply priced 

markets encompass virtually all of the items produced for 

initial sale by monopolistic and oligopolistic producers. 

Items sold in these fix-price markets can be stored and 

inventories held over from one production period to the 

next. As with spot market items, two alternative 
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circumstances occur in flow-supply priced goods. Some are 

sold in a forward market and seldom, if ever, resold for 

more than scrap value. Most capital goods are of this type. 

Either no resale market exists due to the good's narrow 

appeal or the good has no market value due to technological 

obsolescence. The alternative type of goods are those 

expected to be resold. Automobiles are an obvious example. 

A spot resale market exists and prices in this market may 

have an effect on prices of cars yet to be produced, however, 

their effect will be primarily felt in a quantity of output 

decision, not in a price change. New production may be 

stepped up or cut back due to the movement of used car 

prices. But new auto prices will not be affected. This is 

the difference between flow-supply priced goods and spot 

market priced goods. The rigidity of the flow-supply price 

is important to the understanding of inflation and its 

persistence. 

Flow-supply Pricing and Time 

Time is important in the discussion of forward 

markets and flow-supply prices. Time is the key element 

generating revenue uncertainty for goods produced in any 

market. However, producers of flow-supply priced goods are 

in a better position to manage uncertainty than are pro

ducers of other items. Typically the former produ~ers are 

found in less competitive industry structures so they exer

cise greater discretionary control over their output-price 
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environment. This is true even with long production 

periods. Time actually defines the character of the for

ward market. The forward market is purely a notional market. 

Whereas, a spot market is notional in some instances such 

as "the market" for air-conditioner repairmen, and physical 

in others. The used housing market exists physically in 

many places; whereas, the idea of a forward market is an 

idea of a market ahead in time. It is the hypothetical 

market to which the producer's output will be delivered. 

The producer must have a "feel" for the forward market 

situation prior to the start of production. This foresight 

enables the producer to determine his flow-supply price 

based on his output volume decision. Overt decisions by 

the manager based on cost and profit considerations, not 

market interaction, determine the prices. 

Having described flow-supply pricing, the forward 

market and the two cases generating flow-supply prices must 

be examined. For flow-supply priced goods that are resold 

in a spot market, the length of the production period 

matters in weighting the influence of spot prices on flow

supply output. Goods produced for forward markets and no 

resale are not influenced by spot prices. Goods produced 

in a "pure" flow-supply pricing process, without resale 

spot markets, are often custom or built-to-order itemg. 

The flow-supply price is a contracted forward delivery 

price, sometimes with an allowance for adding unexpected 
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cost changes, such as in "cost-plus" contracts. These 

features of "pure" flow':'supply pricing diminish to a great 

extent, the risk element created by production time. Virtu

ally all government (especially military) hardware is flow

supply priced without any resale spot market influence. 

This is true of much of the capital goods industry as well. 

When a spot resale market does exist, the flow

supply pricing process may be affected by the spot market 

price. However, the dominance of the influence of con

tracted input costs and a desired profit level make the 

flow-supply price a very stable figure in all cases. This 

fact generates Eckstein's (1981) core inflation measure. 

The resale market exists to facilitate exchange of the used 

item for cash, when the item still has a useful life. The 

resale items generally exhibit a high degree of substitut

ability with the new production item. In fact, some used 

models may carry premium "vintage" prices due to their age. 

The items all fit the characteristics criteria listed for 

spot resale items and they actually comprise a large group 

of goods; e.g., automobiles. Again, the source of the 

output does not identify the pricing process. The market 

convention and the character of the goods are the determi

nants of the process. 

Appropriate Prices to Measure 

Two types of markets and two different price forma

tion processes have been identified. Differentiating 
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between the two price formation processes, make it clear 

why past attempts to measure inflation have received criti

cism for lack of realism. The two processes generate 

prices that respond to market forces differently. This is 

important. Inflation is a dynamic process, which reflects 

price changes. Understanding how these prices change is the 

key to understanding the inflation-generating forces. 

Historically, attempts to measure inflation have completely 

ignored the dynamism of inflation. Prices measured for use 

in indexes that have been used as inflation gauges have not 

been selected on this basis. They have been selected 

either because they were available or because they are con

sistent with the ones suggested to be used by statistical 

sampling theory. Neither is an acceptable criterion. The 

appropriate prices to use in an inflation measure are ones 

reflecting the sources of inflation. In an effort to 

identify the exact prices to measure each type of major 

industrial structure must be examined. The examination 

will reveal the form of pricing used in each and lead to 

discovery of the appropriate price to include in an infla

tion measure. Oligopolists are examined in this chapter 

with monopolists, competitive producers, and services dis

cussed later. 
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The Oligopolists 

This section discusses one production enviornment 

in which prices are formed. The process of price formation, 

utilizing the institutional structure that defines the 

decision-making environment of the producer, is explained 

in detail. Achieving a full understanding of the price 

formation process is not possible without first gaining an 

appreciation for the complex and unyielding nature of the 

institutional boundaries within which prices are generated. 

The existence of contracts in money terms for inputs, the 

fact that production takes time, and the existence of 

fractionalized equity holdings traded continuously in 

organized financial market combine to define the institu

tional setting surrounding the entrepreneur as he determines 

prices. The effectiveness of these constraints varies from 

one firm structure to another, but the producer basically 

must select his level of output and price it to meet the 

demands imposed by these strictly defined constraints. The 

entrepreneur has very little latitude for pricing. 

Several forms of productive structures exist within 

the United States economy. They range from single pro

ducers of a product (or provider of a service) to many 

producers of a product. Monopolies, oligopolies, and more 

competitive industries co-exj.st in the economy. The price 

formation process, as it relates to each of the major forms 

of industrial organization traditionally segregated by 
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microeconomic textbooks, will be examined because some 

differences in pricing are dictated by the variance in 

structures. However, the major determinants of price forma

tion operate throughout the economy and transcend the 

organizational differences. As mentioned in Chapter 2, the 

predominant structural form of production in the United 

States is an oligopoly. It is discussed first. As outlined 

before, Eckstein and Fromm (1968) concluded from their 

study that this type of structure is the key to realisti

cally explaining the process of price formation in the 

United States. The nature of the largest segment of pro

duction is noncompetitive in the sense that very few firms 

exist in each of the industries. Many of the oligopolies 

are producers whose output is subsequently used in other 

productive sectors. Therefore, the prices generated in 

these industries play an influential role in the overall 

price structure of our economy. Understanding how they 

form prices and identifying the appropriate way to use 

them in an inflation measure will help in its construction. 

Clearly this analysis is also consistent with Eckstein 

and Fromm's conclusions that demand factors playa minimal 

role in price formation. 

Oligopoly Price Formation Factors 

Oligopoly means few producers. These few producers 

generate a similar output and sell it in the same market. 
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Generally one firm dominates the industry and acts as the 

price-determining firm. The oligopolistic producer is a 

Marshallian price maker. As such, he alters output rather 

than price in response to perceived changes in his forward 

market. He prices his output in a manner such that he can 

achieve his management objectives with regard to profit at 

a specified volume of output. The first rigidity which 

confronts his pricing decision is contracted input costs. 

Virtually all of his labor and material are acquired 

through contracts. These productive inputs are priced in 

accordance with terms specified in the contractual agree

ments. The exact terms of employment, including the amount 

of the factor to be used in a specific length of time, are 

also defined by the contract. The producer is obligated to 

employ the contracted amounts and pay the contracted prices. 

In the standard microeconomics parlance these 

costs are "variable" ones. Because the factors are viewed 

as variable inputs, the producer is assumed to be free to 

vary their use. In practice, the existence of contracts 

makes these factors inflexible in a single production 

period. In fact, they may remain inflexible for more than 

one production period because contracts extend up to 3 

years in many large oligopolistic industries. When there 

is no specific contract setting input prices, adminis-. 

tratively set wages such as minimum wage laws, may restrict 



the producer's latitude in ~argaining for inputs. As a 

consequence, unit input costs are not really variable. 

Factor Variability 

Sometimes the arguement is advanced suggesting 

that the producer can vary the rate of application of the 

factors and thusly vary inputs. However, contract 

rigidities severely restrict his ability to do this and 

even if he does, his unit costs may rise. This is due to 

the unemployment insurance provisions the producer faces. 

The financial obligation to a worker does not end with 
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his "pink slip." The producer must contribute to the 

worker's unemployment insurance pool, and his level of 

contribution is directly dependent upon his claim experi

ence rating. The more he tends to alter his factor usage 

(lay offs) the greater his contribution will be. More 

importantly, the firm will not layoff experienced workers 

in situations that it views as temporary. Instead, the 

producer will seek ways to retain trained workers in order 

to avoid the expense of searching for and retraining 

workers at a later date when demand increases. This 

results in only small variations in short-run labor inputs, 

significantly reducing the credibility of the notion of 

"variable" inputs. Long-run cost considerations dominate 

production planning. 
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In addition, reducing his factor inputs increases 

idle capacity of capital equipment in place. Generally, 

fixed financial obligations were assumed by the firm to 

finance these capital goods. The obligations are also 

contractual commitments the firm must honor or face higher 

ones in the future. These are owed no matter what the 

level of production. Unit costs rise as output is re~ced. 

As a result, output variance tends to be quite "lumpy" for 

oligopolists. The auto industry, steel, aluminum, and 

chemicals exhibit these characteristics. Layoffs occur in 

bunches, closing entire facilities all at once, suggesting 

that these factors are not variable in the strictest sense. 

Unit costs are very important to the pricing 

process. Factor utilization rates directly affect unit 

costs and productivity also affects them. If productivity 

rises relative to hourly compensation, unit costs will 

fall. However, subsequent contracted costs will reflect 

productivity gains by increased hourly compensation. This 

may erase any declines in unit costs gained through 

increases in labor productivity to some extent. Therefore, 

the producer must make his pricing decisions with the 

realization that unit costs are unlikely to fall in any 

production period given a fixed capital stock. If a new 

process can be counted on to come on line in the next 

period or a new plant or equipment will be activated, then 

increased productivity can be sustained. However, these 
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are infrequent events, well planned in advance; so the 

normal situation forces the producer to plan output and 

pricing, given his capital stock's known productive 

capacity. The producer must elect a level of output 

consistent with his expectations about the forward market. 

Thinking in unit cost terms facilitates this type of 

output planning. Unit cost is the dominant method of 

pricing in major industries such as aluminum, automobiles, 

chemicals, and steel (Adams, 1961). Davidson (1972) 

characterizes this process as the flow-supply pricing 

approach. The process accounts for direct unit labor 

and material costs and allows a profit margin that will 

provide sufficient revenue to satisfy the producer at 

the expected flow of output for the production period. 

Forward Markets 

The oligopolist knows that there is a considerable 

length of time between his decision to produce an output 

level and the date of sale of that output. As a result, 

he has to make estimates of the demand in the forward 

market. This injects an element of uncertainty in the 

firm's expected revenue. Because there are a limited 

number of producers in the oligopolist's industry, each 

producer can estimate supply in the forward market rela

tively accurately. Unit costs across firms within an 

industry tend to be similar. Therefore, the producer's 



profit is the only unknown element at the beginning of 

production. Profit is a residual factor. 
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Actually, the entrepreneur has a perception of a 

"normal" profit. In some production periods, demand may 

exceed his expectations and profits will be more than 

desired. However, the major reason for the difference 

between desired and actual profit levels is that production 

decisions occur long before actual sales. Two alternative 

price formation processes are possible here. Some oligo

polies produce their output for delivery to markets that 

maintain active resale markets. Others produce for 

delivery to markets that do not have resale markets. For 

those that maintain the resale market, feedback about 

current demand conditions is available to the producer. 

Depending on the length of the production period, the 

producer can assign a level of significance to the current 

spot market conditions and include the information in his 

pricing decision. For the industries that do not have 

active spot resale markets, no such information is avail

able. Obviously, the pricing and subsequent profit func

tion will not include any feedback information. 

The spot market information and estimations of 

forward market situations combine to provide the producer 

with his profit expectations if a spot market exists. In 

general, he seeks a "normal" profit on some standard 

volume of output. This "normal" profit is not, however, 
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very flexible. The producer must expect to obtain a rate 

of return to his capital stock consistent with alternative 

uses of his investment sources and one that meets the 

expectations of the banker financing his investment. His 

Output price is dependent upon both his unit costs and his 

profit demands. Variability in pricing, implied by 

conventional microeconomic texts to be a "producer's 

prerogative," turns out to be a relatively inflexible 

thing. 

The entrepreneur is producing to a forward market 

with unknown demand, so his profit desires may not come 

to fruition in each period~ The price he places on his 

output includes his desired profit but his expectations 

about the forward market demand may not turn out to be 

correct and he may end up earning higher or lower profits 

than he desired. Remembering that the oligopolist can 

predict the supply curve fairly accurately, his confidence 

in his prediction about the forward market is generally 

high. Many times market sharing and price leadership 

characteristics shape the oligopolist's market, adding to 

this confidence. Therefore, the producer is left solely 

with the level of demand as his risk element. 

Profits and Growth 

The oligopolist's profits may vary but he has a 

desired level. Three things combine to create the desired 
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"normal" profit: his historical profit experience, his 

competitor's profits, and expectations by the market about 

his profits. None of these is under his discretionary 

control, particularly the latter two. His historical 

profit experience may have been somewhat discretionary. 

The firm will have long-range growth plans that necessitate 

continued profitability. Steady growth is more desirable 

than volatile swings in profit levels, so in the long run 

he will try to generate an increasing level of earnings. 

In the same way, the oligopolist's competitors will 

attempt to achieve steady growth of earnings through 

increased net profits. Their historical earnings path 

provides the oligopolist with a guide to the level of 

earnings his competitors will most likely achieve. Because 

they face similar unit costs, he can expect pricing deci

sions made by them to be similar to ones he makes. The 

third factor dictates profit levels even more forcefully. 

The capital markets will demand a rate of return 

on invested capital comparable across all alternative uses, 

considering variances in risk, uncertainty, and growth 

potential. The oligopolist is forced to price his output 

to attain at least that rate of return. If he fails to 

achieve it, he risks a loss of capital. 

With these three factors driving the profit 

decision, there is little flexibility for the producer in 

pricing. Because long-run desired rate of return is 
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dictated by the market, notions of "excess profits" 

available to the oligopolist are fictitious. If such 

profits were realistically available to the industry, 

capital would flow toward that market because of the 

concept of efficient allocation of capital. Because these 

industries do not typically exhibit high price-earnings 

ratios relative to other industries, no special attraction 

of capital is evident. These firms often fail to appear 

on investment advisory services "buy" lists, except for 

long-term investment. They are slow growth businesses. 

Contrary to market power notions suggested by their text

book characterization, their performance suggests rela

tively stable secular growth. The producer aims to main

tain this performance level and meet stockholder's 

expectations in order to keep the equity values intact. 

If earnings performance falls short of investors' desires, 

capital gains potential may not be enough of an offsetting 

incentive to get stockholders to keep their shares. 

Oligopoly Pricing 

'l'he producer's pricing strategy is dictated by his 

unit costs and investor's expectations. If either of these 

rises, he must increase prices to retain profits. 'If he 

is unable to retain profits at a level demanded by the 

market, he will suffer declining equity values. Either 

he must increase prices to retain profits or he must 

reduce retained earnings (if any) and allocate more to 



58 

equity dividends when market returns expectations rise. 

However, the latter option can only be temporary because 

cost of capital is rising due to inflation and technological 

advances. It is prices that must respond. This relation

ship between his standard volume output decisions and the 

market's demands for a certain target rate of return is 

what is alluded to by Davidson (1972). Not only are his 

equity holders demanding a market rate of return, but his 

debt holders require profit assurances also. With escalat

ing capital costs, financing becomes more necessary each 

time new equipment is purchased. The lender penalizes the 

producer for poor performance in past earnings or poor 

prospects for forward earnings. These forces combine to 

direct the producer to price aggressively to cover costs 

and make a normal return, not necessarily to respond to 

demand. The pressure on prices is from the producer's 

side, not the demander's. Consumer demand is of minor 

importance in the creation of prices for these goods. 

Movement in their prices is supplier instigated. Therefore, 

a measure of inflation must use the flow-supply price to 

find an appropriate guide to inflationary tendencies in 

oligopolistic markets. The cost side pressures are what 

become the phenomenon we call inflation. This philosophy 

underlies Eckstein's (1981) core inflation theory. Unfor

tunately, he limits the causes to labor contracts alone. 

All inputs must be considered. 
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An inflation measure actually attempts to quantify 

the underlying pressure that creates the ultimate price. 

In the case of the oligopolist, pressure for movements in 

his prices comes from alterations in his labor and mate

rial costs and from his perception of the profit he must 

make to satisfy stockholders. To measure the sources of 

inflationary pressure; the following approach is appropri

ate. 

In the first place, unit labor costs are obtainable 

through output data and industry labor contract information. 

Comparing year-to-year unit labor costs will show the 

trend in this portion of average unit costs. Taylor et ale 

(1972) found this aspect of cost to be most price relevant 

in the long run. Eckstein (1981) used only labor costs. 

The producer must plan his output based on these industry

wide costs. Knowing the productivity of labor, unit costs 

at various capital utilization rates are easily calculated 

by the producer. Because he prices primarily to cover 

cost, the changes in his major costs, such as labor, will 

forecast changes in his prices and/or output. 

The second factor, material costs, were found by 

Taylor et ale (1972) to be very significantly related to 

price movements in the short run and the most important 

price influence overall. Therefore, a measure of infla

tion should include a factor for material price movements 

as the key short-run determinant. This factor is actually 
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a vector of changes in material list prices for major inputs 

inputs to the oligopolist. Overlooking this inflation 

source has reduced Eckstein's (1981) inflation to a wage 

inflation. Variances in material costs significantly 

effect input costs. To limit this cost risk, producers 

contract for them well in advance of production. Ignoring 

material costs gives Eckstein's core measure its long-run 

stablity and is a misleading oversimplification of infla

tionary forces. 

Material costs are easily obtained from producer's 

published data for selected inputs. Because the principle 

of derived demand is clearly operating in resource pricing, 

input material prices reflect a broad spectrum of changes 

in relative supply and demand interactions in the economy. 

One producer's input prices are certainly dependent on the 

supplier's overall demand. Measuing inflation requires the 

use of costs to more accurately account for the inflation

ary effects of excess demand. The inflationary effect of 

transitory or "shock" events felt in the demand market due 

to outside influences are discounted by market participants 

according to Eckstein (1981). Prices will reflect those 

events only after a long time. The appropriate way to 

allow for consumer price changes is through the use of 

derived demand as reflected in costs. In the short run, or 

one production period planning horizon, the input material 

price vector is the single most important consideration for 
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price/output decisions. This vector should be the greatest 

weighted element- in the oligopolists' inflation measure. 

Productivity of labor can significantly affect 

the real wage bill in relative output terms, therefore, an 

annual productivity measure should be incorporated in the 

wage calculation to account for the productivity trend. 

Such an aggregate figure is available in BLS data. 

The profit required by stockholders is a long-run 

pricing influence. Return-to-equity demands are industry

wide and longer term. They depend on the overall economy's 

performance. Therefore, they only enter the inflation 

measure as a factor for the pverall economy and have-little 

to do with inflation in any individual industry or market. 

Combining the labor and material price movements 

provides a measure of inflation in the oligopolist's 

market. Demand forces are allowed to play only an indirect 

role in price determination through pressure on resource/ 

material costs. The oligopolist estimates his forward 

market demand prior to production, so his prices do not 

tend to fluctutate a great deal at the time of delivery. 

Many are contracted and many are posted far in advance of 

delivery, e.g., automobiles. Therefore, inflation in the 

economy generated by oligopolistic producers must be a 

flow-supply price-based inflation. 
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Conclusion 

In summary, this discussion suggests that for 

oligopolistic industries, the price formation process is 

very rigid. With the general debt/equity market dictating 

the oligopolist's required profit margin, contracted input 

costs are a critical element in identifying what will be 

his prices. This is completely consistent with Eckstein 

and Fromm's (1968) conclusion. Therefore, the proposition 

is clear that the appropriate price to measure, when 

measuring inflation stemming from this type of production, 

is the oligopo1ists' flow-supply price. Even if the firm 

has spot market resales of its output, this spot market 

price has a minimal influence upon the flow-supply price. 

Oligopolies are the most prevalent structural form of 

industry in the United States. Therefore, the oligopo

list's flow-supply price should be a very important factor 

in the aggregate inflation measure. The discussion in the 

next chapter involves the three other traditional types of 

firms. The way their prices are formed and their output 

determined is also indicative of the appropriate price to 

measure in those markets. 



CHAPTER 4 

INFLATION ORIGINATING IN MONOPOLY, 

SERVICE, AND COMPETITIVE MARKETS 

As was pointed out in the previous chapter, spot 

and flow-supply price analysis is relevant for discussion 

of all market organizations. The oligopoly was detailed 

there. The market structure of monopoly, service, and 

competitive organizations is also important. Again, a 

consistent pattern of price formation dominant within each 

type is identified and the appropriate price to use when 

constructing an inflation measure is pointed out. Regu

lated industries are discussed first. The discussion 

emphasizes that these industries use flow-supply pricing. 

Utilities are an example. Demand plays an insignificant 

role in price formation. Even the so-called "competitive" 

sector does not rely on .the demand-supply interaction of 

spot markets to determine prices. Flow-supply pricing 

dominates spot market activity in both sectors. Only the 

service sector incorporates a direct role for spot markets 

in the price formation process. The service sectors' 

distinctly different pricing process results mainly from 

its short-run production p~riod. 

63 
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Regulated Industries 

The term "monopoly" implies a single provider of a 

good or service in the absence of competition. To illus

trate such a business, the electric utility is used. This 

is justifiable because utilities are important to the econ

omy and they are the best examples of regulated industries. 

In reality an element of "monopoly" occurs in many market 

situations other than utilities. However, these market 

monopolies are of such minor significance that their impact 

is swamped by the macroeconomic data. (Specifically, the 

small local producer or retailer who has "captured" a 

market is often cited.) To understand their pricing and 

to gain an insight into the price to use when designing 

an inflation measure for this type of production environ

ment, the economic and legal nature of the utility must be 

discussed. A combination of these things dictates the 

manner in which prices are formed. 

The major. utility supplies a service product. As 

a sole provider of that product, strict licensing and 

governmental review procedures are built around the utility 

to limit its ability to alter prices or restrict output. 

The intention of the franchising authority is to provide 

the consumer with some measure of protection against text

book "monopolistic practices," specifically, price dis6rim

ination, output restriction, and arbitrary pricing. In so 

doing, the authority actually dictates the type of price 
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formation process that the utility will use. Because 

utilities must seek permission of the oversight body to 

alter prices, they are forced into a price justification 

mode of operation. In every case, the producer must show 

that he needs a price (rate) hike to cover costs and retain 

a certain consistent rate-of-return. This form of pricing 

is definitely flow-supply. 

Utility Pricing Process 

Flow-supply pricing is cost-based pricing. A 

utility's product is one that cannot be conveniently 

resold. Its production cannot be turned on and off easily, 

therefore, altering prices when demand changes is not a 

simple matter. Consumers are physically connected to the 

service source so the utility's demand is well defined. 

The demand is highly price inelastic because of few close 

substitutes; therefore, the level demanded does not 

fluctuate greatly. The supply is also well known. The 

utility has complete control over the total output schedule 

because it has no competitors. The individual firm's 

supply schedule is the market supply. Costs are the prime 

basis of rate adjustment hearings. Applications for 

increases always are supported by evidence of cost 

increases and the necessity to maintain a certain level of 

return to stockholders. Clearly, this is a flow-supply 

pri~ing environment. 



66 

Cost Basis of Prices 

In the utility sector prices are not responsive to 

short-run demand fluctuations. The producer is expected to 

acquire adequate capacity to serve the peak load demand 

requirements. To acquire, update, and maintain this 

capacity, the firm seeks funds from capital sources that 

expect a "fair" rate of return. As a result, the utility 

must be able to acquire adequate revenue to provide that 

return. Their task is not to price a product or alter 

output based on unit costs and expected demand, but to 

convince a governmental regulatory authority that a rate 

increase is necessary to assure future funding. Costs and 

return are the only elements necessary to convince the 

regulators of the necessity for rate increases. Interact

ing market supply and demand do not play an important role. 

As long as the utility can demonstrate a" future demand 

growth or a need for replacing old equipment, it does not 

need to price in response to current market demand. 

The utility has input costs and fixed facilities 

financing expenses that are contracted much the same as 

oligopolists. Therefore, the same arguments about flow

supply pricing hold for regulated utilities. In fact, the 

utilities profit margin is even more rigid than is the 

oligopolists' margin. Because the utility produces for a 

forward market, it determines prices far in advance. The 

rate regulator ensures that these prices are publicly set. 
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Demand changes 9?nnot alter output prices without prior 

approval, so alterations in spot market conditions will 

affect forward prices only indirectly. For an inflation 

measure of goods produced by regulated utilities, the 

economically appropriate price to use is a flow-supply 

price. In particular, the producer's appr~ved rate struc

ture is the flow-supply price which should be used to 

create a measure of inflation for this sector. This is a 

flow-supply price and is relatively stable. Because 

alterations in cost are not built into those rates until 

after the fact, the rate structure reacts slowly. Infla

tionary pressure has already been acting on costs before. 

the structure changes. This is precisely the error 

encountered in justifying the use of such a measure in 

currently employed inflation indexes, i.e., the CPl. 

Again, the appropriate inflation measure requires an input 

cost vector. Labor, material, and profits are the mea

sures needed. Together they are the inflation-measuring 

flow-supply price. 

The Competitive Sector 

Many goods produced for sale are generated in a 

production environment referred to by microeconomists as 

competitive. That is, the industry is characterized by a 

large number of producers selling identical products. 

Farming is an example. As a result, no one producer is 
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said to have any direct influence upon price because he 

supplies so small a portion of the total output. The com

petitive producer is completely dependent upon the market 

to determine the price for his commodity at the point of 

delivery. His costs and profits are assumed to be irrele

vant to short-run pricing. Again, short-run implies a 

single production period. Yet this is a very naive view. 

Even short-run production decisions must be made with an 

eye to covering costs .. This is clearly the reason for the 

existence of organized futures markets and contracts. Risk 

in market pricing will not be borne by the producer if he 

can pass it on to someone else. His decision criteria is 

simple. Like oligopolists he knows his input costs because 

many are contracted well in advance of production. The 

producer must make a return on his investment either to 

satisfy his creditor (banker) or himself or both. Other

wise, he will sellout and invest his capital in another 

income generating endeavor. The futures contract conven

tion allows him to make this choice rationally. Futures 

contract prices are widely publicized, so even non

participating producers reduce their forward price risk by 

these published prices. To accept the notion suggested in 

microeconomics texts that the more competitive producer is 

a passive price-taker and casually delivers his product to 

a market where demanders will determine the price he 

receives, is to disregard reality. 
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Competitive Pricing 

The major difference between this producer and the 

former two is the fact that his output level will have no 

effect on the market price. In the case of oligopolists 

and monopolists, their output decisions affect the market 

price because they represent either all or a major part 

of the total supply. Their output manipulation does 

affect the forward price and market conditions. The com

petitiveproducer's output does not. This makes him a 

price-taker in a sense, but he is not passive. He can 

select alternative output forms or elect not to produce 

in a particular period. Crop rotation is a common response 

to unfavorable forward market expectations, as well as a 

production necessity in farming. The producer does care 

what his level of profit might be. Because input mixes 

are under his control, he manipulates them to maximize his 

returns (or minimize his losses). Therefore, the appro

priate price to measure for competitive producers is also 

the flow-supply price. Labor costs adjusted for pro

ductivity, fuel, machinery, and input costs are the major 

items which combine to influence his decision about the 

level of output he will produce. Other producers in this 

industry face similar costs and similar output choices. 

The result is a market price dependent partially on demand 

but mostly upon supply conditions. Inflation forthcoming 

from competitive industries is based on rising costs. 
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Service Sector 

Certainly one of the most important sectors in the 

economy is the services sector. No output is more sensi

tive to changes in market demand and supply conditions 

than services. The major reason for this responsiveness 

lies in the sector's labor intensiveness. In addition, 

many service producers are very small and dependent upon 

a market determined price. With little or not effect on 

supply through his individual actions, there will be no 

response in prices to individual producer's output varia

tions. Producers are largely dependent upon the market 

price. They tend to be small and labor intensive, so their 

costs are not very rigid. Their inputs are more "vari

able." Many inputs are purchased on an "as needed" basis 

through a wholesale distributor. As a result, production 

volume is variable and easily turned on and off. 

Some service business are less flexible than 

others. The more rigid ones are larger firms with large 

salaried staffs or sizable fixed investment facilities 

(banks, for example). None-the-Iess, they are also respon

sive to market supply and demans signals. They price in 

a more formalized manner than do the services with more 

flexibility but they are forced to alter output levels 

when demand changes. Flow-supply pricing is the initial 

price formation method but spot market conditions affect 

the prices directly. 



There are two avenues of consideration in the 

service sector. Small businesses are important due to 

their enormous numbers, and spot market prices are influ

ential in the pricing process. Large service businesses 

rely on flow-supply pricing initially but the spot market 

conditions playa direct role in determining the level of 

output of these service firms. 

Pricing in Service Industries 

This sector is unique among the economy's produc

tive sectors. Demand is an important element in the 

ultimate output-price combination of the sector. In all 

of the previous cases, the importance of demand was mini

mized. Again, the reason can be found in the nature of 

contracts and production time. 

Few inputs for service industries are contracted. 

A high proportion of labor is commonly used relative to 

capital and material. 

tend to be limited. 

Therefore, financial contracts 

Coupled with fewer contracts, the 

production period is also a factor. Production time 
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tends to be instantaneous with respect to delivery. 

Barbers produce and deliver simultaneously. Hair stylists 

do too. This allows the risk element of time to diminish 

price risk to zero. That is not to say competition is 

enhanced by risk diminuation. A standard fee schedule is 

used for most services and unionization increases price 
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rigidity to a great degree. Rather than price competitive

ness, there is more likely price rigidity. 

In the larger service firms, less price rigidity is 

evident. Banks are quite price competitive and so are 

insurance companies. In these industries, an element of 

demand responsiveness along with the cost elements must 

be incorporated into any inflation measure. The current 

or spot market may actually determine some prices. For 

example, the national trailer rental firms publish prices 

for one-way rentals. However, if a lower figure is quoted 

by anyone of them, the others immediately match the quote. 

Such demand responsiveness is indeed a rare commodity in 

most markets, but common in services. 

Measuring Excess Demand Influence 

There are a limited number of ways to quantita

tively measure the degree of excess demand 'pressure in a 

market at the aggregate level. None of them is particu

larly satisfying. Excess capacity measures are sometimes 

used to quantify the level of excess demand. However, the 

figures available for such a use are highly suspect. 

Capacity measures routinely overstate the actual utiliza

tion rate due to lags in reporting of added capacity 

through investment. 

A second alternative way to estimate excess demand 

pressure is to follow the line of reasoning that when 
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demand for a good diminishes relative to supply, the pro

ducer will reduce his workforce producing the good. This 

response has special appeal in the service sector. Being 

labor intensive, the producer will simply reduce his work

force when he perceives a softening of demand for his 

service. Figures on employment are readily available for 

the whole service sector, as well as individual industries. 

However, this approach also has difficulties. Inflation 

measures are measuring price changes, not employment 

changes. Generally, they are not synonymous. Therefore, 

measures of employment level changes are not useful in 

inflation measures. 

The best measure of excess demand in services is 

consumer prices. Excess demand measures must take account 

of spot market influences. Consumer prices are the appro

priate prices to include in an inflation measure for spot 

markets. The application of consumer prices suggested here 

is limited to a specific class of items. Only service 

prices are sensitive .to short-run demand changes and 

reflect these changes quickly. Therefore, consumer 

prices can reflect a degree of excess demand and do 

represent price responses by producers of these services. 

Conclusion 

Four sectors have been identified. Three are 

heavily influenced by flow-supply pricing. Only the 
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services sector prices are influenced by demand conditions 

in the spot market. In all, the four sectors represent 

the output of goods and services in the whole economy. 

Properly represented by the prices that reflect inflation-

ary pre~sure in each sector, the sum of these prices 

actually measures the level of inflation in the economy. 

The following chapter details a comparison of the proposed 

measure of inflation with conventionally viewed measures. 
, 

The CPI, WPI, and GNP deflator are discussed. The advan-

tages of the proposed measure are evident. 



CHAPTER 5 

COMPARISON OF THIS INFLATION MEASURE 

WITH EXISTING MEASURES 

This chapter discusses the differences between the 

inflation measure proposed and existing measures. The 

discussion stresses the differences based on two aspects. 

First, there is a major variance in the approach used to 

develop this inflation measure and the approach used by 

currently employed ones. Currently used indexes do not 

select the actual measured index on the basis of the way 

prices are formed. They are selected with primary emphasis 

on their appropriateness from a statistical point-of-view. 

Economic theory is clearly a secondary or non-existent 

notion in these indexes. The second aspect of evaluation 

evolves from reviewing existing criticism of the current 

measures and discussing the advantages which this proposed 

index has in solving these problems. 

The existing measures, the Consumer Price Index 

(CPI) , the Wholesale Price Index (WPI) , and the Gross 

National Product (GNP) deflator have serious bias problems. 

From an economic theory point-of-view they are appro

priately designed as inflation measures. This is not to 

suggest that appropriate statistical considerations should 
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not be made, only that in construction of the inflation 

index, statistical considerations should be secondary to 

sound economic theory. These priorities have been reversed 

historically. That has resulted in confusion over the 

source of the recognized biases. Faulty statistical 

procedures have been blamed for measurement problems; 

when the blame lies with faulty application of economic 

principles. 

The Basis of Existing Measures 

All presently used inflation measures are founded 

on either of two statistical bases. They are either 

Lasperyes or Paasche. indexes. Lasperyes type indexes 

identify a base period commodity bundle (Qo) and measure 

its price at the base time period (Po). The quantities of 

each item in this commodity bundle are considered fixed for 

each subsequent observation period. Prices of this bundle 

in subsequent periods are cQmpared to the base period price 

to arrive at the relative price index level. This is the 

nature of a fixed-base weighted index. 

A Paasch index is also a fixed-weight type but 

the weight is established on the basis of current period 

commodity bundle configurations. The current weighted 

bundle is then priced at a base period price and subsequent 

period prices of this bundle are compared to the base price 

to arrive at the price index. 
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Paasche indexes are not as widely used as 

Lasperyes indexes, but they have some advantages; Because 

the actual applications are more important than just the 

theoretical structure of these economic tools, both aspects 

are disscussed here in context of particular applications 

of each. The CPI is an example of a Lasperyes index and 

the GNP deflator is by and large a Paasche one. The 

wholesale price index is alo a Paasche type. They are 

discussed in some detail because all (espcially the CPI) 

are widely used as inflation measures. The past work 

on inflation has been primarily concerned with biases 

to which the existing price indexes are susceptible. In 

the spirit of Eckstein's (1981) core inflation, the mea

sure proposed here is theoretically appropriate and that 

allows the measure to avoid some of the biases found in 

the others. 

The Consumer Price Index 

As a Lasperyes index, the CPI is a fixed-base 

weight type. The index is calculated by the United States 

Department of Labor's Bureau of Labor Statistics. They 

have also been primarily responsible for development of 

the CPl. 

The base weight is determined by sampling a large 

number of urban family households every 10 years. The 

buying patterns of these households are aggregated to 



arrive at a "representative" consumption bundle. Both 

the items in this bundle and the weight of each item 

relative to the whole bundle is established by an averag

ing process across all the units surveyed. The process 

is large and lengthy. Three years after the survey, 
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an index is produced with the new commodity bundle weights 

and these bundle weights are used for the next 10 years. 

There are interim adjustments made to the bundle during 

the period to account for changes in availability of 

goods, but basically the proportionate quantities in 

the consumption bundle I;'emain fixed for 10 years. This 

f?ct poses several major problems for the CPI from an 

economic theory point-of-view. They will be discussed 

later in this section. 

Once the "representative" bundle has been estab

lished, prices in the base period are measured and the 

base period index is compiled. The price of each of 

the commodities in the bundle is measured monthly by 

a team of data collectors. Thereby, the index movements 

are obtained. The sampling process is founded on 

statistical bases and the literature on the CPI stresses 

the statistical side of the CPI's Problems. No one can 

argue with the importance of appropriately measuring the 

item. However, the economic theory behind the economic 

being measured is important also. Appropriate statis

tical,measures of the event can be made once a 



theoretically sound sample is selected. Arguing about 

the appropriateness of the survey sampling technique, 

data collection, or substitution of goods in the bundle 

is important only if the item being sampled is an econo

mically appropriate gauge of the economic phenomenon 

intended to be measured. 
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The CPI is not an economically appropriate measure 

of inflation. In the CPI, the rate of change in prices 

faced by a restricted consumer group is being measured 

and that measure is used to represent the movement of all 

prices in the economy. This is not theoretically justi

fied. As a consequence, the CPI has many detractors. 

Some of the "problems" of the CPI will be discussed to 

illustrate its inappropriateness. 

Problems 

The literature on the CPI is legion. The BLS 

publishes a great many papers on the construction and 

maintenance of the CPI (U.S. Department of Commerce, 

1969, pp. 47-52). Papers criticizing the CPI are published 

both inside the BLS (Pollak, 1971~ Triplett, 1975) and 

outside the BLS (Karnosky, 1974, pp. 2-8). Without 

exception, the criticism centers on the inappropriateness 

of the CPI as an accurate inflation gauge because of 

alleged statistical problems. No one discusses the 

CPI's inappropriateness with regard to economic principles. 



A consensus of the criticism can be summed up in the 

following three biases: (1) sampling bias, (2) substitu

tion bias, and (3) quality bias. 

Sampling Bias 

The sampling bias problem involves the alleged 

inappropriateness of taking the decadal survey from only 

urban areas. Rural households exhibit markedly different 

spending patterns from their urban co~nterparts. This 

pattern difference reflects both demand variations and 

product availability differences. The index does not 

re:present rural consumers.· 

A second form of sampling bias is age bias. 

Little attention is paid to this problem, but this is an 

issue of importance. The "respresentative" commodity 

bundle is one purchased by a middle-aged couple with 

two sub-teen children. Therefore, elderly consumers are 

generally misrepresented. Again, statistical theory dic

tated the sample.bundle selected, whereas economic theory 

suggests a need for different commodity bundles for 

different social groups. Economic theory also suggests 

a need for wider participation of households sampled, 

if the index is ultimately to be applied to determining 

income for groups other than the urban family of four. 

Clearly, social security recipients, pensioners, and 

rural poor are importantly affected by the index results 

but they are not included in its determination. The 
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BLS estimates that more than 55% of all incomes are 

currently tied to movements in the CPl. Therefore, 

these three groups' benefits are directly tied to an 
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index that is grossly remote from their consumer price 

experience. Of course, the effect can be either favorable 

or unfavorable. 

Substitution Bias 

A more serious problem leads to the alleged sub

stitution and quality biases: that is, the decadal cost

of-living surveys take place so infrequently that they 

fail to account for rapidly changing expenditure patterns 

brought on by relative price movements and product configu

ration alterations. The argument suggests a need for 

more frequent sampling. 

When the price of a good changes, principles of 

economics tell us that the rational consumer will alter 

his spending stream to take account of the relative price 

change. With a fixed budget, he must remain flexible 

in his expenditure pattern and increase the quantity of 

goods and services purchased when the prices of them 

become relatively lower than substitute items. When 

the prices rise, he must reduce spending on those goods. 

The CPI makes an implicit assumption of constant income, 

so it should allow substitution over time. It does not. 

Although critics have recognized this shortcoming, no 



viable solution has been proposed. Clearly, the problem 

originates in economic theory not in statistical theory. 

Until this is recognized, a solution is not possible. 

Substitution bias occurs in a second manner. 

Consumers' tastes and preferences are not constant, 

therefore consumption patterns change even when relative 

prices have not changed. Fashion and fads change quickly 

and capriciously. So spending patterns fluctuate to a 

considerable degree. Fixed-weight indexes do not allow 

for changes in base quantity values. Therefore, the CPI 

is vulnerable to criticism from observers of spending 

pattern changes. 

Quality Bias 

The CPI is criticized because its fixed-base 

nature does not allow consideration for variation in 

the quality of goods. When quality or, for that matter, 

the basic nature of a good or service changes, the price 

of the item no longer represents the price of an item 

originally included in the bundle. The actual item has 

changed. The item may be a higher quality good at the 

same price or a lower quality item. If the quality 

improved, the consumer is gaining greater benefit per 

expenditure. If it declined, the benefit is reduced. 

Clearly, evaluating a change in the quality of goods 
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and services is extremely difficult. However, to obtain 

an accurate price index, some accounting for differences 

should be made. 
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Similarly, when the basic nature of the item 

changes, the index is no longer measuring the same bundle 

and the index numbers are, technically speaking noncom

parable period-to-period. The constant revision of the 

base quantities required to overcome this problem make 

solution of this bias prohibitively expensive. The nature 

of a more finely detailed index requires its constant 

revision. 

All things considered, the CPI probably comes 

closer to being a COL measure than any of the other 

indexes. The purpose of a COL measure is to obtain a 

measure of the overall cost-of-living. The CPI measures 

some aspects of the costs-of-living in the consumer sector, 

but the CPI fails to incorporate important aspects of 

cost in the production sector. Resource costs are an 

important consideration in the debate over sonservation 

vs. use. Implicit costs incurred due to resource exhaus

tion are totally ignored by consumer price measures. Yet, 

they are a part of the cost-of-living and should be 

incorporated into measures of price changes. 



Gross National Product Deflator 

The GNP deflator is a second price measurement 

device employed widely in the United States. It is more 

or less a Paasche-type of index. Using current output 

bundles as the quantity factor, then comparing current 

prices of these bundles to past prices, the deflator is 

generated. Several major differences exist between the 

CPI and the deflator, including the way they are con

structed. 

First, the deflator is an output price measure 

instead of a consumer demand measure. This difference 
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makes the CPI and deflator .noncomparable in many respects. 

Although the CPI is a demand measure, the deflator is a 

supply measure. Because the appropriate measure of 

prices is one which considers both the supply and demand, 

neither index by itself is fully reflective of the exchange 

prices. This dissertation argued previously that basic 

economic principles dictate the necessity for consideration 

of both spot market (demand influenced) prices and forward 

market (cost and production environment influenced) flow

supply prices when constructing an economically appropriate 

price index. Exclusion of either is a mistake. Yet neither 

widely accepted inflation measure explicitly includes them. 

The CPI measures posted final prices while the deflator 

averages reported output prices. As a demand measure, 

the CPI should make explicit re.cognition of the relative 
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weights accorded spot market determined prices compared to 

cost~based flow-supply prices. The weighting scheme should 

be based on demand influenced criteria. Likewise, the 

deflator should make clear which prices are demand deter

mined and which are flow-supply price determined so prices 

can be appropriately weighted in the output summation 

process. However, the deflator does not do this, so it is 

no better than the CPI in that respect. 

The deflator gets its name from the fact that it 

takes measures of GNP and deflates the prices of these 

measures. Vectors of component outputs of the GNP are 

summed by attaching current weights to the vectors repre

senting current outputs. The individual components within 

each vector have fixed weights established in the base 

year. Essentially, the deflator calculates the current 

weighted output in base period prices and compares that 

value with the current priced Gross National Product 

(U.S. Department of Commerce, 1969). No explicit consid~ra

tion is made of the influence which demand might have on 

prices. One can assume that output prices move in response 

to demand, but spot markets are clearly ignored by this 

theory. So the influence of demand is long removed from 

the deflator's prices if demand is considered at all. 

This is a shortcoming of the deflator. There are some 

additional differences between the deflator and the CPI 

which warrant mentioning. 



86 

As a Paasche-type index, the deflator is structured 

differently than the CPI is structured. Using current 

output weights instead of base weights, the deflator avoids 

one of the criticisms leveled at the CPl. The deflator 

accounts for current output mixes rather than past ones, 

but this does not eliminate the problems of substitution 

and quality bias that were pointed out as plaguing the CPl. 

Pricing today's output bundle in previous period's prices 

is somewhat misleading, but not as misleading as pricing 

a previous period's consumption bundle in today's prices. 

The basic fixed-weight character of both the CPI and the 

deflator lead them to these'problems. However, the 

Paasche-type index can be shown to be superior to the 

other in this regard, because current weighted indices 

more accurately reflect current markets. In the deflator, 

the output bundle is not a consumption bundle. Therefore, 

what the deflator gains in appropriateness of time frame, 

it loses in appropriateness of application. The general 

application of any index purported to measure inflation is 

for use as a guide to determining real variable values. 

Real GNP, real income, real money supply and real interest 

rates are important economic indicators. They all rely on 

some measure of the movement in the general price level to 

calculate their values. With regard to broad measures like 

real GNP, the deflator is appropriate, but for specific 

applications such as the real money supply or real income, 
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the deflator used should be an index designed to take 

account of real economic events, based on appropriately 

identified economic principles. If the nominal money 

supply affects prices, we should know which prices it 

effects and how they are affected. The answer to these 

questions lies in finding a truly representative measure 

of inflation. This includes one that employs economic 

principles to define the appropriate prices to follow and 

measures them in a statistically accurate way. The GNP 

deflator is simply an aggregation of available data. The 

deflator relies on no useful or defendable selection cri

teria. Therefore, the GNP deflator is basically no better 

than the cpr for use as an inflation measure. 

Wholesale Price Index 

The final index to be examined is the Wholesale 

Price Index (WPI). The WPI suffers from many of the same 

ills which haunt the CPI and the deflator. The WPI too 

is a Paasch-type index, weighting the factors in current 

terms then creating the index backward in time. However, 

it is an input index. The WPI measures the movement in 

prices paid by producers. Obviously, the WPI is looking 

at part of the flow-supply price. That is a good feature. 

The problem is that the WPI does not measure the inputs 

in any theoretically consistent way. The index is made up 

of input costs voluntarily released by producers. The 
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samples are random and inconsistent. Being voluntary, 

they are statistically suspect data. No procedure exists 

for verifying the input cost data by any independent agent. 

Sometimes, data is made available down to the tiniest part. 

At other times, only gross figures are released. The BLS 

merely sums the available input figures and weights them. 

This is the published WPI. It is not a COL measure but is 

argued by some writers to predict future CPI movements. 

That is not the case. The WPI includes only some of the 

input measures necessary to arrive at a cost index of 

eventual consumer goods. In addition, the goods and 

services measured in the CPI would have to be the same 

ones in the WPI. They are not. 

The WPI has the same substitution, quality and 

sampling biases that are found in the CPl. Nevertheless, 

the usefulness of the WPI as an inflation measure may be 

greater than either the CPI or the deflator. Input costs 

weigh heavily on the oligopoly, monopol-: and competitive 

segments of the economy, therefore the wholesale price 

indices generated at the detailed cost level can be useful 

in measuring inflation. However, the overall index is not 

the appropraite inflation gauge to use for forecasting 

inflation in the aggregate. 



An Economically Appropriate 
Inflation Measure 

The alternative approach to the measurement of 

inflation is designed to address the major failings found 

in the CPI, deflator, and the WPI. As suggested in the 

previous sections, the inflation measure should be based 

on appropriate economic principles and be consistent with 

Eckstein's (1981) approach. The proposed measure is 
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broader than the CPI because this measure includes sectors 

other than the consumer sector. It is more appropriate 

than the GNP deflator because the proposed measure measures 

overall inflation based on selected prices. It incorpo-

rates parts of the WPI and CPI in a single measure. Prices 

are used only when economic theory suggests that they are 

the appropriate ones to use. Prices are not selected for 

inclusion solely because they are unavailable. 

The proposed inflation measure uses a fixed-base 

form similar to the others. It uses 1979 GNP data to 

determine weights. Because a strong case has been presented 

in favor of current base-weighted indices over base-period 

weighted ones, a Paasche type construction has been used 

for this measure. The proposed measure requires current 

updating of the weighting proportions each period the 

measure is recalculated, but this is not a major problem 

for aggregative indicators. The output-consumption mixes 

do not show great short-run variation in the aggregate. 
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Criticism of the CPI on the basis that it is not updated 

often enough stems from the fact that the cpr is a narrowly 

applied consumption set, restricting substitution. Broader 

based measures need less frequent revision of their weights 

due to their absorption of some substitution by the nature 

of their broadness. In addition, this method does not 

exacerbate sampling bias. The sampling proglems inherent 

in the CPI are reduced in this inflation measure because 

the sampled prices come from all sectors of the economy 

and represent no particular age or income group. They 

are not restricted to the demand side of the economy. 

Prices used in this measure are selected due to their 

representativeness as appropriate price level determinators 

in the aggregate economy. 

The problems of substitution and quality bias are 

similarly substantially reduced by the proposed inflation 

measure. Prices are selected for inclusion dependent upon 

whether they are the consequence of demand-influenced spot 

markets or cost-dominated flow-supply pricing processes. 

Basic principles teach that producers respond to changes 

in cost and demand factors by altering output levels and 

changing input mixes. In very short-run periods, relative 

prices will adjust to clear a market but these changes too 

will be reflected quickly in input and output variations. 

Quality changes also are observed by producers and input 

mixes change to accommodate them. 



The wayan appropriately specified measure esti

mates substitution bias and accounts for quality changes 
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is through the adoption of the principle of derived demand. 

The heavy reliance which the inflation measure places on 

flow-supply prices results from the fact that producers 

expected forward prices must exceed input factor costs. 

This expectation comes from the producer's predictions 

about the forward market for his output. Translating this 

expected demand into demand for inputs creates the market 

for resource factors and influences their prices. Measur

ing the flow-supply prices amounts to measuring demand 

pressure on scarce resources. This is the essence of cost

induced inflation. Consumers switching from one product 

to another due to changes in relative prices will result 

in variances in demand pressure on resources. Fads, dis

continued product9 and quality changes will similarly be 

reflected through flow-supply prices. The proposed measure 

addresses the bias problems through application of sound 

economic principles rather than through reliance on 

improved statistical sampling methods; thereby, the measure 

addresses the real problem. The proposed measure is 

superior to existing measures because it is truly measuring 

the inflation phenomenon. It is not measuring the conse

quences of inflation but inflation itself. The difference 

is paramount to an appreciation of the proposed inflation 

measure. 
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Use of the Measures 

In practice, the CPI and the deflator should be 

called "consequential measures." That is, they are the 

consequence of attempts to measure something other than 

general inflation. The CPI was designed to measure move

ments in the prices paid by urban consumers. Actually, it 

is used as a much broader measure than that objective 

implies. The BLS points out that their objective in 

calculating the CPI is narrow but because of its wide 

acceptance, the CPI is applied as a broad measure of 

movement in prices in the overall economy. The CPI is 

an inflation measure, simply as a consequence of it~ being 

accepted as one. 

The GNP deflator is in much the same category. It 

is generated from available data and then published as an 

indicator of output price movements. The deflator gains 

its acceptance as an inflation measure by the mere conse

quence of its being made available. 

The proposed measure is designed to measure 

inflation at the aggregate level. Applying the basic 

principles·of economics to the task of developing a 

measure, it actually is an aggregate inflation measure. 

This is clearly an advantage over indices currently used. 

Chapter 6 details the actual construction of the 

proposed inflation measure. The departure of this model 



from the one proposed by Eckstein (1981) will make clear 

the wider application of this measure. An actual example 

will show how easily such a measure could be generated. 
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CHAPTER 6 

MODEL OF THE PROPOSED INFLATION MEASURE 

This chapter presents an actual model of the 

proposed inflation measure. The model incorporates all of 

the elements of inflation previously discussed and inte

grates them into a single measure. The sources of infla

tion in the general price level are defined in the previous 

chapters as both flow-supply or cost-based and as demand 

influenced. Therefore, the model utilizes both sources in 

its construction. These represent the polar extremes of 

the literature on microeconomic price formation. Both 

necessarily must be considered in any attempt to seriously 

measure price movements. Beyond consideration of any more 

than a single product, both forms of price influence con

tribute to price formation. 

Conceptually, the approach suggests combining 

price inflation influences from a set of flow-supply price 

sources (X) and a set of demand-influence sources (Y). 

It is combined: 

K = f(X) + g(Y) 

where K is the inflation measure of the form 8: [i.e., the 

change in the general price level over time (8P) divided 

by the current price level (P)lr f(X) is a function 
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representing the concentrated industries with flow-supply 

based pricing elements, and g(Y) is a function representing 

demand-influenced pricing elements. By proposing the 

relationship in this form, the theory suggests that there 

is no interaction between flow-supply and demand factors. 

In the strictest sense this may not be true; however, in 

the aggregative process their roles are separable. 

The Model's Basis 

The actual model is a highly stylized version of 

the theoretical concept herein developed. This means that 

the model is presented for demonstration purposes rather 

than for purposes of determining the best form of the 

model. Two reasons exist for this qualification: 

1. The specific choice of which prices to include in 

the data set is subject to considerable debate. 

The data sets limit the field of choices that can 

be used to calculate the inflation measure. The 

Government's data-gathering organs do not collect 

data on the basis of desirability, as much as on 

the basis of availability. In addition, the data 

that exist are in forms not useful for monthly 

aggregation in many instances. Actual data used 

must be available in a long monthly series. 

2. The problem of aggregation is a difficult one. 

Wholesale input prices and wage rates must be 



96 

combined with demand influences using a weighting 

process determined by gross output-consumption 

coefficients. Statistical estimation errors 

introduced by this process are widely recognized. 

Five separate sources of inflation were identified. 

The f(X) sectors include the fix-price-type industries as 

well as flex-price-type ones. The oligopolistic industries' 

(0), the regulated industries' (M), and competitive indus

tries' (C) prices were shown in Chapter 4 to be heavily 

dependent upon costs. The demand-influenced goods' prices 

were shown to be concentrated in the service industries (S). 

That influence or. the general price level is enhanced by 

the effect of government spending. The demand-pull type 

inflationary pressure found in the economy is due in large 

part to the demand from government sectors. The contribu

tion to demand-influenced inflationary pressure from 

government (G) is most appropriately measured by the 

changes in expenditures at the federal level. Adding this 

factor to the service sector's contribution determines 

the model g(Y). 

The Oligopolistic Industries 

As pointed out in Chapter 4, the generic class of 

industries called oligopolies includes a diverse group of 

concentrated firms. Basically they all exhibit heavy 

reliance upon cost conditions to determine prices and this 
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feature allows them to be grouped together for the purpose 

of measuring inflation. Automobile manufacturing is the 

specific oligopolist selected for inclusion in the model. 

Clearly, auto production is a large and important 

sector of the economy. Auto production exhibits the 

essential features of a "textbook" oligopoly. It has a 

large capital investment requirement for entry. Few firms 

exist in the industry resulting in a high concentration. 

Dominance by one particular firm is evidenced through 

price behavior. Additionally, the auto industry relies 

heavily upon long-term contracts for inputs. Materials 

and labor both must be negotiated well in advance of pro

duction. Little unanticipated variance in costs is experi

enced during a single production period. 

To suggest that new auto prices are totally inde

pendent of excess demand influences in the.market is over

stating the case. However, with relatively inflexible 

input costs the producer alters output from one production 

period to the next to compensate for unintended inventory 

accumulation or draw-down. Rebates, discounts, and other 

price rationing devices employed by the producers to affect 

current demand are temporary inventory reduction tools. If 

they have more permanent price impact, the impact is 

picked-up in decisions about production levels for the 

forward market. Again, the model is aimed at isolating 



inflation not at constructing a cost-of-living index. 

Short-term market price movements are not relevant for 

understanding the underlying aggregate inflation of the 

general price level. 

Data on auto costs are available at the inter

mediate goods level. Finished steel prices, tires, and 

labor costs for auto workers were selected for inclusion 
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in the measure. Obviously, finished steel and tires are 

the primary material inputs for ~utos. Rather than select

ing a base industry as the concentrated industries' repre

sentative, the model takes output of one of the major ones 

(steel) as a finished product. This allows resource 

costs plus steel producer's profit tq be included. Calling 

it an input to the auto industry makes steel's contribution 

to inflation dependent upon a demand ultimately derived 

directly from the aggregate level of economic activity. 

This eliminates the necessity for somehow linking a base 

industires' production to pricing in the market after the 

products are handled through multiple intermediate hand

lers. Variations in resource costs are important to an 

inflation measure, but so are the incremental additions to 

prices of finished products. This is not a new argument 

but selection of an appropriate level of production to 

use in calculating an inflation measure is an important 

consideration. Both resource costs and some consideration 
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of intermediate _handlers' mark-ups must be included. There-

fore, the auto producer was selected in the model developed 

here. 

Weighting of this segment is accomplished by 

calculating the contribution to total income coming from 

all industries in the concentrated multi-firm category. 

Based on 1979 GNP data, that contribution was 21.5%. 

Therefore, the weighting factor BI for the oligopolies was 

21.5%. This is multiplied times the monthly flow-supply 

price change base to arrive at the monthly figure for o. 

~pecifically, 0 was calculated: 

where: 

o = monthly difference in oligopoly sector's 

inflation component. 

WI = weight allocated for the labor factor. 

LI = first difference in auto worker's wage rate 

adjusted for productivity changes. 

W
2 

= weight allocated for material factors 

I = first difference of an index value of finished 

steel prices 

R = first difference of an index value of tire 

prices. 
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The rate of inflation is an implied flow concept, 

therefore it is more appropriate to calculate first differ

ences of each of the elements rather than using the data 

in raw index form. Finished steel and tire price indices 

at the wholesale level are published monthly by the Bureau 

of Labor Statistics (BLS) in the Producer Prices and Price 

Indexes (PPPI) bulletin. Data were collected from the PPPI 

monthly for each factor from 12/64 through 12/78. The 

first difference was calculated by subtracting the follow

ing month's index value from the previous month's value. 

This was then recorded as the change from month-to-month 

and listed as the value for the second month. 

Wage rate data was also collected from Department 

of Labor publications. The "Survey of Current Business" 

was used for wages in some industries while consolidated 

wage data published by Standard Industry Code (SIC) was 

used for the remainder. The monthly wage data were first 

indexed then differences were calculated. This provided a 

number representing relative changes month-to-month. WI 

was approximated at 0.5 and W2 at 0.5 also. When the 

weighted wage data were added to a weighted sum of steel 

plus tires (in a 3 to 1 ratio), 0 was obtained. This 

process was used for each of the four major price-generating 

sectors. Again, a number of alternate methods of calcula

tion could be used to obtain the inflation measure. This 
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is simply a model to demonstrate how to generate an appro

priate inflation measure. 

The Regulated Industries 

The industries categorized by having monopolistic 

characteristics in Chapter 4 are represented in the model 

by electric utilities. This segment of the production 

sector plays an important role in the inflation of the 

general price level. This sector includes a smaller number 

of participants than does the oligopolistic sector but the 

firms are major producers in the economy. They price on a 

cost basis. As a portion of national income they account 

for 8.2% of the total which is B2 • Combined with the oligo

polists, the two comprise nearly 30% of the national 

income. 

The monthly inflation figure for the monopoly 

sector M was calculated by the same process used to cal

culate o. The flow-supply price is influenced by material 

and labor costs. Electric power producers' rates (prices) 

are closely regulated. Costs are used to justify rate 

increases. Equipment and labor costs are both contracted 

for a long planning horizon. Therefore, profits too are 

planned. The form of M is as follows: 



where: 

M = monthly difference in the monopoly $ector's 

inflation component. 

WI = weight allocated for the labor factor. 
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L2 = first difference in the wage rate for non

supervisory workers in the electric industry 

adjusted for productivity changes 

W2 = weight allocated for the material factors. 

E = first difference of an index of electric 

generator costs 

F = first difference of an index of fuel costs 

P = first difference of an index of transformers 

and power regulators' costs. 

Z = first difference of an index of mechanical 

power transmission equipment costs. 

The data for all the materials indices are avail

able in the BLS's PPPI, wholesale price publication, while 

the wage data are found in the BLS's SIC coded breakdown 

of monthly wage figures. Again, the wages had to be 

indexed prior to first differencing and WI and W2 were 

0.5 each. 

M was then calculated as the sum of weighted wage 

and material input costs. The monthly figures for M were 

then added to 0 to construct the overall inflation measure. 

both being weighted by their respective B's. 
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The Competitive Sector 

The competitive sector is proportionately smaller 

than the previously estimated two sectors, so it is accorded 

less weight. The sector actually accounts for about 13% 

of national income by the classification used here. 

Clearly, the best representative type of industry for those 

approximating some degree of competitiveness is the farmer. 

The difficulty with using the farmer is the great diversity 

in types of farms. This nonhomogeniety results in varia

tions in cost structures and returns. The theoretical 

discussion of Chapter 4 previously related the basis for 

construction of the competitive sector's inflation measure. 

The model incorporates this basis in developing a factor C 

for this sector. The farming situation measured is a hypo

thetical situation in many respects. The factor is con

structed thusly: 

where: 

C = monthly difference in the competitive sector's 

inflation component. 

WI = weight allocated for the labor factor. 

L3 = first difference in the farm wage rate for 

nonowners adjusted for productivity changes. 

W2 = weight allocated for the material factors 
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H = first difference of an index of machinery costs. 

N = first difference of an index of livestock prices. 

F = first difference of an index of fuel costs. 

The hypothetical nature of the agriculture sector provides 

it with the ability to generate an inflation measure inc lud-

ing major factors from both crop production and beef produc-

tion. The two elements of Hand N were equally weighted, 

while fuels were accorded a weight of one-third that of the 

other two. The BLS publishes indices of all three costs in 

the PPPI. 

The actual form of the C expression is as follows: 

or 

C = 0.5 L3 + 0.5(H + N + 0.33F) 

C is weighted by B3 equals 13% for each month and added to 

o and M. 

The Service Segment 

As the largest single segment of the national 

income accounts, the service sector receives the greatest 

weight. B4 equals 43% for this segment and the expression 

is as follows: 



where: 
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s = the monthly difference in the service sector's 

inflation component. 

WI = weight allocated for the labor factor. 

L4 = first difference in the wage rate for workers 

in all service industries adjusted for pro-

ductivity changes. 

W2 = weight allocated for the material factors. 

D = first difference of an index of prices for 

all services at retail. 

As discussed earlier, this service sector's pricing is 

dependent upon costs and upon excess demand as well. 

Interaction between the supplier's asked prices and 

demander's bid prices ultimately results in a transactions 

price somewhat more consistent with the Walrasian market's 

equilibrium price. Therefore, the segment accounts for 

this dual pricing influence by including both cost (flow

supply) related prices and demand related prices. The 

costs are included through use of productivity-adjusted 

wages in the service sector. Movements in wage costs 

(captured by use of first differences) represent changes 

in the major component of services' costs. However, the 

movement in prices due to labor cost changes are a longer 

run influence. In the short run demand for services 

influences prices directly. Therefore, reported prices 

reflect both short-run demand and long-run cost elements. 
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To capture the demand influence D is used. This factor 

is the first difference of prices month-to-month for a 

composite of prices of all services published by the BLS. 

This element is a component of the Consumer Price Index 

(CPI) rather than an element of the wholesale sector. 

To calculate S the weighted wage index element and 

services' prices index were summed. This was added to 0, 

M, and C previously calculated. In every sector, the level 

of profit for the firms was explicitly excluded. The 

theoretical basis for this was discussed in Chapter 4. 

An element of profit is included in the service price 

value of the measure and some degree of profit is included 

in the wholesale price indices. Therefore, profit is not 

totally excluded. Profit is implicit to the data used. 

This is a long-run phenomena, so profit does not need to 

be factored in separately. Again, this approach is 

designed to give the flavor of an appropriately designed 

inflation measure. Numerous alternative formulations 

could have been put forth, and testing of many model forms 

is essential before any substantive conclusions can be 

reached about the correct form of the model. 

Government Influence in the Model 

Measuring the influence of government spending on 

inflation of the general price level is less straight

forward than measuring the influences of costs. The level 
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of government spending is singled out in macroeconomic 

texts as a source of excess demand pressure leading to 

inflation. Government fiscal activity has also been 

singled out as a source of rapid interest rate fluctuations. 

If these rates affect costs, then borrowing activity may 

affect inflation on the cost side. Regardless, there is 

general agreement that government spending activity affects 

inflation in some meaningful way. 

The only significant voice in opposition to this 

view is that of the rational expectations economists. 

Their contention is that overt policies put into-action 

by the government to manage economic events are offset by 

the private forces in the economy acting in the opposite 

direction. Eckstein (1981) found this to not be true in 

the strict or "strong" sense. There appears to be no 

instant learning on the part of economic agents in 

Eckstein's model. Therefore, the influence of government 

activity can be expected to be felt on inflation. 

The major problem in deciding a course of action 

to account for inflationary pressure in the government 

sector is to segregate spending-demand pressure from 

borrowing-cost pressure. Time is again important. 

Spending-demand pressure is a faster acting (6 months to 

a year) source of inflation. The borrowing, interest rate 

effect is much slower. That effect acts primarily on long

term rates •. These rates affect capital investment 
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decisions only in long planning horizons. Because the 

measure of inflation generated here is one concerned with 

the more direct effects of spending-generated sources, the 

effect of interest rate movements on inflation are not 

included directly. Rather, they are implied through an 

assumption that firms alter their capital expenditures to 

some degree in response to interest rate fluctuations. 

They do not alter them solely in response to rate changes, 

however. Labor productivity, profits, and expectations 

about forward market demand and supply play important 

roles in investment decisions as well. Therefore, explicit 

inclusion of interest rates has been avoided. 

The role of government activity is made explicit 

in the model by inclusion of its demand influence. The 

proxy for measuring the level of spending is the govern

ment wage bill. This assumes the level of employment in 

the government sector is directly related to the fluctua

tions in government expenditures from one budget program 

to the next. To.incorporate these expenditures, the 

monthly wage bill was calculated using Department of 

Commerce data and the month-to-month difference used to 

indicate spending pressure (G = first difference of gov

ernment wage bill). This figure was weighted by the Bs 

weight of 14.2%. 
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The Model 

Calculating each of the five segments and mUlti-

plying them by the appropriate weight for each month 12/64-

12/78, generates the final data set to be plugged into 

the overall inflation equation: 

where Kt is the monthly inflation figure, the Bs are the 

respective segment weights and 0, M, C, S, and G are the 

sector inflation values. 

Specifically: 

Kt = 21.50 + 8.2M + l3C + 438 + l4.2G 

expanded to its actual calculated form the equation is as 

follows: 

W2(E + F + P + Z)] + l3[WlL3 + W2(H + N + ~F)] + 

Results 

Interpreting the results of the inflation measure's 

figures is straight forward. Each cell of Table 1 repre-

sents the inflation factor for one month. The value is 



Table 1. Monthly inflation values (Kt ) 1965-78 

Jan. Feb. Mar. Apr. May June July Aug. Sep. Oct. Nov. Dec, 

1965 .911 .945 1.27 -.458 1.845 1.231 -.158 -.936 .789 2.7 1.808 .264 

1966 -1.26 .795 .021 2.254 -1. 732 1.341 1.614 .1126 1.847 .632 -.309 .740 

1967 .0982 -1.128 .198 .336 2.531 1.213 1.911 1.068 2.173 -.900 -3.413 5.763 

1968 1.912 -.238 -.921 -.550 3.372 1.529 1.375 -.279 3.114 1.544 .707 .479 

1969 .532 .297 1.461 1.342 2.255 3.413 3.830 -2.935 4.144 -.485 .0337 2.425 

1970 -2.178 3.111 1.893 -.8744 3.708 3.407 1.028 -1.345 2.605 -1.411 1.179 3.621 

1971 3.922 3.279 .313 -2.174 3.24 1.383 -.711 .711 .206 2.682 .989 6.541 

1972 .092 2.861 1.570 1.821 2.729 1.444 2.071 -3.227 5.847 .2451 .645 7.107 

1973 5.941 5.725 1.873 .799 1.818 4.257 1.359 1.515 .717 -2.370 -1.609 -1.994 

1974 1.898 4.633 3.448 5.719 8.846 2.164 13.311 3.262 4.963 4.771 ... 1.199 5.60 

1975 .158 1. 778 1.026 5.725 4.531 4.021 4.677 -.940 6.98 5.354 .837 6.684 

1976 -3.572 2.308 .497 .183 5.766 4.896 -.616 -2.718 6.198 2.234 4.51 10.166 

1977 -1.528 .141 5.136 1.289 6.739 1.587 3.714 ... 1.51 7.604 6.45 .656 7.516 

1978 -3.373 3.495 8.155 4.752 2.108 4.776 -.018 -3.414 12.31 7.341 3.068 7.935 
~.-.-- -- _ .. _ .. -

I-' 
I-' 
a 
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the combination of all the influences measured during that 

month. positive numbers indicate an increase in inflation 

and negative numbers indicate a decrease in inflation. 

These numbers translate directly into movements in the 

inflation measure of the general price level. The move

ments are not movements in the general level of prices but 

movements in the measure of inflation. In other words, a 

negative value for Kt (such as for April, 1965) does not 

suggest a fall in prices. A negative value merely indicates 

a decrease in the value of the inflation measure. Prices 

may actually rise but the inflation behind that rise is 

decreasing. 

The magnitude of the numbers is also important. 

Greater positive values imply greater degrees of inflation 

as measured by Kt . Smaller magnitudes indicate less 

inflation. Similarly with negative numbers, large cell 

values imply greater degrees of deceleration of price 

inflation as measured by this model. Smaller negative 

values imply less dampening. 

These are very important points. They illustrate 

the relationship between the inflation measure and move

ments in prices themselves. The inflation measure does 

not measure movements in the general price level directly. 

Instead, it measures the force behind those movements. 

This is clearly in the spirit of an appropriate measure. 



Tables 2 and 3 aggregate the monthly data into 

quarterly figures and allow comparison of the quarterly 

Kt figures with comparable quarterly CPI figures. 
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The relatively small magnitudes of the figures 

prior to 1973 and the much larger ones after 1973 suggest 

a significant change in inflation in the post-oil embargo 

period. This is indeed consistent with the observed infla

tion of individual prices in these periods. On a month-to

month basis the numbers are less clearly consistent with 

what might be expected. However, some observations can 

be made. 

First, when a value for the inflation figure makes 

a relatively large change in one direction one month and 

this change is notably greater than previous changes, the 

change is generally followed by a change offsetting some 

of it in the next month. The first 6 months of 1968 

offer an example. The reason lies in the economy's 

tendency to react to the initial movement in some off

setting manner. After 1973 there is a less pronounced 

tendency to do this. Probably, the reason is the increased 

uncertainty generated as a result of the embargo. The 

positively large Kt values in 1973 enhance the position 

that price pressures were positive to a greater degree 

after 1973. 

The monthly data suggest some evidence of a 

cyclical pattern to inflation. The months of January and 
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Table 2. Quarterly changes in CPI, 1965-78 

Percentage Changes (Unadjusted Data) 

QI QII QIII QIV Annual L 

1965 .1 .8 0 .6 1.5 

1966 .9 .7 1.0 .4 3.0 

1967 .3 .8 1.0 .8 3.9 

1968 1.2 1.3 1.2 1.3 5 

1969 1.5 1.5 1.5 1.5 6 

1970 1.7 1.7 1.2 1.4 6 

1971 .7 1.7 .9 .9 4 

1972 .9 1.1 1.1 1.3 4.2 

1973 2.5 2.6 3.1 3.0 11. 2 

1974 4.6 4.0 4.8 3.7 16.9 

1975 2.4 2.8 3.0 2.7 9.9 

1976 1.6 2.6 2.5 1.7 8.0 

1977 2.7 3.6 2.2 2.1 11. 8 

1978 3.3 4.4 3.8 3.6 16.8 

Source: U.S. Department of Commerce, Survey of Current 
Business, relevant months. 
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Table 3. Quarterly and annual sums of Kt from Table 1 

I II III IV Sum 

1965 2.31 2.62 .595 4.77 10.29 

1966 -.44 1. 86 3.57 1. 05 6.04 

1967 -.831 4.08 5.15 1.45 9.85 

1968 .753 4.35 4.21 2.73 12.04 

1969 2.29 7.01 5.04 1. 97 16.3 

1970 2.83 6.24 2.99 3.39 15.4 

1971 7.51 2.44 0.21 10.21 20.37 

1972 4.52 5.99 4.60 7.98 23.18 

1973 13.54 6.87 3.59 -5.98 18.02 

1974 9.98 16.73 21. 53 9.18 57.42 

1975 2.96 14.29 10.71 12.87 40.82 

1976 -.767 10.84 2.86 16.91 29.84 

1977 3.74 9.62 9.81 14.63 37.8 

1978 8.277 11.636 8.88 18.34 47.13 
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August show a pronounced tendency to be negative or dece1-

erative in inflation. Whereas, May/June, September, and 

December tend to be accelerative in inflation. The cells 

are positive and tend to be large relative to neighboring 

cells. Quarterly data also suggests some degree of cyclical 

behavior. The first quarter shows more moderation in 

inflation, while the second and fourth are highly positive. 

The quarterly CPI data in Table 3 suggest there may be 

some cyc1ica1ity in inflation even measured for urban 

consumers. The first quarter is consistently smaller in 

magnitude than the second and third quarters. The major 

exception is 1974 following the embargo. That was.sure1y 

due to a high degree of uncertainty remaining after the 

incident. The lessening of inflationary pressure in the 

first quarter is the result of a slow-down of economic 

activity after Christmas. Perhaps there is a tendency to 

accelerate inflationary pressure at the wholesale levels 

in December and take advantage of the end of the year rush. 

The December data supports this idea. January data sug

gests the mark down or "sale" environment prevailing after 

Christmas. 

Overall, the inflation measure calculated in this 

model increased in magnitude substantially over the 14-year 

period. The total increase was 357. Compared to the CPI, 

the magnitude was of the same order. The CPI increased 

3UO%. Every year showed generally increasing intensity 
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in inflation. Table 3 suggests this is especially true if 

blocks of years reviewed: 1966-67 were low inflation 

years; 1968-1973 were larger but less than 1974 and subse

quent years. Inflation in 1974 was huge, then some 

moderation set in during 1975-77 years but in 1978 infla

tion again climbed. Compared to CPI figures in Table 2 

the same general pattern is in evidence. 

Conclusions 

The proposed model is generally consistent with 

the inflationary experience suggested by published data. 

The advantage of this model is that it measures an under

lying inflation far removed from the consumer. The results 

imply that the cost-based flow-supply pricing mechanism 

is an appropriate one to employ in studying price formation. 

Utilizing this pricing technique, consistent estimates of 

the economy's underlying inflation can be obtained. 

Respecification of the model using different variables 

would generate different numbers. Perhaps more agreement 

could be-achieved, if different data were utilized. How

ever, this model was not tested to exhaust all possible 

formulations. The model provides the flavor of an appro

priate measure of inflation. The following chapter 

discusses some policy implications of this model. 



CHAPTER 7 

IMPLICATIONS OF THE THEORY AND MODEL 

The inflation measure discussed in the preceding 

chapter is designed to illustrate the form of the infla

tion measure detailed in the theory chapters. It was not 

exhaustively tested with alternative price and cost 

measures, so conclusive results of the model cannot be 

used to prescribe policy actions. Instead, the model 

demonstrates the approach which an appropriate measure of 

inflation should follow. Even with its limited testing, 

some tentative conclusions about the measurement of infla

tion and its application to macroeconomic policy are clear. 

Certainly, on a theoretical level the implications for 

policy are conclusive. The implications involve the price 

inflation measures currently used and the macroeconomic 

policies derived from use of these measures. Both demand 

management and supply policies are involved on the fiscal 

side. Monetary policy, insofar as its ultimate goal is 

price level stabilization, is also directly affected and 

is discussed in the following remarks. 

Demand Management Policies 

Although antedated by supply side macroeconomic 

theory nearly 200 years, the dominance of demand oriented 

117 
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macroeconomic policy in the public sector over the last 

four decades has made it the fiscal policy tool most 

prominent in discussion uf inflation control. Without a 

doubt, the track record of spending policy in the inflation 

arena is a testimonial to its positive impact. On the 

other hand, fiscal policy exhibits little ability to exert 

a negative influence on the level of inflation. These 

observations lead to only one conclusion. That is, spend

ing policies are stimulative but not actually destimulative 

to inflation. Therefore, in the analysis of inflation, 

government expenditures cannot be ignored as a cause of 

rises in the general price level. 

Eckstein (1981) concluded that overt demand 

management (government spending) policies cannot help to 

reduce the level of core inflation. Yet the influence of 

government spending on inflation is realistic. Measuring 

the inflation level requires inclusion of the effect of 

that spending in the measure. The major contribution to 

inflation generated by these spending policies is the 

effect that they have on expectations. The producer's 

expectations, as well as the consumer's expectations are 

influenced by their perception of the probable course of 

policy. Those expectations translate into changes in 

demand for materials and new investment goods by producers 

and into consumer spending plans. By actually 
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incorporating explicit measures of costs and service into 

the inflation measure developed here, the policy maker can 

actually measure the response of spending on inflation. 

Historically, the role of government demand policy 

has been limited to solving the unemployment problem. 

Inflation has either been considered a secondary concern 

or it has been viewed as a problem for the Federal Reserve 

to worry about (or to be blamed for). With the election 

of the Reagan administration, this orientation has changed. 

The emphasis is on inflation now. However, this change 

in emphasis was accompanied by a switch in policy orienta-

tion as well. The supply-side economics of the Reagan 

administration has taken over the policy discussions, to 

the virtual exclusion of spending side consideration. It 

is not difficult to understand the reasons. 

In the first place, the Republican Party's orienta-

tion has always been away from concerns with unemployment 

problems. Unemployment policy has been equated with 

spending for a long time. Spending effects have been set , 

aside as of little importance by the GOP's policymakers. 

Their concerns are about inflation. This is a mistake. 

Secondly, a new policy orientation seems to require a new 

"tool box". Operating on the inflation problem requires a 

new approach in the minds of the program architects. Past 

attempts to control inflation using "old" tools have 
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failed. Obviously you get rid of the "old tools". This 

is throwing the baby out with the bath water. 

Role for Demand Management 

This dissertation suggests that a more appropriate 

role for demand management is to use it in conjunction with 

supply-side policies affecting a balanced approach to 

inflation. To attempt segregation of unemployment and 

inflation is futile. They are closely related. Therefore, 

policies directed at one should also consider the other. 

Past failures of demand policies in inflation fighting 

rnay have been the result of using inappropriate measures 

of inflation. The policies operated on a problem but could 

not properly measure the effects. Using an inflation 

measure constructed on the basis of the way prices are 

formed allows the effects of spending programs to be incor

porated into the measure. That way their effects can be 

observed. The indirect expectations effects and the 

direct demand effects appear in the inflation measure 

generated here. This measure can be used in conjunction 

with other inflation policy tools to combat inflation 

while assessing the unemployment effects of spending policy 

at the same time. No one can develop an effective program 

for inflation control without an appropriate measure of 

inflation. 
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Supply-side Policies 

The orientation of Reagan's economics toward supp1y

side stimulation, to the virtual exclusion of demand 

management, has opened the door for a completely opposite 

swing in orientation in the future if this policy fails to 

produce the desired results. This would be a tragic mis

take and would perpetuate the pattern of the past forty 

years. First one side is emphasized (to the exclusion of 

the other) then the reverse is done. 

The administration's tax incentive policies are 

aimed at capital formation. Recognizing that a great 

deal of the inflation being felt in the economy is a 

result of declining productivity and rising renua1 price 

of capital, new tax policies were designed. The experience 

of 1962 when added investment incentives substantially 

increased investment in plant and equipment, has been a 

source of encouragement for this approach. The ultimate 

hope is that the investment stimulus will increase demand 

for labor, increase productivity, reduce unemployment and 

the rental price of capital. However, this policy hangs 

on a rather fine thread. That is, it assumes that profit 

level increases are the sole guide to investment stimula

tion in the private sector. It also assumes that increased 

profits will translate quickly into increased investment. 

Both assumptions are heroic to some degree. 
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The success of the 1962 program can be attributed 

to much broader circumstances than the tax stimulus. The 

business outlook was very optimistic at that time. The 

immediate past had witnessed some recessionary slowdowns 

but virtually no inflation and (by today's standards) low 

interest rate levels and low unemployment. The situation 

today is much bleaker. Inflation has accompanied every 

slowdown in the 1970s and for the first time in recent 

business history, consumers are exhibiting a will to resist 

continued posted price rises by refusing to buy. Automo

mobiles are the obvious example. 1981 will prove to be 

the smallest new model production year since 1960. The 

OPEC oil price rises have made producers aware that the 

u.s. economy is not immune to inflationary economic forces 

from outside the domestic economy. There is considerable 

frustration felt by producers over the fact nothing can 

be done to prevent the influence. Their costs of produc

tion are left in a highly uncertain state. This was not 

the case in 1962. 

Finally, the administration itself has dampened 

expectations through its insistence on reduction of federal 

spending. Certainly, the opposite was true in 1962. With 

little prospect for help from the government spending side, 

even an effective investment tax incentive program will 

have little short-term effect. It may achieve its capital 

formation goals, but very slowly. Perhaps just in time to 
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benefit a subsequent administration which promises renewed 

spending. 

An effective tax stimulus program calls for renewed 

"animal spirits" in the business community. Keynes (1930) 

and Davidson (1972) emphasized that "animal spirits" were 

the driving force behind growth. The requirement that 

producers must contract for inputs, that production takes 

time, and the future is uncertain combine to dampen these 

spirits when the rhetoric from. the government is negative. 

Control of inflation is essential to creating a climate 

for healthy growth. However, control of inflation is not 

possible if the sources are not fully understood. An 

effective inflation policy requires an appropriate inflation 

measure. The measure developed here suggests that the 

supply-side policies can have an impact on inflation but 

their impact would be enhanced significantly if appro

priate spending policies were also used. Eckstein (1981) 

showed that the core inflation rate can be reduced slowly 

by effective investment policies. However, his inflation 

measure suggests a long horizon for the policy to work. 

Direct inclusion of material costs and demand in the 

measure developed in this dissertation, offers promise 

of a measure which can correctly assess both types of 

policy and provide guidelines for faster responses. One 

immediate conclusion would be to not unduly dampen the 
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forward expectations by emphasizing spending cuts. Those 

pronouncements will result in diminished expectations of 

forward demand. Conventional inflation measures will not 

pick up these expectations effects. Through cost altera

tions" this measure does include them. Policy programs 

and their effects on inflation can be accurately assessed 

by use of the measure suggested here. 

Implications for Monetary Policy 

The implications of using this inflation measure 

for monetary policy in lieu of existing ones are also 

clear. This measure provides a more accurate gauge of 

inflation, therefore more accurately measures the effects 

of policies on inflation. While Eckstein's (1981) measure 

is limited to wage-based inflation sources; the one put 

forth here involves other co~ts. It also includes expecta

tions as reflected in the flow-supply pricing processes. 

This is important to monetary policy. The effect of 

changes in the money supply growth on expectations for 

forward demand and price movemen"ts is felt directly in 

contracting decisions by producers. Interest rates can 

affect investment decisions but expectations about forward 

demand compared to the cost of capital are more important 

decision criteria. The Federal Government has relatively 

accurate measures of interest rates but none of business 

expectations. Those can be embodied in a correctly 
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specified inflation measure. Policy effectiveness is 

enhanced by integration. To provide a guide to this 

integrated approach and to measure its effectiveness, an 

appropriate measure of inflation as designed here is 

absolutely necessary. 
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