Inflation




A low and stable rate of inflation

In unit 2.1 you learned that one of a government's macroeconomic goals is price

stability. Another way to say this is that governments desire a low and stable rate
of inflation

Price stability
Inflation is usually defined as a sustained rise in the general level of prices.

High inflation will:
*reduce the purchasing power of people’s incomes
*cause hardship for people on low incomes

*increase business costs

*make goods and services produced in the economy less competitive



What inflation is and what it is not

Inflation is a general increase in the price
level. The price level represents the prices
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Inflation explained



http://www.youtube.com/watch?v=HQ-Kg_xgdhE
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What is deflation?

25%
Disinflation refers to a slowdown or
20% reduction in the rate at which prices are
rising in general. E.g. Inflation went from 2%
15% to 1%. This is not deflation.

But deflation involves a continuous decline
in the general level of prices in an economy
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After watching these
video, complete a
negative cycle
diagram to explain the
negative knock-on
effects of deflation.

Start with, “Lower
prices for goods and

services”


http://www.youtube.com/watch?v=SqV_m7SO7ak

Deflation can be caused by increasing long-run aggregate supply or by decreasing

aggregate demand.
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lower prices for goods

and services (deflation) \

smaller cash flow and
profits for companies

oversupply of
goods and services

Deflation’s
Downward Spiral

less spending on reduction in production
goods and services (layoffs, no new hiring)

\ increased /

unemployment



So what's so bad about falling prices?

Increasing supply, competition, productivity and technological advance are good things for an economy
and consumers, and have reduced the prices of many products over time, such as mobile phones,
televisions, cars, holidays and clothing, in many countries

However, when falling product prices become widespread and prolonged due to a slump in aggregate
demand, the result is deflation

In addition, the real cost of borrowing and

il tlaih public spending rises. Firms cut investment
spending waiting for .
prices to fall further and the government must cut spending or
raise taxes.

Household incomes fall as Stocks of unsold goods Eventually the economy goes into a deep

unemplovmentrlses accumulate so firms cut recession as demand, output, the demand
thelr rices. Profits faII . .

’educ'"g emane f”"he’ : for labour, and incomes continue to fall.

Many firms may go out of business
because they are unable to make any profit
Firms cut their production no matter how much they cut their prices.
and reduce the size of
their workforces




Deflation in Japan



http://www.youtube.com/watch?v=HvppJ-MhE6A

What is ‘good’ deflation? A.K.A Supply-side deflation

How does ‘good’ deflation come about?

Classical Keynesian
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What is ‘good’ deflation?

How does ‘good’ inflation come about?
e Improvement in the quantity and quality of the factors of
production:

o Higher Productivity of Labour and Capital i.e. a rise in
output per person employed or increased efficiency of
technology

o Increased Labour Market Participation (Growing
Labour Supply) - what policies can help increase
employment?

o Increased investment — including capital spending by
domestic businesses, overseas and government)

Why is it ‘good’?
e Real wages have risen even if nominal wages have
remained the same
e Increased production means less unemployment
e Production costs decrease
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Supply-side deflation is the exception
as it has positive outcomes in the short

term. However, when this effect drags
on for too long, companies' profits
begin to decline.




Can supply-side deflation be caused by a shift in the SRAS?

In theory yes, but supply side shocks
are usually negative. For example: dediar] A decrease in AS causes a contraction of AD and a lower

equilibrium level of national output (i.e. lower real GDP)
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How is inflation measured?

Most countries compile a consumer price index (CPI) which in some countries
is referred to as a retail price index (RPI), or both.



http://www.youtube.com/watch?v=qfKmJe3CK6E

The weight of each category reflects
the proportion of income the average
household spends on each category.
For example, housing costs make up
the largest proportion of household
expenditure.

Table 1: CPl data ™ Remember!!
Tcludes rr?ony Category Weight: base Annual change cr;: price
items such as year in price change .
pofatoes, — - - - The CPIl is constructed for
butter, pork. the average household. In
ng?;;e%kn;"k' Food and non-alcoholic drinks 16.2 1.02 16.524 each Category, the
away meals.
Transport 155 110 17.050 proportion of household
Recreation and leisure 135 1.02 13.770 income Spent IS different,
Clothing 6.4 105 6720 and thus, each household
Furniture and household goods 5.6 1.00 5.600 WI” w
Alcohol and tobacco 3.7 1.01 3.737 rate Of mflatlon.
Communication 3.3 1.03 3.465
Education 2.9 1.04 3.016
Health 2.1 1.10 2.310

Total 100 (CPI base) 104.532 (CPI)



100 years of CPI - Basket changes
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Limitations of measuring inflation

There are various limitations of the consumer price index as a measure of inflation, these include the
following:

e Few households are average — the published figure for inflation is rarely the actual rate of inflation
experienced by different people

e The CPlis not fully representative - it will be inaccurate for the ‘non-typical’ household, e.g. 14%
of the CPI index is devoted to motoring costs - inapplicable for non-car owners.

e Spending patterns: e.g. Single people have different spending patterns from households that have
one or more children

e Changing quality of goods and services: Although the price of a good or service may rise, this
may also be accompanied by improvements in quality/performance of the product

e New products: The CPI is slow to respond to new products and services — the CPI basket is
changed each year but only a few items fall out/come in. It may be some time yet before the price of
Uber car rides and Airbonb accommodation are incorporated into the basket of goods.

Take notes on pp.228 - 229 on the limitations of CPI data




Causes of deflation - REVIEW

Demand Side Deflation Supply Side Deflation

e Thisis bad and horrible!!! Look at Japan. Demand If there is an reduction in the
reduces and a deflationary spiral sets in. costs of production of firms
e AD will decrease if there is a reduction in: consumer Improvement in the productive
spending, investment, government spending, net exports. capacity of the economy
e Supply side deflation is
As a consequence: considered to be OK as it
1. Consumers delay consumption accompanies a increase in
a. So firms cut their prices i growth
2. Reduces the effect of interest rates
a. Ifinterest rates are 0% inflation is -2% the real
interest rate is 2% so people will save more!
3. Increases the real value of debt
a. Firms will cut wages so debt increases in real terms
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IMPORTANT THING TO REMEMBER!! A deflationary gap is different to

deflation

Deflationary gap diagram is about actual output vs potential B LAS
OUtpUt Recessionary

gap

SAS

e When the level of actual GDP is less than potential GDP

e Some factor resources are under-utilized e.g. labour and capital
machinery

e Main problem is likely to be higher unemployment and possible
deflation risk
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This is also known as a negative output gap or recessionary
gap

Deflation is a decrease in the general price level of goods and
services. This is to do with the money supply.




Average Price Level

How to show both on the Keynesian model
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So why don’t | just use the Keynesian model?

It all depends on the question, and remember that the Keynesian model will not let you

effectively illustrate a positive output gap.
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e Actual GDP is greater than the estimated potential
GDP

e  Some resources working beyond usual capacity

Click here to review our studies on output gaps (shift work & overtime)



https://docs.google.com/presentation/d/1Nfas8mqPgchGc6VYSC2uO1_bOzsoxQ14enNcPhj4Bcw/edit#slide=id.g355eaca931_0_8

What causes inflation?

Economists today tend to agree that the main cause of inflation is ‘too much
money chasing too few goods’

i.e. if the money supply increases at a faster rate than the aggregate supply of
goods and services then the general level of prices will rise

Output of goods and services

Year 1 the money supply Thetolslpiee-of

these items is $100
SONN -

But output is
Year 2 the money supply unchanged

has doubled
= )
Same items but now

their total price is $200




Demand-pull or cost-push inflation?

Demand-pull inflation is caused by
aggregate demand rising faster than the (&emm =

INFLATION

aggregate supply of goods and services

Cost-push inflation is caused by rising
wages and other production costs. Firms
will raise their prices to cover these

additional costs Copy the definitions and diagram
them




Demand-pull or cost-push inflation?



http://www.youtube.com/watch?v=USj52Vlvd5M

Demand-pull inflation
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When explaining why demand has increased of course talk about why AD

(C+I-G+(X-M) might increase but don’t just stop there - Go deep

Price

Level

Keynesian

| like the Keynesian diagram for this as
we can see that we move closer to YFE
there is more pressure put on the
existing factors of production.

e \We are exhausting more and more
spare capacity in the economy.

e Price of capital, land and labour
increases because it is becoming
more scarce as producers increase
output - so prices go up.

e Overall that puts upward pressure
on prices in the economy




Cost-push inflation

Cost- h inflati Price
ﬁ push inflation occurs \ GPL AS2 Level

when firms respond to rising

costs by increasing their prices AS1

to protect profit margins GPL2 b e o o o o 09 AS2
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This is a result of supply side shocks

Caused by any increase in the costs of

production

1. Steep rise in raw materials such as oil and
gas prices or other commodities

a. Increase in the price of OIL can do
the most damage in an economy

2. A sudden increase in wages will increase
the costs of production

3. Anincrease in business taxes

4. Political turmoil / strikes

5. Natural disasters causing sharp fall in
production

6. Import prices increase

1 SRAS:

Average price level

Real output (Y)

Key Phase: Firms are likely to pass on these higher costs of production to the consumer
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Positive supply side shocks?

An example of a positive
supply-side shock would be large
leaps in the development of
technology, such as the Internet
back in the 1990s, and perhaps
the development of artificial
intelligence as we head into the
2020s.

Internet
Explorer




So which is worse? Demand-side or supply-side?

Keynesian

§ i SRAS:
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At least with demand-pull you have an increase in growth and increased prices

mean increased profits for firms which hopefully they pass onto their workers.

Demand-pull is deemed ok as long as it isn't too rampant and wages rise with it.
When oil starts to run out we will experience cost-push inflation.



Inflation due to monetary growth

This is what happened in Germany in
the 1920’s and Zimbabwe in the
noughties. Governments printing more
and more money so the currency
becomes devalued.

Read and take notes on, “Inflation due

to excess monetary growth” on p.232.
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Rising property
prices

Increasing
world oil prices

Depreciating
exchange rate

Rapid expansion
of money and
credit from banks

Increased
consumer wealth

Higher costs
for businesses

Increased import
prices + rising
exports

Rising consumer
spending financed
by loans

Some factors affecting inflationary pressures

Demand pull
inflation risk

Cost-push
inflation risk

Cost-push and
Demand pull
inflation risk

Demand pull
inflation risk




Self Review: Can you do the following?

1. Explain, using a diagram, that demand-pull inflation is caused by changes in
the determinants of AD, resulting in an increase in AD.

2. Explain, using a diagram, that cost-push inflation is caused by an increase in
the costs of factors of production, resulting in a decrease in SRAS.

TODAY'S LESSON:

e Evaluate government policies to deal with the different types of inflation.



Government policies to deal with the different types of inflation
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Figure 4: Demand-pull inflation

How can monetary policy be used to
curb demand-pull inflation?
e [Expansionary or contractionary?

What could be some limitations of the
monetary policy’s effectiveness?



Government policies to deal with the different types of inflation
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Figure 4: Demand-pull inflation

How can fiscal policy be used to curb
demand-pull inflation?
e [Expansionary or contractionary?

What could be some limitations of the
fiscal policy’s effectiveness?



Government policies to deal with the different types of inflation
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What supply side policies can be
implemented to reduce cost-push inflation?



2014 past paper (b)



