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Introduction

In this workbook you will be looking at the following questions-

· What is inflation?

· What causes it?

· How do we measure it?

· What are the costs involved?

Definition

Inflation 
refers to a general and sustained rise in the level of prices of goods and services.  That is, prices of the vast majority of goods and services on sale to consumers just keep on rising and rising.  Prices change over time, so inflation is always given over a period of time – per week, per month or per year.

Hyperinflation 
occurs when there are very high levels of inflation – as occurred in Germany in 1920-1923.

Stagflation 
occurs when high inflation occurs at the same time as rising unemployment.

Deflation 
occurs when the value of money rises over time as prices fall.

What causes inflation?

There are three main reasons why inflation occurs.

Cost-push inflation (Keynesian)

As the name suggests, cost-push inflation is caused by rising costs.  In other words, prices rise because costs of production rise.  When we increase firm’s costs, the supply curve shifts inwards and leads to an increase in price.  For the economy as a whole, when there is a general increase in costs there will be a general increase in prices.

There are many reasons why costs might rise, but the two main culprits are the rising cost of imported raw materials and increased labour costs.  The UK imports vast amounts of raw materials and when the exchange rate for pounds sterling depreciates (this means that £1 buys less of each foreign currency), the cost of these raw materials rises.  These higher costs lead to higher final prices for goods that use these raw materials in their production.

Rising labour costs are caused by wage increases that are greater than productivity increases.  These will also push up costs of production.  This is especially important in industries that are labour intensive.  This is often called a wage-price spiral.

Demand Pull (Keynesian)

A rise in demand in the whole economy (aggregate demand), whatever has caused it, can force up prices of goods and services and cause inflation.  Keynesian economists agree that increases in the supply of money allow people to spend more and may cause inflation, but unlike Monetarists (see below), they do not see this as the only cause.

Consumers may reduce the amount they save and spend more.  Indeed, they may decide to buy more goods and services now because they expect the prices to be much higher in the future.

How much inflation there will be depends on how near the economy is to full employment where all the scarce resources willing and able to work are in work.

As aggregate demand rises for goods and services firms will be tempted to increase production of them.  To do this they will need more workers, more machines and more raw materials.  If these resources are not available, because they are already fully employed, they will not be able to increase output.  In this case, rising demand causes the prices of the existing output to rise.  An increase in demand when the economy is at full employment will cause inflation.

Monetarism

The term ‘monetarism’ has become associated with a range of beliefs held by some economists.  Strictly speaking a monetarist economist believes that it is large increases in the money supply that cause inflation.

If banks increase the amount of money they lend, people have more money to spend.  As they spend this money the increase in demand forces up the prices of the goods and services they buy.  

Example

In a simple economy, the money supply was £100.  This £100 would buy you 5 items.  In the following year, output has remained the same (still 5 items).  There are no more resources to make anything else.  The economy is at full employment.   Now suppose the money supply grew to £200.  As consumers try to spend this money they will find no extra goods and services to buy.  With a fixed supply prices must rise.  Indeed, they double.  Inflation is 100%!  However, if output could have risen, prices need not have gone up.

So, increases in the money supply, over and above increases in output, simply cause inflation.  However, this takes time.  It may be 18 to 24 months before prices rise after a rise in the money supply.  It takes time for consumer’s spending to rise, firms to realise demand has risen and for firms to increase there prices.

How do we measure inflation?

Index numbers or indices are simply a way of expressing the change in prices of a number of items, as a movement, in just one number.  The average price of all the items selected in the first year, or base year, is given the number 100.  If, on average, the prices of the selected items rise by 25% over the year, the price index for the second year will be 125.  

In the UK, official government statistics to measure inflation are called the Retail Price Index (RPI).

When we calculate a price index, we have to take into account that people spend more on some goods and services than on others.  A rise in the price of food is more likely to affect people than a rise in the price of luxury cars.

Somehow, the RPI must take this into account and average out price rises and the effect on household’s spending patterns.  To help them with their research, the government selects 7,000 households each year to take part in the Family Expenditure Survey.  Every two weeks these families record how much they have spent and on what items.

Using this information Government experts decide how much a rise in the price of one good matters to people, compared to another.  If more money is spent on one good than another then it is deemed more important in the calculation of an accurate RPI and so it is given a weighting that considers this.  

We call the goods and services used to calculate a price index, a basket of goods and services.  The RPI must also take into account new goods entering the market, such as DVD’s and home computers, so the contents of the basket vary over time. 
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How to calculate a Retail Price Index

Information needed:

· Goods in the basket

· Price of goods

· Quantity purchased

	Goods
	Price
	Quantity purchased

	Bread
	50p per packet
	12 packets

	Milk
	250p per pint
	5 pints

	Meat
	750p per kilo
	3 kilos

	Onions
	200p per kilo
	4 kilos

	Chilies
	500p per kilo
	200 grams


Now we need to work out the importance of each item, or its weighting in the index.  To do this we need a table to complete some calculations.  This may look complicated but all you are doing is finding out what percentage of total expenditure each good is responsible for.

	Goods
	Price
	Quantity purchased
	Expenditure per item
	% Expenditure of total


	Weight

	
	
	
	
	
	

	
	A
	B
	AxB=C
	C/D x 100
	E

	
	
	
	AxB
	C
	
	

	
	
	
	
	
	
	

	Bread
	50 per packet
	12 packets
	50 x 12
	600p
	600/5,000 x 100
	12

	Milk
	250 per pint
	5 pint
	250 x 5
	1,250p
	1,250/5,000 x 100
	25

	Meat
	750 per kilo
	3 kilos
	750 x 3
	2,250p
	2,250/5,000 x 100
	45

	Onions
	200 per kilo
	4 kilos
	200 x 4
	800p
	800/5,000 x 100
	16

	Chilies
	500 per kilo
	200 grams
	500 x 0.2
	100p
	100/5,000 x 100
	2

	
	
	
	
	
	

	Total
	
	
	(D)
	5,000p
	
	100


To double-check your calculations, the weights should always add up to 100, as this represents the percentage of total spending each good has incurred.

Now we have the weighting, we can calculate the price index.  For this we need another table. 

	Item
	Price week 1
	Price week 2
	Calculate price (
	% Price (
	Weight
	Weighted price

	
	
	
	
	
	
	

	Calculations
	F
	G
	((/F) x 100
	H
	E (above)
	HxE

	
	
	
	
	
	
	

	Bread
	50
	55
	(5/50) x 100
	10%
	12
	120

	Milk
	250
	225
	(-25/250) x 100
	-10%
	25
	-250

	Meat
	750
	750
	(0/750) x 100
	0%
	45
	0

	Onions
	200
	240
	(40/200) x 100
	20%
	16
	320

	Chilies
	500
	525
	(25/500) x 100
	5%
	2
	10

	
	
	
	
	
	
	

	Total
	
	
	
	
	100
	200


You are almost finished.  There is just a one step to go.

Divide the total of the weighted prices in the end column above by the total of the weights (which is always 100 as this is a percentage).

200/100 = 2

Add this to your index at the start of the calculation (in this case it was the first year so it must be 100) and you get the index number for week 2 = 102.  This means that, on average, prices rose by 2% in week 2 compared with week 1.

Note:
The same weights are used throughout any calculations you do.

The answer will always be compared with week 1

Any time period can be used – not just weeks.

Now try this one.  You should have one table showing weights and 3 more showing the calculations of a weighted price index. 

	
	Good
	Price

Week 1
	Quantity
	Price 

Week2
	Price

Week 3
	Price

Week 4

	
	
	
	
	
	
	

	
	Fish
	50 per kilo
	2 kilos
	55
	60
	62

	
	Potatoes
	100 per kilo
	5 kilos
	110
	110
	115

	
	Soap
	175 per bar
	1 bar
	200
	225
	250

	
	Eggs
	85 per ½ dozen
	1 dozen
	90
	90
	105

	
	Butter
	120 per packet
	1 packet
	120
	110
	100


The rate of inflation is measured by calculating the percentage price increase in goods and services, usually over a year.

What are the costs of inflation?

Personal costs

Rising prices reduces the purchasing power of people’s incomes. That is, their real income, in terms of what it can buy, falls.

Example

If a person’s income in terms of money or their money income (also called nominal income) was £100 it could buy 10 goods at £10 each.  If each one of those goods goes up in price to £20 their money income of £100 will now only buy 5 of those goods.  That is, real income has fallen. 

Clearly, if people could increase their income to £200, they would be no worse off.  People like pensioners, students and the unemployed are on fixed incomes decided by the government.  As prices of goods and services rise, their real income – or purchasing power – drops.

Professional people or those in strong trade unions may be able to ask for a wage rise that matches price rises to protect their real wages or incomes.  Indeed, they may secure a pay rise that exceeds inflation.

Example

If inflation is 10% in one year and money incomes rise by 15%, then in real terms there has been a pay rise of 5%

People who save or lend money may be hurt by inflation.  If they find the interest rate received on the money they have saved or lent is less than the rate of inflation, then the real value of their money will fall.  On the other hand, people who borrow money will benefit by repaying less in real terms than they borrowed.

Pensioners, and other people on fixed incomes, can be protected from inflation by increasing their money incomes in line with inflation as measured by the RPI.  This is called index linking.  This means that money incomes rise at the same rate as inflation so real incomes remain unchanged.

Costs to the economy

Some economists argue that inflation causes unemployment.  As prices rise, people cannot afford to buy so many goods and services and so demand falls.  As a result, firms may cut their output and make resources (including labour) unemployed.

If the UK rate of inflation is higher than that of other countries it becomes more difficult for UK firms to sell their goods and services abroad, as they become relatively more expensive than the competition.  In addition, UK consumers may increase their spending on cheap imported goods, so reducing demand for UK produced goods further.

The argument continues as follows.  If the UK can reduce its inflation rate it will become more competitive and be able to sell more goods and services.  If this is so, more workers will be needed and unemployment will fall.  This is why both the Conservative and Labour governments over the past 20 years have targeted controlling inflation as their number one priority.
Questions

Answer the following questions on lined paper.  Answer in full sentences, labeling graphs and showing calculations where appropriate.  Marks will be deducted for untidy work.

	1
	What is the name given to the economic situation in which prices are continually rising?

	
	

	2
	What term do economists use to describe a situation in which a rise in the value of money occurs?

	
	

	3
	What is the monthly official list, which measures changes in consumer prices called?

	
	

	4
	Changes in the value of money are measured by:

	
	
	

	
	a) The standard of living
	b) The cost of living

	
	c) The retail price index
	d) The Financial Times share index

	
	
	

	5
	The index of retail prices measures changes in:

	
	
	

	
	a) Costs
	b) Prices

	
	c) Wages
	d) The balance of payments

	
	
	

	6
	A rise in the retail price index suggests that the cost of living is ......................

	
	
	

	7
	Which of the following would NOT be necessary in constructing a retail price index?

	
	
	

	
	a) The selection of a base time period
	b) The calculation of average wages

	
	c) The selection of items consumed
	d) The weighting of each item

	
	
	

	8
	Why is inflation harmful to people on fixed incomes?


	9
	How can inflation make it more difficult to sell UK goods and services overseas?

	
	
	

	10
	What is meant by cost-push inflation?

	
	
	

	11
	Draw a graph to show cost-push inflation.

	
	
	

	12
	What is meant by demand-pull inflation?

	
	
	

	13
	Draw a graph to show demand-pull inflation.


	
	
	

	14
	Which of the following may cause demand-pull inflation?

	
	
	

	
	a) A decrease in wages
	b) A fall in levels of employment

	
	c) An increase in income tax
	d) A decrease in income tax

	
	
	

	15
	Calculate retail price indices for the information below.

	
	
	

	
	Indices 1

	
	
	
	
	
	
	

	
	Good
	Price

Month 1
	Quantity
	Price 

Month2
	Price

Month 3
	Price

Month 4

	
	
	
	
	
	
	

	
	Cheese
	150 per kilo
	2 kilos
	140
	140
	130

	
	Pasta
	70 per packet
	4 packets
	70
	85
	90

	
	Rice
	50 per kilo
	3 kilos
	50
	50
	55

	
	Sugar
	90 per kilo
	1 kilo
	100
	120
	150

	
	Toothpaste
	200 per tube
	1 tube
	200
	200
	200


Show your answers in table format including period of calculation, indices and percentage rise or fall in prices.
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