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	2. CONCEPT OF INFLATION
  


	3. Intro-
inflationis a sustained  increase in the price level of goods and services in an
economy over a period of time.
When the price level rises, each unit of currencybuys fewer goods and services;
consequently, inflation reflects a reduction in the purchasingpower per unit of
money – a loss of real value in the medium of exchange and unit of account within
the economy
 


	4. Types of INFLATION
  


	5. Demand pull inflation  occur when aggregate demand
will be increases faster than aggregate supply. If
demand exceed supply firm will earn profit by
increase prices.
N.Y/Output
Y1 Y2
D1
D2
AS
P1
P2
PRICES
1.Demand pull inflation
 


	6. The cost push  inflation is occur when general prices rises due
to higher cost of production and higher cost of raw material.
AS 1
D1
AS2
N.Y/OUTPUT
Prices
P1
P2
Y2 Y1
E1
E2
2.Cost push inflation
 


	7. wage push inflation  is combined of demand pull and
cost push inflation . If wage rate are rises then the
cost of production also be rises . Further it would
lead to rise prices.
wage
s
Cost prices INFLATION
3.Wage push inflation
 


	8. 4.Creeping Inflation
It is  Also called low or mild inflation,
this type of inflation occurs when prices rise not more than 3% a year.
It’s actually beneficial to economic growth.
That’s because this mild inflation sets expectations that prices will
continue to rise.
 


	9. This drives demand  even further, so that suppliers can’t keep up. As a
result, common goods and services are priced out of the reach of most
people.
5.Walking Inflation
This type of inflation occurs when price rises between 3-10% a year.
People start to buy more than they need, just to avoid tomorrow’s much
higher prices.
 


	10. The economy becomes  unstable, and government leaders lose credibility.
Galloping inflation must be prevented.
6.Galloping Inflation
When inflation rises to 10% or greater, it wreaks absolute havoc on the
economy.
Money loses value so fast that business and employee income can’t keep
up with costs and prices.
Foreign investors avoid the country, depriving it of needed capital.
 


	11. Examples of hyperinflation  include Germany in the 1920s, Zimbabwe in
the 2000s, and during the American Civil War.
7.Hyper Inflation
Hyperinflation is when the prices of goods and services rise more than
50 to 100% .
It is fortunately very rare.
In fact, most examples of hyperinflation have occurred when the
government printed money recklessly to pay for war.
 


	12. 8.Stagflation
Stagflation is when  the economy experiences stagnant economic growth,
high unemployment, and high inflation.
9.Core Inflation
This shows price rise in all goods and services except food and energy
due to high prices fluctuations.
Oil is a highly volatile commodity, with daily price variations.
Food prices change based on gas prices (it heavily reflects on transportation costs),
which are directly linked to oil prices
 


	13. This measure considers  total inflation in an economy, including food and
energy prices, which are more volatile.
10.Headline Inflation
is the act of stimulating the economy by increasing the money supply
or by reducing taxes, seeking to bring the economy (specifically price
level) back up to the long-term trend.
Reflation
 


	14. Monetarist views on
inflation
  


	15. The monetarists employ  the familiar identity of Fisher’s Equation of Exchange.
Monetarist View or MonetaryTheoryof Inflation
The monetarists emphasise the role of money as the principal cause of demand-
pull inflation.
They contend that inflation is always a monetary phenomenon.
Its earliest explanation is to be found in the simple quantity theory of money.
MV= PQ
Where M is the money supply, V is the velocity of money, P is the price level, and Q
is the level of real output.
Assuming V and Q as constant, the price level (P) varies proportionately with the
supply of money .
 


	16. The labour force,  the capital stock, and technologyalso changed only slowly over
time.
With flexible wages, the economy was believed to operate at full employment level.
Consequently, the amount of money spent did not affect the level of real output so
that a doubling of the quantity of money would result simply in doubling the price
level.
But it is a continuous and prolonged rise in the money supply that will lead to
inflation.
So inflation proceeds at the same rate at which the money supply expands.
In this analysis the aggregate supply is assumed to be fixed and there is always full
employment in the economy.
Naturally, when the money supply increases it creates more demand for goods but
the supply of goods cannot be increased due to the full employment of resources.
This leads to rise in prices.
 


	17. This relationship is  expressed by the curve
P =f (M) from the origin at 45°.
quantity of money is taken on horizontal line
and the price level on vertical line.
When the quantity of money is OM, the price
level is OP
When the quantity of money is doubled to
OM2 the price level is also doubled to P2.
Further, when the quantity of money is
increased four-fold to M4, the price level also
increases by four times to P4.
 


	18. Friedman’s View:
Modern quantity  theorists led by Friedman hold that “inflation is always and
everywherea monetary phenomenon”that arises from a more rapid expansion in
the quantity of money than in total output.
He argues that changes in the quantity of money will work through to cause
changes in nominal income.
Inflation everywhereis based on an increased demand for goods and services as
people try to spend their cash balances.
Since the demand for money is fairly stable,
Its immediate effect will be to increase the demand for labour.
Next Friedman discusseswhether an increase in money supply will go first into
output or prices.
Initially, when there is monetary expansion, the nominal income of the people
increases.
 


	19. Workers will settle  for higher wages. Input costs and prices will rise.
Profit margins will be reduced and the prices of products will
increase.
 


	20. The quantity theory  version of the demand-pull inflation
As the aggregate supply is assumed fixed,
there is no change in the position of the IS
curve.
The initial full employment situation at this price
level is shown by the intersection of IS and LM
curves at E in Panel (A)
where R is the interest rate and YF is the full
employmentlevel of income.
Now with the increase in the quantity of
money,
the LM curve shifts rightward to LM1 and
intersects the IS curve at E1
such that the equilibrium level of income
rises to Y1and the rate of interest is lowered
to R1.
 


	21. This raises the  price level, the aggregate
supply being fixed, as shown by the vertical
portion of the supply curve S.
Consequently, the aggregate demand rises
which shifts the D curve to the right to D1
and thus excess demand is created Income
equivalentto EE1 ( = YFY1) in Panel (B)
 


	22. Keynesian theory of
demand  pull inflation
 


	23. When the value  of aggregate demand exceeds the value of aggregate supply at the full
employment level, the inflationary gap arises.
Keynes’ Theory of Demand-Pull Inflation!
Keynes and his followers emphasise the increase in aggregate demand as the source of
demand-pull inflation.
There may be more than one source of demand.
Consumers want more goods and services for consumption purposes.
Businessmen want more inputs for investment.
Government demands more goods and services to meet civil and military requirements
of the country.
Thus the aggregate demand comprises consumption, investment and government
expenditures.
 


	24. The larger the  gap between aggregate demand and aggregate supply, the more rapid the
inflation.
Given a constant average propensity to save, rising money incomes at the full
employment level would lead to an excess of aggregate demand over aggregate supply
and to a consequent inflationary gap.
Thus Keynes used the notion of the inflationary gap to show an inflationary rise in
prices.
The Keynesian theory is based on a short-run analysis in which prices are assumed to be
fixed.
In fact, prices are determined by non-monetary forces.
On the other hand, output is assumed to be more variable which is determined largely by
changes in investment spending.
When the quantity of money increases, its first effect is on the rate of interest which
tends to fall.
 


	25. A fall in  the interest rate would, in turn, increase investment which would raise
aggregate demand.
➢A rise in aggregate demand would first affect only
output and not prices so long as there are unemployed
resources.
The supply of some factors might become inelastic or
others might be in short supply and non-substitutable.
This would lead to increase in marginal costs and hence
in prices.
As full employment in reached, the elasticity of supply of output falls to zero and prices
rise without any increase in output.
Any further increase in expenditure would lead to excess demand and to more than
proportional increase in prices.
 


	26. This shifts the  IS curve rightward to IS1 and
intersects the LM curve at when the level of
income and the interest rate rise to Y1 and
R1 respectively.
Suppose the economy is in equilibrium at E
where the IS and LM curves intersect with
full employment income level YF and
interest rate R,
the price level is P in Panel (B).
Now the government increases its
expenditure.
 


	27. Thus the excess  demand caused by the rise
in government expenditure eliminates
itself by changes in the real value of
money.
This creates excess demand to the extent of
EE1 (=YFY1) at the initial price level P.
Excess demand tends to raise the price
level, as aggregate supply of output cannot
be increased after the full employment
level.
As the price level rises, the real value of
money supply falls.
This shifts the LM curve to the left to
LM1 such that it cuts the IS1 curve at
E2where equilibrium is established at the full
employment level of income YF, but at a
higher interest rate R2 and a higher price
level P1 .
 


	28. Mark up theory
  


	29. The increase in  prices levels stimulates production,but increases demand for
factors of production.Consequently, the cost and price both increases.
Mark-up Theory:
Mark-up theory of inflation was proposed by Prof Gardner Ackley.
According to him, inflation cannot occur alone by demand and cost factors, but
it is the cumulativeeffect of demand-pull and cost-push activities.
Demand-pull inflationrefers to the inflationthat occurs due to excess of
aggregatedemand,which further results in the increases in price level.
In somecases, wages also increase without rise in the excess demand of
products.
 


	30. Increase in demand  results in the increase of prices of products as the customers spend
more on products.
The shortage of products in the market would result in the further increase of prices.
Therefore, Prof Gardner Ackley has provided a model of mark-up inflation in which
both the factors, demand cost, are determined.
according to Prof Gardner Ackley , inflation occurs due to excess of demand or
increases in wage rates; therefore, both monetary and fiscal policies should be used to
control inflation.
 


	31. Pigou effects
  


	32. A C. Pigou  argued that even though the liquidity trap might bar the
way to an increase in employment—via changes in interest rates
and investment.
Pigou Effect on Wage Flexibility and Full Employment:
The mechanism by which consumption rises is commonly called
‘Pigou Effect’.
The essence of ‘Pigou Effect’ is that an overall reduction leads to
increased spending on goods and services.
Pigou effect- money wages ↓,→ P↓→ Vm ^ →, APC↑
falling wages and prices would sooner or later restore full
employment because a decline in the price level would cause the
consumption function to shift up.
 


	33. (i) Fall in  prices increases the real value of money holdings which can now buy
more goods,
Pigou effect is based on the following assumptions:
(iv) They spend a part of this excess supply on goods and services.
(ii) The ratio between real balances and expenditures is disturbed because
individualshave an excess supply of liquid assets, and
Pigou effect operates in the commodities market only.
 


	34. Thus, where r  is the rate of interest
, Y the level of income,
M represents the quantity of money in circulation
P stands for the average price level or the cost of living index
, so that M/P represents the “real value of cash balances.”
Prof. A C. Pigou introduced an additional variableinto the classical saving
function, namely “the real value of cash balance.”
According to Prof. Pigou, there is a direct relation between the real value of liquid
assets and the propensity to consume.
Pigou’s neo-classical saving function should be written as:
S = F(r, Y, m/p),
 


	35. As a result  of pigou effect the
consumption function shift upward.
Or the saving function will shift
downward.
In the terms of the IS function it means
a rightward shift of the IS curve.
Pigou effect is based on the
assumptions of flexible wage and price
levels and a constant stock of money.
Therefore it is only the IS curve that
shifts to the right with increase in
consumption or reduction in saving.
 


	36. The LM curve  assume to be given
Constant because of the assumption of a
constant stock of money.
Or the saving function will shift
downward.
 


	37. keynesian effects
  


	38. Keynes’ Effect: Reducing  the Wage Bill of Employees
Keynes Effect:
It is maintained that a general wage cut will have the effect of
reducing the wage bill, thereby leading to some reduction in
prices and money incomes also.
It will decrease the demand of cash for income and business
purposes.
In other words, lower wages and prices would lead to a reduction
in the “transaction demand” for money,
Keynes effect – increase in investment and employment via wage cut and decrease
in ROI called Keynes effect.
 


	39. This effect of  lower interest rate via wage-reduction is called
“Keynes Effect Proper”.
lower the rate of interest,, will encourage investment increasing
income and employment.
The greater the fall in wages and prices, the greater the quantity of
money released from active balances to inactive (speculative)
balances and therefore the greater the fall in the rate of interest.
 


	40. If, however, the  wage reductions were to result in social and political unrest,
causing unfavorable effects on businessexpectations,
the necessaryencouragementto investment may not follow.
Thus, the theory that a reduction in the overall price level as a result of wage cuts
leads to lower interest rates and therefore to increased investment is called
‘Keynes Effect Theory’.
Keynes effect – increase in investment and employment via wage cut and decrease
in ROI called Keynes effect.
“Keynes’ Effect” (lowering of interest rate via wage reductions)
 


	41. Eqm is struck  where IS and LM
intersect at point E, with R=Y
And P4 price level.
When the money wage rates falls and
the price level is reduced to p3 .
This increase the real supply of money
and shifts the LM curve in righ to LM1.
Where it intersect the IS curve at E1.
This implies lower interst rate R1 and
higher income level Y1.
 


	42. Furthere fall in  price to P2. shift the LM
curve from LM1 to LM2
Thereby creating a new equilibrium
point with the IS curve at E2.
This reduce the interst rate to R2 and
raises income to Y2.
But further fall in money wage rate and
the price level will not reduce the
interest rate below R2.
Because IS curve cut LM2 curves in the
liquidity trape.
This implies lower interst rate R1 and
higher income level Y1.
 


	43. Real balance effect
It  is modified version of the Pigou effect Given by Patinkin in 1956.
It is dynamic analysis , comprises both Pigou effect and Keynes effect.
Keynes effect show decrease in money wages-prices create investment
and employment.
Hense- price of security increases and ROI decreases at each level of
income.--- LM curve shift upward rising.
In Pigou effect IS curve shift right .
The LM curve is perfectly elastic.(liquidity trape)
IS curve perfectly inelastic.
Both the IS-LM are intersect and eqm is automatically attain.
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