Exercise walk-through

4.6

Price stability

A-Level Economics



The Macroeconomy

L Price sta bility

Read price levels and inflation separately

Annual CPI: 100, 104, then 107

Are prices falling in the final year? Calculate each annual inflation rate before
classifying the change.
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L Price sta bility

Read price levels and inflation separately

Annual CPI: 100, 104, then 107

Are prices falling in the final year? Calculate each annual inflation rate before
classifying the change.
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Disinflation . prices rise more slowly. Inflation is a sustained rise

in the general price level; deflation is a sustained fall.



The Macroeconomy

L Price sta bility

Build a weighted consumer price index

Consumer price index (CPI) tracks prices of a household consumption
basket. A weight reflects the share of spending, not the number of products.

lllustrative two-category basket; common base year = 100

Food weight 0.60, price index 120. Transport weight 0.40, price index 110. Find
the CPIl. Why is the simple average of the indices unsuitable?



The Macroeconomy

L Price sta bility

Build a weighted consumer price index

Consumer price index (CPI) tracks prices of a household consumption
basket. A weight reflects the share of spending, not the number of products.

lllustrative two-category basket; common base year = 100

Food weight 0.60, price index 120. Transport weight 0.40, price index 110. Find
the CPIl. Why is the simple average of the indices unsuitable?

CPI = Z W,'P,'

CPT = (0.60 x 120) + (0.40 x 110) = 116

The weights sum to 1. The simple average 115 would give equal weight to unequal
spending shares. These category indices already compare prices with the same base.



The Macroeconomy

L Price sta bility

An index-point change is not a percentage rate

Keep the same basket weights

Next year food's index is 126 and transport's is 121. Last year's CPl was 116. Calculate
the new CPIl and the annual inflation rate.



A-Level Economics

Exercises 2.1:2.3

2.1 Define the term inflation.

2.2 State the difference between demand-pull and cost-push inflation.

2.3 State one group harmed by inflation.
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Exercises 2.1:2.3

2.1 Define the term inflation. 2]

2.1

o a sustained rise in the general price level, which lowers the purchasing power of money
(2 for a clear definition; 1 for a partial idea)

2.2 State the difference between demand-pull and cost-push inflation. 2]

2.2
e demand-pull inflation comes from aggregate demand rising faster than supply; cost-

push inflation comes from rising costs shifting SRAS left (2 for a clear difference; 1
for a partial idea)

2.3 State one group harmed by inflation. [1]

2.3

« any one of: people on fixed incomes; savers; exporters (whose goods become dearer)

(1)



A-Level Economics

Exercises 3.1-3.2

3.1 A rise in the general price level caused by higher production costs is:

D A demand-pull inflation
B cost-push inflation
C disinflation
D deflation

3.2 Using an AD-AS diagram, explain how demand-pull inflation occurs.



A-Level Economics

Exercises 3.1-3.2

3.1 A rise in the general price level caused by higher production costs is: 1]

A demand-pull inflation
B cost-push inflation

C disinflation

D deflation

3.1 B

o Higher production costs cause cost-push inflation

3.2 Using an AD-AS diagram, explain how demand-pull inflation occurs. 8]

3.2

o /8] AO1 1+ AO3 diagram up to 4 (AD shifts right along an upward-sloping SRAS,
price level rises) + AO2/AO3 up to 3 — when AD rises faster than supply, “too much
money chases too few goods”

 firms raise prices

 the price level rises; near full capacity the rise is mostly in prices



A-Level Economics

Exercise 3.3

3.3 Discuss whether inflation is always harmful to an economy.

[12]
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Exercise 3.3

3.3 Discuss whether inflation is always harmful to an economy. [12]

3.3

o [12] AO1/AO2/AO3 up to 8 + AO4 up to 4. Harmful: inflation cuts purchasing
power, hurts fixed-income groups and savers, creates uncertainty and makes exports
dearer. But: low, stable inflation can signal healthy demand and helps borrowers,
while deflation can be worse (delayed spending, falling output). Judgement: high
or volatile inflation is harmful, but low, stable inflation is generally acceptable — it
depends on the rate and whether it is anticipated



