
Introduction
What is inflation and what causes it
Why is it to be avoided if it is over 2.3%
What can the government do?
What did the government do?
What did the government do?
Evaluate: will it work? Who might be the winner + loses?

 The BBC reports that China has recently experienced a slight decrease in inflation from 
5.4% to 5.3% in May. Inflation is a general rise in prices. Governments grow concerns about 
inflation when it is above 2 or 3% as they are aiming for price stability in their economy. This 
commentary will identify the causes and consequences of inflation, as well as evaluate the 
effectiveness of the government policy in terms of the impact on stakeholders.
 Inflation determines the value of money as when inflation is present in an economy, people 
will lose the purchasing power of money. It is caused by a great increase in the aggregate demand, 
the total demand of goods and services in an economy at a given overall price and time, or a great 
decrease in AS, the total volume of goods and services produced within the economy at a given 
price level and time. In China, the inflation is caused by the shift in the supply. More specifically, 
the increase in food prices.

Figure 1: Inflation in China caused by the increase in prices of foods



In the diagram above, the shift from the AS curve to the AS1 curve represents the increase in the 
prices of food, which is identified to be the main cause of inflation in China. China's current 
inflation rate has been increasing at an annual rate of 11.2% 
 The high inflation rate has allowed the Chinese currency, the yuan to grow stronger than the 
US dollar. This has caused the cost of imported goods, such as fuel and food to decrease.  
 In order to deal with the high rate of inflation, governments can implement policies, such as 
the monetary or the fiscal policy. Fiscal policy is where the government tries to influence the 
nation's AD through government spending and taxation, whereas monetary policy is when they use 
money supply and interest rates. 
 By increasing interest rates, more people would save their money and there will be less 
investments made because it will cost more money to borrow money from the bank. In this case, 
monetary policy was used by the Chinese government and they increased the interest rates. By 
doing so, the Chinese bank has raised the cost of borrowing. Therefore, the business outputs did not 
meet the economists' forecasts of an increase of 14.8%, but only in 13.4%. 

Figure 2: The long run effect of increasing interest rates. 

 The effects of increasing interest rates in the long run will result in a shift in the AS curve. 
This is because of the fact that there will be less investments, and therefore, businesses will not 
have the money to expand. Furthermore, because AD decreases, there will be less consumption 
made in the economy. 
 However, in order compensate for the loss in investments, the government can increase the 
government spending as they did in China: "Investment in fixed assets such as roads, buildings and 
factories also climbed, by 25.4% in April, slightly higher than expectations."



 This policy will benefit the Chinese consumers as they will receive more money when 
saving due to the increase in interest rates. However, this will harm businesses as they will lose 
investors and they will not have the money to expand their company. Furthermore, because their 
consumers are saving more money and spending less, in the long run, the decrease in AD will affect 
the suppliers.  


