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 31 Inflation and deflation

Inflation and deflation
Inflation
Inflation is the sustained rise in the general price level in an economy over time. 
This does not mean the price of every good and service increases, but on average 
prices are rising. 

Governments aim to control inflation because it reduces the value of money 
and the spending power of individuals, governments and firms. For example, the 
inflation rate in Syria was around 51 per cent in 2017, meaning that the general 
price level in Syria increased by an average of about 51 per cent in a year. Hence, 
a product priced at 100 Syrian pounds would increase to 151 Syrian pounds by the 
end of the year. This makes conditions far less predictable for economic stability 
in Syria than in other countries with low and stable rates of inflation such as 
Canada, the UK and the USA (see Table 31.1).

Source: tradingeconomics.com; U.S. Bureau of Labor Statistics

▲ Figure 31.1 The USA’s relatively stable inflation rates (2007–17)

By the end of this chapter, students should be able to:

H define inflation and deflation
H measure inflation and deflation using the Consumer Price Index (CPI)
H discuss the causes of inflation and deflation
H discuss the consequences of inflation and deflation
H discuss the policies to control inflation and deflation.

Definition
Inflation is the sustained 
rise in the general level 
of prices of goods and 
services over time, as 
measured by a Consumer 
Price Index.

Table 31.1 Inflation rates 
around the world, selected 
countries 2017

Country Inflation 
rate (%)

Venezuela 741.00

South Sudan 425.90

Suriname 48.70

Sudan 33.50

Mozambique 21.57

Rwanda 13.00

Iran 11.90

Ethiopia 8.50

Brazil 4.57

USA 2.40

UK 2.30

Canada 1.60

Singapore 0.70

Switzerland 0.60

Source: www.
tradingeconomics.com

2008 2010 2012 2014 2016
–4

–2

0

2

4

6

–4

–2

0

2

4

6

Case study: Hyperinflation in Zimbabwe
Major economic problems in Zimbabwe caused the country to suffer from extortionate 
rates of inflation between 2003 and 2009. In June 2006, the Central Bank introduced a 
new 100,000 Zimbabwean dollar banknote (less than $1 back then). However, by July 
2008, inflation had reached a whopping 231,000,000 per cent! Several months later 
in January 2009, the Zimbabwean government launched the 100 trillion Zimbabwean 
dollar banknote (ZWD100,000,000,000,000)! This meant the currency became worthless, 
and was eventually abandoned. Today, the southern African country still does not have 
its own official currency, with many preferring to use the US dollar. With GDP per capita 
at $487 (around $1.33 per day), around 80 per cent of the country’s 12.6 million people 
live in extreme poverty.

Definition
Hyperinflation refers to very 
high rates of inflation that 
are out of control, causing 
average prices in the 
economy to rise very rapidly.
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Deflation
Whilst the price of goods and services tend to rise, the price of some products 
actually falls over time. This is perhaps due to technological progress or a fall in 
consumer demand for the product, both of which can cause prices to fall. 
Deflation is defined as the persistent fall in the general price level of goods and 
services in the economy, i.e. the inflation rate is negative. Some of the countries 
that experienced deflation in 2017 are shown in Table 31.2.

The causes of deflation can be categorised as either demand or supply factors. 
Deflation is a concern if it is caused by falling aggregate demand for goods 
and services (often associated with an economic recession and rising levels of 
unemployment).

Deflation can be caused by higher levels of aggregate supply, thus increasing 
the productive capacity of the economy. This drives down the general price 
level of goods and services whilst increasing national income. Such deflation is 
called benign deflation (non-threatening deflation). For example, supply-side 
policies such as investment in education and infrastructure (see Chapter 28), 
higher productivity, improved managerial practices, technological advances or 
government subsidies for major industries all help to raise national income in the 
long run. In Figure 31.2, this is shown diagrammatically by a rightwards shift 
of the aggregate supply curve from AS1 to AS2, reducing the general price level 
from PL1 to PL2. This happened in China during the past three decades with the 
Chinese government pouring huge amounts of investment funds into building 
new roads and rail networks (the country plans to spend $503 billion on railway 
expansion by 2020!).

Definition
Deflation is the sustained 
fall in the general price 
level in an economy over 
time, i.e. the inflation rate 
is negative.

Table 31.2 Deflation rates 
around the world, 2017

Country Deflation 
rate (%)

Somalia -3.5

Chad -3.1

Seychelles -1.2

Benin -1.0

Iraq -0.8

Barbados -0.5

Togo -0.4

Saudi Arabia -0.4

Aruba -0.3

Source: www.
tradingeconomics.com

Study tip
Low rates of inflation, of 
one or two per cent, are 
not usually harmful to the 
economy as higher prices 
can encourage firms to 
supply more output. It 
is when inflation rises 
too quickly that it can 
disrupt decision making 
for individuals, firms and 
governments.

Exam practice
The hypothetical data below shows the inflation rates for a country over three 
years.

Year 1 2 3

Inflation rate (%) 2.5 1.7 2.3

1 Define the meaning of ‘inflation rate’.  [2]
2 Explain why the rate of inflation was at its highest in the third year.  [3]
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▲ Figure 31.2 Deflation caused by supply factors ▲ Figure 31.3 Deflation caused by demand factors



 31 InflatIon and deflatIon

6

Deflation can also be caused by lower levels of aggregate demand in the 
economy, thus driving down the general price level of goods and services due to 
excess capacity in the economy. This causes malign deflation (deflation that is 
harmful to the economy). For example, during an economic recession, household 
consumption of goods and services falls due to lower GDP per capita and higher 
levels of unemployment. In Figure 31.3, this is shown diagrammatically by a 
leftwards shift of the aggregate demand curve from AD1 to AD2, reducing national 
income from Y1 to Y2, and forcing down the general price level from PL1 to PL2. This 
happened in Greece for much of the past decade as the economy has struggled to 
get out of a severe recession. This cause of deflation is a concern as it is associated 
with a decline in national income and standards of living.

Source: tradingeconomics.com; National Statistical Service of Greece

▲ Figure 31.4 Greece inflation rate

Measuring inflation and deflation
The Consumer Price Index (CPI) is a common method used to calculate the inflation 
rate. It measures price changes of a representative basket of goods and services 
(those consumed by an average household) in the country. For example, items such as 
staple food products, clothing, petrol and transportation are likely to be included. 
However, different statistical weights are applied to reflect the relative importance of 
the average household’s expenditure. For example, a 10 per cent increase in the price 
of petrol will affect the average household far more than a 50 per cent increase in the 
price of light bulbs, batteries or bananas. Changes in the CPI therefore represent 
changes in the cost of living for the average household in the economy.

The statistical weights in the CPI are therefore based on the proportion of an 
average household’s spending on the items in the representative basket of goods and 
services. For example, if food items account for 15 per cent of the typical household’s 
total spending, then 15 per cent of the weights in the index would be assigned to 
food items. Therefore, items of expenditure that take a greater proportion of the 

Definition
The Consumer Price Index 
(CPI) is a weighted index 
of consumer prices in the 
economy over time. It is 
used to measure the cost 
of living for an average 
household.
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Case study: Swine flu H1N1
In 2009 the world suffered from a pandemic of swine flu, a highly contagious respiratory 
disease caused by the H1N1 influenza virus found in pigs but with the potential to affect 
humans. The outbreak of the infectious disease in Northern Ireland, the USA, China 
and India slowed down economic activity to the extent that it caused deflation in all four 
countries, and falling rates of inflation in other affected nations such as Australia, the 
Philippines and Britain.

Study tip
The extent to which an 
economy is affected by   
deflation will depend on 
the severity of deflation. 
Morocco’s experience of 
zero rate inflation in 2017 
would have been very 
different from Somalia’s 
-3.5 per cent inflation rate 
in the same year.
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typical household’s spending are assigned a larger weighting. Changing fashions and 
trends, such as greater household expenditure on smartphones, online apps and tablet 
computers, require a review (or update) on the weights in the CPI.

The CPI is used for international comparisons of inflation rates, partly because 
it uses a wide sample of the population when calculating and assigning statistical 
weights to the index. The CPI, as the key measure of inflation for most countries, is 
also important as a benchmark when central banks set interest rates (see Chapter 27).

Calculating the CPI
A price index is used to indicate the average percentage change in prices compared to 
a starting period called the base year. The CPI compares the price index of buying a 
representative basket of goods and services with the base year, which is assigned a 
value of 100. Hence, a price index of 115.2 means that prices have in general 
increased by 15.2 per cent since the base year. If prices were to rise by another 5 per 
cent in the subsequent year, the price index number would become 120.96 (i.e. 115.2 
× 1.05), or 20.96 per cent higher since the base year. Price changes in the CPI are 
measured on a monthly basis but reported for a twelve-month period.

Calculating changes in the CPI will give the rate of inflation. To do so, two 
steps are involved:

» Collection of the price data for a representative basket of goods and services, 
collected on a monthly basis.

» Assigning the statistical weights, representing different patterns of spending 
over time.

The simplified example below, with three products in the representative basket, 
shows how a CPI is calculated. Assume 2016 is the base year, when the total 
basket price was $20.

Product Price in 2017 Price in 2018

Pizza $9 $10

Cinema ticket $10 $11

Petrol $3 $3.5

Total basket price $22.0 $24.5

To calculate the inflation rate between 2017 and 2018, first calculate the price 
indices for the two years in question:

» 2017: $22/$20 × 100 = 110 (prices in 2017 were 10 per cent higher on average 
than in 2016).

» 2018: $24.5/$20 × 100 = 122.5 (prices in 2018 were 22.5 per cent higher on 
average than in 2016).

The inflation rate between 2017 and 2018 is the percentage change in the price 
indices during these two periods:

(122.5 – 110)
110

 × 100 = 11.36%.

However, the products measured in the CPI are of different degrees of importance 
to the typical household, so statistical weights are applied to reflect this. 
Suppose, for example, in a particular country, food consumption accounts for  
40 per cent of the average household spending, whereas entertainment represents 
20 per cent, transport represents 25 per cent and all other items of expenditure 

Definition
The base year refers to 
the starting year when 
calculating a price index.

Table 31.3 Calculating the 
total basket price
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represent the remaining 15 per cent. To create a weighted price index, economists 
multiply the price index for each item of expenditure (in the representative basket 
of goods and services) by the statistical weight for each item. Applying these 
weights gives the following results:

Product Price index Weight Weighted index

Food 110.0 0.40 110 × 0.4 = 44.0

Entertainment 115.0 0.20 115 × 0.2 = 23.0

Transport 116.4 0.25 116.4 × 0.25 = 29.1

Others 123.3 0.15 123.3 × 0.15 = 18.5

Weighted index 114.6

Whilst the price of food has increased the least since the base year (by only 10 
per cent), food accounts for 40 per cent of the typical household’s spending. So, 
this 10 per cent price increase has a much larger impact on the cost of living 
than the 15 per cent increase in the price of entertainment, which accounts for 
only 20 per cent of the average household’s expenditure. Without using weights, 
the average price index would be 116.18, i.e. (110 + 115 + 116.4 + 123.3) / 4. 
However, the statistical weights reduce the price index to 114.6 because the 
relatively higher prices of non-food items account for a smaller proportion of 
spending by the typical household. This shows that prices have, on average, 
increased by 14.6 per cent since the base year. Therefore, the use of a weighted 
price index is more accurate in measuring changes in the cost of living, and hence 
inflation.

Study tip
Although the CPI is the 
most widely used price 
index for measuring 
inflation, it only takes an 
average measure. Thus, 
the CPI hides the fact that 
the price of some products 
increases more rapidly than 
others, whilst the price of 
other products might have 
actually fallen.

Exam practice
1 a Calculate the inflation rate if the consumer price index changes from 123.0 

to 129.15.  [2]
b Calculate the price index if there is 3.0 per cent inflation during the year if 

the index was previously at 130.  [2]
c Calculate how much a basket of goods and services which is currently 

priced at $1,200 would cost if the CPI increased from 125 to 135.  [3]
2 The data below is for a hypothetical country, Jukeland.

Item Consumer Price Index Weight

Clothing 110 10

Food 120 20

Housing 130 30

Others 140 40

a Define what is meant by a ‘consumer price index (CPI)’.  [2]
b ‘The typical household in Jukeland spends more money on housing than on 

food or clothing’. Explain this statement.  [3]
c Use the data above to calculate the weighted consumer price index (CPI) in 

Jukeland.  [4]

Table 31.4 Creating a 
weighted price index



Causes of inflation and deflation

9

Causes of inflation and deflation
There are two main causes of inflation: demand-pull inflation and cost-push 
inflation. Although aggregate demand (AD) and aggregate supply (AS) analysis is 
not required in the IGCSE examination, this has been included in this section for 
illustrative purposes only.

Cost-push inflation is caused by higher costs of production, which makes firms raise 
their prices in order to maintain their profit margins. For example, in Figure 31.5, higher 
raw material costs, increased wages, and soaring rents shift the aggregate supply (total 
supply) curve for the economy to the left from AS1 to AS2, forcing up the general price 
level from PL1 to PL2 and reducing national income from Y1 to Y2.

Demand-pull inflation is caused by higher levels of aggregate demand (total 
demand in the economy), thus driving up the general price level of goods and 
services. For example, during an economic boom, household consumption of 
goods and services increases due to higher GDP per capita and higher levels of 
employment. In Figure 31.6, this is shown diagrammatically by a rightwards shift 
of the aggregate demand curve from AD1 to AD2, raising national income from Y1 
to Y2 and forcing up the general price level from PL1 to PL2.

Other possible causes of inflation are:

» Monetary causes of inflation are related to increases in the money supply (see case 
study on Zimbabwe) and easier access to credit, such as loans and credit cards.

» Imported inflation occurs due to higher import prices, forcing up costs of 
production and therefore causing domestic inflation.

Definition
Cost-push inflation 
is a cause of inflation, 
triggered by higher costs of 
production, thus forcing up 
prices.

Definitions
Demand-pull inflation 
is a cause of inflation, 
triggered by higher levels 
of aggregate demand in the 
economy, thus driving up 
the general price level.
Imported inflation is 
a cause of inflation 
triggered by higher import 
prices, forcing up costs 
of production and thus 
causing domestic inflation.
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▲ Figure 31.5 Cost-push inflation▲ Higher rents in popular locations can cause cost-push inflation

▶ Figure 31.6 Demand-pull 
inflation
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Consequences of inflation and deflation
Consequences of inflation
Inflation can complicate planning and decision making for households, firms and 
governments with many consequences as outlined below.

» Menu costs – Inflation impacts on the prices charged by firms. Catalogues, price 
lists and menus have to be updated regularly and this is costly to businesses. Of 
course, workers also have to be paid for their time to reprice goods and services.

» Consumers – The purchasing power of consumers goes down when there is 
inflation, i.e. there is a fall in their real income because money is worth less 
than before. Therefore, as the cost of living increases, consumers need more 
money to buy the same amount of goods and services.

» Shoe leather costs – Inflation causes fluctuations in price levels so customers 
spend more time searching for the best deals. This might be done by physically 
visiting different firms to find the cheapest supplier or searching online. Shoe 
leather costs therefore represent an opportunity cost for customers.

» Savers – Savers, be they individuals, firms or governments, will lose out from 
inflation, assuming there is no change in interest rates for savings. This is 
because the money they have saved is worth less than before. For example, 
if interest rates average 2 per cent for savings accounts in a country but its 
inflation rate is 3 per cent, then the real interest rate on savings is actually 
minus 1 per cent. Hence, inflation can act as a disincentive to save. In turn, 
this leads to less funds being made available for investment in the economy.

» Lenders – Lenders, be they individuals, firms or governments, will also lose 
from inflation. This is because the money lent out to borrowers becomes worth 
less than before due to inflation.

Activity 
Discuss in small groups 
of 2–3 people the 
economic strategies you 
would use to control 
demand-pull inflation 
and cost-push inflation. 
You may want to refer to 
Chapters 26 and 27 to 
help with this activity.

Exam practice
Study the graph below which shows the inflation rates in India between 2003 
and 2013, and answer the questions that follow.

Source: tradingeconomics.com; Ministry of Statistics and Programme Implementation  
(MOSPI), India

1 Identify when the rate of inflation was at its highest and lowest in India.  [2]
2 Distinguish between cost-push inflation and demand-pull inflation.  [4]
3 Explain why the global financial crisis of late 2008 would have caused a fall in 

India’s rate of inflation.  [4]
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» Borrowers – By contrast, borrowers tend to gain from inflation as the money 
they need to repay is worth less than when they initially borrowed it, i.e. the 
real value of their debt declines due to inflation. For example, if a borrower 
took out a mortgage at 5 per cent interest but inflation was 3.5 per cent, this 
means the real interest rate is only 1.5 per cent.

» Fixed income earners – During periods of inflation, fixed income earners 
(such as salaried workers and pensioners whose income does not change with 
their level of output) see a fall in their real income. Thus, they are worse off 
than before as the purchasing power of their fixed income declines with higher 
prices. Even if employees receive a pay rise, the rate of inflation reduces the 
real value of this. For example, if workers get a 4 per cent pay rise but inflation 
is 3 per cent, then the real pay increase is only 1 per cent.

» Low income earners – Inflation harms the poorest members of society far 
more than those in high incomes. Low income earners tend to have a high 
price elasticity of demand (see Chapter 4) for goods and services. By contrast, 
those on high incomes and accumulated wealth such as hip-hop artists (see 
Table 31.5) are not so affected by higher prices.

» Exporters – The international competitiveness of a country will tend to fall 
when there is domestic inflation. In the long run, higher prices make exporters 
less price-competitive, thus causing a drop in profits. This leads to a fall in 
export earnings, lower economic growth and higher unemployment.

» Importers – Imports become more expensive for individuals, firms and the 
government due to the decline in the purchasing power of money. Essential imports 
such as petroleum and food products can cause imported inflation (higher import 
prices, forcing up costs of production and thus causing domestic inflation). Hence, 
inflation can cause problems for countries without many natural resources.

Table 31.5 The five wealthiest hip-hop artists

Rank Artist Net wealth ($m)

1 Sean ‘Diddy’ Combs 750

2 Andre ‘Dr Dre’ Young 710

3 Shawn ‘Jay-Z’ Carter 610

4 Bryan ‘Birdman’ Williams 110

5 Aubrey ‘Drake’ Graham 60

Source: Forbes Rich List 2016

Exam practice
Study the following data and answer the questions that follow.

Year Inflation rate (%) Wage increase (%)

1 2.5 3.0

2 3.1 3.5

3 2.9 3.1

1 In which year was there the largest increase in real wages? Explain your 
answer.  [3]

2 Explain why average wages were higher in Year 3 than Year 2.  [3]
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» Employers – Workers are likely to demand a pay rise during times of inflation 
in order to maintain their level of real income. As a result, labour costs of 
production rise and, other things being equal, profits margins would fall. Those 
in highly skilled professions such as surgeons, doctors, pilots and barristers are 
in a strong bargaining position because their skills are in short supply and in 
high demand. This can create a wage-price spiral whereby demand for higher 
wages to keep in line with inflation simply causes more inflation.

 Inflation also harms employers located in expensive areas. Table 31.6 shows 
the world’s most expensive cities, which means employers in these areas 
have to pay relatively high wages to attract workers. For example, Tokyo has 
been the most expensive city in the annual Economics Intelligence Unit (EIU) 
Worldwide Cost of Living Index a total of 14 times in the past 20 years.

» Business confidence levels – Inflation also affects employers as it causes 
uncertainty. The combination of uncertainty and the lower than expected real 
rates of return on investment (due to higher costs of production) tends to 
lower the amount of planned investment in the economy.

The consequences of deflation
The consequences of deflation depend on whether we are considering benign 
deflation or malign deflation. The consequences of benign deflation are positive 
as the economy is able to produce more, thus boosting national income and 
employment, without an increase in the general price level. This therefore boosts 
the international competitiveness of the country. However, malign deflation is 
generally harmful to the economy. The consequences of malign deflation include 
the following:

» Unemployment – As deflation usually occurs due to a fall in aggregate demand 
in the economy, this causes a fall in the demand for labour, i.e. deflation 
causes job losses in the economy.

» Bankruptcies – During periods of deflation, consumers spend less so firms tend 
to have lower sales revenues and profits. This makes it more difficult for firms 
to repay their costs and liabilities (money owed to others, such as outstanding 
loans and mortgages). Thus, deflation can cause a large number of bankruptcies 
in the economy.

» Wealth effect – As the profits of firms fall, so do their valuations, i.e. share 
prices fall during times of deflation. This means that dividends and the capital 
returns on holding shares fall, thus reducing the wealth of shareholders.

» Debt effect – The real cost of debts (borrowing) increases when there is 
deflation. This is because real interest rates rise when the price level falls.  
For example, if interest rates average 1.0 per cent but the inflation rate is –1.5 
per cent, then the real interest rate is 2.5 per cent (imagine the situation of 
falling house prices whilst having to pay interest on mortgages taken out when 
prices were higher). Thus, with deflation and the subsequent rising real value 
of debts, both consumer and business confidence levels fall, further adding to 
the economic problems in the country.

» Government debt – With more bankruptcies, unemployment and lower levels of 
economic activity, tax revenues fall whilst the amount of government spending 
rises (due to the economic decline associated with malign inflation). This 
creates a budget deficit for the government, meaning that it needs to borrow 
money even though the real cost of borrowing rises with deflation.

Table 31.6 The world’s most 
expensive cities

Rank City

1 Singapore

2 Hong Kong

3 Zurich, Switzerland

4 Tokyo, Japan

5 Osaka, Japan

6 Seoul, South Korea

7 Geneva, 
Switzerland

7 Paris, France

9 New York, USA

9 Copenhagen, 
Denmark

Source: EIU: Worldwide Cost 
of Living Index, 2017

▲ Singapore tops the most 
expensive cities index

Definition
A wage-price spiral 
occurs when trade unions 
negotiate higher wages to 
keep income in line with 
inflation but this simply 
causes more inflation 
as firms raise prices 
to maintain their profit 
margins.
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» Consumer confidence – Deflation usually causes a fall in consumer confidence 
levels as they fear things will get worse for the economy. Thus, they may 
postpone their spending, especially on consumer durable goods such as cars 
and furniture, as they expect prices to fall even further in the future or they 
will wait until the economy improves. This clearly does not help the economy 
to recover, thereby causing a downwards deflationary spiral.

Activity 
Discuss the impact of an increase in oil prices on the rate of inflation in your country or 
a country of your choice. Which stakeholders are affected the most? Why?

Exam practice
1 Over the past decade, Japan has suffered from periods of deflation (see chart).

Source: tradingeconomics.com; Ministry of International Affairs & Communications, Japan

a Define the term deflation. [2]
b Explain what evidence there is in the chart to suggest that Japan has 

suffered periods of deflation during the past 10 years. [2]
c Analyse the impact of prolonged deflation for the Japanese economy. [6]

2 Iran’s inflation rate climbed above 30 per cent in 2013, having reached 31.5 
per cent at the end of the Islamic country’s calendar year. The country, with a 
population of 74.8 million, had experienced double-digit inflation rates for most 
of the past decade. At the end of 2010, the government reduced food and fuel 
subsidies, thereby fuelling inflation. In addition, international sanctions due to 
Iran’s disputed nuclear programme forced down the value of the Iranian rial, the 
country’s official currency. This added pressure on higher prices in the economy.

Period Inflation (%)

March 2012 26.4

Dec 2012 27.4

March 2013 31.5

a With reference to the data above, explain why prices in Iran were generally 
higher in 2013 than in 2012.  [4]

b Explain two reasons why the Iranian government might aim to control the 
level of inflation in its economy.  [4]

c Examine how some Iranians are likely to have been more affected than 
others by the double-digit inflation rates.  [6]
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Study tip
A fall in the rate of inflation 
(known as disinflation) 
means that prices are still 
rising, only at a slower rate. 
Be clear about the meaning 
of deflation – an actual fall 
in the general price level. 
Reflation is the opposite of 
disinflation, which occurs 
when the rate of inflation 
increases.

Source: Reuters (http://goo.gl/2yGLB)
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Policies to control inflation and deflation
Inflation can be controlled by using macroeconomic policies to slow down the 
growth of aggregate demand and/or boost the rate of growth of aggregate supply. 
These policies include:

Fiscal policy
Fiscal policy involves the use of taxation and/or government spending to control 
the level of economic activity in the economy. If aggregate demand is too high 
(causing demand-pull inflation), the government may choose to ‘tighten fiscal 
policy’ by raising taxes and/or reducing its own expenditure in order to reduce the 
level of economic activity.

During times of deflation, it can be very difficult to break out of a downward 
deflationary spiral. To do so would require a significant boost to aggregate 
demand in the economy. The government may choose to cut direct taxes, leading 
to an increase in real incomes and thus greater levels of aggregate demand. This 
should result in higher levels of economic activity, which has a positive effect on 
employment and economic growth.

See Chapter 26 to read about fiscal policy.

Monetary policy
Monetary policy involves the central bank changing interest rates in order to 
control the level of economic activity. For example, higher interest rates may 
reduce consumer and investment expenditure as the cost of borrowing (to fund 
household spending and business investments) soars.

Lower interest rates can also be used to control deflation as the cut in interest 
rates reduces the exchange rate, ceteris paribus. This is because foreign investors 
receive a lower return on their investments. The resulting fall in the exchange 
rate brings about a fall in the price of imports and hence an increase in the 
demand for exports.

See Chapter 27 to read about monetary policy.

Supply-side policies
Whilst both fiscal and monetary policies target aggregate demand to tackle the 
issue of inflation or deflation, supply-side policies are used to increase aggregate 
supply. These policies seek to increase competition, productivity and innovation 
in order to maintain lower prices. Some countries, such as Iran and France, have 
used subsidies for food and fuel to reduce prices in the economy.

A reduction in corporate tax rates can also encourage risk-taking and greater 
investment. Countries that do not charge any corporate tax include Bahrain, the 
Bahamas, the Cayman Islands, the Isle of Man, and the United Arab Emirates.

In the short run, fiscal and monetary policies are used to control inflation or 
deflation. In the long run, supply-side policies boost the productive capacity of 
the economy, thereby giving it flexibility to grow without suffering from the costs 
of inflation.

See Chapter 28 to read about monetary policy.
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Chapter review questions
1 What is meant by inflation?
2 What is the Consumer Price Index and how does it differ from the Retail Prices Index?
3 Why are weights used in the calculation of the CPI?
4 What is a base year?
5 What are the two key causes of inflation?
6 Outline the main consequences of inflation.
7 What is deflation?
8 What are the two main causes of deflation?
9 Outline the main consequences of deflation.
10 What policies can be used to deal with inflation and deflation?

Revision checklist
In this chapter you have learned:

✔ Inflation is the sustained rise in the general price level in an economy 
over time.

✔ Deflation is the persistent fall in the general price level of goods and 
services in the economy, i.e. the inflation rate is negative

✔ The Consumer Price Index (CPI) is used to calculate the inflation rate by 
measuring price changes of a representative basket of goods and services.

✔ Cost-push inflation is caused by higher costs of production, which makes 
firms raise their prices in order to maintain their profit margins.

✔ Demand-pull inflation is caused by higher levels of aggregate demand 
(total demand in the economy), thus driving up the general price level of 
goods and services.

✔ Costs of inflation include: menu costs, shoe leather costs, lower 
consumer and business confidence, and reduced international 
competitiveness (as exports become more expensive).

✔ Losers of inflation include: consumers, lenders, savers, fixed-income 
earners, low-income earners, exporters and employers.

✔ Winners of inflation include: borrowers and importers.
✔ The consequences of deflation include: unemployment, bankruptcies, 

negative wealth effect, declining confidence levels and higher debt burdens.
✔ Policies to tackle inflation include: deflationary fiscal policies, tight 

monetary policies and supply-side policies.
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