CHECKSHEET: AS90794 (Economics 2.1)

TITLE: Describe inflation and its causes and effects using economic models.
	
OBJECTIVE: This achievement standard involves the description of inflation and its causes and effects using economic models.

	Achievement
	Achievement with Merit
	Achievement with Excellence

	· Describe inflation and its causes and effects using economic models.
	· Explain inflation and its causes and effects using economic models.
	· Fully explain inflation and its causes and effects using economic models.



What do the verbs in the Achievement Standard mean?
Describe: means to give details about, give an account of, relate, demonstrate knowledge of.  Students may give descriptions in words, diagrams, flow charts, graphs or other similar devices. 
Note definitions should use synonyms and not repeat the word being defined.

Explain: - means to identify a key idea and to say why or how, give reasons for, predict, interpret, compare, distinguish in the context given 
e.g. 	- give reasons why factors cause changes in inflation or why flow-on effect result from 
            inflation
        	-  use economic models explain changes i.e. give reasons why changing events will cause 
	   the changes shown on models or use model to predict effects on economic issues
	- give reasons to explain why inflation has the effect you have identified

Note it may be helpful to think I, E, Q when answering these questions
ie. Identify a key economic idea and then Explain why this occurs making sure you’re answering the specific Question set 

Use economic models: construct from data or sketch economic models to show aspects of inflation or use models to show causes and effects of inflation. 
- graphs need to be well presented with axes and curves clearly labelled.
- changes to models should be shown using accepted conventions (ie. arrows, curves labelled and           
   new PL and Y identified on AS/AD model) 
Note use a ruler to draw STRAIGHT lines to show changes to models. 

Fully explain: means to explain in depth and/or breadth (e.g. correctly use an economic model to show the effects/causes of inflation and explain the effects/causes)
Excellence may tie questions together so blank answers may cost a student excellence.

Remember 
- partial correct answers earn Achieved so students must attempt every question in every paper.
- if resource material is provided read it carefully before answering questions and refer to it when   
  answering questions.
- answers written in pencil are not eligible for remarking so write all answers in pen 
-  twink should not be used, simply cross out answers and use extra pages at the back of answer 
   booklets.



  
	 when I can do it
	
	  if I need further practice

	The description of inflation will involve a selection from:

	· the difference between a persistent rise in the price level and a price rise in a particular 	market
The student will need to be able to:

	
	1. Describe the difference between 
	

	
	· general price rises/persistent rises in the price level
	

	
	· price rises in a particular market
	

	
	2. Identify examples from given resources of
· general price rises/persistent rises in the price level
	

	
	· price rises in a particular market
	

	
	3. Describe the causes of
· general price rises/persistent rises in the price level
	

	
	· price rises in a particular market
	

	· inflation, deflation and disinflation
The student will need to be able to:

	
	1. Define
· inflation
	

	
	· deflation
	

	
	· disinflation
	

	
	2. Identify examples from given resources of
· inflation
	

	
	· deflation
	

	
	· disinflation
	

	
	3. Describe why inflation reduces the purchasing power of money
	

	The use of economic models will involve a selection from:

	· the quantity theory of money to illustrate the relationship between the money supply and the rate of inflation 
The student will need to be able to:

	
	1. Define
· quantity theory of exchange
· describe each variable in the equation of exchange
ie. M, V, P, Q
	

	
	2. Use the quantity theory of exchange to 
· explain how money supply changes would affect inflation (crude theory)
	

	
	· identify and explain how changes in V and/or Q affect inflation (assuming M unchanged)   (sophisticated theory)
	

	
	· use the quantity theory of money to explain why the Reserve bank might control inflation by adjusting the money supply 
	

	


	· the basic AS/AD model to illustrate cost-push and demand-pull inflation (an understanding of the shapes of the curves is not required).
The student will need to be able to:

	
	1. Define
· aggregate demand (AD) 
	

	
	· aggregate supply (AS)
	

	
	· cost push inflation
	

	
	· demand pull inflation
	

	
	· nominal costs of production
	

	
	2. Use an AS-AD model to illustrate
· demand pull inflation
	

	
	· cost push inflation
  (Note students need to be able to be able to label axes and uses arrows and labels to clearly show changes  
   on the AS-AD model)
	

	
	3. Identify and explain factors that cause demand pull inflation  
    i.e. anything that causes AD to increase such as
	

	
	· C   e.g. increase consumer confidence
	

	
	· I     e.g.  OCR/interest rates, increase business confidence 
	

	
	· G   e.g.  education spending
	

	
	· net X    e.g. X receipts or M payments through depreciation of $NZ 
	

	
	4. Identify and explain factors that causes cost push inflation  
    ie. anything that causes AS to decrease such as 
	

	
	· nominal wages
	

	
	· worker productivity
	

	
	· technology
	

	
	· overseas price of imported raw materials 
	

	
	· GST
	

	
	· depreciation of exchange rate [increases cost of imported raw materials]
	

	The causes of inflation will involve a selection from:

	· the relationship between the money supply and the rate of inflation 
The student will need to be able to:

	
	1. Explain 
	

	
	· the relationship between the money supply and inflation using the quantity theory of money
	

	
	· the causes of changes in the money supply e.g. government spending, taxation
	

	· cost-push and demand-pull inflation 
The student will need to be able to:

	
	1. Same content as for basic AS/AD model above plus …
	

	

	
	

	
	2. Explain the effect of other variables that cause demand –pull or cost push 
    Inflation e.g. 
	

	
	· overseas prices eg, Higher overseas prices → assuming same exports this will increase export receipts → increase net exports → increase AD → increase PL  (↑demand pull inflation)
	

	
	· government operating balance eg. Fiscal surplus occurs when govt revenue is greater than its spending → ↓ net G→ ↓AD → ↓PL → ↓demand pull inflation
	

	
	· inflationary expectations eg. Households (expect high) inflation in future → demand higher wages to maintain future buying power→ increased costs of production → ↓AS→ ↑PL → cost push inflation
	

	
	· increases in money supply e.g. ↑Ms→ ↓interest rates →↑borrowing ↓saving →↑C →↑AD → ↑PL     → demand-pull inflation
	

	
	· interest rates (see below)
	

	· interest rates and the rate of inflation 
The student will need to be able to:

	
	1. Explain how higher interest rates will lower inflation (and vice versa)
    e.g. interest rates  borrowing more expensive and saving encouraged   C    AD   demand  
                pull inflation 
               AND interest rates  stronger dollar  overseas priced goods cost  less in NZ dollars  import prices 
               fall  AS    cost push inflation and exports cost more in overseas currency  export prices 
               export receipts  AD   demand pull inflation
	

	
	2. Use AS/AD model to illustrate the effect of a change in interest rates on the price 
    level (inflation).
	

	· the business cycle
The student will need to be able to:

	
	1. Illustrate the business cycle with the 4 phases of the business cycle identified  – 
    recession, trough, recovery , boom
	

	
	2. Identify New Zealand’s current position on the business cycle
	

	
	3. Explain how each phase is likely to impact on inflation
    e.g. in recovery phase increasing demand for resources will cause resource prices to rise resulting in cost  
      push inflation or alternatively, employment and incomes are rising leading to demand for goods and services  
      rising faster than supply causing prices to rise  [demand pull inflation]
	

	
	4. Define 
	

	
	· output gap (= difference between the economy’s actual output and it’s potential output) 
	

	
	· potential output (=level of production an economy can achieve using existing labour, capital, and technology resources without putting sustained upward pressure on inflation)
	

	
	· positive output gap (=economy is producing above potential output )
	

	
	· negative output gap (= economy is producing below potential output)
	

	
	5. Explain how a positive/negative output gap affects inflation e.g. if a positive gap exists 
      then economy is producing above potential output so excess demand/shortage of resources so price of    
      resources rise causing cost push inflation.
	

	



	The effects of inflation will involve a selection from:

	· impact of inflation on firms and households
The student will need to be able to

	
	1. Describe and explain the effects of inflation on firms
	

	
	· increases costs of production
	

	
	· distorts price signals/gives inflated results
	

	
	· made it harder to reinvest as cost of capital goods rises
	

	
	· encourages speculative rather than productive investment
	

	
	2. Describe and explain the effects of inflation on households
	

	
	· fixed income[beneficiaries] 
	

	
	· discourages saving (as the real return on savings falls/principal saved is worth less in real terms) 
	

	
	· encourages borrowing (as assets increase in value relative to loan/  principal repaid is less in real terms/ real interest rate paid is lower)
	

	
	· creates fiscal drag
	

	
	· assets owners benefit as assets increase in value more than inflation
	

	· impact of inflation on trade and growth
The student will need to be able to

	
	1. Describe and explain the effects of inflation on:
· trade (ie. net exports / current account) e.g worsens current account as NZ-priced goods increase in price relatively more than overseas goods so exports become less competitive on world markets so export receipts fall so net exports falls
	

	
	· growth e.g. economic growth will fall as productive investment falls due to higher nominal interest rates making it more expensive to borrow to finance investment and speculative investment will rise as capital gains are easier to achieve in high inflation environment
	


[bookmark: _GoBack]
Terms and Definitions List AS 90794 (Economics 2.1)

	Aggregate demand
	The total of all planned expenditure in an economy at each level of prices. Aggregate demand is the total level of demand in the economy. It is the total of all desired expenditure at any time by all groups in the economy. The main groups who spend are consumers (consumption), firms (who spend on investment), government (government expenditure) and overseas (exports). Total aggregate demand is therefore: 
AD = C + I + G + (X-M)

	Aggregate supply
	Aggregate supply is the total of all planned production at each level of prices. Aggregate supply is the total quantity supplied at every price level. It is the total of all goods and services produced in an economy in a given time period. 

	Appreciation
	Occurs when the NZ dollar increases in value
ie. a $NZ will buy more foreign currency
Note = $NZ getting stronger

	[image: ]AS –AD model
	Is a model of the aggregate goods market and graphs Y (or GDP) on the horizontal axis and PL (or price level on the vertical axis)










	Beneficiaries
	Recipients of governments transfer expenditures. 
eg. DPB, unemployment benefit / community wage.

	Boom
	A period of very high economic activity indicated by high aggregate demand, production near full capacity, high/rising incomes, near full employment/very low unemployment, high(er) rates of inflation.

	Capital (goods)
	Man made factors of production used to produce other goods and services


	Capital gains
	An appreciation in the value of an asset. Calculated as the difference between the buying and selling price of the asset.

	Consumer goods
	Goods used to satisfy needs and wants of households.

	Cost push inflation
	Inflation caused by a decrease in aggregate supply
ie. inflation caused by rising production costs.

	Cost push inflation on AS –AD model
	















	Costs of production
	The dollar amount producers pay for the resources used to produce good and services.

	Current account
	A balance in the balance of payment recording current transfers
Calculated by adding
Balance of goods + Balance of services + Balance of Income + Balance of Current transfers

	Deflation
	Occurs when the general price level FALLS . 
i.e. when the change in the general price level is negative

	Demand pull inflation
	Inflation caused by an increase in aggregate demand eg.  C due to  household confidence.

	Demand-pull inflation on AS –AD model
	














	Depreciation
	Occurs when the NZ dollar decreases in value
ie. a $NZ will buy less foreign currency
Note = $NZ getting weaker

	Direct taxation
	Taxes levied either on the basis of earned income or wealth. The payment of the tax is the responsibility of the individual / company which is intended to bear the burden of the tax.



	Disinflation
	The RATE of inflation FALLS
 i.e. (the general level of) prices are rising, but at a slower rate than the year before.
eg Inflation rate 2001 = 3.1% and in 2003 = 2.5%

	Disposable income (HDI)
	The income of households that is available to spend
ie. HDI = Y – T + Tr 
where HDI = Household disposable income
Y = gross income, T = taxation, Tr = transfers

	Economic growth
	Occurs when the total level of production and real income in an economy rises
This means that people living in that economy are able to satisfy more of their needs and want

	Equilibrium
	Occurs in a market when quantity supplied equals quantity demanded at the current market price

	Exports
	Goods and services made in New Zealand but sold to buyers from another country

	Factor costs
	The cost of resources used to produce goods and services

	Factors of production
	Classical economics distinguishes between three factors of production which are used in the production of goods: 
Land or natural resources - naturally-occurring goods such as soil and minerals. The payment for land is rent. 
Labour - human effort used in production. The payment for labor is wage. 
Note. Some distinguish enterprise separately and its payment is profit
Capital goods - human-made goods (or means of production) which are used in the production of other goods. These include machinery, tools and buildings. In general sense, the payment for capital is called interest. 

	Fiscal drag
	Occurs with a progressive tax structure. High inflation results in wage rises that push earners into higher tax brackets

	Free trade
	Occurs when the sale or purchase of goods and services occurs without direct intervention by government

	General (Persistent) price rise
	Occurs when prices in an economy on average rise.
eg. 10% increase in CPI

	Gross Domestic Product
( GDP)
	Total market value of all final goods and services produced by an economy in a year

	Imports
	Goods and services made overseas but sold to New Zealanders

	Income
	A FLOW of money earned by the owners of resources
ie. Labour  earns wages, Natural resources earn rent, Capital earns interest, Enterprise earns profit

	Indirect taxation
	Taxes levied on consumption or production (e.g. GST). The responsibility for paying the tax falls on the sellers/ suppliers of goods and services.

	Inflation
	Inflation occurs if there is a rise in the general level of prices 
ie. If products rise on average by 10%, then there is 10% inflation.

	Inflationary expectations
	The rate of increase in the general price level (ie. inflation) anticipated by the public in the period ahead.
Note anticipated inflation encourages households to buy today increasing current inflation levels.

	Investment
	the production/purchase of capital goods / man-made resources to be used in the production process
- also called capital formation.

	NAIRU
(non accelerating inflation rate of unemployment)
	The non-accelerating inflation rate (level) of unemployment.
The level of unemployment where labour shortages push up wages and cause cost push inflation

	Net exports
	The balance between receipts from exports and payments for imports.

	Nominal wages
	The current dollar value of a wage
eg. worker paid $15 per hour

	Operating balance 
(of Government/Crown)
	The difference between Govt/crown revenue and Govt/crown expenses for a given year.
ie. T > G = operating surplus
     G > T = operating deficit

	Output gap
	The difference between the economy's actual output and the level of production it can achieve using existing labour, capital, and technology without putting sustained upward pressure on inflation.













	Price rise in a particular market
	Occurs when the price of one good or service rises
eg. Price of petrol rises 5 cents a litre

	Production
	The process of turning inputs into outputs.
ie. it is the total output of a firm /country

	Productive investment
	Purchasing capital resources to assist in the production of goods and services

	Protection
	Occurs when government intervenes (creates barriers) in the exchange of goods (trade
eg. subsidy, tariff, quota

	Purchasing Power
	The amount of goods and services that a certain amount of money will buy. Inflation reduces the purchasing power of money as the same money now buys less goods and services. 

	Quantity theory of money/exchange 
	MV = PQ
The equation is saying the value of money stock ( M = the money in circulation) multiplied by the number of times money circulates through the economy ( V = velocity of circulation) must equal the value of goods produced (= GDP). The value of goods is the number of goods produced (Q) multiplied by their price (P)

	Real wages
	Nominal wage divided by the price level
ie. gives a measure of the buying power of current wage

	Recession
	A fall in economic activity indicated by falling aggregate demand, falling production, falling incomes, falling employment/rising unemployment, falling inflation or disinflation 

	Recovery
	A period of rising economic activity indicated by rising aggregate demand, rising production, rising incomes, rising employment/falling unemployment, rising inflation.

	Resource endowments
	These are the natural resources or ‘gifts of nature’ available to an individual / economy.

	Speculative investment
	Buying and selling existing assets in order to make capital gains

	Trade (business) cycle
	The trade cycle is the fluctuations in the rate of economic growth that take place in the economy 
These fluctuations appear to occur around every three to five years.





	Trough
	A period of relatively low economic activity indicated by low aggregate demand, low production, low incomes, low employment/high unemployment, no/very low inflation and possibly deflation.

	Output Gap
	Difference between the economy’s actual output and it’s potential output

	Potential Output
	Level of production an economy can achieve using existing labour, capital, and technology resources without putting sustained upward pressure on inflation

	Positive Output Gap
	When economy is producing above potential output 

	Negative Output Gap
	When economy is producing below potential output

	Velocity of Circulation
	Number of times money is spent in order to finance transactions. 
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