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Chapter 3
Cost-push and demand-pull inflation

Aggregate supply/aggregate demand
Aggregate supply means the total supply of all goods and services in the economy.

Aggregate demand means the total demand of all the sectors that make up the economy – households, 
producers, the government and the overseas sectors.

Drawing the AS/AD model

Price 
level

Output / Real GDP / YY1

PL1

AD

Aggregate supply and demand model

ASIf the price 
level rises, 
there is inflation

Y is the symbol for income. 
Since total output in the economy 
equals total income, Y can be used 
as the label on the horizontal axis

These labels all mean the same 
thing, so you can use any one!

Cost-push inflation
Cost-push inflation is a result of a decrease in aggregate supply. The decrease causes the AS curve to shift to the 
left and, as a result, there is an increase in the price level.

Price 
level

Real GDPY2 Y1

PL1

PL2

AD

Cost-push inflation

AS2

AS1

L2 Econ 2.1 LWB.indd   11L2 Econ 2.1 LWB.indd   11 11/05/20   2:36 PM11/05/20   2:36 PM



12  Level 2 Analysing Inflation Learning Workbook

  ISBN 978-1-988586-88-5 –  © Copying or scanning from ESA books is subject to the provisions of the Copyright Act 1994 

Aggregate supply decreases (shifts left) when there is a:

• rise in costs of production which affect a large 
number of firms (e.g. electricity, insurance, 
commercial property rents, earthquake 
strengthening, Health and Safety costs); firms will 
increase prices to maintain profit margins

• rise in the cost of imported raw materials
• decrease in productivity
• rise in nominal wages through wage negotiations, 

to a higher minimum wage, or to a ‘living wage’ 
• rise in GST or an increase in other government 

charges (e.g. ACC levies)
• rise in the price of oil
• a depreciation in the exchange rate.

Supply-side policies to reduce cost-push inflation
Supply-side policies are actions the government takes to increase aggregate supply by increasing productivity 
or reducing costs of production for large groups of producers. If their costs are lower, firms can reduce prices 
without reducing their profitability. Increases in AS will increase economic growth without creating inflationary 
pressure. Some examples of supply-side policies are:

• spending on road and rail infrastructure to reduce congestion and delays in getting resources to producers 
and goods to markets 

• connecting all households and businesses to broadband to speed up communication and improve 
productivity

• making employment conditions more flexible so that more workers who may not be able to work full time 
can contribute to production 

• providing tax incentives to encourage firms to develop new technology to use resources more efficiently 
• reducing or removing fees for tertiary study to encourage students to increase their knowledge and skills 

which will improve the productivity of labour
• reducing the costs of complying with laws and tax regulations to reduce firms’ costs so they can reduce prices 

without reducing profitability.

Questions: Cost-push inflation
1. Describe what ‘cost-push inflation’ means.

2. Define the following terms.
a. Imported raw materials: 

 b. Productivity: 

AS decreases when the cost of imported raw materials rises.

Answers 
p. 52
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Chapter 3 – Cost-push and demand-pull inflation  13

 c. Nominal wages: 

 d. GST: 

 e. The exchange rate: 

 f. A depreciation of the exchange rate:

3. a.  On the following diagram, show the effect of an increase in the cost of imported raw materials. Remember 
to fully label the axes, curves and equilibrium, and to draw the required dotted lines and arrows.

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.
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4. a.  On the following diagram, show the effect of an increase in nominal wages. Remember to fully label the 
axes, curves and equilibrium and to draw the required dotted lines and arrows.

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.

5. a.  On the following diagram, show the effect of a depreciation of the exchange rate. Remember to fully 
label the axes, curves and equilibrium and to draw the required dotted lines and arrows.
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Chapter 3 – Cost-push and demand-pull inflation  15

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.

Demand-pull inflation
Demand-pull inflation is a result of an increase in aggregate demand. The increase causes the AD curve to shift to 
the right and, as a result, there is an increase in the price level.

AD = C + I + G + (X – M)

Aggregate demand = consumption + investment + government spending + (exports – imports)

Price 
level

Real GDPY1 Y2

PL1

PL2

AD1

Demand-pull inflation

AD2

AS1

Consumption increases if:

• incomes rise
• income taxes fall
• interest rates fall
• inflationary expectations increase
• consumer confidence improves
• immigration increases
• house prices rise, increasing 

homeowners’ wealth and ability to 
borrow

• employment increases
• inflationary expectations increase.
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Investment increases if:

• interest rates fall
• business confidence rises (e.g. when businesses expect sales to increase).
Government spending rises when the government decides to increase spending, e.g. on broadband, 
earthquake recovery, new prisons, research and development, roading.

Exports increase when:

• the exchange rate falls (Note: A change in exports does NOT affect the money supply in New Zealand 
because we have a floating exchange rate. Every time someone buys New Zealand dollars to pay for exports, 
then someone else sells those New Zealand dollars so the money supply stays the same. The exchange rate 
is covered in more detail in Economics 2.2.)

• incomes overseas rise as economic growth in our trading partners rises (so our trading partners buy more 
New Zealand goods) 

• free-trade agreements are negotiated, creating new export markets.
Imports fall when:

• incomes in New Zealand fall
• the exchange rate falls.

Questions: Demand-pull inflation
1. Describe what ‘demand-pull inflation’ means.

2. Define the following terms.

 a. Consumption: 

 

 b. Income tax: 

 

 c. Inflationary expectations: 

 

 d. Interest rates: 

 

 e. Business confidence: 

 

 f. Exports: 

 

When explaining changes in aggregate demand, identify which components 
(consumption, investment, government spending, exports, imports) change.

Answers 
p. 53
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Chapter 3 – Cost-push and demand-pull inflation  17

Investment increases if:

• interest rates fall
• business confidence rises (e.g. when businesses expect sales to increase).
Government spending rises when the government decides to increase spending, e.g. on broadband, 
earthquake recovery, new prisons, research and development, roading.

Exports increase when:

• the exchange rate falls (Note: A change in exports does NOT affect the money supply in New Zealand 
because we have a floating exchange rate. Every time someone buys New Zealand dollars to pay for exports, 
then someone else sells those New Zealand dollars so the money supply stays the same. The exchange rate 
is covered in more detail in Economics 2.2.)

• incomes overseas rise as economic growth in our trading partners rises (so our trading partners buy more 
New Zealand goods) 

• free-trade agreements are negotiated, creating new export markets.
Imports fall when:

• incomes in New Zealand fall
• the exchange rate falls.

Questions: Demand-pull inflation
1. Describe what ‘demand-pull inflation’ means.

2. Define the following terms.

 a. Consumption: 

 

 b. Income tax: 

 

 c. Inflationary expectations: 

 

 d. Interest rates: 

 

 e. Business confidence: 

 

 f. Exports: 

 

When explaining changes in aggregate demand, identify which components 
(consumption, investment, government spending, exports, imports) change.

Answers 
p. 53

 g. Imports: 

 

 h. Trading partners: 

 

For questions 3. to 5., remember to fully label the axes, curves and equilibrium, and to draw the required 
dotted lines and arrows.

3. a.  On the following diagram, show the effect of an increase in inflationary expectations.

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.
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4. a. On the following diagram, show the effect of an increase in business confidence.

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.

5. a. On the following diagram, show the effect of a fall in interest rates.
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Chapter 3 – Cost-push and demand-pull inflation  19

b.  Fully explain the changes you have shown on the preceding diagram. Remember to integrate the 
changes you have shown into your explanation by referring to the labels you have used.

In summary, we can separate causes of inflation into two groups. Those that cause an increase in the general 
price level by increasing aggregate demand are called demand-pull inflation. Those that cause an increase in 
the general price level by decreasing aggregate supply are called cost-push inflation.

Questions: Cost-push and demand-pull inflation
1. Place a tick in the appropriate column to identify whether each event below causes cost-push and/or 

demand-pull inflation. Provide different examples of events to complete the last two rows.

Event Cost-push Demand-pull

a. Income taxes fall

b. Business confidence rises

c. Cost of imported raw materials rises

d. Exchange rate depreciates

e. Interest rates fall

f. Increased immigration

✓

✓

2. Identify whether each of the following statements is true or false.

Statement True False

a. Deflation is a fall in the rate of inflation

b. The horizontal axis on the AS/AD model can be labelled as real output, real 
income or real GDP 

c. An increase in nominal wages will cause aggregate demand to increase

d. An increase in business confidence will increase both aggregate demand and 
aggregate supply

e. An increase in the exchange rate will cause both cost-push and demand-pull 
inflation

f. A fall in productivity and an increase in the cost of imported raw materials 
will both cause cost-push inflation

Answers 
p. 53
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g. Aggregate demand is the sum of household, business and government 
spending

h. Exports will increase when incomes increase amongst New Zealand’s trading 
partners

i. A fall in interest rates will increase consumption and investment and cause 
demand-pull inflation

j. A depreciation in the exchange rate will increase inflationary pressure

3. Select two of the statements you identified as being false on the table in 2. and rewrite them as ‘true’ 
statements.

 (1) 

 (2) 

4. Explain how a rise in GST causes inflation.

5. Complete the following paragraphs using the words from the list provided.
 AS   AS    AS    consumers   costs 

 firms   general price level   inflation   left   more 

 output   petrol   profit   tax   transportation 

 First paragraph 

 A decrease in productivity would mean a.  resources are needed to produce the same 

levels of b.  so it would cost more to produce the same output. This would cause the  

c.  curve to shift left from d.  to e.  and the  

f.  would increase from PL1 to PL2 as firms increased prices to cover the increased  

g.  and to maintain h.  margins.
 Second paragraph

 A rise in GST would cause the AS curve to shift left from AS1 to AS2 and the general price level would 

increase from PL1 to PL2 as firms passed on to i. , where possible, the tax increases 

by increasing their prices to cover the j.  and to maintain profit margins. (The overall 

increase in prices will generally be less than the amount of the increase in GST; e.g. in 2010 GST was 

increased by 2.5% but this added only about 2% to the rate of k.  for that year.)

1 2
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answers

Inflation, deflation and disinflation (page 1)

1. Term Definition Example

Inflation
An increase in the 
general level of prices

Inflation rate positive

Disinflation
A decrease in the rate 
of inflation

Inflation falling from 5.5% 
to 3%

Deflation
A fall in the general 
price level

Inflation rate negative

2. a. Inflation: An increase in the general level of prices

b. Deflation: A decrease in the general level of prices

c. Disinflation: A decrease in the rate of inflation

d. September quarter: The three months ending in September

3. a. disinflation;  b. deflation;  c. inflation;  d. inflation;  
e. December quarter;  f. deflation;  g. disinflation

4. a.  Inflation is an increase in the general price level while deflation is a 
decrease in the general price level.

b. Deflation is a decrease in the general price level while disinflation is a 
decrease in the rate of inflation.

5. Quarter Inflation Deflation Disinflation

Mar 01 ✓

Jun 01 ✓

Sep 01 ✓

Dec 01 ✓

Mar 02 ✓

6. Answer should contain the idea that a fall in the rate of inflation means 
that prices are not rising as quickly as they were. It does not mean that 
prices are falling.

7. a. Time period 
(Quarter ended) Inflation rate (%) Term

Mar 01 2.3 Inflation

Jun 01 3.6 Inflation

Sep 01 1.1 Disinflation

Dec 01 – 0.2 Deflation

Mar 02 2.2 Inflation

Jun 02 2.1 Disinflation

 b. Time period 
(Quarter ended) Inflation rate Term

Sep 02 A negative rate Deflation

Dec 02 A positive rate Inflation

Mar 03
A positive rate 
below the Dec 02 
rate above

Disinflation

Nominal and real values (page 4)
1. When there is inflation and prices are rising over time, a dollar cannot 

purchase as many goods as it formerly could, so money loses value.

2. The real value of wages will fall by 1% because prices have risen faster 
than nominal wages.

3. A nominal value is the value in current-year dollars, while a real value is 
a nominal value adjusted for changes in the price level.

4. a.  If prices rise faster than the rate of interest you are earning, then the 
real value of your savings will fall.

b. If the interest rate falls, but it remains higher than the rate of 
inflation, then the real value of your savings will increase.

5. If real GDP fell because less was being produced in the economy, but 
inflation caused the price level to increase so the prices of goods and 
services were higher, then nominal GDP – which measures the value of 
the production in current dollars – could increase.

General price rises versus price rises in individual 
markets (page 5)
1. Likely to cause inflation: petrol, electricity, oil; unlikely to cause inflation: 

milk, pasta, dental appointments, bread.

2. An increase in the price of petrol is more likely to cause inflation than a 
rise in the price of milk because petrol is used in the production of almost 
all goods and services. The flow-on effect of an increase in the price 
of petrol will be an increase in the costs of producing other goods and 
services and consequently an increase in the prices of most goods and 
services. An increase in the price of milk will affect the prices of few other 
goods and services and so will not cause inflation, because inflation is 
a rise in the general level of prices, not a rise in the price of a particular 
good or service.

3. A 2% increase in the price of flour is not considered to be inflation 
because it is an increase in the price of a particular good, not an increase 
in the general level of prices.

4.
Event Inflation

Not 
inflation

Shortage causes spiralling price for Christmas 
trees

✓

Oil prices rise as supply cut threatened by 
producers

✓

Floods destroy banana crops: expect price rises ✓

Computer hard-drive prices up 180% in a 
month

✓

Electricity prices rise as lake levels fall ✓

Prices jump as GST increased ✓

Wool prices double following 85% cut in 
global production

✓
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5. An increase in the price of electricity is more likely to cause inflation 
than is a rise in the price of vegetables because electricity is used in 
the production of almost all goods and services. The flow-on effect of 
an increase in the price of electricity will be an increase in the costs of 
producing other goods and services and consequently an increase in the 
prices of most goods and services. An increase in the price of vegetables 
will affect the prices of few other goods and services and so will not 
cause inflation, because inflation is a rise in the general level of prices, 
not a rise in the price of a particular good or service.

6. An increase in the price of a good is caused by a decrease in the supply 
of, or an increase in the demand for, that good. An increase in the general 
price level occurs when, on average, the prices of many goods increase.

The quantity theory (page 8)
1. a. Money supply, the value of funds in circulation

b. Velocity of circulation, the rate at which money is spent

c. Price level, the ‘average’ price of all goods produced in the 
economy

d. Real output, the level of production in the economy

2. If the money supply (M) increases while the velocity of circulation (V) 
and the level of output (Q) are held constant, then the price level (P) will 
increase, causing inflation.

3. (1)  If the level of output (Q) falls, while the velocity of circulation (V) is 
unchanged.

 (2)  If the level of output (Q) is unchanged but the velocity of circulation 
(V) rises.

4. If consumers expect prices to rise they will buy goods sooner and spend 
faster to beat the price rises before their money loses value. This will 
cause the velocity of circulation (V) to rise. If the money supply (M) and 
the level of output (Q) are unchanged, then the price level (P) will rise, 
causing inflation.

5. A fall in consumer confidence will reduce the velocity of circulation. If M 
increases by the same percentage as the fall in V, there will be no change 
in P. But if M increases by a greater percentage than the fall in V, then P 
will increase.

6. Because there was a massive increase in the money supply (M) while 
the level of output (Q) remained unchanged, there was a corresponding 
massive increase in the price level (P). As money was losing value daily, 
the velocity of circulation (V) also increased rapidly as households spent 
money as soon as they received it, further adding to the increase in the 
price level (P).

7. If consumers expect prices to rise because of the GST increase, they 
will buy goods sooner and spend faster to beat the price rises. This will 
cause the velocity of circulation (V) to rise. If the money supply (M) and 
the level of output (Q) are unchanged, then the price level (P) will rise, 
causing inflation.

8. increase by 4%

9. increase by less than 4%

10. increase by about 3.5%

11. increase by 1.3%

12. The rate of inflation will decrease by about 3.4%.

13. The rate of inflation will rise.

Cost-push inflation (page 12)
1. Inflation caused by a decrease in aggregate supply, e.g. when the cost of 

imported raw materials rises or when nominal wages rise.

2. a.  Resources and unfinished goods brought to New Zealand from other 
countries

b. Output per unit of input

c. Wages measured in dollars at the time they were paid

d. Goods and services tax (of 15%)

e. The value of New Zealand dollars in other currencies

f. The value of the New Zealand dollar falls, so it costs more to buy 
each unit of another currency

3. a.

Y2 

Cost-push inflation

AS2 
AS1 

PL 2

Y 1

PL 1

AD

Real GDP  

Price 
level

b. An increase in the costs of imported raw materials will cause the AS 
curve to shift to the left from AS1 to AS2. The price level will increase 
from PL1 to PL2 causing cost-push inflation, and the level of real 
output will fall from Y1 to Y2. Firms will increase prices to maintain 
their profit margins.

4. a.

Y2 

Cost-push inflation

AS2 
AS1 

PL 2

Y 1

PL 1

AD

Real GDP  

Price 
level

b. An increase in nominal wages will cause the AS curve to shift to 
the left from AS1 to AS2. The price level will increase from PL1 to PL2 
causing cost-push inflation, and the level of real output will fall from 
Y1 to Y2.

5. a. 

Y2 

Cost-push inflation

AS2 
AS1 

PL 2

Y 1

PL 1

AD

Real GDP  

Price 
level
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