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“Inflation may  be
defined as a general raiss
in the prices in a perzistent
manner’. |t causes a loss
in the purchasing power of
a currency. It happens
when many price increas-
es simultaneocusly. This
means that it is not neces-
sary that prices of all the
goods and services are
rising. It iz likely that even
during pericds of high
infiation, some prices may
be relatively constant and
some maybe falling.

“We measurz inflation
by locking at a large num-
ber of goods and services
and calculating the aver-
age increase in  their
prices during some peri-
ods of ime™.

THE EFFECT OF
INFLATION OM PEOPLE
IN THE PRESENT SITU-

ATION

When prices raise, con-
sumer generally switches
from costly to affordable
goods. Sometimes fore-
shadow fulure changes in
consumer, it is considersd
to be a leading indicate of
the  fulure  consumer
prices. Shopkeepers have
to recalculate and report
prices frequently, and this

takes time that could be

uzed more efficiently

Restaurant ownesrs, pro-

ducers, and much other

buginezs that must post

prices will have to incur

cost to changs their prices

because of inflation.
Feaople

will hold less

real cash bal-

ance

hold less
cash, they e
must visit the B¢
bank/ATM
more fre-
guently

because they
will run out of cazh sooner.
Such additional wear and
tear necessary to hold less

cash iz catego-
rized as shoe-
leather cost. In

practice, our tax
systemn and finan-
cial sy=stem so0 not
adjust even to

who set nominal wages
based on expected infla-
tion would eam a lower
real wages. Buyers with
nominal contract, such as
firmz  setting  nominal
wages, would gain.
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anficipated inflation, indi-
viduals and institutions will

V7

~ most
mentionesd
while dis-
cussing the
= impact of infla-
tion. If the
= <

gconomy becomes less
efficient when people take
actionz bazed on beafing
inflation. Whether one
gains or looser during a
period of inflation depends
on whether hisfher income
rizes faster or slower than
the prices of
things pur-
chazed. People
living on fixed
income are

often

income iz fixed
and prices rise,

the ability to purchasze

goods and services falls

change their behavicur ¥  proportionately.
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Mozt economiez in
the world today are suf-
fering from this prob-
lem of inflation. The
prices may raise
either because of an
increase in the cost.

fully anticipated
inflation. Inflation lowers
the real after-tax return
because the tax system is
bazed on nominal income
and not real income.

For example, workers

unanticipated inflation
becomes extreme; individ-
uals spend more of their
time frying fto profit from
inflation rather than work-
ing at productive jobs. The

The aggregate
demand is the sum of
consumer's spending on
consumer goods and
services, governmsnts
spending on consumer
goods and services and

investment of the entre-
preneurs. The producers
pass on this rise in cost
of the consumer by
increase the price of their
goods and services.
Rizing per unit produc-
tion costs squeeze profit
and reduce the amount
of output that the firms
are willing fo supply at
the existing price levels.
Az a result, the econcmy
wide supply of gocds and
services declines.

When firms are mak-
ing their pricefoutput
decisions, their expecta-
tions of future prices may
affect their cumrent deci-
sions. If a firm expects
that its competitors will
raize their prices, in
anticipation it may raise
its own price.
Expectations can lead to
an ineria that makes it
difficult to stop an infla-
tionary spiral.

If prices have been
raising and if people's
expectation are adaptive
ie. if they form their
expectations on the basis
of past pricing behavior,
than firms may continue
raiging price even demand
iz glowing or confracting.




