Unit—6 Inflation and Business Cycles — 15Makrs Theory

1. What is profit-push inflation?

English: Profit-push inflation occurs when businesses increase prices to maximize profits, leading
to a general rise in price levels,

Nepali: mrme ifie e s AT A A AT B e T W R AT

2. List the economic values used to compute the rate of inflation.

English: Consumer Price Index [CP1), Wholesale Price Index (WPI), GDP Deflator.
Nepali: v s sre (CPl), % s quw= (WP, S s

3. Point out any four features of trade cycles.
English:

+ Fluctuations in economic activity

+ Pericdic ups and downs

+ Affects employment and production

+ Phases: Boom, Recession, Depression, Recovery
Nepaliz
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4, Which type of inflation is considered good for the economy?

English: Moderate inflation (2-3%) is considered good as it encourages spending and investmant.
Nepali: s sarefiTa (2w =g T 7 SER L i )

5. List out the characteristics of the business cycle.
English:

+ Recurrent fluctuations

« Irregular in nature

+  Affects all sectors

= Phases: Expansion, Peak, Contraction, Trough
Nepali:
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6. State the essence of wage-push inflation. 5.38% current inflation rate

English: Wage-push inflation occurs when wages rise faster than productivity, leading to higher
production costs and price increases.
Nepali: s=gi i mrr=fif a [es S SFaeFey ey 59 T 57, FHE S ST A i e

7. Define deflation.

English: Deflation is a decrease in the general price level of goods and services, often indicating
reduced economic activity.
Nepaliz sres: R s e © o a7 wo U R B, S TS R she s )

8. What is meant by trough in the trade cycle?

English: The trough is the lowest point in the business cycle where economic activity is at its
weakest before recovery begins.
Nepali: =g meit feg ieetms = st S = et £ 57 A TR =

9. What are the various phases of the trade cycle?

English: Expansion, Peak, Recession, Trough, Recovery.
Nepali: feam, T, 78, a0 Bey, 1o

10. 2077 Q.Mo. 16: What are the effects of inflation on production? Explain. [10 Marks]
Answer:

Inflation has significant effects on production, which can be both positive and negative
depending on its intensity and duration. The major effects include:

1. Increase in Production Costs:

o Rising prices of raw materials, labar, and other inputs increase the cost of
production.

= Businesses may face higher operational expenses, reducing profit margins.



2. Uncertainty in Investment: HEEEIT ST Fee T O

= High inflation creates uncertainty, discouraging long-term investments.
2. TR ST a5
o Businesses hesitate to expand production due to unpredictable costs and

demand.
»  FEaATUEn, HE, TR Hed qEaT A 9T |

3. Shift in Production Priorities:
2. wanE A

= Producers may focus on essential goods with stable demand rather than luxury
items. u
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o Inflation can distort resource allocation, leading to inefficiencies.
T g 3. TS ST A

4. Reduction in Real Profits:

. . - - W ) »  HETE SRR O g e
o [If prices rise faster than revenues, businesses experience a decline in real profits.

= This may lead to cost-cutting measures, including layoffs. Y. AT e
5. Impact on Small Businesses: TS D aE aE  g|
o Small firms struggle more as they lack pricing power compared to large
corporations. * ! K ’ * A SRR LRI
o Some may shut down due to unsustainable costs. . maruqﬁi—.aa,—q—}—.rm|
&. Encouragement of Speculative Production: 5. it T

= Businesses may engage in hoarding or speculative production to benefit from
future price rises.
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= This disrupts normal supply chains. . Toraer evmamAT =T

7. Effect on Export Competitiveness:
R a5 * T e e S

= If demestic inflation is higher than in other countries, exports become expensive,

reduding demand. Trreet: T mEres STNES SEISA TEE, o1 IO SRR O SIaT

o This negatively affects industries reliant on foreign markets.

Conclusion:
Moderate inflation can stimulate production by increasing demand, but high inflation disrupts
Cost structures, investment, and economic stability,




11. 2075 Q.MNo. 13: Explain the effects of inflation on production and distribution. [10 Marks]
Answer:
A. Effects on Production:
1. Higher Input Costs:
o Prices of raw materials, wages, and energy rise, squeezing profit margins.
2. Reduced Investment:
= Uncertainty discourages businesses from expanding production capacity.
3. Decline in Real Wages:
= Workers' purchasing power falls, leading to lower productivity and morale.
4. Distorted Resource Allocation:
o Businesses prioritize short-term profitable sectors over sustainable growth.
B. Effects on Distribution:
1. Income Ineguality:

= Fixed-income eamers (pensicners, salaried workers) suffer, while asset owners
benefit.

2. Redistribution from Lenders to Borrowers:
= Debtors gain as they repay loans with fess valuable money.
3. Impact on Savings:
o Savings lose real value, discouraging future investments.
4. Wage-Price Spiral:
= Workers demand higher wages, leading to further price hikes in a vicious cyde.

Conclusion:
Inflation disrupts both production efficiency and fair distribution of wealth, leading to economic
instability.
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12. 2073 Q.No. 12: Define inflation. Explain demand-pull inflation. [3+7 Marks]
Answer:

Definition of Inflation (3 Marks):

Inflation is a sustained increase in the general price level of goods and services in an
economy over time, leading to a decline in the purchasing power of money. Itis
measured by indices like CPl and WPI.

Demand-Pull Inflation (7 Marks):
Demand-pull inflation cccurs when aggregate demand exceeds aggregate supply, leading
to price rises. Key causes include:

1. Increase in Consumer Demand:

o Rising incomes, credit expansion, or consumer confidence boost spending.
2. Government Expenditure:

= High public spending (e.g., infrastructure, subsidies) increases demand.
3. Monetary Factors:

o Excess money supply (e.g., low interest rates) encourages borrowing and
spending.



4. Export-Led Demand:
o Surge in foreign demand for domestic goods reduces local supply.
Effects:
+ Shortages of goods, higher prices, and potential overheating of the economy.
+ Example: Post-pandemic demand surges leading to supply chain bottienecks.

Conclusion:
Demand-pull inflation reflects an economy’s inability to meet growing demand, requiring:
monetary or fiscal interventions.
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13, 2072 Q.No. 12: Explain cost-push inflation. [10 Marks] A G’T'_:\d
Answer: e L

Cost-push inflation occurs when production costs rise, forcing businesses to increase prices. Key
causes include:

1. Rise in Raw Material Prices:

= Example: Oil price shocks increase transportation and manufacturing costs.
2. Higher Wages:

= Labor unions negotiating higher wages without productivity gains.
3. Supply Chain Disruptions:

o MNatural disasters or gecpolitical conflicts (e.g., Ukraine war) disrupt supplies.
4. Government Policies:

= Increased taxes or regulations [e.g., environmental laws) raise operational costs.

Effects:

+ Stagflation Risk: Combines inflation with stagnant growth and unemgloyment,
+ Reduced Competitiveness: Exporters lose market share due to higher prices.

Example:
The 1970s oil crisis led to global cost-push inflation as energy prices soared.

Conclusion:
Unlike demand-pull inflation, cost-push inflation is harder to control as it stems from supply-side
constraints, requiring targeted policies like subsidies or productivity boosts.



Question (2080 Q. No. 17):

Explain the contraction phases of trade cycles. What types of fiscal
measures would you apply to stabilize the economy?
[8 + 7 marks]

A. Contraction Phase of Trade Cycle (Business Cycle)

The contraction phase (also called recession or downturn) is a period in
the trade cycle when economic activities decline. It follows the peak

and precedes the trough.
Features of Contraction Phase:
1. Decline in Output & GDP:
= Production decreases in all major sectors.
- GDP growth rate turns negative or slows down.
2. Decrease in Employment:
= Unemployment increases due to falling demand.
- Businesses reduce hiring or lay off workers.
3. Fall in Consumer Demand:
= Consumer spending falls due to low income.
= Businesses suffer losses and cut down investment.
4. Low Investment and Savings:
= Investors lose confidence in the economy.
= Savings may rise as people become cautious.

5. Falling Prices (Deflation):

= Demand falls, leading to decreased prices.
6. Low Business Confidence:
= Entrepreneurs become uncertain.

= Credit demand falls even if interest rates are low.

B Diagram of Business Cycle (With Contraction Phase)
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{> B. Fiscal Measures to Stabilize the Economy During Contraction

During a contraction phase, expansionary fiscal policy is applied by the

government to increase demand and stimulate economic activity.

[~ Types of Fiscal Measures:



. Increase in Government Expenditure: <> A, = =F = figgee = (Contraction Phase)

= Spend more on infrastructure, education, health, etc. T R R ST S T AT £ g T e e anee) I et (Peak)

= Creates jobs and increases demand. IR SR T =EAA g (Trough ) ¥ =1

. Tax Reduction:
= Lower income tax and business tax.
= Increases disposable income and consumer spending.
. Subsidies and Grants:
= Provide subsidies to key industries (agriculture, SMEs).
= Grants to the unemployed and low-income families.
. Public Work Programs:

o Launch government-funded construction, transport, and

irrigation projects.
= Reduces unemployment.
. Increase in Transfer Payments:

= Woelfare payments like pensions, unemployment benefits

help boost demand.
. Budget Deficit Policy:

= Allow deficit budgeting (spend more than revenue) to revive

the economy.
. Debt Management:

= The government can borrow more (from internal or external
sources) to fund public investment.
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[V conclusion (Fr=:

Contraction phase harms the economy severely, but with proper fiseal
intervention, demand can be boosted, employment can be created, and
stability can be restored.
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= Government-imposed taxes (like VAT or excise duties) make

Explain the concept and causes of cost-push inflaion. How can it be controlied by monetary goods more expensive to produce or sell.
and fiscal policies? [(3+4)+{4+4)]
5 Q.No. 18 :

5. Currency Depreciation:
Concept of Cost-Push Inflation

o If a country’s currency falls in value, imports become costlier,

Cost-Push Inflation refers to a rise in the general price level of goods leading to domestic inflation.

and services caused by an increase in the cost of production. When the
: : ; f 6. Supply Shock:

cost of inputs like wages, raw materials, fuel, or taxes increases,

producers pass these costs onto consumers in the form of higher prices. = Natural disasters, war, or political instability can reduce

ly and rai ts sharply.
It is not caused by excessive demand but by rising production costs, SHRRY aNE [ERR C0ab SNaRY,

which reduce the supply of goods and services. 7. Monopoly Power:
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Causes of Cost-Push Inflation (Explained with Points) I
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1. Increase in Wages:
= If labor unions demand higher wages, firms' costs increase.

= This leads to higher prices to maintain profit margins. 3. ey ey,
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2. Rise in Prices of Raw Materials: St ek
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- For example, a hike in the price of oil, gas, or coal increases
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transport and production costs.
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I T 3. Tight Credit Policy

A - Making loans more difficult or costly reduces business
expansion and demand, thus slowing down inflation.
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Using Fiscal Policy (by G t
_ SRAS (Short-Run Aggregate Supply) a=t & — SRAS1 &/ SRAS2 K Flacal Policy [hy Goveriniig
~ S G (Y1 > Y2) € 3 e (P11 P2) 4. Reduce G.‘overnn'!ent Spenflmg
- Lowering public expenditure reduces excess demand and

decreases cost pressure in the economy.

How Cost-Push Inflation Can Be Controlled 5. Increase Taxes

& A. Using Monetary Policy (by Central Bank) -> Increasing income or consumption taxes reduces disposable

income and discourages spending, helping to control inflation.
1. Increase Interest Rates
6. Subsidize Essential Inputs

-> Providing subsidies on fuel, raw materials, or agriculture helps

- Higher interest rates reduce borrowing and slow down

investment and spending, lowering inflation.

lower production costs, thus controlling cost-push inflation directly.
% Example: Nepal Rastra Bank can raise the policy rate. b & B ¥
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2. Control Money Supply
-> Central bank can reduce the money supply in the economy 4. wdrad ek
through open market operations, limiting inflationary pressure. —> T T EISET HIT { HE Gard e |
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he-principle of demand-pull inflation. How can it be removed by monetary and fiscal
[T+d+41

Demand-pull inflation occurs when the overall demand for goods and
services in an economy increases more than the economy’s ability to
produce them. This excess demand leads to a rise in prices.
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Principle of Demand-Pull Inflation:

1. Excess Demand: inflation arises when demand for goods and services exceeds their
supphy.
2. Price Mechanism: Due to scarcity, prices rise to balance demand and supply.

3. Economic Growth Link: Often seen during periods of economic expansion.

4. Money Supply Effect: Increase in money supply can boost demand, leading to inflation.

5. Government Role: Excessive public spending can also cause demand-pull inflation.
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Here’s how Demand-Pull Inflation can be controlled using Monetary and Fiscal Policies,
explained in points

F& A. Monetary Policy Measures

(By Centrol Bank —e.g., Nepal Rastra Bonk)

1. Increase Interest Rates — Higher interest reduces . TR G A — I EeTae O o T
borrowing and spending. LEEEE St End]

2. Reduce Money Supply — By selling government

3. T AT S — T FT e T
bonds. ki &

3. Increase Cash Reserve Ratio (CRR) — Banks will lend 3. 7z 3 (CRR) o — dsgemr s =
less money. ferel

4. Open Market Operations (OMO) — Sell securities to ¥ T 3N SRR — e T e
absorb excess money. FARHT T T

@ B. Fiscal Policy Measures

(By Government — via taxation and spending)

1. Reduce Government Spending — Cuts public expenditureto & !ﬂ:ﬂl‘ﬁ'ﬂ#zﬂ'ﬁﬂ'—mmw
reduce demand. byl

2. Increase Taxes — Reduces disposable income and consumer 3. & it a1 — ST & 71

demand. Few TeA Bea Tl

3. Control Budget Deficit — Avoid excessive borrowing and 3. T ETET e A — e
spending. HUT TS TEAI

4. Subsidy Reduction — Reducing subsidies on goods to 4. HefEr EEEe — ST S
discourage overconsumption. Eicod|
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in Ihe depression phase of trade cycle. What types of fiscal instruments would you
: emove I1? [13]

Depression Phase of Trade Cycle

The Depression Phase is the lowest point in the trade or business cycle. It is a period of
prolonged economic decline with very low demand, high unemployment, low income, and
falling prices.

P Key Features:

1. Lowest economic activity — Production and trade almost stop.

2. Highun — Maost businesses lay off workers.

3. Falling prices — Due to very low demand.

4. Low profits — Businesses may face losses or shut down.

5. Lack of investment — No confidence in the economy.

5. Low consumer spending — Due to reduced income and fear of job loss.
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the government can use Eki.‘a."\i'

gate demand and boost economic activity,

d Fiscal |
1. Increase Government Spending
» Invest in infrastructure, health, education, etc., to create jobs and stimulate demand.
2. Reduce Taxes
> Lower income tax and business tax to increase disposable income and encourage
consumption and investment.
3. Subsidies and Incentives
» Provide subsidies to key industries and support small businesses to promote
production.
4. Public Work Programs
» Launch employment-generating projects like road construction and development
works.
5. Transfer Payments
» Increase welfare payments, pensions, and unemployment benefits to boost consumer
spending.
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