
RELATIONSHIP BETWEEN INFLATION AND INTEREST RATE ESSAY

Interest rates can influence the rate of inflation and the rate of economic growth. The Bank of England change the 'base'
interest rate to try and.

In a situation of deflation the vice versa will be applied where the central bank will reduce the lending rates
and interest rates so as to enable flow of money into the economy Baumol and Blinder, , p. Introduction to
modern economics, prentice hall publishers, New York. Oxford [Oxfordshire]: Oxford University Press. For
instance, a country with high inflation rates and willing to lower them, they will do this through the operations
of the central bank whereby the lending rates and the interest rates will be increased to reduce the amount f
money leaving the bank Baumol and Blinder, , p. A chart showing the relationship between inflation and
money supply Burda and Wyplosz, , p. Therefore, they spend less. Higher interest rates tend to reduce
consumer spending. For example, in The recession was so sharp that investment and consumption have fallen
dramatically and so the cuts in interest rates have only mitigated the extent of the downturn House Price falls
provide a powerful negative impact on spending. The rest of the interest rate is inflation. Thus according to
empirical studies conducted by most historical monetarists, it can be asserted that inflation is a monetary
phenomenon. However, they argue that money supply is not the only big factor that causes inflation as there
are also other contributing factors. Mishkin, F. A question that baffles millions. The chart below derived from
the above equation shows the differences in inflation reflected by CPI and the money supply reflected as M2.
See more on: Effects of Higher interest rates on economy Response to Fall in Inflation Rate If inflation falls
below the target, there is likely to be a fall in the rate of economic growth, and the Central Bank may fear a
recession. Macroeconomics 5th Ed. Say you and I both expect an inflation rate of 10 percent next year, Denny.
Hall, R. Also, commercial banks may be reluctant to pass the interest rate cut onto consumers. Therefore the
output is highly dependent on the productivity of the economy. Reference List Baumol, W. Hardwick, P. This
meant the inflation rate was higher than the base rate. Thomson South-Western. If you forgo the money, you
generally need to be paid something for doing so, for waiting â€” in recent history, around 2 percent a year.


