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	Level 2 Economics, 2011

90794 (2.1) Describe inflation and its causes and effects using economic models




Credits: Four

You should answer all questions in this booklet.

If you need more space for any answer, use the page(s) provided at the back of this booklet and clearly number the question

Check that this booklet has pages 1 – 8 in the correct order and that none of these pages is blank.

YOU MUST HAND THIS BOOKLET TO THE SUPERVISOR AT THE END OF THE EXAMINATION
	Achievement Criteria

	Achievement
	Achievement
with Merit
	Achievement
with Excellence

	Describe inflation and its causes and effects using economic models.
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	Explain inflation and its causes and effects using economic models.



	Fully explain inflation and its causes and effects using economic models.



	
Overall Level of Performance (all criteria within a column are met) 



You should spend 40 minutes answering this paper.

QUESTION ONE 

Inflation hit 4.5 per cent in the March year, pushed up in the past three months by higher petrol, food and cigarette prices, but offset by a drop in international airfares.

18 April 2011, BusinessDay.co.nz
(a) Define the term inflation. 

	

	


(b) Fully label the model below and show the main effect of higher petrol prices, on inflation by shifting one curve only.

Model 1: AS and AD of New Zealand Economy


Reserve Bank: No end in sight to export price boom
Prices for New Zealand's export commodities are likely to remain high for some time, the Reserve Bank says.








13 Apr, 2011 NZ Herald 

(c)    Fully explain how increasing prices of New Zealand export commodities can have the same impact on the price level as rising petrol prices, despite one impacting on AD and the other on AS. 

	

	

	

	

	

	


For an inflation-targeting central bank this positive story (high export commodity prices) poses risks, however. One is that it leads to a rise in inflation expectations, which the bank might need to lean against.

13 Apr, 2011 NZ Herald

(d) Fully explain why a period of high inflation is not desirable as it impacts negatively on businesses and economic growth. In your answer, include:

· an explanation of the effects of high inflation on business, confidence and investment
· an explanation of the effects of high inflation on the availability of investment finance

· an explanation of how high inflation impacts on exporters
· an explanation of how these negative impacts on business will effect economic growth
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


QUESTION TWO
(a) Identify each component of the equation of exchange MV = PQ.
M =
______________________________

V =
______________________________

P =
______________________________

Q =
______________________________

“The Government will borrow to cover the $10 billion the Christchurch earthquakes will cost it”, Finance Minister Bill English says.
18 Mar, 2011 NZ Herald
Instead of borrowing the government could simply print $10 billion new notes to pay for the earthquake. However, governments don’t (usually) use this option because it causes a large increase in the money supply  
(b) Use the Quantity Theory of Money.to fully explain how a large increase in the money supply would affect the price level. 

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


(c) Fully explain how the effect on the price level of an increase in the money supply is likely to be different in a downturn period of the business cycle compared to a boom period. In your answer, you should refer to the Quantity Theory of Money. 
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


QUESTION THREE


“The Government will face the biggest budget deficit in New Zealand's history at the end of the current financial year”, Finance Minister Bill English says. 

23 Mar, 2011 NZ Herald
(a) 
Explain the effect of increasing government spending on inflation. Use the model below to illustrate your explanation by shifting one curve only, and refer to the model in your explanation.

Model Two: AS and AD of an Economy

	

	

	

	


Economists forecast inflation rise to 5.5% 

Petrol was up almost 10 per cent in the three months and prices are now at peak levels at just under $2.19 a litre. Cigarette and tobacco prices rose 9.4 per cent in the March 2011 quarter, reflecting an 11.6 per cent increase in excise duty on 1 January 2011. 
18 April 2011, BusinessDay.co.nz

(b) Fully explain why, in New Zealand, a rise in the price of petrol is more likely to cause inflation than a rise in the price of cigarettes.
	

	

	

	

	

	

	



The consumer price index rose 0.8 per cent for the March 2011 quarter, Statistics New Zealand said. The movement in prices was having a substantial impact on consumers, with rises "heavily weighted towards the goods and services that we can't really avoid" such as fuel and food, said Steven Toplis, head of research at Bank of New Zealand.

18 April 2011, BusinessDay.co.nz

(c) 
Fully explain with reference to the article why the current inflation is likely to impact negatively on some households’ more than others. In your answer, you should:

· explain how the current inflation will impact on household’s real income 
· explain how inflation impacts on households on a fixed income
· explain the inflation described in the article impacts on low income households 
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	Extra paper for continuation of answers if required.
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