SYBCOM SEM 3
UNIT 3 Inflation

1. Meaning, Definitions and Characteristics of Inflation

Introduction

In our daily life, we notice that the prices of essential goods and services such as food grains, milk, vegetables,
petrol, cooking gas, clothes, and transport gradually increase over time. This continuous increase in the general
price level is known as Inflation.

Inflation affects everyone because it reduces the purchasing power of money. The same amount of money
buys fewer goods and services than before.

Meaning of Inflation

Inflation means a continuous increase in the general prices of goods and services in an economy over a
period of time. As prices rise, the purchasing power of money decreases.

Simple Definition

Inflation is a situation in which the prices of goods and services continuously increase, reducing the
purchasing power of money.

Example
Suppose last year X100 could buy
e 2 kg of wheat
o 1 litre of milk
e 1Kkg of sugar
This year, the same 3100 buys only

e 1kg of wheat
o 1 litre of milk

This means prices have increased and the value of money has fallen. This situation is called Inflation.

Definitions of Inflation

1. Crowther



"Inflation is a state in which the purchasing power of money falls and the general price level rises
continuously."

2. Paul A. Samuelson
"Inflation is a sustained increase in the general price level of goods and services."
3. Gardner Ackley

"Inflation occurs when aggregate demand exceeds aggregate supply, causing continuous increases in prices.”

Characteristics of Inflation

1. Continuous Rise in Prices

Inflation does not mean an increase in the price of one or two products. It means that the prices of most goods
and services increase continuously.

2. Decline in Purchasing Power
As inflation rises, the value of money decreases.
For example,
%100 today buys fewer goods than it bought last year.
3. Increase in Cost of Living
People have to spend more money on food, transportation, education, healthcare, and other daily needs.
4. Direct Impact on Common People
Inflation affects
o Salaried employees
e Pensioners
« Middle-class families
e Poor households
More severely because their incomes do not increase as quickly as prices.
5. Affects the Entire Economy
Inflation influences consumers, producers, businesses, investors, banks, and the government.
6. Demand Exceeds Supply

When demand for goods becomes greater than supply, prices increase and inflation occurs.

7. Reduces the Value of Savings



People can buy fewer goods with the same amount of savings because prices have increased.
8. Moderate Inflation May Be Beneficial

A moderate level of inflation may encourage production, investment, and employment.
However, very high inflation is harmful.

9. Creates Inequality in Income Distribution

During inflation,

e Producers and traders may earn higher profits.
« Salaried people and pensioners often suffer because their income does not rise proportionately.

10. Government and RBI Try to Control Inflation

The Government and the Reserve Bank of India (RBI) use fiscal and monetary policies to keep inflation under
control.

Conclusion

Inflation is a continuous increase in the general prices of goods and services, which reduces the purchasing
power of money. While moderate inflation may support economic growth, excessive inflation creates
economic instability and reduces the standard of living.

Causes of Inflation

Introduction

Inflation does not occur due to a single reason. It results from several economic factors such as increased
demand, reduced supply, rising production costs, government policies, and international developments.

1. Increase in Aggregate Demand

When people have more money to spend, they demand more goods and services.
If production does not increase accordingly, prices rise.

Example

During festivals, the demand for sweets increases.

If supply remains limited, prices rise.

Remember



Higher Demand — Higher Prices — Inflation

2. Decrease in Aggregate Supply

When the supply of goods decreases while demand remains the same, shortages occur and prices rise.
Example

Poor rainfall reduces onion production.

As onions become scarce, their prices increase.

3. Increase in Cost of Production

Production costs increase due to

Higher raw material prices
Higher wages

Increased electricity charges
Higher fuel prices

Higher transportation costs

Producers pass these costs on to consumers by increasing prices.

4. Increase in Money Supply

When more money circulates in the economy but production does not increase, demand rises, leading to
inflation.

Example

Easy bank loans increase people's purchasing power.

5. Government Policies

Higher government expenditure, subsidies, fiscal deficits, and excessive money creation may increase
inflation.

6. Natural Calamities
Floods, droughts, cyclones, and other disasters reduce production and create shortages.

Example

Floods destroy vegetable crops, causing vegetable prices to rise.

7. International Factors

India imports many essential commodities.

When international prices rise, domestic prices also increase.
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Example

Higher crude oil prices increase petrol and diesel prices, raising transportation costs.

8. Hoarding and Black Marketing
Some traders store goods illegally to create artificial shortages.

This increases prices.

9. Population Growth

A growing population increases demand for goods and services.

If production does not keep pace, prices rise.

10. Inflationary Expectations

If people expect prices to rise in the future, they buy more today.

This increases demand and eventually raises prices.

Conclusion

Inflation is caused by many factors including increased demand, reduced supply, rising production costs,
government policies, natural disasters, international developments, hoarding, population growth, and
inflationary expectations.

Measurement of Inflation

Introduction

Inflation cannot be measured simply by observing prices.

Economists use Price Indices to measure changes in prices over time.
In India, inflation is mainly measured using

1. Consumer Price Index (CPI)
2. Wholesale Price Index (WPI)

Consumer Price Index (CPI)

Meaning



Consumer Price Index measures changes in the prices of goods and services purchased by consumers.

It shows how much the cost of living has changed.

Example
If the prices of

Wheat
Milk

LPG
Vegetables

[ ]
[ ]
[ ]
[ ]
increase, the Consumer Price Index also increases.

Consumer Price Index (CPI) Formula

The Consumer Price Index (CPI) measures the average change in the prices of goods and services
purchased by consumers over a period of time. It indicates the increase or decrease in the cost of living.

Formula

Consumer Price Index (CPI= Cost of the Basket of Goods and Services in the Current Year x 100

Cost of the Same Basket in the Base Year

In Words

Consumer Price Index = (Current Year Total Cost + Base Year Total Cost) x 100

Example
e Cost of the basket of goods and services in the Base Year = 5,000
e Cost of the same basket in the Current Year = 6,000

CPI= 6000 + 5000 X 100 = 120

Answer: CPI =120

This means that the cost of living has increased by 20% compared to the base year.

Uses
e Measures inflation faced by consumers
o Calculates Dearness Allowance (DA)
o Helps the government formulate policies
e Measures changes in the cost of living

Remember



CPI = Prices Paid by Consumers

Wholesale Price Index (WPI)

Meaning

Wholesale Price Index measures changes in the prices of goods sold in bulk between producers and
wholesalers.

Example

If the wholesale price of wheat increases from 32500 to 32800 per quintal, WPI rises.

Wholesale Price Index (WPI) Formula

The Wholesale Price Index (WPI1) measures the average change in the prices of goods sold in bulk at the
wholesale level. It reflects price changes before the goods reach the final consumers.

Formula
Wholesale Price Index (WPI1)} = Total Wholesale Value of Goods in the Current Year x 100

Total Wholesale Value of the Same Goods in the Base Year
In Words

Wholesale Price Index = (Current Year Total Wholesale Value + Base Year Total Wholesale Value) x
100

Example

« Total wholesale value of goods in the Base Year = 310,000
o Total wholesale value of the same goods in the Current Year =X11,500

WPI= 11500 + 10000 X 100 = 115

Answer: WPI =115

This means that wholesale prices have increased by 15% compared to the base year.

Uses

e Measures producer-level inflation



o Helps understand industrial price trends
e Assists in economic policy formulation

Remember

WPI = Prices in Bulk Markets

Difference between CPI and WPI

Basis CPI WPI

Measures Consumer prices Wholesale prices
Buyer Consumers Traders and Producers
Services Included Yes No

Main Purpose Cost of living Producer-level inflation
Conclusion

Inflation in India is mainly measured through Consumer Price Index (CPI) and Wholesale Price Index
(WPI). CPI reflects changes in the prices paid by consumers, while WPI measures changes in wholesale
prices. Today, CPI is considered the most important indicator for measuring inflation because it reflects the
inflation actually experienced by households.

Types of Inflation

Introduction



Inflation is not always the same. Sometimes prices rise slowly, sometimes they rise quickly, and sometimes
they rise very rapidly within a short period. In some cases, inflation occurs because demand increases, while
in other cases it occurs because production costs increase.

Therefore, economists classify inflation into different types based on:

o Its causes, and
e The speed at which prices rise.

1. Demand Pull Inflation

Meaning

When the total demand for goods and services becomes greater than the total supply, prices begin to rise. This
type of inflation is called Demand Pull Inflation.

Easy Explanation
If there are more buyers and fewer goods available, sellers increase prices.
Example

During the Diwali festival, the demand for sweets increases sharply. If the supply of sweets is limited, their
prices rise.

Remember

Demand increases — Supply becomes insufficient — Prices rise — Demand Pull Inflation
2. Cost Push Inflation

Meaning

When the cost of producing goods increases, producers increase the prices of goods. This is called Cost Push
Inflation.

Easy Explanation

If the prices of raw materials, wages, electricity, fuel, or transportation increase, production becomes more
expensive. Producers then increase selling prices.

Example

When petrol and diesel become expensive, transportation costs increase. As a result, the prices of vegetables,
food grains, clothes, and many other goods also rise.

Remember

Production cost increases — Prices rise — Cost Push Inflation
3. Creeping Inflation

Meaning



When prices rise very slowly and at a low rate, it is called Creeping Inflation.
Generally, a price rise of 0% to 3% per year is considered creeping inflation.

Easy Explanation

This type of inflation is usually not harmful and may even support economic growth.
Example

If the price of a product rises from X100 to X102 or X103, it is creeping inflation.
Remember

Prices rise slowly = Creeping Inflation

4. Walking Inflation

Meaning

When prices rise at a moderate rate, it is called Walking Inflation.

Generally, a price rise of 3% to 7% per year is considered walking inflation.

Easy Explanation

This inflation is higher than creeping inflation. If not controlled in time, it may become more serious.
Example

If the price of a product rises from X100 to X106 or X107, it is walking inflation.
Remember

Prices rise moderately = Walking Inflation

5. Running Inflation

Meaning

When prices rise rapidly, it is called Running Inflation.

Generally, a price rise of 10% to 20% per year is considered running inflation.

Easy Explanation

The cost of living increases quickly, creating difficulties for ordinary people.
Example

If the prices of LPG, petrol, and daily necessities increase sharply within a short period, it is running inflation.

Remember
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Prices rise rapidly = Running Inflation

6. Galloping Inflation

Meaning

When prices rise very rapidly and continuously, it is called Galloping Inflation.
Generally, a price rise of more than 20% per year is considered galloping inflation.
Easy Explanation

This type of inflation is highly harmful for the economy.

Example

If the prices of milk, food grains, petrol, and cooking gas increase heavily within one year, it is galloping
inflation.

Remember

Prices rise very rapidly = Galloping Inflation

7. Hyperinflation

Meaning

When prices rise extremely fast and go out of control, it is called Hyperinflation.
Easy Explanation

Money loses its value very quickly, and people lose confidence in the currency.
Example

In some countries, the price of a product purchased in the morning became much higher by the evening.
Remember

Prices rise uncontrollably = Hyperinflation

8. Open Inflation

Meaning

When the government does not control prices, and prices are determined by market forces of demand and
supply, it is called Open Inflation.

9. Suppressed Inflation

Meaning
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When the government temporarily controls inflation through price controls, rationing, or other restrictions, it
is called Suppressed Inflation.

Example
The government fixes the prices of essential commodities or introduces a rationing system.

Easy Comparison Table

Type Easy Way to Remember

Demand Pull Demand rises, so prices rise.

Cost Push Production cost rises, SO prices rise.
Creeping Prices rise slowly.

Walking Prices rise moderately.

Running Prices rise rapidly.

Galloping Prices rise very rapidly.

Hyperinflation Prices rise uncontrollably.
Open No government price control.

Suppressed Government controls prices.

Conclusion

Inflation is classified into different types based on its causes and the speed of price increases. Demand Pull
and Cost Push inflation explain the causes of inflation, while Creeping, Walking, Running, Galloping, and
Hyperinflation explain the speed of price rise. Open and Suppressed inflation are identified on the basis of
government policy. Understanding these types helps us analyze the inflationary situation in an economy and
its effects on people, businesses, and economic growth.

Quick Memory Trick for Students

Think of inflation as a person:

o Creeping — Walking slowly &

e Walking — Walking normally X
e Running — Running ¢

e Galloping — Horse running fast ¥y
e Hyper — Rocket speed #
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Demand Pull Inflation

Introduction

Inflation can occur due to different reasons. One of the most common causes of inflation is an increase in
demand. When the demand for goods and services becomes greater than their supply, prices start rising. This
type of inflation is known as Demand Pull Inflation.

It is called "Demand Pull Inflation™ because higher demand pulls prices upward.

Meaning

Demand Pull Inflation is a situation in which the total demand for goods and services exceeds the total
supply, resulting in a continuous rise in the general price level.

In simple words,

When people want to buy more goods and services than the economy can produce, prices increase. This
is called Demand Pull Inflation.

Definition

According to economists,

Demand Pull Inflation is an inflationary situation that arises when aggregate demand exceeds aggregate
supply at the existing level of production.

Easy Explanation

Imagine a market where only 100 mobile phones are available, but 150 customers want to buy them.

Since the number of buyers is greater than the number of mobile phones available, sellers increase the price.
Many customers are willing to pay the higher price to get the product.

As a result, the price of mobile phones increases. This is Demand Pull Inflation.

Causes of Demand Pull Inflation

Demand Pull Inflation occurs because of an increase in overall demand. The main causes are:
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1. Increase in Consumer Income

When people's income increases, they have more money to spend. As a result, they buy more goods and
services, increasing demand.

Example:

If government employees receive a salary increase, they may buy more cars, electronic goods, and household
appliances. Higher demand leads to higher prices.

2. Increase in Government Expenditure

When the government spends more on roads, railways, infrastructure, education, and welfare schemes,
people's income increases. This raises demand for goods and services.

3. Easy Availability of Bank Credit

When banks provide loans at low interest rates, people borrow more money to purchase houses, vehicles, and
consumer goods.

This increases demand and causes inflation.
4. Increase in Population

A growing population increases the demand for food, clothing, housing, education, healthcare, and
transportation.

If production does not increase at the same pace, prices rise.

5. Increase in Exports

When a country exports more goods, fewer goods remain available in the domestic market.
As domestic supply decreases while domestic demand remains high, prices increase.

6. Increase in Money Supply

When more money circulates in the economy without a corresponding increase in production, people spend
more.

Higher spending increases demand and causes inflation.

Explanation of Demand Pull Inflation with the help
of diagram
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The diagram shows how Demand Pull Inflation occurs.

Initially, the economy is in equilibrium at Point A, where the Aggregate Demand (AD:) curve intersects the
Aggregate Supply (AS) curve. At this point, the price level is P: and the output is Ya.

When people's income increases or government expenditure increases, the demand for goods and services also
increases. As a result, the Aggregate Demand curve shifts to the right from AD: to AD-, and the equilibrium
moves from A to B. Consequently, the price level rises from P: to P2, and output increases from Y to Y-.
As demand continues to increase, the Aggregate Demand curve shifts further to ADs and ADa. The equilibrium
moves from B to C and finally to D. Therefore, the price level increases from P2 to Ps and then to P4, while
output increases from Y- to Ys and finally to Ya.

Thus, the diagram shows that when Aggregate Demand increases continuously while Aggregate Supply

cannot increase at the same rate, the general price level rises continuously. This situation is known as
Demand Pull Inflation.

* Exam Trick (Just Remember)

AD increases — Equilibrium shifts (A — B — C — D) — Output increases (Y: — Y4) — Price level
increases (P1 — P4) — Demand Pull Inflation

Example from Daily Life
During the Diwali festival, the demand for sweets, clothes, gifts, and decorative items increases significantly.
Since the supply cannot increase immediately, shopkeepers raise prices.

This is a practical example of Demand Pull Inflation.

Features of Demand Pull Inflation

o Demand is greater than supply.
e Prices increase continuously.
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e Purchasing power of consumers is high.
e Usually occurs during periods of economic growth.
o Producers earn higher profits due to increased demand.

Effects of Demand Pull Inflation

Positive Effects

Encourages higher production.
Increases business profits.

Generates employment opportunities.
Promotes economic growth.

Negative Effects

Increases the cost of living.

Reduces the purchasing power of money.
Creates hardship for low-income groups.
May widen income inequality.

Remember

Demand 1 — Supply | (relative to demand) — Prices T — Demand Pull Inflation

Conclusion

Demand Pull Inflation occurs when the total demand for goods and services exceeds the total supply
available in the economy. Since consumers are willing to buy more than producers can supply, prices
rise continuously. This type of inflation generally occurs during periods of rising income, increased
government expenditure, easy credit, population growth, or expansion in the money supply. While
moderate demand pull inflation may encourage production and economic growth, excessive inflation
can reduce purchasing power and increase the cost of living.

Cost Push Inflation

Introduction

Inflation does not always occur because of an increase in demand. Sometimes, prices rise because the cost of
producing goods and services increases. When producers have to spend more on production, they increase
the selling prices of their goods to recover the higher costs. This type of inflation is known as Cost Push
Inflation.

It is called Cost Push Inflation because rising production costs push the prices of goods and services
upward.
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Meaning

Cost Push Inflation is a situation in which the general price level rises because the cost of producing goods
and services increases.

In simple words,

When producers face higher production costs, they increase the prices of goods and services. This is
called Cost Push Inflation.

Definition

Cost Push Inflation is a type of inflation that occurs when an increase in the cost of production reduces
the supply of goods and services, leading to a rise in the general price level.

Easy Explanation

Suppose a furniture manufacturer spends money on wood, labour, electricity, and transportation to produce
tables.

If the prices of wood, wages, electricity, and fuel increase, the manufacturer has to spend more to produce
each table.

To recover this additional cost, the manufacturer increases the selling price of the tables.
As a result, the prices of tables increase.

This situation is called Cost Push Inflation.

Causes of Cost Push Inflation

1. Increase in the Prices of Raw Materials

Raw materials are essential for production. When the prices of raw materials increase, the cost of production
also increases.

Example:

If the price of cotton increases, the production cost of clothes also increases. As a result, the prices of clothes
rise.

2. Increase in Wages
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When workers demand higher wages and employers increase salaries, the cost of production rises.

To recover this higher cost, producers increase the prices of goods.

3. Increase in Fuel and Electricity Prices

Fuel and electricity are required for transportation and manufacturing.

When the prices of petrol, diesel, LPG, electricity, or natural gas increase, production and transportation
become more expensive.

This leads to higher prices of goods.

4. Increase in Transportation Cost

Higher transportation charges increase the cost of moving raw materials and finished goods from one place to
another.

As a result, producers increase selling prices.

5. Increase in Taxes

When the government increases GST, excise duty, customs duty, or other indirect taxes, the production cost
increases.

Producers often pass this additional cost on to consumers by increasing prices.

6. Shortage of Raw Materials

If raw materials become scarce because of natural disasters, wars, or supply chain disruptions, their prices
increase.

This increases production costs and causes inflation.

Diagram of Cost Push Inflation
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Fig. 16.2 : Cosst Push Infintion

Explanation of the Diagram of Cost Push Inflation

This diagram explains Cost Push Inflation.
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In the diagram, the X-axis represents Output, and the Y-axis represents the General Price Level.

Initially, the economy is in equilibrium at Point A, where the Aggregate Demand (AD) curve intersects the
Aggregate Supply (AS:) curve. At this point, the price level is P: and the output is Y.

Now suppose the prices of raw materials, wages, electricity, fuel, or transportation increase. As a result,
the cost of production increases, making the production of goods more expensive. Therefore, producers
reduce the quantity of goods they produce.

Because of this, the Aggregate Supply curve shifts leftward from AS: to AS.. The economy reaches a new
equilibrium at Point B. At this point, the price level rises from Pi to P2, while output decreases from Y to
Y.

If the cost of production increases further, the Aggregate Supply curve shifts further left from AS: to ASs.
The economy then reaches a new equilibrium at Point C. Here, the price level rises from P2 to Ps, while
output decreases from Y: to Ys.

Thus, the diagram shows that an increase in production cost reduces aggregate supply, decreases output,
and increases the prices of goods and services. This situation is known as Cost Push Inflation.

Easy Way to Remember

Production Cost Increases

|

Aggregate Supply Decreases
|

AS Curve Shifts Left
éutput Decreases
F1>rice Level Increases
éost Push Inflation

Conclusion

The diagram shows that when the cost of production increases, the Aggregate Supply (AS) curve shifts to
the left. As a result, output decreases while the general price level increases. Inflation caused by an
increase in production costs is called Cost Push Inflation.

Example from Daily Life
Suppose the price of petrol increases sharply.
Because of higher fuel prices, transportation charges increase.
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Shopkeepers now pay more to transport vegetables, fruits, and groceries.
To recover the extra transportation cost, they increase the selling prices.
As a result, consumers have to pay higher prices.

This is a simple example of Cost Push Inflation.

Features of Cost Push Inflation

Production cost increases.

Supply of goods decreases.

Prices of goods and services increase.

Producers pass higher costs on to consumers.

Inflation occurs even when demand remains unchanged.

Effects of Cost Push Inflation

Positive Effects

o Encourages firms to improve efficiency.
e Promotes the use of modern technology to reduce production costs.
o Motivates businesses to use resources more efficiently.

Negative Effects

Increases the cost of living.

Reduces consumers' purchasing power.

Lowers business profits if costs cannot be fully passed on.
May reduce production and employment.

Slows economic growth.

Remember

Production Cost Increases — Supply Decreases — Prices Increase — Cost Push Inflation
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Difference between Demand Pull Inflation and Cost
Push Inflation

Demand Pull Inflation Cost Push Inflation

Caused by an increase in demand. Caused by an increase in production cost.
Demand exceeds supply. Production becomes expensive.
Consumers are the driving force. Producers are the driving force.

Usually occurs during economic May occur even during slow economic
expansion. growth.

Conclusion

Cost Push Inflation occurs when the cost of producing goods and services increases, forcing producers
to raise selling prices. It is mainly caused by higher prices of raw materials, wages, fuel, electricity,
transportation, taxes, and shortages of essential inputs. Although businesses may try to recover their
increased costs through higher prices, excessive Cost Push Inflation raises the cost of living, reduces
purchasing power, and may slow down economic growth. Therefore, controlling production costs is
essential for maintaining price stability in an economy.

Q. Explain the Concept of Stagflation. Discuss its
causes, characteristics, effects, and measures to
control it. (14 Marks)

Introduction

An economy generally performs well when prices remain reasonably stable, production increases, businesses
expand, and employment opportunities grow. However, there are times when an economy experiences serious
economic problems. One of the most difficult among them is stagflation.

Normally, economists believe that inflation and unemployment move in opposite directions. During
economic expansion, inflation may rise while unemployment falls. During recession, unemployment rises but

21



inflation usually falls. However, stagflation is an exceptional situation in which inflation and
unemployment increase simultaneously while economic growth remains slow or stagnant.

Since governments find it difficult to control inflation without increasing unemployment, and difficult to
reduce unemployment without increasing inflation, stagflation is considered one of the most challenging
macroeconomic problems.

Meaning of Stagflation

The word "*Stagflation'" is formed by combining two words:

« Stagnation — Slow or no economic growth.
« Inflation — Continuous increase in the general price level.

Thus,

Stagflation refers to an economic condition in which high inflation, high unemployment, and slow or
stagnant economic growth occur simultaneously.

Definition
According to economists,

Stagflation is a situation characterized by rising prices, rising unemployment, and stagnant economic
growth occurring at the same time.

Stagflation- Flow

Increase in 0il Prices / Supply Shock

v
Production Cost Increases

v
Prices of Goods Increase
(High Inflation)

v
Consumers Reduce Purchases

v
Businesses Reduce Production

v
Factories Lay Off Workers

v
High Unemployment + Low GDP Growth

v
STAGEFLATION

22



Characteristics of Stagflation

1. High Inflation

The prices of goods and services continue to rise, reducing consumers' purchasing power.

Example: Food items, petrol, electricity, transport, and essential commodities become more expensive.
2. High Unemployment

Businesses reduce production because of high production costs and weak demand. As a result, many workers
lose their jobs.

3. Slow Economic Growth

National income and GDP grow very slowly or may even decline because industries produce less.

4. Decline in Investment

Businesses become uncertain about future profits. Therefore, they postpone expansion and investment plans.
5. Fall in Purchasing Power

Although prices continue increasing, people's incomes do not increase at the same rate. Consequently, they
can purchase fewer goods and services.

6. Economic Uncertainty

Consumers reduce spending, businesses become cautious, and investors hesitate to invest, creating uncertainty
throughout the economy.

Causes of Stagflation

1. Supply Shock (Most Important Cause)

A sudden increase in the price of essential inputs such as crude oil raises production costs for almost every
industry.

Businesses increase selling prices to recover costs.
At the same time, production decreases because manufacturing becomes expensive.

Thus, inflation increases while employment decreases.

2. Increase in Cost of Production

Production costs may rise because of:

« Higher wages
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Expensive raw materials
Increase in electricity charges
High transportation costs
Higher taxes

Businesses pass these increased costs to consumers by increasing prices while reducing production.

3. Poor Government Policies

Excessive money supply, inappropriate taxation, or poor economic planning may increase inflation without
improving production.

This leads to rising prices along with slower economic growth.

4. International Conflicts

Wars and geopolitical tensions disturb international trade.

Countries dependent on imported fuel and raw materials experience higher production costs, resulting in
inflation and lower output.

5. Natural Disasters

Floods, droughts, earthquakes, and pandemics reduce agricultural and industrial production.

Supply shortages increase prices while employment opportunities decline.

Eftects of Stagtlation

1. Effect on Consumers

Cost of living increases.
Purchasing power declines.
Standard of living falls.
Savings lose value.

2. Effect on Businesses

Production costs increase.
Profits decline.
Investment decreases.
Business expansion slows.

3. Effect on Employment

Industries reduce production and lay off workers, leading to higher unemployment.

4. Effect on Government
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The government faces two major problems simultaneously:

o Controlling inflation
o Creating employment

Both objectives become difficult to achieve at the same time.

5. Effect on Economic Growth

Lower investment and lower production reduce GDP growth, slowing the overall development of the
economy.

Measures to Control Stagflation

1. Supply-Side Policies

The government should increase production by:
Improving infrastructure

Reducing transportation costs

Ensuring smooth supply of raw materials
Encouraging industrial production

2. Monetary Policy

The central bank should carefully regulate money supply and interest rates to control inflation without severely
affecting employment.

3. Fiscal Policy
The government may:

« Increase productive public expenditure.
« Reduce unnecessary taxes where appropriate.
e Encourage industrial investment.

4. Energy Diversification

Reducing dependence on imported crude oil through renewable energy and domestic energy production can
reduce the impact of future supply shocks.

5. Improving Productivity

Investment in technology, skill development, and innovation helps industries produce more efficiently and
lowers production costs over time.
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Example of Stagflation

The best-known example is the 1973 Oil Crisis.
Oil-exporting countries sharply reduced oil supplies.
As oil prices increased dramatically:

Transportation became expensive.
Manufacturing costs increased.
Prices of goods increased.
Production declined.

Millions of workers lost their jobs.

Many developed countries experienced stagflation during this period.

Stagflation in the Indian Context

India has generally avoided prolonged stagflation, but certain periods have shown some similar characteristics.
Examples include:

e The 2008 Global Financial Crisis, when food and fuel inflation remained high while economic
growth weakened.

e The COVID-19 pandemic (2020), when supply chain disruptions increased prices of some essential
goods while production and employment declined.

Although these periods displayed some features of stagflation, economists generally do not classify them as
prolonged stagflation because the underlying causes and duration differed.

Conclusion

Stagflation is one of the most difficult economic situations because it combines high inflation, high
unemployment, and slow economic growth simultaneously. Unlike ordinary inflation or recession, there is
no simple policy solution because measures to reduce inflation may worsen unemployment, while measures
to increase employment may further increase inflation. Therefore, governments must adopt a balanced
combination of monetary, fiscal, and supply-side policies to restore economic stability and sustainable growth.

Short Note on Stagflation (4—5 Marks)

Stagflation

Stagflation is an economic situation in which high inflation, high unemployment, and slow economic
growth occur simultaneously. The term is derived from the words stagnation and inflation. It is considered
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one of the most difficult macroeconomic problems because the government has to control rising prices while
also creating employment.

The major causes of stagflation include supply shocks (especially a sharp increase in crude oil prices),
rising production costs, poor economic policies, international conflicts, and natural disasters. These
factors increase production costs, reduce output, and lead to job losses while prices continue to rise.

The main characteristics of stagflation are persistent inflation, high unemployment, slow GDP growth,
declining purchasing power, and reduced business investment. Its adverse effects include a fall in the
standard of living, lower industrial production, reduced investment, and slower economic development.
Stagflation can be controlled through a combination of supply-side reforms, appropriate monetary and

fiscal policies, higher productivity, and measures to reduce production costs. The 1973 Oil Crisis is the
classic example of stagflation.

Q. Explain the concept of Inflationary Gap. Discuss
its causes, effects and measures to control it. (14
Marks)

Introduction

In every economy, there should be a balance between aggregate demand (total spending) and aggregate
supply (total production). When people demand more goods and services than the economy is capable of
producing at the full employment level, prices begin to rise continuously. This situation creates an
Inflationary Gap.

The concept of the Inflationary Gap was developed by the famous economist John Maynard Keynes while
explaining inflation after the economy reaches full employment. According to Keynes, once all available
resources are fully employed, any further increase in aggregate demand cannot increase production. Instead,
it only raises the general price level.

Therefore, an inflationary gap is considered one of the major causes of demand-pull inflation.

Meaning of Inflationary Gap

An Inflationary Gap is the excess of aggregate demand over aggregate supply at the full employment
level of output.

In simple words,

When the total demand for goods and services becomes greater than the economy's capacity to produce
them at full employment, the difference is called the Inflationary Gap.
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Definition

According to J.M. Keynes,

Inflationary Gap is the amount by which aggregate demand exceeds aggregate supply at the full
employment level of income.

Formula

The inflationary gap can be expressed as:
Inflationary Gap = Aggregate Demand — Full Employment Output
where,

e Aggregate Demand (AD) = Total spending in the economy
e Full Employment Output = Maximum production possible without creating inflation

Diagram of Inflationary Gap
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Explanation of the Inflationary Gap Diagram

The X-axis shows Output and National Income, while the Y-axis shows Aggregate Demand (AD) or Total
Expenditure. The 45° line (AS) represents Aggregate Supply, and the AD curve represents Aggregate
Demand. At Point E, the AD curve intersects the AS line, indicating the Full Employment Equilibrium.
The corresponding point M on the X-axis represents the Full Employment Level of Output. When Aggregate
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Demand increases to the Actual AD curve, it reaches Point B, but production cannot increase beyond M
because all resources are already fully employed. Therefore, the excess demand represented by EB is called
the Inflationary Gap, which leads to a rise in the general price level or Demand-Pull Inflation.

Flow-

Aggregate Demand Increases

v
Demand becomes greater than
Full Employment Output

v
Supply cannot increase further

v
Competition among buyers increases

v
Prices begin to rise

v
INFLATIONARY GAP

Understanding the Concept through an Example

Suppose a country has already achieved full employment.

All factories are working at maximum capacity.

All workers are employed.

Now assume:

Total production = %10,000 crore

However,

Consumers, businesses and government together demand goods worth 12,000 crore.
Demand exceeds production by

%12,000 crore — 10,000 crore =%2,000 crore

This 22,000 crore is called the Inflationary Gap.

Since production cannot increase further, producers increase prices instead.

Another Simple Classroom Example

Imagine there are only 100 smartphones available in the market.
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However,

150 customers are ready to buy them.
Since supply cannot increase immediately,
Customers compete with one another.
Sellers increase prices.

Thus,

The shortage creates an Inflationary Gap, resulting in inflation.

Characteristics of Inflationary Gap

1. Occurs after Full Employment

Inflationary Gap arises only when all productive resources are already fully utilized.

2. Aggregate Demand Exceeds Aggregate Supply

The total demand for goods becomes greater than total production.

3. Continuous Rise in Prices

Since supply cannot increase further, excess demand causes prices to rise.

4. Increase in Money Income

Higher wages, government expenditure, investment or bank credit increase purchasing power.

5. Demand-Pull Inflation

Inflationary Gap is one of the major causes of demand-pull inflation.

Causes of Inflationary Gap

1. Increase in Government Expenditure

When the government spends heavily on development projects without a corresponding increase in
production, aggregate demand rises.

2. Increase in Money Supply
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Excessive money supply increases people's purchasing power.

More money chases the same quantity of goods.

3. Increase in Investment

When businesses invest more, employment and income increase.

Higher income increases demand.

4. Increase in Consumer Spending

Easy bank loans and rising incomes encourage people to spend more.

Demand rises rapidly.

5. Export Boom

If exports increase significantly,
Domestic supply decreases.

Excess domestic demand creates inflationary pressure.

Effects of Inflationary Gap
1. Inflation
The general price level increases continuously.

2. Decline in Purchasing Power

People can buy fewer goods with the same income.

3. Rise in Cost of Living

Households spend more on daily necessities.

4. Income Inequality

People with fixed incomes suffer more than businessmen and investors.

5. Hoarding and Speculation

Traders may store goods expecting further price increases.
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Measures to Control Inflationary Gap

1. Monetary Policy
The central bank may:

Increase interest rates.
Reduce money supply.

Increase the Cash Reserve Ratio (CRR).
Sell government securities through Open Market Operations (OMO).

These measures reduce excess demand.

2. Fiscal Policy

The government may:

Reduce unnecessary expenditure.
Increase taxes.

Reduce budget deficits.
Encourage savings.

3. Increase Production

Supply should be increased by:

e Improving productivity.
« Encouraging industries.
o Importing essential goods when necessary.

4. Price Control

The government may regulate prices of essential commodities temporarily.

5. Public Distribution System

Essential goods may be supplied through fair-price shops to reduce market shortages.

Inflationary Gap in the Indian Context

India has experienced inflationary pressures during periods of rapid economic expansion.

For example,

« During phases of strong economic growth, rising incomes increased demand for housing, automobiles,

and consumer goods.

o Large government expenditure and supply constraints have sometimes widened the inflationary gap,

particularly in food and fuel markets.
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e During the post-COVID recovery, demand rebounded faster than supply in several sectors,
contributing to inflationary pressures.

Conclusion

An Inflationary Gap arises when aggregate demand exceeds aggregate supply at the full employment
level. Since production cannot increase further, prices begin to rise continuously, leading to demand-pull
inflation. Therefore, maintaining a balance between demand and supply through appropriate monetary policy,
fiscal policy, and increased production is essential for ensuring price stability and sustainable economic
growth.

Short Answer (7 Marks)

Q. Explain the concept of Inflationary Gap.

Introduction
The concept of Inflationary Gap was introduced by J.M. Keynes to explain inflation occurring after the

economy reaches full employment. It refers to a situation where total demand exceeds the economy's
production capacity.

Meaning

Inflationary Gap is the excess of aggregate demand over aggregate supply at the full employment level of
output.

Example
Suppose the economy can produce goods worth 10,000 crore, but total demand is ¥12,000 crore.
The difference of 2,000 crore is the Inflationary Gap.

Since production cannot increase immediately, prices rise.

Causes
e Increase in money supply
« Higher government expenditure
e Rise in investment
e Increase in consumer spending
e Export boom
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Effects

e Risein prices

o Decline in purchasing power
« Higher cost of living

e Increase in inflation

e Hoarding and speculation

Measures

e Tight monetary policy

« Restrictive fiscal policy

e Increase production

« Price control

« Public distribution system

Conclusion

Inflationary Gap represents excess demand over full-employment output. If not controlled, it results in
demand-pull inflation and disturbs economic stability. Appropriate monetary and fiscal policies are therefore
necessary to maintain equilibrium between aggregate demand and aggregate supply.

Q. Explain the Effects of Inflation. (14 Marks)

Introduction

Inflation is a common economic phenomenon experienced by almost every country. It refers to a continuous
increase in the general price level of goods and services over a period of time, resulting in a decline in the
purchasing power of money. Moderate inflation is considered beneficial for economic growth, but when
inflation becomes excessive or uncontrolled, it creates several economic and social problems. Inflation affects
consumers, producers, workers, investors, the government, and the economy as a whole. Therefore,
understanding the effects of inflation is essential for evaluating its impact on economic development.

Meaning of Inflation

Inflation is the persistent rise in the general price level of goods and services, which reduces the purchasing
power of money.

In simple words, inflation means that more money is required to buy the same quantity of goods and
services than before.
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Effects of Inflation

Inflation affects different sections of society in different ways. Some groups may benefit from inflation, while
others may suffer losses.

1. Effect on Consumers

Inflation adversely affects consumers because the prices of essential goods and services increase continuously.
As a result, consumers have to spend more money to purchase the same quantity of goods. This reduces their
purchasing power and lowers their standard of living, particularly for middle-income and low-income families.

2. Effect on Fixed Income Groups

People receiving fixed incomes, such as pensioners, salaried employees, and retired persons, are among the
worst affected by inflation. Since their income remains constant while prices continue to rise, their real income
declines, making it difficult to maintain their previous standard of living.

3. Effect on Wage Earners and Workers

During inflation, wages often do not increase at the same rate as prices. Consequently, the real wages of
workers decline. Although labour unions may demand higher wages, wage revisions usually take time,
reducing workers' purchasing power.

4. Effect on Producers and Businessmen

Inflation may initially benefit producers and businessmen because they can sell goods at higher prices,
increasing their profits. However, if inflation becomes excessive, production costs such as wages, raw
materials, transport, and electricity also rise. This reduces profit margins and creates uncertainty in business
activities.

5. Effect on Debtors and Creditors

Inflation benefits debtors because they repay loans with money that has lower purchasing power than when
they borrowed it. On the other hand, creditors suffer losses because the money they receive back has less real
value.

Example:

If a person borrows X1,00,000 today and repays it after two years during high inflation, the real value of
X1,00,000 will be lower, benefiting the borrower.

6. Effect on Savings

Inflation discourages savings because the real value of money declines over time. If the rate of inflation is
higher than the interest earned on savings, people lose purchasing power. Consequently, individuals prefer
spending or investing in physical assets such as gold, land, or real estate instead of keeping money in savings
accounts.

7. Effect on Investment
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Moderate inflation may encourage investment because businesses expect higher profits. However, high and
unpredictable inflation creates uncertainty, discourages long-term investment, and reduces business
confidence.

8. Effect on Income Distribution

Inflation widens the gap between different income groups. Business owners, traders, and people owning assets
often gain from rising prices, whereas salaried employees, pensioners, and daily wage earners suffer. Thus,
inflation increases economic inequality.

9. Effect on Government

Inflation has both positive and negative effects on the government. Rising prices increase tax revenue because
incomes and business profits may rise in nominal terms. However, the government also has to spend more on
salaries, pensions, subsidies, and welfare schemes. Therefore, managing inflation becomes a major policy
challenge.

10. Effect on Economic Growth

A moderate rate of inflation may promote economic growth by encouraging production, investment, and
employment. However, high inflation creates uncertainty, reduces purchasing power, discourages savings
and investment, and slows down overall economic development.

11. Effect on International Trade

If domestic inflation is higher than that of other countries, domestic goods become relatively more expensive.
As a result:

o Exports may decline because foreign buyers find domestic goods costly.
o Imports may increase because foreign goods become comparatively cheaper.

This can adversely affect the country's balance of trade.

12. Effect on Social Stability

Persistent inflation increases the cost of living and creates dissatisfaction among the public. It may lead to
labour strikes, industrial disputes, protests, and social unrest. Therefore, uncontrolled inflation can adversely
affect social and political stability.

Summary of the Effects of Inflation

Beneficiaries Those Adversely Affected
Debtors Creditors

Producers (during moderate inflation) Consumers

Traders Fixed income groups
Business owners Pensioners
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Beneficiaries Those Adversely Affected
Asset holders Wage earners

Borrowers Savers

Indian Context

India has experienced periods of inflation mainly due to rising food prices, fuel prices, supply chain
disruptions, and global crude oil price fluctuations. During the COVID-19 pandemic and the post-pandemic
recovery, inflation affected household budgets significantly as the prices of essential commodities increased.
The Reserve Bank of India (RBI) uses monetary policy, particularly changes in the Repo Rate, to maintain
inflation within its target range while supporting economic growth.

Conclusion

Inflation has both favourable and unfavourable effects depending on its rate and duration. A moderate level
of inflation can encourage production, investment, and employment, thereby supporting economic growth.
However, high and persistent inflation reduces purchasing power, discourages savings, widens income
inequalities, creates uncertainty, and adversely affects economic stability. Therefore, it is the responsibility of
the government and the central bank to maintain inflation at a reasonable level through appropriate monetary
and fiscal policies so that sustainable economic development can be achieved.

Q. Explain the Anti-Inflationary Measures. (14
Marks)

Introduction

Inflation is a situation in which the general price level of goods and services increases continuously,
resulting in a decline in the purchasing power of money. A moderate rate of inflation is considered beneficial
for economic growth, but excessive or persistent inflation creates serious economic and social problems. It
reduces the purchasing power of consumers, increases the cost of living, widens income inequalities, and
creates uncertainty in the economy. Therefore, it becomes essential for the government and the central bank
to adopt appropriate measures to control inflation. These measures are known as Anti-Inflationary Measures.

Meaning of Anti-Inflationary Measures

Anti-inflationary measures refer to the policies and actions adopted by the government and the central
bank to control inflation and maintain price stability in the economy.

In simple words,
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Anti-inflationary measures are the steps taken to reduce excessive inflation and stabilize the general
price level.

Objectives of Anti-Inflationary Measures

The main objectives are:

To control the continuous rise in prices.
To maintain price stability.

To protect the purchasing power of money.
To encourage savings and investment.

To ensure sustainable economic growth.

Anti-Inflationary Measures

The government and the central bank adopt the following measures to control inflation.

1. Monetary Measures (Monetary Policy)

The Central Bank (Reserve Bank of India) controls inflation by regulating the supply of money and credit
in the economy.

(a) Increase in Repo Rate
The RBI increases the Repo Rate, making loans more expensive for commercial banks.
As a result,

Banks increase lending rates.

Borrowing decreases.

Consumer spending and investment decline.
Aggregate demand falls.

Inflation is controlled.

(b) Increase in Cash Reserve Ratio (CRR)
The RBI increases the Cash Reserve Ratio, requiring banks to keep more funds as reserves.
This reduces the amount of money available for lending.
Consequently,
o Credit creation decreases.

e Money supply falls.
« Inflationary pressure is reduced.

(c) Open Market Operations (OMO)
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The RBI sells government securities in the open market.
People and banks purchase these securities.
Money is withdrawn from circulation.
As a result,
e Money supply decreases.
e Aggregate demand falls.
« Inflation is controlled.
(d) Increase in Bank Rate
When the RBI increases the Bank Rate, borrowing by commercial banks becomes costlier.
Banks raise lending rates.
Loans become expensive.
Demand decreases, helping to reduce inflation.
(e) Selective Credit Control

The RBI may restrict loans for speculative and non-essential activities.

This prevents excessive credit expansion and reduces unnecessary demand.

2. Fiscal Measures (Fiscal Policy)

The government uses taxation and public expenditure to control inflation.

(a) Increase in Taxes

Higher taxes reduce the disposable income of consumers.

Lower disposable income reduces consumption.

This decreases aggregate demand and helps control inflation.

(b) Reduction in Government Expenditure**

The government reduces unnecessary public expenditure.

Lower government spending decreases aggregate demand and reduces inflationary pressure.
(c) Reduction in Budget Deficit**

The government controls deficit financing and excessive borrowing.

This reduces the creation of additional money and helps stabilize prices.
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(d) Promotion of Public Savings**
The government encourages people to save through various savings schemes and government bonds.

Higher savings reduce current consumption and help control inflation.

3. Supply-Side Measures

Inflation can also be controlled by increasing the supply of goods and services.

(a) Increase in Production

The government encourages industries to increase production by providing infrastructure, technology, and
financial support.

Higher production increases supply and reduces prices.

(b) Removal of Supply Bottlenecks

Improving transportation, storage facilities, and distribution systems ensures a smooth supply of goods.
This helps prevent shortages and price increases.

(c) Import of Essential Goods

If there is a shortage of essential commodities, the government may import them from other countries.
Additional supply helps stabilize prices.

(d) Encouraging Competition

Promoting competition among producers discourages monopolistic pricing and helps keep prices under
control.

4. Administrative Measures

The government may adopt direct administrative actions to control inflation.
(a) Price Control
The government may fix maximum prices for essential commodities.

This prevents excessive price increases.

(b) Public Distribution System (PDS)

Essential goods are supplied through fair-price shops at subsidized rates.
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This protects low-income groups from inflation.

(c) Anti-Hoarding Measures
Strict action is taken against hoarding and black marketing.

This increases market supply and prevents artificial shortages.
(d) Rationing**

During severe inflation, the government may introduce rationing to ensure equitable distribution of essential
goods.

S. Long-Term Measures

Long-term policies are essential for achieving lasting price stability.
These include:

« Increasing agricultural productivity.

e Promoting industrial development.

« Improving infrastructure.

« Encouraging technological innovation.

« Developing efficient transport and storage facilities.
e Enhancing labour productivity.

These measures increase production capacity and reduce inflationary pressures over time.

Indian Context

In India, inflation is primarily controlled through a combination of monetary policy and fiscal policy.

The Reserve Bank of India (RBI) regulates inflation mainly by adjusting the Repo Rate, Cash Reserve
Ratio (CRR), and conducting Open Market Operations (OMO).

The Government of India complements these measures by reducing import duties on essential commodities
when necessary, maintaining buffer stocks of food grains, strengthening the Public Distribution System
(PDS), and taking action against hoarding and black marketing. Together, these measures aim to maintain
price stability while supporting economic growth.

Conclusion

Inflation is a serious economic problem when it becomes excessive or persistent. It reduces purchasing power,
increases the cost of living, discourages savings, and creates uncertainty in the economy. Therefore,
controlling inflation is essential for maintaining economic stability and sustainable development. A well-
balanced combination of monetary measures, fiscal measures, supply-side measures, and administrative
measures can effectively control inflation without adversely affecting economic growth. Hence, coordination
between the government and the central bank is essential for achieving long-term price stability.
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Exam Tip (Easy Memory Trick)
Students can easily remember the anti-inflationary measures using the ""MFSA Rule™":

M — Monetary Measures (Repo Rate, CRR, OMO, Bank Rate)

F — Fiscal Measures (Taxes, Government Expenditure, Budget Deficit)

S — Supply-Side Measures (Increase Production, Imports, Infrastructure)

A — Administrative Measures (Price Control, PDS, Anti-Hoarding, Rationing)

If students remember MFSA, they can recall the complete answer and elaborate each category with examples
in the examination.

Q. Explain the Indexation Policy. (14 Marks)

Introduction

Indexation Policy is an anti-inflationary policy in which wages, salaries, pensions, taxes, and other
payments are automatically adjusted according to changes in the price level (inflation index). The
objective of indexation is to protect the purchasing power of people from the adverse effects of inflation.
Under this policy, payments are linked to a price index such as the Consumer Price Index (CPI), so that
whenever prices rise, incomes are revised proportionately.

Meaning of Indexation Policy

Indexation means linking the value of income, wages, pensions, taxes, or financial assets to an inflation
index. If inflation increases, the value of these payments also increases automatically to compensate for the
rise in the cost of living.

Example:

Suppose an employee earns 30,000 per month. If the inflation rate is 8%, the salary will be revised to
%32,400 to maintain the same purchasing power.

Objectives of Indexation Policy

1. Protect Purchasing Power

e Prevents the real income of people from declining due to inflation.
e Helps maintain the standard of living.

2. Ensure Fair Income Distribution

« Protects fixed-income earners such as pensioners and government employees.
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e Reduces income inequality caused by rising prices.

3. Maintain Economic Stability

e Reduces uncertainty during periods of inflation.
e Increases consumer confidence.

4. Provide Social Security
o Ensures that vulnerable groups receive adequate income despite rising living costs.
5. Improve Industrial Relations

o Automatic wage revisions reduce disputes between employers and employees.

Features of Indexation Policy

1. Linked with Price Index

Payments are revised based on inflation indicators such as CPI or Cost of Living Index.

2. Automatic Adjustment

Income increases automatically without the need for fresh negotiations.

3. Protects Real Income

It helps maintain the purchasing power of wages and salaries.

4. Applied to Different Payments

It may be used for wages, pensions, social security benefits, tax slabs, and government allowances.
5. Periodic Revision

Adjustments are made monthly, quarterly, or annually depending on policy.

Advantages of Indexation Policy

1. Maintains Purchasing Power

People can continue buying the same quantity of goods and services despite rising prices.
2. Protects Fixed-Income Groups

Pensioners, salaried employees, and low-income households are protected from inflation.

3. Reduces Social Hardship
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Prevents a decline in living standards during inflation.

4. Promotes Economic Stability

Stable incomes support consumer spending and economic growth.
5. Reduces Labour Conflicts

Automatic wage increases reduce wage disputes and strikes.

6. Increases Public Confidence

People feel more financially secure during inflationary periods.

Disadvantages of Indexation Policy

1. Inflationary Spiral

Higher wages increase production costs, which may lead to further price increases.

2. Increased Government Expenditure

Indexing pensions, salaries, and subsidies increases the fiscal burden.

3. Burden on Employers

Private firms may face higher labour costs, reducing profitability.

4. Reduces Incentive to Control Inflation

If everyone is compensated for inflation, there may be less pressure to reduce inflation itself.
5. Difficult to Implement

Accurate and timely measurement of inflation is essential for effective indexation.

Indexation Policy in India

India follows partial indexation rather than full indexation.
Examples include:
« Dearness Allowance (DA) for government employees is revised according to the Consumer Price
Index (CPI).

« Dearness Relief (DR) for pensioners is periodically increased.
e Some social security schemes and pensions are revised to offset inflation.
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However, wages in the private sector are generally not fully indexed, and complete indexation is rarely
adopted because it may increase inflationary pressure.

Conclusion

Indexation Policy is an important measure for protecting people from the harmful effects of inflation by
maintaining the purchasing power of income. It promotes social justice, economic stability, and financial
security, especially for fixed-income groups. However, excessive indexation may increase production costs
and create an inflationary wage-price spiral. Therefore, partial and carefully designed indexation, along
with effective monetary and fiscal policies, is considered the most suitable approach for controlling inflation
while protecting people's real income.

Q. Explain the Concept of Natural Rate of
Unemployment. (14 Marks)

Introduction

Unemployment is a situation in which people who are willing and able to work at the prevailing wage rate are
unable to find employment. However, even in a healthy and growing economy, some unemployment always
exists due to normal labour market movements. This minimum level of unemployment is known as the
Natural Rate of Unemployment. The concept was developed by economist Milton Friedman in 1968 and
later supported by Edmund Phelps.

Meaning of Natural Rate of Unemployment

The Natural Rate of Unemployment is the minimum level of unemployment that exists in an economy
when it is operating at full employment. It includes frictional unemployment and structural
unemployment, but excludes cyclical unemployment, which occurs during economic recessions.

In other words, it is the unemployment that remains even when the economy is stable because some workers
are changing jobs, entering the labour force, acquiring new skills, or relocating.

Definition

According to Milton Friedman:

"The natural rate of unemployment is the rate of unemployment consistent with equilibrium in the
labour market and stable inflation."

Components of Natural Rate of Unemployment
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1. Frictional Unemployment
o Occurs when workers are temporarily between jobs.
o Itresults from job search, career changes, or new entrants to the labour market.
o Itis generally short-term and unavoidable.

2. Structural Unemployment
e Occurs due to a mismatch between workers' skills and the skills required by employers.

« It may result from technological changes, industrial restructuring, or changes in consumer demand.
o ltisrelatively long-term.

Features of the Natural Rate of Unemployment

1. Exists Even at Full Employment

Full employment does not mean zero unemployment. Some unemployment always remains.
2. Excludes Cyclical Unemployment

It does not include unemployment caused by recession or lack of aggregate demand.

3. Changes over Time

The natural rate is not fixed. It changes due to technology, education, labour market policies, demographics,
and economic conditions.

4. Indicates Labour Market Efficiency
A lower natural rate generally reflects a more efficient labour market.
5. Associated with Stable Inflation

When unemployment equals the natural rate, inflation tends to remain stable because wage and price pressures
are balanced.

Factors Affecting the Natural Rate of
Unemployment

1. Technological Change
Rapid technological progress may increase structural unemployment if workers lack required skills.
2. Labour Market Policies

Employment services, labour laws, and vocational training influence the natural rate.
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3. Education and Skill Development

Better education and skill training reduce structural unemployment.

4. Labour Mobility

Workers who can easily move between jobs or regions reduce unemployment duration.
5. Demographic Changes

An increase in young or inexperienced workers may temporarily raise the natural rate.
6. Information Availability

Efficient job placement systems and digital employment platforms help workers find jobs more quickly.

Importance of the Natural Rate of Unemployment

1. Helps in Policy Formulation

Governments and central banks use it while designing employment and inflation policies.
2. Maintains Price Stability

It helps policymakers avoid excessive inflation caused by over-expansionary policies.

3. Measures Labour Market Performance

It indicates how efficiently the labour market matches workers with jobs.

4. Supports Sustainable Economic Growth

Maintaining unemployment close to the natural rate promotes long-term economic stability.
5. Guides Monetary Policy

Central banks use the concept to balance inflation and employment while setting interest rates.

Limitations of the Natural Rate of Unemployment

1. Difficult to Measure

The exact natural rate cannot be directly observed and must be estimated.

2. Changes Frequently

Economic reforms, globalization, and technological changes make it unstable.
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3. May Differ Across Countries

Different labour market institutions and policies produce different natural rates.

4. Ignores Underemployment

It focuses on unemployment and may not capture workers employed below their skill level.

5. Less Useful During Major Crises

During events such as financial crises or pandemics, cyclical factors dominate unemployment.

Conclusion

The Natural Rate of Unemployment is the level of unemployment that exists even when an economy is
operating at full employment. It mainly consists of frictional and structural unemployment and excludes
cyclical unemployment. The concept is important for understanding labour market dynamics and designing
effective monetary and employment policies. Although it cannot be measured precisely, maintaining
unemployment close to the natural rate helps achieve stable inflation, sustainable economic growth, and
an efficient labour market.

Q. Explain the Phillips Curve. (14 Marks)

Introduction

The Phillips Curve is an important concept in macroeconomics that explains the relationship between
inflation and unemployment. It was developed by the New Zealand economist A. W. Phillips in 1958. Based
on his study of the United Kingdom (1861-1957), Phillips observed that there is generally an inverse
relationship between the rate of unemployment and the rate of wage inflation. Later, economists extended
this relationship to inflation and unemployment.

Meaning of Phillips Curve

The Phillips Curve shows that when unemployment decreases, inflation tends to increase, and when
unemployment increases, inflation tends to decrease. This inverse relationship exists because low
unemployment increases the demand for labour, leading to higher wages, which raise production costs and
ultimately increase prices.

In simple words:

e Low Unemployment — High Inflation
o High Unemployment — Low Inflation
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Definition
According to A. W. Phillips:

The Phillips Curve represents an inverse relationship between the rate of unemployment and the rate
of wage inflation in an economy.

Diagram of the Phillips Curve
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Diagram Explanation (Phillips Curve):

The diagram illustrates the Phillips Curve, which shows an inverse relationship between the rate of
inflation and the rate of unemployment. The X-axis represents the unemployment rate (% of labour
force), while the Y-axis represents the inflation rate (% change in price level). The Phillips Curve (PC)
slopes downward from left to right, indicating that when unemployment is low (around 3%b), inflation is high
(around 10%) because increased demand for labour raises wages and production costs. As unemployment
increases to 4%, 6%, and 8%, the inflation rate gradually falls to about 8%, 6%, and 5% respectively due
to lower wage pressure and weaker demand. Thus, the diagram explains the short-run trade-off between

inflation and unemployment, where lower unemployment is associated with higher inflation, and higher
unemployment is associated with lower inflation.

Assumptions of the Phillips Curve

1. Stable Economic Conditions

The economy operates under relatively stable conditions without major shocks.
2. Wage Increase Leads to Price Increase

Higher wages increase production costs, resulting in inflation.

3. Labour Market Competition

Firms compete to hire workers when unemployment is low.

4. Demand Influences Employment

Higher aggregate demand increases employment and inflation.

5. Short-Run Relationship

The inverse relationship mainly exists in the short run.

Features of the Phillips Curve
1. Inverse Relationship

It shows a negative relationship between inflation and unemployment.

2. Downward Sloping Curve

The curve slopes downward from left to right.

3. Short-Run Concept

It mainly explains the short-run trade-off between inflation and unemployment.
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4. Policy Guide
It helps governments and central banks formulate employment and inflation policies.
5. Dynamic Nature

The position of the curve may shift due to changes in inflation expectations, supply shocks, or government
policies.

Importance of the Phillips Curve

1. Helps in Economic Policy

Assists policymakers in balancing inflation and unemployment.

2. Explains Inflation—-Unemployment Trade-off

Shows that reducing unemployment may increase inflation in the short run.
3. Useful for Monetary Policy

Central banks use it while setting interest rates.

4. Supports Fiscal Policy Decisions

Governments use it to design taxation and public expenditure policies.

5. Helps in Employment Planning

Provides guidance for maintaining sustainable employment.

Limitations of the Phillips Curve

1. Valid Mainly in the Short Run

The trade-off may disappear in the long run.

2. Fails during Stagflation

During the 1970s, many countries experienced both high inflation and high unemployment simultaneously.
3. Ignores Inflation Expectations

Workers and firms adjust their expectations over time, affecting the relationship.

4. Influenced by Supply Shocks

Oil price increases, natural disasters, and pandemics may cause both inflation and unemployment to rise.
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5. Relationship is Not Stable

The curve may shift due to structural changes in the economy.

Modern View of the Phillips Curve

Economists such as Milton Friedman and Edmund Phelps argued that the Phillips Curve is valid only in the
short run. In the long run, unemployment tends to return to the Natural Rate of Unemployment, and attempts
to reduce unemployment below this level only result in higher inflation without increasing employment.

Conclusion

The Phillips Curve is one of the most significant concepts in macroeconomics because it explains the short-
run relationship between inflation and unemployment. It helps policymakers understand the trade-off between
price stability and employment. However, the experience of stagflation and the concept of the Natural Rate
of Unemployment show that this relationship is not permanent. Therefore, while the Phillips Curve remains
an important analytical tool, it should be used along with other macroeconomic theories when formulating
economic policies.

Q. Explain the Meaning and Causes of Deflation.
(14 Marks)

Introduction

Deflation is a situation in which the general price level of goods and services falls continuously over a
period of time. It is the opposite of inflation. During deflation, the purchasing power of money increases
because goods and services become cheaper. However, persistent deflation can reduce production, profits,
employment, and economic growth, making it harmful to the economy.

Meaning of Deflation

Deflation refers to a continuous decline in the general price level of goods and services, resulting in an
increase in the purchasing power of money. It usually occurs when aggregate demand is lower than
aggregate supply, causing producers to reduce prices in order to sell their products.

Definition

According to Crowther:
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"Deflation is a state in which the value of money rises and the general price level falls.™

Characteristics of Deflation

1. Continuous Fall in Prices

The prices of goods and services decline over a period of time.

2. Increase in Purchasing Power

The value of money increases, enabling consumers to buy more goods with the same amount of money.
3. Decline in Aggregate Demand

Low consumer spending and investment reduce overall demand in the economy.

4. Reduction in Production

Firms reduce production because of lower demand for goods and services.

5. Rise in Unemployment

Reduced production leads to layoffs and higher unemployment.

Causes of Deflation

1. Decline in Aggregate Demand

When consumer spending, investment, or government expenditure falls, the overall demand for goods and
services decreases, resulting in lower prices.

2. Excess Supply of Goods
If the supply of goods exceeds demand, producers reduce prices to clear excess stock.
3. Tight Monetary Policy

Higher interest rates and reduced money supply by the central bank decrease borrowing and spending, leading
to deflation.

4. Reduction in Government Expenditure

Lower public spending reduces income and demand in the economy.

5. High Taxation

Higher taxes reduce disposable income and consumer purchasing power, decreasing demand.
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6. Fall in Investment

Business firms may reduce investment because of pessimistic expectations or low profits, leading to lower
demand and economic activity.

7. Increase in Savings
When people save more and spend less, aggregate demand declines, causing prices to fall.
8. Technological Improvements

Advances in technology may increase production efficiency and supply, causing prices to decline if demand
does not increase proportionately.

9. Decline in Exports
A fall in foreign demand reduces domestic production and income, contributing to deflation.
10. Global Economic Recession

Worldwide economic slowdown reduces demand for goods and services, leading to falling prices.

Effects of Deflation

1. Decline in Business Profits

Lower prices reduce the revenue and profits of firms.

2. Increase in Unemployment

Reduced production forces firms to cut jobs.

3. Decline in Investment

Businesses postpone investment due to lower expected profits.

4. Slow Economic Growth

Lower consumption and investment reduce overall economic activity.
5. Increased Debt Burden

The real value of debt increases, making repayment more difficult.

Measures to Control Deflation
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1. Expansionary Monetary Policy

The central bank can reduce interest rates and increase the money supply.
2. Expansionary Fiscal Policy

The government can increase public expenditure and reduce taxes.

3. Increase in Investment

Encouraging private and public investment raises demand and employment.
4. Promotion of Exports

Increasing exports helps raise production and income.

5. Employment Generation Programmes

Government employment schemes increase income and consumer spending.

Conclusion

Deflation is a continuous fall in the general price level that increases the purchasing power of money but
adversely affects production, employment, investment, and economic growth. It mainly results from low
aggregate demand, excess supply, tight monetary policy, and reduced investment. Therefore,
governments and central banks should adopt expansionary fiscal and monetary policies to increase demand,
promote employment, and restore economic stability.

Imagine this situation what the Philips curve says-
Suppose unemployment in a country is 5%.

The government wants to reduce it to 3%.

So it increases spending.

Companies hire more workers.

<7 Unemployment falls.

But...

More workers earn more income.

People buy more goods.

Demand increases.

Prices increase.

— Inflation rises.
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This is exactly what the Phillips Curve says:

Lower unemployment = Higher inflation.

Now comes Milton Friedman

Friedman said,

"This cannot continue forever."

Why?

Because workers realize prices have increased.

They demand higher wages.

Companies increase prices again.

Finally,

companies stop hiring more workers.

Unemployment goes back to its normal level (say 5%o).
This normal level is called the

Natural Rate of Unemployment.

So, what is the relationship?

Short Run
Phillips Curve works.

e Unemployment |
e Inflation 7

There is a trade-off.

Long Run

Natural Rate of Unemployment works.
No matter how much inflation increases,
unemployment returns to its natural level.

There is no permanent trade-off.
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Remember this in one sentence (Exam Trick)

The Phillips Curve explains the short-run relationship between inflation and unemployment, while the
Natural Rate of Unemployment explains that in the long run unemployment always returns to its
normal level. Therefore, the Phillips Curve is valid only in the short run.

Super Easy Memory Trick
"1 Phillips Curve = Short Run = Trade-off

£ Natural Rate of Unemployment = Long Run = No Trade-off

That's all you need to remember. Once this single idea is clear, both topics become much easier.
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