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Inflation and Business Cycle 
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Inflation 

• Definition of Inflation 

• What causes Inflation Types of Inflation  

• Terminology of Inflation  

• Inflation Targeting  

• Base Effect  

• Effects of Inflation  

• Inflation in India 

6 



Introduction 

• Synonymous with Price Rise 

 

• Too much in discussion in Developing countries 

• Inflation is the rate at which the general level of prices for goods 
and services is rising 

 

• the purchasing power of currency is falling. 

 

• It is a quantitative aspect 
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Formula 

 

Rate of inflation (year x) = Price level (year x) –Price level 

(year x-1)/Price level (year x-1) × 100 
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• Demand-Pull Inflation 

• Cost-Push Inflation 

• Built In Inflation (Wages/Prices) 
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WHY DOES INFLATION OCCUR? 
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• Demand side measure 

– Cut back the consumption 

– Monetary measures like REPO, CRR etc. 
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Measures to Check Inflation 



• Supply side measure 

– Removing bottlenecks 

 

• Cost Side Measure 

– Cutting taxes can help 
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Measures to Check Inflation 



Types 

• Creeping Inflation 

• Walking Inflation 

• Galloping Inflation 

• Hyperinflation 

 

14 



 

Creeping 
 

• Also known as mild inflation,  

 

 

• Occurs when prices rise 3 percent a year or less.  
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Walking Inflation 

 • Strong, or destructive inflation  

 

• Range is between 3-10% a year.  

 

• It is harmful to the economy because it heats-up economic 

growth too fast.  

 

• People start to buy more than they need to avoid tomorrow's 

much higher prices 
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Walking Inflation 

 
• This increased buying drives demand even further so that 

suppliers can't keep up.  

 

 

• Hence, common goods and services are priced out of the reach of 

most people. 
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• Galloping: When inflation rises to 10% or more, it wreaks 

absolute havoc on the economy.  

 

• Hyperinflation: Hyperinflation is when prices skyrocket 

more than 50% a month.  
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Trends in Inflation 
 

• Decadal Inflation 

 

• Headline Inflation  

 

• Core Inflation 
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• The headline inflation measure demonstrates overall 

inflation in the economy. 

 

• the core inflation measure strips the prices of highly 

volatile food and fuel components to distinguish the 

inflation signal from transitory noise. 

 

• Core CPI = Headline CPI - (food and fuel components.) 
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Structural Inflation: Bottleneck Inflation 

 
• Problem of Developing Economies 

• Rising Demand but Low Supply 

• Supply Side Mismatch 

• Low growth, Higher Inflation 
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• Inflationary Gap: Fiscal Deficit  (Demand Pull Inflation) 

 

• Deflationary Gap : Fiscal Surplus (Output Gap) 

 

• Inflation Tax 

 

• Seigniorage (During Deficit Financing) 
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Deflationary Gap 

 • This is the difference between the full employment level 

of output and actual output. 

 

• For example, in a recession, the deflationary gap may be 

quite substantial, indicative of the high rates of 

unemployment and underused resources.  

 

• A deflationary gap is also known as a negative output 

gap. 
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Causes of deflationary gap 
• Fall in aggregate demand (AD) due to 

 

 Fall in exports (global recession) 

 Fall in investment (due to banking collapse and credit 

crunch) 

 Fall in consumer spending (e.g. higher interest rates, 

falling wages.) 
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• Inflation Spiral:  Wage-Price Spiral 

 

• Inflation Accounting: Nominal Profit – Real Profit 

 

• Inflation Premium : Bonus 
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Reflation 

• Reflation is a policy that is enacted after a period of 

economic slowdown or contraction. 

 

• The goal is to expand output, stimulate spending and curb the 

effects of deflation. 

 

• Policies include tax cuts, infrastructure spending, increasing 

the money supply and lowering interest rates. 
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• Term is made of Stagnation and Inflation 

 

• Stagflation refers to an economy that is experiencing a simultaneous 

increase in inflation and stagnation of economic output. 
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Stagflation 
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Skew-inflation (Skew-flation) 

• Skewflation means the skewness of inflation among different sectors of 

the economy — some sectors are facing huge inflation, some none and 

some deflation. 

 

• In India, food prices rose steadily during the last months of 2009 and the 

early months of 2010, even though the prices of non-food items 

continued to be relatively stable.  

 

• Appeared in print in the Economic Survey 2009-10, Government of 

India, Ministry of Finance. 
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Is Inflation 

Good or Bad 
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• Inflation can be viewed positively or negatively depending 

on the individual viewpoint and rate of change. 

 

• Those with tangible assets, like property or stocked 

commodities, may like to see some inflation as that raises 

the value of their assets. 
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• People holding cash may not like inflation, as it erodes the 

value of their cash holdings. 

 

• Ideally, an optimum level of inflation is required to promote 

spending to a certain extent instead of saving, thereby 

nurturing economic growth. 
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Deflation 
• Deflation is a situation where the general price level falls in an economy.  

 

• usually deflation is accompanied by the slowdown of the economy which 

eventually is likely to result in an increase in unemployment.  

 

• Deflation indicates that the value of money has appreciated 

 

• Great Depression 
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Effects on Inflation 

• On Creditors and Debtors 

• On Lending 

• On Aggregate Demand 

• On Investment 

• On Income 

• On Saving (Shoe leather cost) 
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Shoe Leather Cost & Menu Cost 

• Shoe leather cost is the cost of time and effort (or 

opportunity costs of time and effort) that people expend by holding 

less cash in order to reduce the inflation tax that they pay on cash 

holdings when there is high inflation. 

 

• Menu costs refer to an economic term used to describe the cost 

incurred by firms in order to change their prices.  
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Effects on Inflation 

• On Tax (Direct and Indirect) 

• Bracket creep 

• The extent to which tax collections of the government are 

concerned, inflation increases the nominal value of the gross tax 

revenue but real value decreases 

• On Exports  

• On Imports (Essential Goods vs Normal Goods) 

• Trade Balance issues 
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Effects on Inflation 

• On Employment 

• On Wages 

• On Self Employed 

• On the Economy 
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