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RISING FOOD PRICES AS THE BASE OF INFLATION IN INDIAN ECONOMY

CHITRA BHATIA ARORA
ASST. PROFESSOR
APEEJAY INSTITUTE OF TECHNOLOGY
GREATER NOIDA

ABSTRACT
This paper examines two aspects of inflation; first relation of food inflation index with non-food inflation index, which also affects WPI Index. Food inflation
emerges as the significant determinant of WPI —Index and Nonfood Inflation Index. Second part of the study focuses on the behaviour of CPI Index. Results of
Auto-regression show short lead and lag structure of CPI-IW and CPI-RL. PFCED explains change in CPI index. In most cases, regional CPI indexes differ from All
India Index. Dynamic behaviour of inflation index suggests the need for continuous policy intervention by government. Long run drift may drag economy away
from equilibrium.

KEYWORDS

Equilibrium, dynamic, behaviour.

INTRODUCTION

hen onion prices rose in the last month, it became a political issue. Rising prices of onion pushed the inflation to a six-month record as food became

costlier. Onion damped the hope of rate cut by new reserve bank governor. Intermediate traders became active. Increasing price of onion increased

the inflationary expectation of traders and hoarding, buffer stocking created shortage of supply of onion in the market. This itself highlights that
food article prices are based on Flex price theory. (Prakash, Shri and Goel Veena1986), (Sharma Shalini, 2005). This further pushed the prices on the higher side.
Animal products like milk, fish, processed food (sugar, edible oils), fruits vegetables (onion, tomato) currently are the main drivers of food inflation. Food being
an essential item, demand for food is, by and large, price inelastic. Hence, food inflation forces households to spend more on the same quantity, which reduces
their purchasing power for non-food items, provided that their income does not increase proportionately or more than proportionately. However, high income
groups may not reduce nonfood expenditure, though their savings may be reduced. In case of low income groups, expenditure on protective foods may be
reduced or households may go for cheaper alternatives, which also affects quality of life.(Sharma.Shalini. 2005).Increase in price of food items, increases the raw
material cost of agro based industries ,which pushes the price level and it is known as cost push inflation. Food inflation led general price inflation leads to rise in
wages. Which also accentuates cost push inflation? Infact, wages accounted for 44% of overall cost of production (S.Prakash, 1981).To mitigate effect of
inflation, Government increases the money supply by increasing dearness allowance and spends lot of money on new yojnas for rural and unemployed people.
This increase money supply without increase in aggregate output depreciates the value of currency and adds to inflationary spiral. Depreciation of currency
increases the cost of production, mainly raw materials, which affects inflation of nonfood items also. This study treats CPlas the parameter of inflation in
regional frame-work. It is important to study the behaviour of CPI-IW Price Index as it indicates the changing purchasing power of the people. Incidentally,
impact of price rise differs between rural and urban areas, between metropolitan areas and cities and towns, and among the states. Following increase in
inflation leads to demand for higher wages, which is again the main factor of increase in the cost of production. (Prakash, Shri1981). The study considers
following indices CPI-IW represents retail index of Industrial workers. CPI-RL represents index of consumption of rural labour. CPI-AL is the index of agriculture
labour. Increase in CPI is an indication of Inflation in the nation/region. Keynes believed that economy needs prodding if it set to move in right direction. This
means active intervention of government in a nation/region to maintain the adequacy of demand.
Each of the above groups of retail indexes are the important factors of inter and intra- regional differences in inflationary pressures: (i) tax, trade and transport
margins vary sharply between and within states; (ii) degree of competition differs, and (iii) supply-demand configurations are different; and (iv) degree of
competition is different: numerous studies have been done to identify relationship between WPI (weighted Price Index) and CPI (Consumer Price Index). Some
researchers argue that both cannot be compared as both have different universe and parameters of comparison which relate different commodities. WPl is the
key indicator of consequence of some macroeconomic policies of a country. It guides the policies related to interest rates and money supply and affects the
differential impact of monetary and political policies and their inflation effect on states’ economies have not received attention. Analyse the behaviour of CPI-
Index of different regions of the country. This paper examines variation in regional CPI-Index and all India CPI-Index.This paper seeks to evaluate Mathur-Prakash
hypothesis that food prices hold the key to inflation in Indian economy.
Price final consumption expenditure deflator (PFCED) is a chain —type price index prepared by Bureau of Economic analysis. Both indexes differ as CPI is based on
modified Laspeyres formula, while PFCED is prepared on Fisher —Ideal formula. Movement of the consumption pattern of a country can be analyzed through its
deflator generated by the private final consumption expenditure at current prices over constant prices. Price change may cause consumers switch over from the
buying of one to other good. But the fixed basket CPI does not account for altered spending habits caused by price change. As against this PFCED incorporates all
the changes. This dynamic aspect of price- final consumption expenditure deflator makes it a determinant of CPI Index.
Laspeyres formula assumes that the base year quantity of consumption remains constant. That is Lt=Zi(P“,qiot)/Zi(Pioqiol).lncrease in index indicates the increase
in the price level. It shows the increased expenditure on the base year quantities due to price rise. It is defined as inflation and vice versa is the case of deflation.
Fisher effect is an economic hypothesis stating that the real interest rate is equal to the nominal rate minus expected rate of inflation. R Nominal= R Real - R
Inflation. Paasche price index is defined as Py, ¢+1=Z(Pit+1 q“m)/Z(P“(qim).Fisher—Ideal price index is simply the geometric mean of the Laspeyres and Paasche price
relatives, thatis, Fyua= (Lo Pml)m‘ A Fisher —ideal chain —type price index is obtained by multiplicity “chaining” the Fisher —Ideal price relatives, that is Chained
Fw.1=(Chained F) (F; «1). Fisher —ideal Index includes the impact of current price relative to base price, and also the impact of rate of current consumption relative
to rate of base year consumption. Thus, CPI index is the function of PFCED.

RESEARCH QUESTIONS

1)  Does food inflation explain the change in nonfood inflation index?
2)  Does food inflation explain the change in WPI Index?

3) Isfood inflation Granger cause of nonfood inflation /WPI Index?
4)  Can expected change in inflation be captured by lagged CPI Index?
5) Do regional CPI Indexes differ from All India Index?

RELATIONSHIP BETWEEN GDP AND INFLATION

GDP represents the total value of the output of the economy. The relationship between inflation and economic output (GDP) plays very high growth of GDP is
often related to increase in inflation. Growth in GDP generally causes inflation, and inflation may converge to hyperinflation if it is not checked. Once this
process is in place, it can quickly become self-reinforcing feedback loop.This is because where inflation is increasing people will spend more money, because
they know it will have lower value in future. This causes further increases in GDP in short term, bringing about further price increases.
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THEORETICAL POSTULATION

Classical view of Inflation was quantity theory of money which revolves around Fisher Equation of Exchange that is MV=PT. MV/T=P, that is, greater the money
supply relative to volume of trade/ quantity of goods and services, higher is the general price level. That is why inflation was popularly defined as too much
money chasing too few goods. Where M is the amount of money in circulation, Vis the velocity of the circulation of that money, P is the average price level and T
is the number of transaction taking place. This theory is based on the concept that increase in money supply leads to inflation.

KEYNESIAN VIEW OF INFLATION

Keynes commented on the above theory and rejected the assumption of V being constant in the above equation. He said increase in money supply will decrease
the velocity of circulation of money. Alternatively, increase in money supply will increase the number of transactions that is T in the above equation. Economy
can settle at any equilibrium level of price which is the function of aggregate demand and aggregate supply of output. If aggregate demand of output is low
government may intervene with reflationary policies to boost it. Reflationary policies like increase in government expenditure, cutting taxation and interest rate
and allowing some money supply growth. As aggregate demand grows level of output increases and as it approaches near to full employment inflation emerges
and price level increases. This is demand pull inflation. Further as output increases, demand of labour increases ,which further increases the wage level and
situation is cost pull inflation.

Liquidity preference theory states that three motives lead to demand for money that is (i) transaction motive (ii) precautionary motive and speculative motive.
Demand for money is Q=L;+L,. Where L; is demand for money under transaction and precautionary motive. It is income determined and interest inelastic. L, is
demand for money for speculative motive and is interest elastic and income determining/generating.

REVIEW OF LITERATURE

James P. Walsh and Jiangyan Yu (2012) found that food inflation affects income inequality differently from nonfood inflation. In a sample of China’s province,
they found that nonfood inflation exacerbates income inequality, whereas the role of food inflation is mixed. In a sample of India, they found that nonfood
inflation add to income inequality in both urban and rural areas, whereas, food inflation has neutral to positive impact on income inequality in rural areas.

Prachi Mishra and Devesh Roy (2011) found that low inflation has been the rare occurrence in Indian economy in last two decade. Long term trend in food
inflation has followed a pattern similar to overall inflation. Domestic and international food prices are moderately correlated.Their paper focuses on long term
trend in inflation.

Shalini Sharma (2005) has analysedfood grain prices which confirm to Flex price behaviour. Traders stock holding behaviour is found as the main determinant of
food grain prices.

Prakash,Shri and VeenaGoel(1986) investigated the price behavior of 136 manufacturing industries for a period of 20 years. In her Ph.D. thesis VeenaGoel found
that the flex prices are governed by demand and revolve around stocking behavior of traders, who transmit the rising price phenomenon over to agro based
industries . She has transformed the price theory from Aristotle onwards up to J.R Hicks 1976 in input output models.In both these investigations, the economy
wide repercussions of rising flex prices in the form of inflation and its interrelation with interest rate, growth and employment have not been explored.
ShriPrakash (1981) found that the prices of manufactures are cost-based. Costs due to payment of interest on capital are found to exercise a non-significant and
negligible influence over prices; wage costs are significant but much less important than the costs due to raw materials. But the results do not support the
hypothesis that prices are adjusted to increases in costs only if there is a general price rise or only if the cost increase substantially.

In a seminal paper, (Mathur ,P.N and Prakash ,Shri 1981) developed an econometric model to determine the inter-relations between marketed surplus, prices of
food-grains and their effect on inventory holding of food-grains. They applied the model to the data of Indian economy from 1951 to 1975-76 and showed that
there exists overwhelming empirical evidence to support their thesis that (i) farmers sell less and consume more at higher prices of food-grains; and (ii)
inventory holdings by public agencies and intermediate traders influence the market prices of food-grains; (iii) prices of food-grains follow the path of Flex Price
markets; and (iv) food-grain prices are the main source of inflation in Indian economy. The demand pull in due course becomes cost push and encompasses the
entire economy.

RESEARCH METHODOLOGY

SOURCE OF DATA

Data of Consumer Price Index numbers for industrial workers- all India and selected centers (Base:2001=100) for six months that is March-September 2011 is
taken to analyze the difference between Indexes. Annual trend in price Indices of seven years from 2004- 2012, constant base price (2004-2005) taken from
Economic Survey 2011-2012 (published annually by Department of Industrial Policy & Promotion, CSO and Labour Bureau).data of Wholesale Price Indexes of
Food and Non-Food articles of 15 years taken from Economic Survey

METHODS AND MODELS

(a) GRANGER CAUSALITY TEST

Granger (1969) and Sim (1972) were the ones who first developed Granger Causality test to examine the application of causality in economics. It is a technique
for determining whether one time series is significant in forecasting another. The standard Granger causality test seeks to determine whether past values of the
variable helps to predict changes in another variable. Granger causality techniques measure the information given by on variable in explaining the latest value of
another variable. In addition, it also says that variable Y is Granger caused by variable X ,if variable X assists in predicting the value of variable Y. If this is the case
, it means that the lagged values of variable X are statistically significant in explaining variable Y. The null hypothesis (Ho) that we test in this case is that the X
variable does not Granger cause variable Y and variable Y does not Granger cause variable X. In summary, one variable X; is said to Granger cause another
variable (Y;) ,if lagged values of X, can predict Y, and vise-versa.

Yt=PBo+Y¥ BkYt—k+ YN, atXt — [+ ut ()

Xt=ao+ YW  YkXt—1+¥Y, 6tYe—1+vt (1)]

Where Y. and X; are variables to be tested andut and Vt are mutually uncorrelated errors, and t denotes time period and k and | are number of lags.

Ho:0,=6,=0 for all i (X does not Granger cause Yt)

Ha: ox#0 and 6,#0 (X Granger causes Y)

If the coefficient . is statistically significant, but 6, not, then X causes Y. in reverse case , Y causes X. But if both 6, anda; are significant, then causality runs both
ways.

(b) DISTRIBUTED LAG MODELS AND PARTIAL ADJUSTMENT SPECIFICATION MODEL

Auto-regression and distributed lag models are parts of dynamic econometric modeling. These models play pivotal role in economic analysis. Distributed lag
models (DLM) are derivable as an extension of auto-regression model (ARM), though DLM represents an advance version of econometric modeling in current
literature. This model is used to identify the impact of technical or institutional rigidities. This model is used in the study to identify the impact of lagged value of
dependent on current value of dependent variable. Koyck’s DLM with Partial Adjustment hypothesis is outlined hereunder:

Let Y* denote the desired value of the variable under consideration at time t; which is postulated to be the function of explanatory/pre-determined variable, X;.
This is represented by the following regression function of these two variables:

Ye*=Bo+ B1r Xt Uteereerenrerereeieee st (1)

But due to ignorance, inertia and bottlenecks in the process of adjustment of actual to desired change in the value of the variable from preceding to current
period, adjustment actually realized is only a fraction of desired adjustment. Since the desired level of Y, is not directly observable ,Nerlove postulate of the
following hypothesis, known as the partial adjustment hypothesis.
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(Ye Yea)= A(Ye*- Yea) (2)

Where A, such that 0< A<1, is known as the coefficient of adjustment and where (Y- Y..1)=actual change and (Y:*- Y..1)= desired change.

Above function may also be written as follows:

Ye=AYH+ (1 A)Y et e (3)

Substitution of value of Yi* (1) in above equation (3) gives following relation:

Yi= ABo+ AB1 Xe+ (1- A)Yeq +AU(4)

Or

Y= Ho+1Xe+ 12 Yeg e (5)

Once we estimate short run function (5) and obtain the estimate of adjustment coefficient A (from ll,the coefficient of Y.4), we can easily derive the long run
function by simply dividing ABoand AB; by A and by omitting the lagged Y term.

(c) MEDIAN TEST

The test has been developed to evaluate the significance of the difference between the medians of two samples which may or may not have the same number
of observations. The null hypothesis, Ho is that the population(s) from which the two samples/groups have been drawn have the same median: M'e=M’e ,
where Me is the Median and the superscripts 1 and 2 denote sample/population one and two respectively.

For applying the median test, first both the sampled scores/values are combined together to determine the median of the joint groups. Then the individual
scores of each sample are rearranged according to as an individual score/value is higher or lower than the median of the combined samples. For each group, the
frequency/tallies of scores above or below median is determined. These tallies are presented in 2*2 contingency table. If both the samples have been drawn
from the population(s), having the same median value, the expectation of greater than median scores and less than median scores for each sample shall be the
same.x2 test with correction for continuity may be used.

X’=(n1+n2){| AD-BC|-n1+n2/2}*/(A+B)(C+D)(A+C)(B+D) (6)
Fishers probability test shall, however, be valid for all samples of size of less than 20, that is if n1+n2<20, which is true in the given sample.
P=(A+B)!(C+D)!(A+C)!(B+D)!/v(n1+n2)!A!IB!C!D! (7)

EMPIRICAL ANALYSIS

Result of Regression Model
Regression is applied on two sets of data that is last week of the year index and average of week index with base year (1993-94=100)
Regression of Nonfood Article Index with total Food Article index has 1993-94 as the base year
NFAl=ag+a;FAI+U (Last Week)

TABLE 1
Intercept | (t) o (t) R’ F
13.306 0.669 | 0.891 | 7.887 | 0.827 | 62.212
Model fits the data well. Model explains 82.7% change in nonfood articles index. Coefficient of food article index is also significant. (i) One unit change in food
article index will bring about 0.89 unit change in nonfood article; (ii) inflation in food article inflates nonfood articles also. Interestingly the intercept of the
function is not significant .It means that fixed influences of excluded variables do not exercise significant influence on nonfood inflation. The significant influence
of food inflation on non-food inflation also encompasses the inflationary expectation of independent intermediate traders, including organized retailers.
Organized retailers have entered the whole sale agriculture markets in a big way. They corner much greater proportion of marketed surplus than the
unorganized small traders of food grains. In recent times, the organized retailers are the main arbiters of food grain prices.
Regression of total WPI index with total Food Article index
WPI=ag+a;FAI+U

TABLE 2
Intercept | (t) o (t) R’ F
-16.68 -1.519 | 1.10 | 17.629 | 0.959 | 310.79

Regression function fits the data well.95.9% Proportion of total change in total WPI Index, is explained by the function. Coefficient of Food Article Index is
significant and a unit change in food articles index bring 1.10 time change in total index. Thus, WPI shows greater sensitivity to change in food grain prices than
the index of non-food article prices index. But, intercept of the function is not significant. It means that fixed excluded variables do not exercise significant
influence on inflation. The notable observation is that impact of excluded variables is negative on WPI.
Regression of Nonfood Article Index with total Food Article index of average of week base year (1993-94=100) are examined now.
NFAl=ag+0;FAI+U (Average of Week)

TABLE 3
Intercept | (t) o (t) R? F
19.272 1.294 | 0.843 | 9.99 | 0.884 | 99.99
Model fits the data well. Model explains 88.4% change in nonfood article index. (i) R* has improved in this case in comparison of index to last week index.(ii) t
value of slope the difference of the two slope coefficient of food Inflation Index is 0.48 , which is not significant. Thus, the two coefficients are statistically equal.
It does not matter price of which week is taken into account. It indicates the persistence of similar inflationary pressure over the weeks.
Regression of total WPI index with total Food Article index

TABLE 4
Intercept | (t) o3 (t) R’ F
-5.176 -0.885 | 1.023 | 30.897 | 0.986 | 954.63

Regression function fits the data well. There is improvement in R* in comparison to inflation index based on last week. t value of slope of coefficients of food
Inflation Index is 1.67 , which is not significant. Interestingly, impact of excluded variable is negative on WPI. May be excluded factors pull WPI back towards
equilibrium. This result validates Mathur-Prakash hypothesis that food inflation is the main source of inflation in Indian economy.

Result of Granger Causality Test

M N
TFI =ﬁo+ZﬁkTF1t— 1+2atNF1t—1+ut
K-1 -1

TABLE 5
Intercept Lk (t) at (t) R’ F
17.111 0.980 | 7.522 | -0.037 | -0.266 | 0.958 | 128.63

M N
NFIt = a, +Z YkNFIt — 1 +Z(5tTFIt —1+vt
k-1 -1

TABLE 6
Intercept | Yt (t) St (t) R? F
-5.258 0.415 | 1.830 | 0.632 | 2.991 | 0.906 | 53.470
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Above results indicate that coefficient o is not significant but coefficient 6, is significant which indicates that non- food inflation is affected by food inflation.
Food inflation is a Granger cause of Non-food inflation. This finding further strengthens our hypothesis.

M N

TFIt = Bo +Z,BkTFIt— 1 +ZatWPIt— 1+put
K-1 -1

TABLE 7

Intercept Bk (t) at (t) R? F
16.240 0.955 | 2.482 | -0.005 | -0.013 | 0.958 | 127.77

M N
WPIt = fo+ Z BkWPIt — 1+ z atTFIt — 1+ ut

K-1 -1

TABLE 8

Intercept Bk (t) at (t) R? F
-6.778 1.031 | 3.114 | 0.062 | 0.183 | 0.976 | 227.78
In the above results, o, and &; both are not significant, indicating that neither food inflation is Granger cause of WPI and vice versa. This result supports above
regression result where excluded factors create negative impact on WPI. These factors reduce the influence of Food Inflation.
CPI-IW is further regressed on PFCED and the results are as follows:
CPI-IW=qa;+0,PFCED+U,

TABLE 9
Intercept | (t) o (t) R? F
-42.079 -5.54 | 1.409 | 27.214 | 0.991 | 740.630
Model fits the data well. It explains 99% of total change in CPI-IW. Coefficient of PFCED is highly significant; indicating unit change in PFCED will bring about 1.40
times change in CPI-IW. The coefficient of intercept is significant and negative, this means that fixed factors excluded variables exercise significant influence on
CPI-IW.
CPI-RL= a3 +a,PFCED+U;

TABLE 10
Intercept | o (t) R’ F
0.990 1.537 | 24.624 | 0.990 | 606.387

Model fits the data well. Price expenditure deflator explains significant proportion of change in CPI-RL.
As GDP represents total output of the economy and excess of output also leads towards inflation. This relationship is examined by following model.
Ln CPI (%change in Price)= a;+a,LnGDP+U;,

TABLE 11
Intercept | a, (t) R’ F
1.228 -0.245 | -0.235 | 0.013 0.055

As expected above model does not fit the data well. It may be due to following reasons (i) percentage change in GDP is directly related to percentage change in
investment, which further reduces liquidity in the market;( ii) increase in inflation actually leads towards increase in GDP in short run.

Auto-Regression of CPI-IW

CPI-IW=0g+0at 1CPI-IW (.q+ 0tz CPI-IW (1

TABLE 12
Intercept | (t) o (t) o, (t) R’ F
-8.01 -1.075 | 1.147 | 19.36* 0.98 | 375.17
15.587 0.799 | 2.005 | 2.51 -1.127 | -1.12 | 0.98 | 139.39

Auto-Regression function with lagged CPI-IW explains CPI-IW satisfactorily. (i) Coefficient of first lag is significant, this shows that change in previous years CPI-
IW will bring proportionate change in CPI-IW; (ii) coefficient of second lag of CPI-IW is not significant. This shows that CPI-IW has short lead and lag structure.
This also highlights the fact that inflation is cumulative but once the initial and subsequent periods inflation get cumulated , these become the base for
cumulation of next period’s inflation.
Auto-Regression of CPI-RL

TABLE 13
Intercept | (t) o (t) a; (t) R? F
-6.516 -0.796 | 1.139 | 17.82 0.984 | 317.65
10.447 0.710 | 1.652 | 2.806 | -0.696 | -0.947 | 0.988 | 126.968
Auto-Regression function with lagged CPI-RL explains CPI-RL satisfactorily. (i) Coefficient of first lag is significant, this shows that change in previous years CPI-RL
will bring proportionate change in CPI-RL; (ii) coefficient of second lag of CPI-RL is not significant. This shows that CPI-RL also has short lead and lag structure.
Result of Granger Causality Test

M N
CPI—IWt = fo +ZﬁkCPI —IWt—k +ZatPFCEDt— L+ ut
-1

K-1

TABLE 14
Intercept Bk (t) at (t) R’ F
-49.95 0.332 | 0.575 | 1.210 | 1.414 | 0.991 | 226.10

M N
PFCEDt = q, +Z YkPFCEDt — 1 +Z§tCP1—IWt— l+vt

k=1 -1
TABLE 15
Intercept | Yt (t) ot (t) R’ F
-6.24 0.920 | 3.090 | 0.187 | 0.934 | 0.997 | 926.43

In the above a; and &, both are not significant. This indicates that neither PFCED is the Granger Cause of CPI-IW nor CPI-IW is the Granger Cause of the PFCED.
Since we have a pair of regressions for any given series of X and Y and tangent of the angle made by the point of intersection of these regression defines
correlation coefficient between X and Y, X and Y are specified as independent alternatively in the above specification a correction is needed in order to identify
PFCED as dependent on CPI. This further justifies that inclusion of lagged PFCED values in regression of CPI-IW will not improve the results. This further
strengthens the results of auto regression where past values of CPI-IW explain the change in current CPI-IW. CPI-IW is independent from the impact of lagged
PFCED. This result leads us to apply Distributed Lag Model to explain the change in CPI-IW.
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RESULT OF DISTRIBUTED LAG MODEL

CPI-IW= a;+0,PFCED+ a3 CPI-IW¢q+ U;

TABLE 16
Intercept | o, (t) 03 (t) R’ F
-34.913 1.053 | 1.312 | 0.300 | 0.463 | 0.990 | 215.603
CPI-RL= a;+0,PFCED+ 03 CPI-RLy.q+ U
TABLE 17
Intercept | o, (t) 03 (t) R’ F
-43.782 0.853 | 1.309 | 0.323 | 0.517 | 0.989 | 182.387

Following inferences can be drawn from the above Regression (i) Regression function with lagged CPI-IW and PFCED explains the change in CPI-IW;(ii) Neither
coefficient of PFCED is significant ,nor the coefficient of lagged CPI-IW is significant. Inclusion of PFCED in the model absorbed the influence of lagged CPI-IW, it
may be due to multicollinearity; (iii) Value of A=1-.30=.70 , this indicates quick revision of CPI-IW, that is within a span of 2-3 years. These quick adaptions of
expectation are repercussions of reflationary policies of the government to control inflation. As explained by Keynes government increases aggregate output to
fulfill the gap demand. These increases in production also boost up the demand for wages leading to cost inflation. This further guides the policy makers to bring
dynamic economic policies to maintain balance. Continuous intervention of government is required to achieve equilibrium state of the economy in a dynamic
state of inflation.

Same results are obtained when regression is applied to explain change in CPI-RL. This strengthens the theory that we are sustaining in dynamic state of the
market where change in aggregate output or money supply will change equilibrium level of less than full employment.

REGIONAL DIVERSITY

Results of regression of CPI-IW of different states with time:

CPI-IW = a+a,T

TABLE 18
States Intercept | a, R’ F
Ahemdabad | 173.14 2.78 | 0.92 | 59.88
. 107.54 7.73

Alwaye 177.14 1.85 0.96 | 153.60
& 264.36 12.39

All India 181.85 2.07 | 096 | 127.42
g 221.60 11.28

Asansol 200.57 2.32 0.96 | 126.49
[ 217.28 11.24

Banglore 187.14 132 | 0.95 | 86.64
0 294.77 9.31

Bhopal 192.85 2.57 | 0.86 | 31.15
& 93.60 5.58

The above table reflects the differential impact of inflation on different states where a city is taken as the index of inflation in the state as a whole.

Following conclusions flow from above results (1) regression function with time explains monthly CPI-IW of different states satisfactorily; (2) coefficient attached
to time is statistically significant in all functions;(3) it validates the concept of time value of money that is with change in time, value of money depletes and
reduces the purchasing power of money, which is also known as inflation and Gujarat, West Bengal and Madhya Pradesh bear greater inflationary burden than

India.
RESULTS OF MEDIAN TEST

HO: there is no difference in proportion of CPI Index of state and All India

TABLE 19

Name of state

p one tail test

p two tail test

Ahemdabad - All India

0.296*

0.592*

Asansole -All India 0.00029 0.00058
Banglore - All India 0.296* 0.592*
Alwaye - All India 0.296* 0.592*
Bhopal - All India 0.0163 0.0362

In the above table the p value of Asansole and All India and Bhopal and All India are less than 0.05, therefore, in this case there would be a statistically significant
association between the CPI index of states and all India CPI Index. Whereas , p value of Ahemdabad -All India,Banglore - All India and Alwaye —All India are
greater than 0.05, therefore, in this case there is a significant difference between both CPI Index. Following inferences may be drawn (i) out of 5 cases CPI Index
of three states significantly differ from All India CPI-Index; (ii) this indicates that inflation vary from state to state, hence policy makers should be careful while
designing policies for center as well as state; (iii) the variation may be due to variation in consumption of products and purchasing power of people in different
states.

RESULT OF t TEST

Another method of evaluating difference between two samples that is All India CPI and states CPI t value of slope of Coefficient t= a;of AICPI-a; RCPI/average of
SE, AICPI is All India CPI and RCPI is regional Consumer price Index. Average of SE that is standard error of time coefficient both state and India.

TABLE 20
Name of state (t) value
Ahemdabad - All India | -2.62*
Asansole -All India -1.28
Banglore - All India 4.61*
Alwaye - All India 1.28
Bhopal - All India -1.55

Above table t values indicate difference between the slope coefficient of Time is significant in two cases that is Ahemdabad- All India and Banglore-All India as t
is greater than 1.96 . It can be inferred as follows (i) Regional CPI Index differ from All India Index which shows that central government policies may not be
effective in these states; (ii) variation is due to change in consumption pattern of different states. In three cases that is Asansole-All India ,Alwaye- All India and
Bhopal-All India t is not significant. This indicates All India CPI Index is mainly affected by small cities CPI Index.

MAIN FINDINGS

a)  Food Inflation explains the change in Non-food inflation and overall WPI Index.
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b)  Food Inflation is the granger cause of Non-food inflation, whereas it is not a Granger cause of WPI.

c)  Neither Non-food inflation nor WPI Index is the Granger cause of food inflation.

d)  CPI-IW Index represents short lead and lag structure. Auto-regression Results showing significant results.

e)  Quick revision of expectation of labours due to increase in output and inflation adds on cost inflation.

f) In most cases regional CPI-IW index differ from All India CPI-IW Index, indicating need of different policies for different regions. Central economic policies
may fail at regional level.
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