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The first panacea for a mismanaged nation is inflation of the currency; the second is war. Both bring a 
temporary prosperity; both bring a permanent ruin. But both are the refuge of political and economic 
opportunists. - Ernest Hemingway 

 
1.1 INTRODUCTION & DEFINITION  

• Inflation refers to a sustained rise in the general level of prices of goods and services in an economy. 

• Thus, it reflects the price rise of a particular basket of goods & services over a given period of time. i.e. 
It measures how much more expensive a set of goods and services has become over a certain period, 
usually a year. 
It is indicative of the decrease in the purchasing power of a unit of a country’s currency as the products 
and services get more expensive. 

 

1.2 BASIC CONCEPTS  

• Deflation 
- It is a persistent fall in general level of prices of goods and services, i.e. a negative inflation. 
- Deflation occurs when prices fall because the supply of goods/services is higher than the demand 

for those goods. This is usually because of a reduction in money supply, credit or consumer 
spending. 

- During deflation, the purchasing power of currency rises over time. 
- However, deflation is not desirable as price level reduces along with a fall in National Income, 

employment, and a general slowing down in an economy etc., leading to recession. 
- For example, 

✓ The Great Depression (1929-33) was characterised by drastic declines in output, severe 
unemployment, and acute deflation in almost every country of the world. 

✓ In Japan, which has the distinction of experiencing the longest post World War II period of 
deflation. 

 

• Disinflation 
- It is a decrease in the rate of inflation. The inflation rate declines over time, but it remains positive. 

Thus, Disinflation is different from Deflation, where the rate of inflation turns negative. 
- For example, if the inflation rate is 5% in January, but decreases to 4% in March, economy is said 

to be experiencing disinflation in the first quarter of the year. 
- The general price level reduces without any adverse impact on national income, employment etc. 

It is desirable. 
 

• Reflation 
- It is a situation in which general price level increases, along with increase in National Income, 

output etc., during the phase of economic recovery. 
- Reflation can be induced by a fiscal/monetary policy of the government/monetary authority 

designed to expand output, increase incomes, and stimulate spending. Policies may include tax 
cuts, infrastructure spending, increasing the money supply and lowering interest rates. 
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• Stagflation 
- It is a situation in which the inflation rate is high, the economic growth rate slows, and 

unemployment remains steadily high. 
- It is, thus, a combination of economic stagnation and high inflation. 
- It is usually due to cost push factors. For e.g. Rise in prices of oil during the Gulf crises in 1970s. 
- A degree of stagflation also occurred in 2008, following the start of the global recession. 
- Stagflation can be a dilemma for governments since most actions designed to lower inflation may 

raise unemployment levels, and policies designed to decrease unemployment may worsen the 
inflation. 

 

• Skewflation 
- When the prices of certain items increase in a much higher proportion than the prices of other 

items. 
- For example, in India, the food prices rose steadily during 2009-10, even though the prices of non- 

food items continued to be relatively stable. The term was first time mentioned in the Economic 
Survey 2009-10. 

 

• Lowflation 
- Lowflation, or ultralow-inflation, refers to an inflation rate that is persistently below an official 

target rate. 
- The concept was given by International Monetary Fund (IMF), in 2014, for European Countries, 

with inflation dropping to just 0.5% in the Euro Zone. 
- A lowflation may transform to deflation, if corrective policies are not followed. 

 

• Inflationary Gap 
- An inflationary gap measures the difference between the current level of real GDP and the GDP 

that would exist if an economy was operating at full employment (i.e. potential GDP). 
- It exists when the demand for goods and services exceeds production due to factors such as higher 

levels of overall employment, increased trade activities or increased government expenditure. 
- This can lead to the real GDP exceeding the potential GDP, resulting in an inflationary gap. 

 

• Deflationary Gap 
- It is a situation in which total spending in an economy is insufficient to buy all the output that can 

be produced with full employment. 
- In this aggregate demand falls short of aggregate supply. It is due to fall in exports, investment, 

consumer spending etc. 
 

• Inflation Tax 
- Inflation tax is not an actual legal tax paid to a government; instead "inflation tax" refers to the 

penalty for holding cash at a time of high inflation. It is a term used to describe the negative 
impacts of inflation. 

- During inflation, the holders of cash tend to see their holdings decline in value over time, which 
reduces their purchasing power, hence acting as a tax on their incomes. 

 

• Inflation Premium 
- The Inflation premium is the higher return that investors or lenders demand in exchange for 

investing in a long-term security where inflation has a greater potential to reduce the real return. 
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- In other words, it is the portion of an investment's return that compensates for expected increases 
in the general price level of goods and services. 

 

• Wage price spiral 
- The Wage-price spiral describes a perpetual cycle whereby rising wages create rising prices 

(inflation) and vice versa. 
- Rising wages increase disposable income, raising the demand for goods and causing prices to rise 

(Demand Pull Inflation). 
- Rising prices, in turn, increase demand for higher wages, which leads to higher production costs 

and further upward pressure on prices, creating a conceptual spiral. (Cost Push Inflation). 
 

• Bracket Creep 
- As inflation increases, the wages indexed to inflation also increase. This causes the nominal wages 

of the workers to increase, pushing them into higher tax bracket. This is called bracket creep. 
- Thus, Bracket creep results in an increase in income taxes without an increase in real income. 
- As a result of bracket creep, government is able to gain higher tax collection initially. However, since 

the real wages have not increased, any increase in tax collection will bring down the purchasing 
power of the people leading to lower aggregate demand. Thus, the growth suffers in long run. 

- The initial increase in tax collection is offset by declining tax revenues due to drag down of economic 
growth. This is called fiscal drag. 

 

• Philips Curve 
- The inverse relationship between 

unemployment rate and inflation, when 
graphically charted, is called the Phillips 
curve. The concept was given by William 
Phillips. 

- The theory states that the higher the rate 
of inflation, the lower the unemployment 
and vice-versa. Thus, high levels of 
employment can be achieved only at high 
levels of inflation. 

- The policies to induce growth in an 
economy, increase in employment and 
sustained development are heavily dependent on the findings of the Phillips curve. 

- For example, if unemployment is high and inflation low, policymakers could stimulate aggregate 
demand. This would help to reduce unemployment, but cause a higher rate of inflation. 

- However, the implications of Phillips curve have been found to be true only in the short term. 
- Phillips curve, however, fails to justify the situations of stagflation, when both inflation and 

unemployment are alarmingly high. 
 

• Base Year 
- The base period or base year refers to the year in which an index number series begins to be 

calculated. 
- While computing macroeconomic numbers such as inflation or economic growth (GDP) rates, 

indices are used. 
- To monitor prices, the statistical agencies of the government will choose a basket of goods, and set 

the value of this basket to 100, for a chosen base year. 
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- Each time inflation is measured, the prices of the chosen goods are taken, and the current index 
value is computed and compared to the base value. 

- For example, the base year for Consumer Price Index is 2012. 
 

• Base Effect 
- It refers to the impact of an increase in the price level (i.e. previous year’s inflation) over the 

corresponding rise in price levels in the current year (i.e., current inflation). 
- If the inflation rate was low in the corresponding period of the last year, then even a small increase 

in the price index will give a high rate of inflation in the current year. 
- Similarly, if there is a rise in the price index in the corresponding period of last year and recorded 

high inflation, then an absolute increase in the price index will show a lower inflation rate in the 
present year. 

 

1.3 TYPES OF INFLATION  

1.3.1 Based on rate of price rise 

• Creeping Inflation – It is a gentle or a mild rise in prices, usually under 3 % a year. A certain level of low 
inflation is often considered good for the economy as it provides scope to the sellers to make reasonable 
profits, thereby incentivising them to invest in economic expansion. 

• Trotting Inflation – This type of inflation is usually between 3 – 10 % a year, and if not controlled timely, 
proves to be harmful to economic growth of a country. People tend to purchase more than they need, 
in expectation of future increase in prices. Thus, demand outstrips the supply of goods and services. 

• Galloping Inflation – When inflation rises to 10 % or higher, it tends to destabilize the economy. Money 
rapidly loses value, and business and employee incomes can't keep up with costs and prices. Foreign 
investors avoid the country, depriving it of the needed capital. 

• Hyperinflation – There is no precise numerical definition to hyperinflation. It refers to an extremely 
rapid or out of control inflation (“runaway inflation”) where annual rates are in million or even trillion. 
The value of the national currency (money) of an affected country reduces almost to zero, making paper 
money absolutely worthless. For example, the cases of Germany in 1920s, Hungary in 1940s, Zimbabwe 
in 2000s, etc. 

 
1.3.2 Based on Government Control 

• Open Inflation – When government and monetary authorities do not attempt to restrict inflation. It is 
characteristic of a market economy where prices are freely determined. 

• Suppressed Inflation – When government prevents the price rise through price controls, rationing, etc. 
For example, government’s action of keeping the prices of petrol, diesel, LPG, kerosene, fertilizers etc. 
artificially lower than their market prices for the benefit of consumers. 

 
1.3.3 Based on Volatility 

• Core Inflation – 
- It is based on the prices of only those items whose prices are relatively stable, i.e. it doesn’t take 

into account prices of food and fuel (due to volatility in prices). 
- Thus, core inflation measures the long term trend in general price levels by factoring out temporary 

effects and, therefore, is more important from the point of view of economists and policymakers. 
- The RBI and Central Banks around the World always keep an eye on the core inflation. Whenever 

core inflation rises, Central Banks increase their key policy rates to absorb excess liquidity from 
the market and vice versa. 
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• Headline Inflation – 
- It is a measure of the total inflation within an economy and is 

based on the prices of group of all the items. 
- Headline inflation = Core inflation + Non-core inflation (food, fuel) 
- Headline inflation is often closely related to shifts in the cost of 

living, which provides useful information to consumers within the 
marketplace. 

- However, since food and energy prices are highly volatile, headline 
inflation may not give an accurate picture of how an economy is 
behaving. 

 
1.3.4 Based on Causes 

• Cost Push inflation – 
- Cost push inflation refers to an increase in general price level due to rise in input costs such as 

wages, raw material, import components etc. 
- It is also known as supply shock inflation as it leads to reduced supplies as a result of increased 

input prices. 
- For example 

✓ An increase in global crude prices results in increased domestic production and transportation 
costs, thereby pushing up the prices of final goods. 

✓ A higher cost of capital resulting from increase in interest rates. 
✓ A rising Minimum Support Prices (MSP) pushes up prices of agricultural produce in the market. 

 

• Demand Pull inflation – (Too much money chasing too few goods) 
- It occurs when prices rise because the aggregate demand in an economy is far greater than the 

aggregate supply. 
- In the short run, since supply cannot be increased drastically, the increase in demand is met with 

rising prices. 
- Demand pull inflation can be caused by: 

✓ An increase in money supply that puts too much purchasing power in the hands of consumers, 
thereby increasing the overall demand vis a vis supply. For e.g., the expansionary fiscal policy 
followed by government in the aftermaths of 2008 economic crises. 

✓ Rising incomes as a result rapid economic growth, consequently increasing demand. For eg. 
Rising rural incomes/wages as a result of MGNREGA scheme created demand pressures, 
especially on protein items like egg, meat, fish, milk etc. 

✓ Other factors - Increase in foreign exchange, decrease in direct taxes, increase in net exports, 
increase in population etc. 

 

• Structural Inflation (Bottleneck inflation) 
- This type of inflation is often found in developing countries where the supply of good and services 

remain inelastic due to structural rigidities found in these economies. 
- Its main cause is the weak structure of the economy of a country. Structural inflation arises when 

producers cannot adapt their production structure in an efficient manner in response to changes in 
the structure of the economy. 

- These changes may concern demand for the product, its production technology and the 
competition in the market. 

- For example 
✓ Backward agricultural sector characterised by defective system of land tenure, lack of 

irrigation, finance, outdated technology and implements etc. 

 

Headline and core inflation 
are calculated both at the 
Wholesale Price Index 
(WPI) and Consumer Price 
Index (CPI) levels. 
CPI (combined rural and 
urban) headline inflation is 
considered for inflation 
targeting in India by RBI. 
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✓ Inefficient storage and distribution facilities leading to wastages and reduced supplies. 
✓ Infrastructural bottlenecks in form of lack of power, transport, communication, fuel etc. 
✓ Artificial scarcity caused by hoarding, cartelization, and speculation. 
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