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Inflation
what is inflation ?
Inflation is the measure or term used to indicate rate at which the general level of prices for goods and services has increased. With Inflation the unit of currency looses its purchasing power with the time.
If the price level increases by 5%, we can specify the inflation rate is 5% . 
For example-
	Prices of Bread

	2010
	Rs. 100

	2020
	Rs. 105


Here our base year is 2010 with which we will compare the price hike. 
As we see price of bread has increased to Rs.105 from Rs.100 in 2010, therefore we can prices have hiked by 5% hence inflation is at 5% . Purchasing power of money has decreased as you can buy less goods as compared to before with same amount of money.

The opposite of Inflation is DEFLATION . Deflation is the rate at which the general level of prices for goods and services falls. With Deflation the purchasing power of the currency increases.
One of Government’s Macro Economic objective is to achieve price stability. This is where the average level of prices is reasonably stable.



Measure Of Inflation
High and unstable inflation is something governments wish to avoid. As a result most of the goverfnments try to maintain; target a rate of inflation of that it wishes to achieve of 2% which is considered to be efficient. This means that the government wishes to see the average level of prices rising by no more than 2% annually. 
As the indicator for the change in price levels, inflation measures vary depending on the basket of goods used in its calculation. Inflation measures derived from the CPI and GDP deflator tend to follow the same general pattern but can also vary considerably.
· Consumer Price Index (CPI) 
The CPI is a weighted price index. Weights are attached to items in the Cpi according to their importance to an average family’s spending.
The CPI is calculated by combining price data for the whole country  for a variety of different products bought by an average family. This means the CPI is meant to represent the spending patterns of a typical, average household. 
The range of goods and services included in the calculation is often referred as a basket of goods and services. This basket includes all items (goods and services) and prices if are surveyed through thousands of shops across the country each month. The basket of goods and services is updated annually as new products emerge and old ones decline in popularity.

There’s another measure of Inflation set by the United kindom tho its not used widely its still used as a measure of Inflation

· Retail Price Index (RPI)
The Retail Price Index (RPI) is an older measurement of inflation that is still published because it is used to calculate cost of living and wage escalation; however, it is not considered an official inflation rate by the government . It includes cost of living such as hike in rent,etc.
Types Of Inflation
· Demand-Pull Inflation
Demand-Pull inflation is basically increase in Aggregate Demand of the economy. Increase in spending by the citizens of the country signal increase in production and as firms incur increase in cost of production, hence leading to increase in prices of goods and services. 
Below graph depicts increase in price levels due to increase in demand growth in AD from AD1 to AD4 increases output but eventually leads to demand-pull inflation, shown here by increasingly large rises in the price level from P1 to P4. The solution to reducing demand-pull inflation is to reduce the level of aggregate demand by reducing any of the components of aggregate demand, as this would ease upward pressure on prices.
[image: ]SRAS – short run average supply
AD – Aggregate Demand

Demand-Pull inflation can have various reasons.
Eg:- Increase in disposable income caused by reduced tax rates.
        Increase in demand for imported goods
        Change in life-style, pursuing high quality and expensive goods and services
        Increased in demand for quality goods causing cost of production to increase  

· Cost-Pull Inflation
Cost-Pull Inflation is caused by increase in cost of production of goods and services in an economy. An increase in cost of production of a good or service will lead to a fall in firms’margin, causing firms to increase their selling price, thus leading to higher prices in the short term.
[image: ]SRAS – short run average supply
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In the above graph a leftward shift in the SRAS curve from SRAS1 to SRAS2 will lead to higher prices caused by cost-push factors. It will also lead to a lower equilibrium output level. 


· Why measuring inflation is important ?
High or unpredictable inflation can have a negative impact on the economy. It distorts the firms’ long-term plans. The uncertainty about future real value of money can significantly discourage investment decisions. Pension funds, insurance companies and other financial service firms closely watch inflation in order to ensure positive real return on investments. Having clear expectation about inflation is important for the appropriate allocation of the investment portfolio preventing it from loosing its real value in case of returns being inferior to the inflation.
Moreover, if the rate of inflation is not monitored governments would fail to execute measures to control. High unstable rate of inflation can be deadly for the economy as prices of goods and services fall leading to decrease in exports due to availability of same goods and services at cheaper price in other countries. Residents of the country would prefer to import rather than buy locally , leading to increase in current account deficit. Moreover, it may cause a ripple effect where a fall in aggregate demand will lead to increase in unemployment and relative and absolute poverty. 
Aside from factors such as interest rates and inflation, the exchange rate is one of the most important determinants of a country's relative level of economic health. Exchange rates play a vital role in a country's level of trade, which is critical to most every free market economy in the world. For this reason, exchange rates are among the most watched analyzed and governmentally manipulated economic measures.
As inflation rate is used to measure the price stability in the economy. A low inflation rate scenario will exhibit a rising currency rate, as the purchasing power of the currency will increase as compared to other currencies.

Interest Rates 
Interest rates are typically the rate at which a lender lends money on top of the principal amount to the borrower.
An interest rate also applies to the amount earned at a bank or credit union from a deposit account.
Interest Rates apply to most lending or borrowing transactions. Firms and individuals can borrow or lend money for various reasons; to purchase homes, fund businesses and projects, etc. 
Borrowed money is repaid either in a lump sum by a pre-determined date or in periodic installments. The interest rate is the cost of debt for the borrower and the rate of return for the lender.
It is calculated by dividing the amount of interest by the amount of principal. Interest rates often change as a result of the inflation and Government policies.
A real interest rate is an interest rate that has been adjusted to remove the effects of inflation to reflect the real cost of funds to the borrower and the real yield to the lender or to an investor. The real interest rate reflects the rate of time-preference for current goods over future goods. The real interest rate of an investment is calculated as the difference between the nominal interest rate and the inflation rate:
Real Interest Rate = Nominal Interest Rate - Inflation (Expected or Actual)




· Effect of Interest Rates and Inflation Rate on Exchange Rates.

Changes in interest rates can have both positive and negative effects on the world business markets. Interest rates affect the economy by influencing stock and bond interest rates, consumer and business spending, inflation, and recessions.
Inflation is a sustained increase in the average price of all goods and services produced in an economy. Money loses purchasing power during inflationary periods since each unit of currency buys progressively fewer goods. Purchasing power parity [ PPP ] theory states that the exchange rate between one currency and another is in equilibrium when their domestic purchasing powers at that rate of exchange are equivalent. On the other hand, changes in domestic interest rates in one of the countries affect the foreign exchange rate as the demand for the currency that has had a change of interest rate will change. This implies an interaction between interest rates and inflation on exchanges rate.
The three major explanations of inflation include fiscal, monetary, and balance of payments aspects. While in the monetary aspect inflation is considered to be due to an increase in money supply, in the fiscal aspect, budget deficits are the fundamental cause of inflation in countries with prolonged high inflation. However, the fiscal aspect is closely linked to monetary explanations of inflation since government deficits are often financed by money creation in developing countries. In the balance of payments aspect, emphasis is placed on the exchange rate. Simply, the exchange rate collapses bring about inflation either through higher import prices and increase in inflationary expectations.
The influence of exchange rate towards inflation itself depends on the choice of exchange rate regime in the country. Exchange rate system has an important role in reducing or minimizing the risk of fluctuations in exchange rates, which will have an impact on the economy. Any changes in exchange rates will have a great impact on the economy.



Moreover, high interest rate policy is considered important for several reasons. 
Firstly, it provides the information to the market about the authorities‘ resolve not to allow the sharp exchange rate movement that the market expects given the state of the economy and thereby reduce the inflationary expectations and prevent the vicious cycle of inflation and exchange rate depreciation. Secondly, it raises the attractiveness of domestic financial assets as a result of which capital inflow takes place and thereby limiting the exchange rate depreciation. Thirdly, it not only reduces the level of domestic aggregate demand but also improves the balance of payment position by reducing the level of imports.

















· Interest rates & monetary                
        policies
One of the most interesting issues in economics is the relationship between the rate of growth of the money supply and interest rates. The Keynesian interest rate theory held that while other things remained equal, an increase in the quantity of money would decrease short- and medium-term interest rates. The inverse association between money supply and inflation directly followed from the law of supply, in which an increase in money supply decreased the price of borrowing money.
A lower interest rate has a direct impact on investment, and also indirectly affects capital valuation, which results in further expansion of investment and consumable goods and services. 
Correspondingly, a decline in the interest rate is essential for the transmission effects of monetary policies from the money market to the real sector of the economy. Most importantly, the psychology of a lower interest rate for the market participants is most appealing, especially when the monetary authority decides to increase the money supply through different monetary channels.
Keynesian liquidity models downplay the dynamic impact of a change in the money supply growth rate. According to economist Friedman and Mishkin , “The liquidity theory ignores the income and price expectational effects”. Suppose that the Federal Reserve unexpectedly increases the money supply growth rate. Consumers find themselves with more cash than they had expected, therefore they spend extra money on different goods and services. One item that most commonly is purchased by the consumers are bonds of different maturities. A greater demand for bonds, in turn increases the price of bonds, which implies a decrease in bond yields.
The downward pressure on Inflation  is the short-run aspect of an unanticipated expansionary monetary policy. However, in the long-run, more money in the economy means a higher expected rate of inflation.
· Conclusion
To sum up, there is no perfect evidence to state that inflation and interest rates are linked to each other. There exists various market forces and economic activities that affect inflation, interest rate and both. 
Till now we already know that a rise inflation is also called increase of money supply in the economy. To further explain, an increase in money supply indicates that people/general public have more cash in hand thus, encouraging increased purchase of goods and services. This is could be an increase in income leading up to an increase in disposable income ( amount left from salary after all taxes are paid ) to be spend on luxury goods which were unaffordable before, high-quality imported goods and services. All this lead to an increase in aggregate demand leading to an increase in price levels in short term as firms fail to meet the increase in demand with limited supply. 
Looking at relationship between interest rates and inflation, there’s and inverse relationship between interest rates and inflation. As interest increases , money supply decreases hence inflation decreases and vice-versa.
Governments use monetary policies to control inflation and keep it between a well within bound as mentioned earlier, ie 2%-6%. Government increase interest rates which results in an increase in cost of borrowing and rise in incentive to save. Hence, people are discouraged to borrow loan and save more. Moreover, this results in people spending less causing a fall in aggregate demand and general price levels as shown in the graph below.
[image: ]                                                                                                             As we can see a rise in interest rates caused  fall in spending resulting in decrease in Short Run Aggregate Demand [SRAD] to SRAD2 resulting a fall in quantity demanded from Q1 to Q2 , hence resulting in a decrease in general price levels. This proves how governments use monetary policies to keep a check on inflation.

Government do this by changing their Repo-Rate; repo rate is the rate at which central bank lends money to commercial bank.   
However, inflation is not all bad for an economy as long as its kept stable and in check. In the long run general price levels are bound to increase and hence the inflation. Governments not only use interest rates to decrease inflation but also use it to increase inflation. A decrease in interest rates encourages consumers to spend more rather than save due to fall in return and borrow more money from commercial banks at a reduced rate. This increases purchasing power hence motivates spending leading to a rise in general prices. The increase in demand encourages firm to employ more workers resulting in decrease in unemployment rate. As unemployment decreases , disposable income increases encouraging more spending. Moreover, this leads to decrease in relative poverty and raises living standards as a whole economy HDI index increases.
Nevertheless, a loosen control over inflation can lead to hyperinflation which is no where near welfare of the economy. Hyperinflation is a term to describe rapid, excessive, and out-of-control general price increases in an economy. While inflation is a measure of the pace of rising prices for goods and services, hyperinflation is rapidly rising inflation, typically measuring more than 50% per month. 
In a nutshell…
Therefore, inflation and interest rates are theoretically inversely related – that is, they go in opposite directions. When an economy is in recession, central banks around the world lower interest rates to incentivize spending and investment which eventually causes inflation to rise and that helps the economy to get back on track. On the other hand, when inflation is very high and the economy is getting overheated, central banks raise interest rates to disincentivize spending and investment, which helps in lowering inflation – in turn cooling down an otherwise overheated economy.
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