2.1 (AS90794) – Inflation

At the end of this unit you will be assessed on your knowledge of the following topics:

· What is inflation?
· The measures inflation
· The causes of inflation
· The effects of inflation
· Government policies to control inflation 

What is Inflation?

Inflation is 



    The Rate of Inflation in New Zealand from 1970 to 2010.
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· Is inflation considered to be good or bad for an economy? why?



· In which years did New Zealand’s inflation rate rise above 15%? Why do you think this happened?



· Since which year has the inflation rate been below 5% in New Zealand?



· What can the government do to control inflation in an economy and how?






· Fully label and use the market diagrams below to show the two ways that the price in a particular market (e.g. petrol) can increase.

           A) Market for Petrol           	        B) Market for Petrol

















Explain:					   Explain:








NB – If there is a price rise in a particular market, for example, the price of petrol increases, this is not inflation. Inflation requires that ‘overall’ or ‘on average’ all prices in the economy have increased.


Are the following examples likely to causes an individual price rise or inflation?


i) Increased sales tax on cigarettes.

ii) Decreases income tax rates.

iii) Shortages of labour across the whole economy.

iv) A hail storm destroys apple crops in the Hawkes Bay.

v) Decreased interest rates.

vi) Auckland City Council removes all subsidies for public transport.

vii) The world price of oil reaches record high levels.  


Inflation, Disinflation and Deflation

· Inflation – 


· Disinflation – 


· Deflation – 

NB - general price level = average price level 
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1. In what periods did inflation occur?


2. In what periods did disinflation occur?


3. In what periods did deflation occur?


4. In what period was there no inflation?


5. In what periods did prices increase?


6. In what periods did prices fall?





Index Numbers - 


		Data


	   A 		   B

		   C	          D				Index Measures 
								Average Change
	   E		F

		   G		   H




Economists often use indexes to measure changes in many different types of economic data e.g. changes in share prices, currencies, consumer prices, wages, terms of trade index etc. 

Examples of indexes used in economics that can be found easily in the media (TV, newspaper etc.) include:-


a) Dow Jones Index = Index showing the average change in the price of different shares on the New York stock-market. Other stock-market indexes include the NZSX50 (NZ), Hang-Seng (Hong Kong), NASDEQ (New York but including technology shares), NIKKEI (Japan) etc.



b) Consumer Price Index (CPI) = Index showing the average change in the price of consumers goods and services in an economy. 



c) Trade Weighted Index (TWI) = Index showing the average change in the value of the NZD against other countries currencies that NZ does trade with. 



An index starts in a base year at a value of 1000 (or 100). The number itself has no meaning, it is the changes in the index number that are important. 



The changes in the index number are expressed in percentage terms compared to the base. For example, if in year 1 the index starts at 100 (or 1000) and increases to 120 (or 1200) in year 2, then the variable has increased by 20% (on average!)


The Consumer Price Index (C.P.I.)

The CPI is an index (single) number that measures the overall level of prices of consumer goods and services that are bought by a typical household in relation to a base year.

The CPI measures the changing cost of purchasing a “basket” of goods and services purchased by the average household. The “basket” includes items like food, housing, clothes, transport, leisure, education and healthcare. 


CPI  & ‘Weightings’

The impact of a particular item’s price change on the overall change in the CPI depends on the relative importance of that item to consumers’ expenditure in general. For example, because New Zealanders spend more on petrol than on newspapers, a 10 percent rise in the price of petrol would be expected to have a greater impact on the CPI than a 2 percent rise in the price of newspapers.

To ensure that the prices of goods and services on which consumers spend relatively more of their total expenditure have the greatest influence, the CPI is calculated using “weights”. Expenditure on a particular good or service as a proportion of total household expenditure is calculated to give the relative importance or “weight” of that commodity in the CPI.

The goods and services covered by the CPI are classified into nine groups, so that similar goods and services are grouped together:
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Questions

1. What is a good that would have been included in the CPI in 2009 but not in 1983? & vice versa? 


2. A 10 % increase in the price of housing or clothes is going to cause more inflation? Why? 




3. In 2009 what percentage of total spending does the average NZ household spend on Recreation and Education? How about 1983? Explain a possible reason for this.




4. In 2009 what percentage of total spending does the average NZ household spend on Apparel (Clothing)? How about 1983? Explain a possible reason for this.




5. An increase in prices of which group of goods and services will have the largest increase in household expenditure?


6. The CPI measures the “costs of living” for families. Why? 





How is the Inflation Rate Measured?

Inflation is measured by calculating the percentage change in the Consumer Price Index 

Rate of Inflation (% CPI) =	 


Sept ’10 CPI = 1900 
Sept ‘11 CPI = 1919		Inflation Rate (Sept ’10 – ’11) = ______ % 

Limitations of the Consumer Price Index

· 




· 



· The goods and services included in the CPI ‘basket’ are reviewed every 3 years:- 

i)    



ii) 


      Therefore the CPI does not always accurately match current expenditure patterns.  

Alternative Measures of Inflation

· Producer Price Index



· The Capital Goods Price Index



· The Food Price Index



Causes of Inflation

1) Cost-push Inflation

Inflation is caused by an increase in the costs of production for producers across the economy. If firm’s costs increase then businesses must put up their prices to maintain profit margins. Cost-push inflation is caused by:

· 

· 


· 



      In Individual Markets				The NZ Economy














Wage-Price Spiral (Cycle)

If the prices of goods and services are increasing, workers will want to negotiate an increase in their nominal wages (current $ value of their wages) because their real wages (wages adjusted for inflation = their “buying” or “purchasing” power of the wages) has decreased. If the workers succeed in getting higher wages, this will have the following effect:



· Costs to the business will have increased/decreased so the business will increase/decrease supply pushing the price of its product to up/down.


· The workers now have more income so their demand for goods & services will increase/decrease, which will cause prices to be pulled up/down. 


· The higher prices will cause workers to ask for higher wages as the value of their wages (their real wages) has decreased. If they are successful then  


· The cycle starts again.

2) Demand-pull Inflation

Inflation is caused by excess demand across the whole economy. Excess demand occurs when there is increased spending in the economy (by the government, businesses or consumers) that is not matched by extra production of goods and services.

· 


· 

· 

· 

· 


·  
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Money and Inflation

The money supply (amount of money, which is available to be spent in an economy) is made up of people’s cash, money in bank accounts and any credit available to them. 

There is a positive relationship between the money supply and inflation i.e. if the money supply is increased then we can expect inflation to increase. This can be explained using the Quantity Theory of Money = 


			

Where 	 	=	
M 	=	
		V	=	
		P	=	
		Q	=	

Crude Theory = assumes …


Sophisticated Theory = assumes … 



1) If we say (assume) that V and Q are fixed the an increase in M (the money supply) must increase P (the price level) = inflation

Example – money supply (M) = $10,000m, velocity of circulation (V) = 3 and the price level (P) = 1000. 

· What is the level of output?


· If the money supply increases to $12,000m (assuming V & Q stay the same) what is the price level?


· What is the inflation rate? 



2) If we say (assume) that V is constant but Q (output in the economy) will increase over time. If the rate of growth in M > the rate of growth in Q then P must increase = inflation

Example – money supply (M) = $20,000m, velocity of circulation (V) = 2 and the level of output (Q) = 40m goods and services.

· What is the price level?



· If the money supply increases by 20% but the level of output grows by only 10% (assuming V stays the same) what is the new price level?


· What is the inflation rate? 



If the government decides to “print” money (causing largeMs) then this may lead to “hyperinflation” (or extreme inflation, where there are very large and rapid increases in prices). The currency will become worthless, losing value and people will start to use other currencies or barter to pay for goods and services.

 (
Historically, the failure of monetary system often leads to economic failure. Earlier this decade, 
Russia
 suffered from a post-communist hyperinflation where annual inflation rates skyrocketed. Since the rouble was losing significant value on a daily basis, it was often abandoned for daily transactions in favour of currencies that retained their value such as the U.S. dollar.
In 
Germany
 between January 1922 and November 1923 (less than two years) the average price level increased by a factor of about 
20 billion
. 
The German hyperinflation had its roots in the Treaty of Versailles, where the victorious allied nations imposed impossible war "reparation" payments on 
Germany
. Faced with financial debts beyond its economic capacity to generate the required amount of payment, the German government started printing money to meet its obligations. As you see in this course, a major cause of inflation is printing money in large quantities, which can lead to an inflationary spiral. 
During the hyperinflation, German workers would be paid in three shifts during the day. For example, after working the morning shift, workers would race to spend their fresh salary, which would be worthless within another few hours. There are pictures of children building play forts with bricks of worthless currency. Observers told stories of how Germans would order two beers at once, fearing that beer prices would rise before they finished their first one. Another story does have a silver lining. If a person purchased a bottle of wine, they could sell the empty bottle the next day for more than the purchase price - wine included.
                                                              
Source: BBC
)





























THE EFFECTS OF INFLATION ON THE ECONOMY
	A) Fixed Income Earners 

e.g. superannuatants, workers earning the minimum wage, the unemployed, other beneficiaries, workers bound to a current employment contract.

Inflation hurts those on fixed incomes.  If there is any inflation in the economy and nominal wages remain the same this will lead to a fall in the ‘purchasing power’ of those wages i.e. real wages will fall.     

Therefore workers usually try to negotiate a wage increase at least equal to the level of the inflation rate to ensure that the real wages are maintained and the ‘purchasing power’ of a worker’s wages remains the same. 


	E) Trade and International Competitiveness

1) NZ exports will decrease. If the inflation rate is higher in NZ compared to other countries NZ is competing for trade with. Over time, high inflation will make NZ’s exports relatively more expensive compared to the other countries, NZ will lose international competitiveness and export less.

2) Imports into NZ increase. If the inflation rate is higher in NZ than in other countries, locally produced goods and services will become relatively more expensive compared to imports and NZ will import more. NZ firms will lose competitiveness to overseas producers.

3) Exporting less and importing more worsens the Balance of Payments
                i) Balance of Payments Surplus will get smaller
               ii) Balance of Payments Deficit will get larger   


	F) Employment

1) High and volatile inflation discourages ‘productive’ investment and encourages ‘speculative’ investment. Firms do not want to borrow money for ‘productive’ investment as interest rates for borrowing will be high making repayments difficult. With less ‘productive’ investment in capital goods businesses there will be less jobs created from business expansion.

2) If exports fall, as a result of NZ exporters losing competitiveness, fewer goods and services will be produced for export and less workers will be required in the export industry.

3) If imports rise, as a result of local firms losing competitiveness to overseas companies, fewer goods will be produced locally, some firms may close, lay-offs and redundancies follow as fewer workers are required.

4) In times of high inflation wages increase to keep pace with inflation, increasing wages increase the costs for firms and to cut costs some will try to replace workers with machinery, decreasing employment. 


	G) Economic Growth

1) High and volatile inflation discourages ‘productive’ investment and encourages ‘speculative’ investment. Firms do not want to borrow money for ‘productive’ investment as interest rates for borrowing will be high making repayments difficult. With less ‘productive’ investment in capital goods, future economic growth in the economy in limited.

2) If exports fall, as a result of NZ exporters losing competitiveness, fewer goods and services will be produced, GDP and growth decreases. 

3) If imports rise, as a result of local firms losing competitiveness to overseas companies, fewer goods will be produced locally, some firms may close and GDP and economic growth is limited.


	H) Inequality

1) Those on low incomes e.g. welfare beneficiaries (the unemployed, DPB for single parents, superannuatants, university students) and minimum wage earners tend to have their incomes fixed for longer periods of time and therefore their incomes lose purchasing power i.e. have falling real wages.

2) Those on higher incomes tend to own property, shares, land, houses and other assets that keep or even increase in value during periods of high inflation. 

3) The rich get richer and the poor get poorer = inflation creates greater inequality in an economy.  



NZ  Government Policies Used to Control Inflation

Traditionally there have been several policies which had been available to governments to reduce inflation, but in New Zealand since the 1989 Reserve Bank Act, monetary policy has been used almost exclusively to do this. 

1) Monetary Policy

Monetary Policy – is where the Reserve Bank of N.Z. (RBNZ) uses interest rates (OCR) to control economic activity to achieve price stability (control inflation)

Reserve Bank Act 1989 – made ‘price stability’ the sole aim of monetary policy. 

· The RBNZ main function is to implement monetary policy. 

· The RBNZ is responsible for keeping prices “stable”. 

· “Price Stability” is defined in the P________ T_________A______________ (PTA) as keeping the inflation rate between 1 and 3%. 

· “Inflation” is measured by the percentage change in the C__________________    P__________ I___________ (CPI). Statistics NZ calculates the CPI.







Monetary Policy Tools

1. OCR (Official Cash Rate) – the main tool used by the RBNZ to implement monetary policy, influence interest rates and achieve “price stability”.  


What is the Official Cash Rate?

[image: rblogo_lvl2_2]
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The Official Cash Rate (OCR) is an interest rate set by the Reserve Bank to implement monetary policy, so as to maintain price stability.

By setting the OCR, the Reserve Bank is able to substantially influence short-term interest rates, such as the 90-day bill rate, floating mortgages and the like. In turn, this influences the overall level of economic activity in the country and therefore inflation. Note however that this sequence takes time and the pace of adjustment varies depending on the economic context.

The OCR influences short-term interest rates in the following way. When an OCR is announced - it is a percentage number - the Reserve Bank undertakes to pay financial institutions an interest rate 0.25 per cent below the OCR for money deposited in Reserve Bank settlement accounts. The Reserve Bank also undertakes to provide overnight cash to banks against good security, charging interest at 0.25 per cent above the OCR. Most importantly, the Reserve Bank sets no limit on the amount of cash that it will take in or let out, at 0.25 per cent above or below the OCR.

The effect of this is that no commercial bank is likely to offer short-term loans at a rate significantly higher than the Official Cash Rate. That's because other banks would undercut that, using credit from the Reserve Bank. Similarly a bank is not likely to lend short-term at below the OCR because the same bank can lend to the Reserve Bank and receive interest at the OCR level.

The key point is that the Reserve Bank is able to lend or borrow overnight money in whatever volumes are needed to hold the market interest rate at the Bank's OCR level. By controlling short-term interest rates in this way, the Reserve Bank can influence short-term demand in the economy, and by that put pressure upwards or downwards on average prices.

The Reserve Bank reviews the OCR eight times a year. We do this at the release of our quarterly Monetary Policy Statements and approximately halfway between each Monetary Policy Statement. Only in exceptional circumstances would the Reserve Bank make unscheduled adjustments to the OCR. We did this shortly after the 11 September terrorist attacks, for example.
Monetary Policy Settings

A) Tight (Contractionary) Monetary Policy – the RBNZ wants to slow economic activity and reduce inflation. 

OCR___  







					














· Price Level – ____________ PL1 – PL2 (inflation __) 

· Real GDP – _____________ Y1 – Y2 (growth and employment ___)


B) Loose (Expansionary) Monetary Policy – the RBNZ wants to ___________ economic activity, however, there may be some ______________ as a result. 

OCR↓___↓ 

					















· Price Level – ____________ PL1 – PL2 (inflation __) 


· Real GDP – _____________ Y1 – Y2 (growth and employment ___)

2) Fiscal  Policy

Fiscal Policy – Where the government uses its budget (or government expenditure [G] or taxes [T]) to influence the level of economic activity and achieve the government’s goals.

Budget – A plan of government income and expenditure for the coming year. 

1) Balanced Budget – planned government spending [G] = planned tax revenue [T]

2) Budget Deficit – planned government spending [G] > planned tax revenue [T]

3) Budget Surplus – planned government spending [G] < planned tax revenue [T]


Public Finance Amendment Act 2004 – Features:

• to run operating surpluses until acceptable public debt levels are achieved. 

• to maintain, on average, operating balance once acceptable debt  levels are reached 
  (i.e., the Government is to live within its means over time)

• the Minister of Finance may only plan to run a budget deficit during ‘exceptional’ 
economic circumstances e.g. the 2010 Budget deficit in response to the recession 
caused by the global financial crisis.

Fiscal Policy Settings

A) Contractionary Fiscal Policy – the government wants to slow economic activity and reduce inflation. 

 income taxes or↓ government spending   Spending and demand for goods and services in the economy _____  Price Level (inflation __)   GDP (growth and employment ___)

B) Expansionary Fiscal  Policy – the government wants to ___________ economic activity, however, there may be some ______________ as a result. 

↓ income taxes or government spending   Spending and demand for goods and services in the economy _____  Price Level (inflation __)   GDP (growth and employment ___)

3) Regulations

Wage and Price Controls – laws to reduce or prohibit any wage or price increases e.g. 1984 wage and price freeze.




The Business or Trade Cycle – New Zealand




















Pt NZ = where New Zealand is right now!

Output Gap =

· Positive output gap (Pt A) = 

· [bookmark: _GoBack]Negative output gap (Pt B) =  	
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