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ABSTRACT

Inflation refers to the situation when aggregate demand is more than the aggregate supply corresponding to full
employment level of output in the economy. The inflation rate in India has risen by a huge margin in the last 50
years. There has been an increment in the price of staple food grains in India, For instance, the minimum
support price (MSP) of wheat in 1976 was Rs 105/quintal (1 quintal= 100kg) as compared to Rs 2,275/quintal
in 2024.Therefore over the past 50 years(approximately),there has been approximately a 2067% increase in the
price of wheat. This increment in wholesale price index (WPI) directly translates to a change in retail price
index (RPI) and affects the disposable income of a consumer. However, According to the data released by the
Ministry of Statistics and Programme Implementation, India's retail inflation dropped below RBI's target in July
2024 to 3.54 percent. The corresponding inflation rate for rural and urban is 4.10 percent and 2.98 percent,
respectively. If we look at the future estimates, after 30 years(approximation), the value of INR One lakh will be
around INR 23,000, assuming an annual inflation rate of 5%. On the contrary, the value of one lakh rupees will
be worth INR 8,06,298, estimating a 11.25% anticipated rate of return.
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l. INTRODUCTION
Inflation or excess demand is the rise in the price of essential goods and services. The aim of this study
is to examine the effectiveness of the measures taken by the Reserve Bank of India (RBI) to correct inflation and
to understand the mechanism involved behind these measures

1. REASONS FOR INFLATION
Inflation may rise due to several factors. Important, among them are mentioned below:

a) It may occur due to a decrease in taxes which causes an increase in the disposable income and
consumption demand.

b) It may occur due to a rise in exports due to comparatively lower prices of domestic goods or weakening
of the domestic currency.

c) It may occur due to arise in propensity to consume or fall in propensity to save.

d) It may occur due to a rise in government expenditure which lead to a rise in government demand

e) It may occur due to an increase in investment owing to a decrease in interest rate or an increase in
expected return.

f) It may occur due to a decrease in imports because of higher international prices as compared to
domestic prices.

0) It may occur due to an increase in money supply for deficit financing (filling the gap caused by excess

of government expenditure over government receipts)
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I11.  Graphical representation
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In the above graph, Income, output and employment are measured on the X-axis and aggregate demand
is measured on the Y-axis. Aggregate demand (AD) and aggregate supply (AS) curves intersect each other at
point E, which indicates the full employment equilibrium. At this point the aggregate supply is equal to the
aggregate demand. Due to an increase in Investment expenditure, aggregate demand rises from AD to ADL. It
denotes the situation of excess demand. The gap between AD and ADL1 is called inflationary gap. It must be
noted that the situation of inflation generates inflationary pressure in the economy. Larger the inflationary gap,

greater will be the inflationary pressure.
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V. IMPACT OF INFLATION
Although inflation leads to a rise in the general price level of goods and services, it has no significant effect on
output because the economy is already at full employment level and there is no idle capacity in the economy.
Similarly, due to the same reason there is no change in employment level as well.

V. RBI’S MEASURES TO COORECT INFLATION
Reserve bank of India (RBI) exercises the power to regulate the money supply in the economy through its
‘Monetary policy’. This policy helps to stabilize the situation of inflation through two of its instruments:
(a)Qualitative instruments
(b)Quantitative instruments
The qualitative instrument includes margin requirements, moral suasion, and selective control credit.
The quantitative instrument includes bank rate, repo rate, reverse repo rate, open market operations, and legal
reserve ratio. The explanation of the following terms is given below:

1.QUALITATIVE INSTRUMENTS:
(a)Margin Requirements-It is the difference between the amount of loan and market value of security against it.

(b)Moral Suasion-It is a mix of persuasion and pressure applied by RBI on the commercial banks to get them to
act in a particular manner

(c)Selectively credit control/Credit rationing-The RBI gives directions to banks whether to give or not give
credit for certain purposes to specific sectors

2.QUANTITATIVE MEASURES:

(a)Repo Rate-It is the rate at which the RBI lends funds to commercial banks for fulfilling their short-term needs
(b)Bank Rate-It is the rate at which the RBI lends funds to commercial banks for fulfilling their long-term needs
(c)Reverse Repo rate-The rate at which commercial banks can deposit their surplus funds with RBI for a short
period of time

(d)Open market operation-It refers to buying and selling of government securities by the central bank from /to
public and commercial banks

(e)Legal reserve ratio (LRR) or Reserve requirement ratio (RRR):-

It is further divided into two:

1.Cash reserve ratio (CRR)-It refers to the minimum percentage of deposits to be kept by commercial banks
with RBI.

2.Statutory Liquidity ratio (SLR)-t refers to the minimum percentage of deposits which commercial banks are
required to keep with themselves.

To correct inflation, the RBI-

1. Increases Bank rate, this raises the cost of borrowings from the central bank. It forces the commercial
banks to increase their lending rates. It reduces the credit availability in the economy and discourages borrowers
from taking loans.

2. Increases Repo rate, which increases the cost of borrowing from the RBI. As a result, commercial
banks are forced to increase their lending rates which discourages borrowers from taking loans

3. Increases Reverse Repo rate, which encourages the commercial bank to park their surplus funds with
Central bank. Therefore, it reduces their credit creating power which will lead to a reduction in consumption
expenditure and investment expenditure, leading to reduction in aggregate demand

4. Offers more securities for sale. The sale of securities reduces the reserves of commercial banks. It
adversely affects the bank’s ability to create credit. This leads to a reduction in aggregate demand in the
economy.

5. Increases Legal reserves ratio. This reduces the amount of effective cash resources of commercial
banks and limits their credit creating power. It ultimately helps in reducing credit availability in the availability
in the economy.

6. Increases margin requirements. This limits the credit creating power of the banks. Borrowers find it
less attractive to borrow money and it decreases the level of aggregate demand.
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7. Advises and persuades banks not to advance credit for speculative and non-essential activities.
Accordingly, AD is reduced, and excess demand is corrected.

8. Introduces rationing of credit to prevent excessive flow of credit, particularly for speculative activities.
It helps to wipe off excess demand.
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VI. DISCUSSION

After a thorough analysis of excess demand, we have been faced with some questions- Are RBI
measures effective? How do they work? Why does inflation need to be corrected? Etc.

Monetary policy influences interest rates in the economy — like interest rates for housing loans,
business loans and interest rates on savings accounts. Changes in interest rates influence people's decisions to
invest or consume, which ultimately affects economic growth, employment and inflation. While serving to
stimulate an economy in the short run, it has no long-term effects except for raising the general level of prices
without boosting real economic output. However, Increasing the money supply or lowering interest rates tends
to devalue the local currency. A weaker currency on world markets can serve to boost exports as these products
are effectively less expensive for foreigners to purchase. The opposite effect would happen for companies that
are mainly importers, hurting their bottom line.

VIl. GOVERNMENT REPORT
Given below is the link to one of the most recent government reports on inflation trend released by the
MINISTRY OF STATISTICS AND PROGRAMME IMPLEMENTATION(MOSPI)
On June 12th, 2024.
https://mospi.gov.in/sites/default/files/press_release/CPI_PR_12june24.pdf
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VIll.  CONCLUSION

Inflation is the sustained and broad rise in the prices of goods and services over time; it erodes
purchasing power. A small but positive inflation rate is economically useful. High inflation tends to feed on
itself and impair the economy's long-term performance.

The contradictory monetary policy helps to balance the economy and reduce the aggregate demand and
mitigate the prices of essential goods and services. In a nutshell, Monetary Policy in India is the lifeblood of
India's economy. As a critical economic management tool, it helps the RBI and the Government to control the
supply of money, manage inflation, and achieve economic stability.
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