
Question: Define the terms ‘ Recession’ and ‘Stagflation’. What are their 

causes and consequences?  

Answer: 

1. Recession 

 There is no standard definition for recession but a rule of thumb used 

by most economists and analysts is that an economy that is 

seeing negative growth rate or shrinking GDP for two consecutive 

quarters may be considered to be in a recessionary phase. 

  

 Sometimes a period of contraction is followed by periods of growth 

before it turns negative again. The data on the fall in GDP is seen in 

conjunction with other indicators such as increasing unemployment, 

falling real income and fall in economic activity such as manufacturing 

and sales to confirm a recession in the economy.  

  

 A recession may be the outcome of tight monetary and fiscal 

policies aimed at controlling inflation or a result of over-leveraging by 

companies and individuals and the cutback in consumption and 

investment as they try to meet their obligations.  

  

 A recession may be V-shaped where the economy sees a sharp 

decline followed by a strong recovery, or it may be W-shaped 

where there is a marginal recovery in the middle followed by a decline 

before the economy eventually recovers. Sometimes recessions are L-

shaped where the economy goes down and then stagnates there. 

  

 When recession is severe in terms of the contraction in GDP and extends 

over a longer period of time, itturns into a depression. 

  

2. Stagflation 

 Stagflation is another fear that comes up when inflation is high in a 

period of slow economic growth. The combination is unnatural because 



inflation is not a condition that is generally seen when the economy is 

slowing or stagnant and unemployment is high.  

  

 Typically, costs push inflation, caused by supply side 

issues, or excessive liquidity in the system cause inflationary 

conditions in such a situation. The high prices are likely to lead to a 

slowing demand that can further aggravate the economic slowdown. High 

prices even in one segment, say, food, can affect demand in other 

segments because the disposable income in the hands of the consumer 

comes down. High prices in a commodity like oil will have a cascading 

effect on the prices of other products, too, since transportation costs 

go up. 

  

 Policy prescriptions in a situation of stagflation can be tricky since 

increasing interest rates to control inflation will make it difficult for the 

economy facing slowing growth to recover. At the same time, keeping 

rates low to support recovery may exacerbate the inflationary situation.  

 


