Low and stable rate of inflation
You've surely heard your parents talk about how cheap it was to go to the cinema when they were young. How many times have they mentioned the low price of petrol as they fill up the tank of the car? It may well be the case that you will do exactly the same when you have children of your own. In fact, in most countries, prices increase every year, and so do wages. This is a result of inflation.
What is inflation?
Just as with unemployment, you may already have a general idea of what inflation means, but, just as with unemployment, it is very important that you use the correct economic definition for the purposes of your exams.
 
Important
Inflation is defined as a sustained increase in the general level of prices.
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It is important that you do not mistake inflation for an increase in price of a particular good. It is only when there is an increase in the general level (or average level) of prices that inflation occurs. Furthermore, the definition expressly states that the increase must be sustained, that is, last for a longer period of time. If prices increase during summer only to fall again in the autumn, there would not be inflation in economic terms.
Measuring inflation
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Inflation is measured using a method known as the Consumer Price Index, or CPI. This involves comparing the prices of a representative basket of products and services over a period of time. Different ranges of products are given different weights in the composition of the product basket in order for it to be as accurate a depiction of reality as possible. That is, the basket is meant to represent the products and services that the average consumer in the economy buys. For example, in most countries, "Housing Costs" constitute a relatively large proportion of the basket, as do "Food" and "Transport". In other words, when the price of transport increases by, for example 2 per cent, this will have a larger overall impact on the rate of inflation than if, for example, opera tickets would increase by the same amount.
As you compare the price of the same basket of products over time, you can trace the changes in prices. This allows for statisticians to calculate the rate of inflation during any given month of the year, and, if they want to, they can trace the distinct rates of inflation for every product range. This is very useful when tracing the causes of inflation.
 
Examiner Tip
While you will never have to analyse CPI data to any greater extent for the purposes of the IB Economics course, it may nevertheless be interesting to have a look at just how detailed the inflation statistics collected in a country are. This is a report on changes in consumer prices in the United States during May 2011 published by the Labour Department. Luckily, there are nowadays computers that are able to perform all the calculations.
Problems with measuring inflation
The main limitation of using the CPI to measure inflation is inherent in the method itself: the CPI seeks to represent the average consumer in the economy. It may very well be that the exact combination of goods and services included in the basket matches that of only a minority of consumers, while the majority of consumers use other combinations. The result is that the rate of inflation measured is, to an extent, theoretical. Most consumers are likely to experience either a higher or lower rate of increase in the prices of the products and services that they buy on a regular basis.
In addition to the problems inherent in the CPI, there may also be errors in the data collection. It will be impossible to incorporate all prices into the index, and hence, the result will to an extent always be an approximation. The larger the sample however, the more accurate the index, so long as no mistakes are made in the processing of the data.
Example: During a few months in 2008, faulty inflation-data was published in Sweden due to a mistake in the collection and processing of data for the prices of shoes. What happened was that the prices of 1 000 different kinds of shoes were collected, but some of these disappeared while, at the same time, no adjustments were made for seasonal changes and differences in quality. This meant that the inflation rate was 4.1 per cent rather than 4.4 per cent as published.
Finally, different countries use different ways of calculating inflation, making it difficult to make international comparisons. This is further accentuated by the fact that seasonal variations are different in different countries. In order to avoid the problems of seasonal variations, and variations caused by volatile goods such as oil, statisticians normally look at "core" products in order to measure the underlying, real rate of inflation.
Costs of inflation
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Maintaining a low and stable rate of inflation is important both because it provides the groundwork for a stable overall economic climate and because there are very serious problems associated with a high inflation rate. The costs of inflation are outlined below.
· Greater uncertainty
A high rate of inflation means that it becomes more difficult to plan for the future.
For example, firms will want to plan the pricing of their products, budget for expenses, and predict future revenues. With a high and fluctuating rate of inflation, this becomes more difficult, if not impossible. As a result, firms will be unwilling to make investments, and this affects the whole economy. Neo-classical economists often think that this is the core supply-side policy, and that it is therefore more important than any other macroeconomic objective.
· Redistributive effects
High inflation means that there is a redistribution of assets between borrowers and lenders.
For example, imagine that your friend borrows $100 from you today, promising to pay it back next year. During this year, the inflation rate is 50 per cent. In other words, the price of any product will, in general, have increased by 50 per cent after one year. This means that your $100 buys 50 per cent less after one year than it did when you lent it to your friend. When he pays you back after one year, the $100 is thus worth a lot less. There has been a redistribution of resources in that the person who borrows money gains whereas the person who lends money loses out. In other words, firms tied into long-term contracts or banks who have lent money to consumers will suffer considerable losses.
· Less saving
If the inflation rate is higher than the rate of interest that you get on your savings, inflation constitutes a disincentive to save.
For example, if you have saved $1000 and the inflation rate is 12 per cent, you would need $1120 after one year in order to be able to buy the same amount of goods and services. Now, if the interest on your savings is a mere 6 per cent, you would, in your bank account, have $1060. In other words, your deposited money is worth less after one year than at the moment of deposition. The result will be very low levels of savings, and there will thus be less money available for investments in the future.
· Effect on export competitiveness
When the relative inflation rate of one country is higher than in other countries, this means, other things being equal, that its products will be more expensive to consumers from abroad. This is a threat to the competitiveness of exports, and, as a result, the net export component of aggregate demand is going to decrease and negatively affect the economy as a whole.
Deflation
Deflation is the exact opposite of inflation, that is:
 
Important
Deflation is defined as a sustained decrease in the general level of prices.
Deflation thus denotes the situation when the general price level actually falls. It should not be confused with disinflation which is merely a decrease in the rate of inflation while prices still increase.
There are two general explanations for deflation, and they are sometimes thought of as "good" and "bad" deflation depending on their impact on unemployment. "Good" deflation occurs because of a rightward shift of aggregate supply due to, for example, improved quality of the factors of production. This causes the level of production to increase, and, because real GDP increases, it is assumed that this results in lower unemployment. "Bad" deflation on the other hand is the result of a leftward shift of aggregate demand, for example because of decreased consumption or a worsening net export effect. Because real GDP decreases, this is assumed to be coupled with unemployment. The diagrammatic illustrations of both "good" and "bad" deflation are shown in the diagram below.
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Costs of deflation
As noted above, the most serious problem associated with deflation is that of increasing unemployment. A leftward shift in AD as in the “Bad” deflation diagram above is the result of a lower overall demand for products and services in the economy. The consequence is that firms no longer need employees to produce as many products and services, and hence unemployment. In addition, there are harmful long-term effects associated with “Good” deflation too. If consumers note that prices are constantly falling, their natural reaction should be to save their money since it will buy more products and services in the future. Thus, the risk is that the economy ends up in a harmful downward spiral, where AD falls continuously.
Example: Japan is perhaps the primary example of a country that has experienced the harmful effects of deflation. In fact, Japanese authorities have almost exhausted the interest rate as a means of encouraging consumption: Japanese consumers barely receive any interest on their deposited money, and the cost of borrowing is among the lowest in the world, but this has not had the desired effect. You can read more about the development of the Japanese economy during the last decade in this article from the New York Times.
Types and causes of inflation
Just as with deflation, inflation can be caused by shifts either in the AD or SRAS curve. The different types are known as demand-pull and cost-push inflation.
Demand-pull inflation
Demand-pull inflation, as the name suggests, is caused by a rightward shift of the AD curve, pulling the price level up. This could be a result of an increase in one or several of the components of aggregate demand: consumer spending, investments, government spending and net exports. Demand-pull inflation is illustrated in the diagram below. Note that, as there is a general increase in the price level, real GDP also rises.
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Cost-push inflation
Cost-push inflation, on the other hand, involves a leftward shift of the SRAS curve. The reason why it is known as "cost-push" inflation is that the shift of the SRAS curve is a result of increased costs of production. Firms will seek to compensate for the increased costs by charging higher prices to consumers, thus pushing the price level up. The increased costs are usually due to higher wages, increased costs of raw materials, or, indeed, simply because of exchange rate fluctuations. While you will study such fluctuations in detail under Topic 3, it might be interesting to note that when a country's currency becomes less valuable in relation to other currencies, imported goods become more expensive. Firms relying heavily on imported goods as raw materials in production will thus be particularly sensitive to such changes.
Cost push inflation is illustrated by the diagram below. Note that this type of inflation is coupled with a lower level of real GDP, thus also resulting in increased unemployment.
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Demand-pull and cost-push inflation together
One of the dangers of inflation is its potential to be continuous and, in very bad scenarios, accelerating. Imagine a situation where the economy is operating at a level close to full employment. When AD increases the result will be demand-pull inflation. At the same time, in order to meet the high demand, firms will have to pay overtime rate wages. This means that the cost of production increases, and firms will seek to compensate for the increased costs by charging higher prices, so there is cost-push inflation. If demand remains high, the spiral will start over again, and the price level will continue to rise. This is known as an inflationary spiral.
Measures to deal with inflation
The effectiveness of the various strategies that may be used when dealing with inflation depends on the type of inflation in question. Strategies to reduce aggregate demand, will, for example, not be of much use if the inflation is of a cost-push type. However, in many cases, it is not entirely clear exactly what causes the inflation and, as seen above, it is not uncommon for demand-pull and cost-push inflation to occur together. This is something that policy makers will have to bear in mind.
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Fiscal policy is another way of combating inflation, and this allows the government to manage both taxes and government spending. There is an inherent problem associated with government management of inflation, seeing that the policies used in order to keep it low and stable are likely to be very unpopular with the population as a whole since they do not take into account the long-term effects. In order to win votes in general elections, arguments such as "we need to cut down on welfare spending and increase taxation in order to reduce inflation from 3 per cent to 2 per cent" are likely to fare rather poorly. This conflict of interest is one of the main reasons why central banks are nowadays largely independent of political influence. However, within the European Monetary Union, there is only one central bank, charged with monitoring overall inflation in the EMU area. It is very likely that the inflation rates in individual countries will vary considerably, but the central interest rate cannot be used to accommodate the needs of every single country. The only measure left is therefore the use of fiscal policy, with all its limitations. This observation is in fact one of the main objections to the use of a single currency.
Finally, the management of inflation is made even more complicated by the fact that there in some situations is a trade-off between inflation and unemployment. That is, a high rate of inflation usually means low unemployment and vice versa. While right-wring economists often argue that low and stable inflation should be the primary objective in an economy since low unemployment will follow (thanks to the fact that it will be easy for firms to plan for the future and make investments, thereby encouraging a good economic climate), left-wing politicians are more prone to argue that low unemployment should be the primary target. Since employment is such an intricate part of life of every person in the economy, it would be wrong, they argue, to leave it to market forces. Instead the government should intervene, in a manner similar to guaranteeing public welfare, to make sure that unemployment levels are kept low even if this means that the inflation rate increases. Whichever option you personally prefer, remember that the debate is very much a reality in the political arena, and that it may well be difficult to agree on a particular fiscal policy measure because of the controversy regarding the main objective.
 
What you should know
· Inflation is defined as a sustained increase in the general level of prices.
· Inflation is measured using a weighted Consumer Price Index (CPI) where the value of a representative basket of products and services is compared over time.
· The costs of inflation include greater uncertainty, redistributive effects, less saving and a negative effect on export competitiveness.
· There are two main types of inflation, cost-push and demand-pull inflation.
· When demand-pull and cost-push inflation occur simultaneously, the economy risks entering an inflationary spiral.
· In order to keep the rate of inflation low and stable, the government will rely on fiscal policy and monetary policy.
· Deflation is defined as a sustained decrease in the general level of prices.
· One of the main dangers associated with deflation is rising unemployment due to decreased spending.
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