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Tha economy can be anvisaged as a nat work of
interrelationshipa. All research in economics can be
said to be the search for inter-relationships. Economic
theory also can ba thought of as a system of intep-
relationships according to Kurien (1972), The logical
coxe of the theory cannot easily be detachad from the
empirical part of the theory. If economic theory has
been 80 systematised and unified it becomas & close ally
in ghe search for the structure of inter—~relationships
in the econdmy. For builcding up the econamy, economic
resaarch must bacome a hand made of aconomic policy.
It must become problam and policy=-orieanted according to
ahuja (1972). 1In the development process of an economy
there is reason to ballave that policy-makers in the field
of economics have brought about considerable difference
to the developmantal expetrisnce of different countriss.
Tha economic revolutions that are credited to Ludwig Erhard
in Germany and Keynas in the post depression era do suggest
wvhat a powerful tool-econamic policy can be in developmental
procags. The basic taks of economic research in a
developing acOnomy is to assist in economic policy and
decision-making which: is made possible through the policy
implication of economj.c thaorios,
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It is a chari e of tha development of

aeoanomic theory that it has not followed a well designed
pattern. Economic theory 1is more than two hundred years
old now, 1f we trace it to the appearance of Adan smith's
lifmalth of Nauona: It has travelled far, but it has not
travelled along the same direction. It is of the nature
of aconcmic science that it deal with events and phenomana
which not only change complexion overtine but do not also
occur at all places., OQuestions that emerge as crucial

at ocne time may tumn out to bas totally irrelevant at
another time in the same economy, and those thatc:yrzelcvant
in the context of ona economy may well be irrelevant
a@lse-vhere. An econamic theory has to be judged not in
abgoluta terms, but in relation to the peculiar satting
to which it belongs and to the purpose which it is expeacted
to serve (Das Gupta, 1981). The avolution of monatary
theory is one conspicuous example of how changing
institutions have their impact upon the structure of the
theory. Yet even here the old theoxy may still hold its
own as an indepsndent theory, valid enocugh in relation to
the condition into which it had once been projected.

According to Brahmananda (1977) Indian economy is the
hot~house <€ numerous economic thaories and bacause of the
ralative openness of the economy and the autonomy of the
statiscical processes, it is poesible to confrontt various

=

theories with oviigntwy:.
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Price levels and their movements, affect the wellw
being of the majority of the population both directly and
indirectly. The @#irst problem that the Indian economy
faces i3 inflation, Inflation menaced the Indian econcmy
to a greater extent and it continues t.o ba on the increase.
The economy witnessed during the 1970's tramendous
intlaticnary pressurs. The price rise was of the order
of 24.0 per cent in 1972«73, 17.9 per cent in 197374,
425.2 per cont in 1974=7S ,~1.% per cent in 1975+76, 5.3
parcent in 1976~77, =1.,2 per cant in 1977=78 and 9.5 per cent
in 1976-79. Between Fab. 1979 and March 1980 the prices
reglstered a 20 pexr cent increase. The tempo of economic
davelopment was graatly upset by the alasming pvrice risa.
Hence inflation remain high in the policy makers® agenda
and theories bearing on inflation assume relaevance for

their policy implication,

Inflation is a dynamic disequilibrium process
(Ranganadhachari, 1980). For a long time it was considered
as a post full employment phenomenon and as euphoric state
of the economy, Today it is accompanied by stagnation
or recaession. The co-existence of inflatiocn with
recasslion hag brought with it new names for the process
like "stagflation”, "slumplation® and most recently
“unempflation”. HNew tems have alsc bean coined to
describe the rate of price increasq, An annual increase

in price leval just over 3 per cent is now accepted as



"equilibrium :ém" of inflacion in the western countrias.
If the rise in the price level exceeds 20 per cent and
touches 30 par cent per annum as in some Latin 2merican
counctries it is called "Strato~inflation”,

For Ricardo, inflation always meant excdss issue

of currancy, not raising prices.

Henry Thernton, a distinguished contemporary
of Ricardo and a fore runner of 'icksell as well as
Keynas and Robertson, also hald inflaticn as an excess
issus of currency. But he recognised the importance of
inflation of monay in the process of capital formation,
and thus distinuished himealffrom other classical

aconomiets,

Keynes identiffied inilation as a state of excess
deamand in commodity market. Bent Hansen, defined it as a
state of affairs wherae actual production and sales were
less than planned production and expacted sales. For
Ralph Turvey it is a process rasulting from "competition
as attanpting to maintain total real incoma, total real
exponditure or total output at a lavel which has becoms
physically impossible or attampting to incrifase any of
then to a levael which as physically impossible®.



Lalidler and Parkin in their survey article define
inflation as a process of continuously rising prices or

equivalently of a continuously falling valua of monay.

According to Brahmananda (1977) inflation is
essantially due to an imbalance or disproportion betweaen
the rate of growth of stock of commodities essential for

production and the rate of growth in moncy supply.

Process on

The classical economists analysed the causaes for
inf lation from a purely mon-:tary point of view. According
to tham supply of money was the only cause of inflation
Irving Fisher in his quantity theory of money arrived at
the conclusion that if the quantity of money is doubled,
the prices will also double. Though later aconomists
modified this theory to a certain extent thay maintained
the basic idea intact. The e-ange brought in by them was
that the relation bwetween the quantity of money and
prices is not so exact. Fisher is celculating the supply
of money included basides the quantity of monay issued
by the Govarnmont, its velocity too. The supply of monay
is equal to the quantity of eurrency in circulation
multiplied by its velocity.

An increase in the supply of monay leads to inflations,

but it is not the only factor. As a result of price rise,



cost of production of various goods rises. Workers danand
a higher wage as they find the maintenance of their usual
standard of living difficult due to a rise in the prices

of consumer goods. S0 also the prices of raw materials

go upe Vhen thus, the cost of production goes upwrs maintain
their usual margins of profits, the entreprenuers are
forced to raise the prices of their products. 1In fact,

the enterprenuers would not now be satisfied with the

usual margin of pro:its A price rise hits them also and to
maintain their standard of living they need higher money
profits. Hence, the price rise is more than in proportion
to the increase in the cost of production., This means

that there is a fresh price rise which leads to a fresh
demand for a rise in the wages. This viciocus circle

moves all over again. Thus 2 price rise in one sector
affects the prices in other sectors which react again on the
former and lead to a further price rise there. The process
become cumilative. This cumulative nature is the important

characteristic feature of inflation.

Thue when the supply of money incraases it raises the
tota] effective danand in the economy and hence the
price level. This is known as the demandpull inflation in
the economie jargon. twhan the cost of productions rises
it leads to a rise in the nrice level. This is called the

cost=push 4nflation.



Charles schultz has formulated another theory of
inflation. He arguaes that the prices and wages are flexible
only upwards. In those sactors whare the demand increases
the prices increase., But the prices do not £all in those
sectors vhere the demand falls, for the nrices are not
£lexible down~wards, according to his assumption thus a
fall in danand leads to a fall in production and employment
and not in prices. This means that the price level always
tands to rise.

Th2se are monetary explaznations of inflation., Hayek,
pointed out that inflation is a symptom of disequilibrium
in the economy. Thus 48 Gue to the non~realisation of
the expectations. It rdgulte in real changes in the
production and congumption which are not anticipated and
hence not intended by the people who undergo them, Thus
workers are attractad by the higher money wages and they,
therefore, prefer to work harder to anjoying their extra
time as leisurae, in the hope of raising their e tandard of
living, If they would have been fully aware of the
failing purchasing power of their money wages they would
not have nrobably behaved like this. Thus to quote.
Lernar paeopla are induced to do things other than what
they really intend, These real changes constitute
inflation, according to Pro:i. Hayek. In conclusion,

there 1is no single factor creating inflation. All the



factors, the excess supply of money the rising velocity
of money an increase in the cost of production,
adninistered prices the rigid price structure in the
aconcmy acting together lead to the inflationary

conditions.

The causes accounting for inflation in India are
three dimensional. First, there is the complex £actor
of demand management. The demand for goods and services
in the form of money supplies out run the awvailability of
goods and gervicas. In the years 1977=73, 1975=79 ond
1975=80, money suppu?ﬂ was increasad each year by 15-18
pex cent while the econcumy grew only by 7.4 per cent in
1977=78 by 3.5 per cent in 1978~79 and decelarated by
3.5 per cent in 1979=80. Hence there was high liguidity
in the economy over the last three ygars with prices being
stable in the £irst two of the three yaars. The résult
has been price explosion last year and this year which is
the faniliar phencmena of too much money chasing too few

goois.

Ancther aspect of this demand managament cause for
inflation is the availability and the propar distribution
of goods and services. All izportant industrial inputs-

iron and steel, cament, coal, fertilizer, non=-ferrous
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matals, railwvay transport are in short supply and so their

price gets pushed up especially in the black market.

A sacond major cause for inflation is from costepush
factors. This was applicable to crude oil and petyoleum
products which has pushed up industrial and agricultural
costs by ?&F;mr cants The rise in railway freight rataes
has also pushed up costs. Incidentally the analysis of
costs of 450 comapnies by the R.B.X, (1979=80) shows that
raw meterials and machinaery costs have over the seventies
increaced by 4-3 per cont, while tha share of wagas has

declined,

A third cause for inflation, is the parallel economy ,
éactor consisting of black money. This parallel aconomy
of Rx. 25,000 to 30,000 crores is cne of the major causes
for pushing up ell prices of capitel as well as consumer
goods. The general price laevel(s) in the Indian economy
is daternined by the following factors according to the

mamorandum submitted by the Economists to the Prime Ministey
(Commexce Panphlets, 1974)1

1) The behaviour of the price level(s) in the
economy is governed largaly by non—monetary
factors like (a) supply of output (b) npublie
distribution system's coverage and afficienay
(c) distributional factors (d) structural

parameter like the relative pressures of different




2)

3)

4)

5)

10

interast groups (e) the growth of population

and 80 on.

The behaviour of the price level is govarmed
largely by monetarxy factors.

The behaviour of the price levelis) is
governed largely by monatary and supply

factors,.

The behaviour of tha price level(s) is
governad largely by government expenditure

invastent axpenditures ate.

The behaviour of the price level(s) is
governad largely by trends in money wages in

cooparation with_productivity trands.

For the purpose of the etudy the third view point is

congsidered.

The behaviour of the price level(s) is govemned

laxgely by monetary and supply £actors.

The objectives of the study ares

le

2.

to review and theories on intflation in the

Indian situationy and

to study the interrelationship betwean price

levai, money supply and net domastic production.
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The empirical part of the study has as its data
pase the information on national accounts and price leval
published by tha officlal sources like the cantral
stauvistical organisation, the Reserve Bank of India
Raports on currenes and finance. Using multipls
ragression 2nalysis the interrelationships have baen
tastad and derived, - It is hoped that the review of the
thaorias on inflation in the Indian context would raveal
their explanatory powers as vall as identify the gaps
thet may axist in them. The evidence axamined in this
gtudy would be another contribution towarde examining the
hypothesis that inflation renains by and large a2 monetary

phenomanon in the Indian context.

The current gtudy is organised in two parts. Part I
surveys the theoriea and soma salected studies on
inflagtion, vhils Part II describes the mathodology
adoptad for the emprical analysis of the data :alatiggiy

to the Indlan set up and discusses its rosults,



THEORIES AND STUDIES ON
INFLATION



PART - I *

II. REVIEW OF THEORIES AND SELECT STUDIES ON
INFLATION

The survey on the theories of inflation is attempted
under the following headss

le. Excess damand thecories
2e Cost push theories
3e Philips curve

4, Structural or social theories.

This is followed by a reviaw of the selected
empirical studies on inflation,

The theories of inflatibn can be brozdly divided

into four types, observes Ranganadachary {(1980).

1. Monetary/expanditure theories which lay stress
on excess demand (2) cost=-push theories (3) the Phillips
curve and (4) the structural or social theories. The
thaories on inflation were oropounded on the basis of a
particular cause from out of conditions existing at the

time of its formulation.

1. Excess Demand Theoriest

Irving ¥Fisher (1911) argued that ah increase in
the anount of gold and silver in a country would lead to
expansion of economic activity and eventually to rise in

prices as it ralses the price of labour.
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Friednan (1956) raestated the theory in terms of
velocity of circuletion or as an ecuilibrium ratic
between the mohey stock and the flow of output. According
to him while the individuzl can adjust his cash balances
to any desired level the commufiity as a whole cannot adjust
and equilibrium in 2 situation of full employment must be

achiaved by price chances,

While analysing the causes of the present infiation,
the Reserve Bank of India (1979) points out that continued
growth of money supply and bank eredit, together with
strong expectation of nrice increases tend to strengthen the
inflationary tendencies as borne out by the experience of
India. An analysys of the money supply reveals that
growth in My (Hl plus time deposits) was 21.2 per cent during
1978=-79 as compared to 19.7 per cent in 1977-78. Among
the positive impulses behind the money supply increasa,
bank c¢redit to the commercial sector was the most
prominent with a growth of Bse 4,326 crores. a noteworthy
feature was that the proportién of the Reserve Bank's Credit
in the total incremental credit to the Governmznt went up
sharply from 20,5 per cent in 1977-78 to 51.7 per cent in
1978~79. As a result of the sizeable expansion of the
Reserve Bank crédit to tha government, the growth rate in
regerve money that is high powered money has been 21.2pex

cent. The high powered money provides a base for further
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expansion in monsy supply. The effect would have baen more
saevera but f£or a decline in the money multiplier ratio
from 1.59 per cent in 1977-78 to 1.58 per cent in 1578=79
vhich shows that tha price problem is due to lack of
preper management of the economy. The R.B.I, has rightly
cautioned that Jsituation contains notentlz2l for a
resurgence of inflation and hence require immediate and

careful handling.

According to the monetarists there occurs stable
reletionship botween the stock of money and national
income given a stable demand function for money. The
income ¥, is always identical to MV. M is the stock of
money and 'V' is the velocity defined as the ratio of the
flow of income to the stock of money that is V = Y/M, From
this equation it is clear that a stable V will always being
about a stable income strean. Their basic contention is
that the demand for money is unresponsive to the changes in
interest rates. The increase in expanditure merely causes
a rise in interest rates without augnmenting income and
employment. Under such conditions, the monetary measures
alone can achieve full employment maintains Mosood Hasan.
Keynes analysis secks to discover how the changes in the
quantity of money affect prices via the influence of the
changes in the rate of interest stated in a broader way the

effect could conveniently be derived from the equality



preference schedule, the investment demand schedule and

the propensity to consume schedule. Taking into account

all these functions and the influences exerted upon them

by a variety of shifting circumstances there will indeed

be a determinate increase in effective demand corresponding
to and in equilibrium with, a given increase in the quantity

of money (Hansen, 1953).

Keynes argument for the revival of the economy £rom
its low level uncemployment equilibrium emanate £rom his
assumptions about workers attitude not to accept lower
money wage rate and the ligquidity preference function. The
demand for money is a2ffected by the changes in the rate of
interaest. The keynesians g2ined importance when monetary
measures could not help the revival of eccnomies dur ing
depressicn inspite of the reduction ir wage vate and price
level. There was & peculiar type of phenomenoan ‘liquidity
trap' when the demandé for holcing money in the foxm of cash
become insatiakle. The L M curve in the I & = LM model
becomes almost horizontal. In this situation, eveoryiody
expects a £all in the price of bonds and all the increases
in the money supply are held. Interest razte dces not fall

because rmaople do not purchass bonds.

Keynes places greater semphasis on the ligquidity
preference as the real cause of stagnation in developing

economias. Keynes observes that "at all times India has
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provided an example of a country impoverished by a
preference for ligquidity amounting to so strgng a passion
that %1ven an enomous and chronic influx of the precious
metals has been insufficient to bring down the rate of
interest to a level which was cogpatible with the growth
of real wealth". The reduction in interest rate dees nob
does not help the increase in production except raising the
prices and entangling the operation of multiplier by
the wage increases. ‘The nroblem in Indian aconomy had
been the lack of procuctive investment enabling simultaneous
develowment of multlple sectors so that su ply ineme onc

created demand fer gwds in ancther - Hasah §19%)

aectmrAbelieves that deficlency in the stock of capital
goads and disguised unemployment in agriculture are the
limiting factors in our economy rather than monay supplye.
The lJow amount of real capital goofds implies that in such
an aconomy, even if we raach a position of full employment
in the Keynesian sense tnere would still exist a large
voluase of unemployed rescurces in the physical sense. In
indian economy, there has neither been a situation of
axcess cCapacity nor the leck of effective demand., There
is inadequate capital ecuipment which are not enough to

fully employ the available supply of labour force.

Hasan (1%80) states that in developing economics,
both the Monetarist and Keynesian models are to be ?mployed
in a coordinated manner and with certain modifications in
order to mcke them relevant to thelr different social and

econcmlc environmentc.
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2. Cogt Push Sheorjess

Cost=Push theories were evolved in the late 1950's,
when the economists took into account the supply side of
the caude of inflation. The price rise was attributed
to the behaviour of trade unions, monopolists, profiteers,
hoarders etc. by these economists. The cost push theory
explains how these factors can control the supplies of
commodities or influence the cost of production of the
commodities. Trade unions, big business corporations
were identified to be responsible for 'wage-push' and
‘profit=push' leading to inflation. Such actions cannot

be dealt with by any monetary or fiscal policies.

Taking the case of India, cost push factors have
their influence on price rise. The escalation of fprice
due to cost push factors can be regulated by increasing
the production of the goods in question, so that the
increased cost can be spread over a large number of units
and reduce the unit cost. To increase the production,
there must be increase in demand, through pumping in the
purchasing power of the individuals through a vast
progranme of public works and other employment oriented

programmes (Kurien, 1981).

3. The Phillips Curves

The Phillips curve which cut a cross the two groups
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of theories demand pull and the cost-=push e an analysis
following Phillips empérical discovery (1958) of a long
run relationship between changes in wage rages and
unemployment. Those phillips wage change~unemployment
relationship was treaﬁ%ormed into a rate of price change
when ever wages rose more rapidly than labour productivity.
Phillips curveiZ;Zt inflation and umemployment can
co~-exist. To the extert to which stable relation

exists between the two, a permanent decrease in
unemployment can be purchased by a permanent increase

in the rate of inflation. A distinction is drawn
between anticipated and unanticipated inflation.

Stable equilibrium exists when actual inflation is

fully anticipated. unemployment which prevails then

is defined as natural unemployment rate. If the
Government uses monetary fiscal programme to close

the gap between actual output and its £full employment
potential an unanticipated inflation will take place and
the unemployment rate £alls temporarily. After a
process in which expectations adjust, the expected rate
of inflation rises, so that unemploymzent rate hypothesis
contends that for each expected rate of inflation thete
exists g unique phillips curve. The Steady-state situation
corresponds to different fully anticipated inflation
rates such that the long-run phillips curve would be

a vertical line passing through the horizontal axis at

the natural rate of unemployment. (Ranganadachary,1980)
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This analysis has certain conclusion. The Government
may gften be the cause of inflation vhen it tries to
cure unemployment by reducing its rate below the
natural rate. I# implies that an incomes policy

is not only useless, but easily evaded. Lastly,

it implies that any attempt to hold unemployment below
its natural rate will result in an ever-accelerating

rate of inflation.
(2.4) The structural theories

Research needs to be directed toward analyz ng
in depth the causal machanism of driving force in
the inflationary process. Such an analysis of an
inflationary movement must come to concern itself
much more with the institutional factors, observes
(Myrdal=1974)

According to the structural theories on inflation,
inflation 1s a natural and inavitable a accompagnment
of every major development effort. Henri Aujac (1974)
make 2 significant observation that *Stocks and flows
neither exist nor move by themselves emphasising that
the economy could not be seen as a set of economic
flows manipulatad by the pressure of different
social groups. Structuralists attribute the price
rise to the structural bottle necks and basic rigidities

in the economy‘.
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The conventional approaches of quantity theory
of money and the Keynesian concept of inflationary gap
are not a2dequate to explain the behaviour ¥of inflation
in the devaloping economy. In such an economy there are
structural and institutional factors acting over and

ebove the monetary and real factors states Neog (1974).

In the Indian economy since the proportion of
agricultural output in the National Product is large, the
behaviour of agricultural prices determine very
largely the behaviour of the general price level observes
(Ranganadachary, 1980). In a situation asin the
present Indian case, even when there is excess capacity
in the Industrial sector, the mere increase in the prices
of food grains and prices of raw materials is gsufficient to
exert an upward pressure on industrial prices. The price
rise has resulted from excees cemand arising from
increased investment and congequent money income generated.
The existence of excess demand manifested itself not only
with reference to wage goods like food gralns, edible
oils, common varieties of cloth etc. but also with
reference to investment goods and raw materfial inputse.
These are the basic factors for inflationary price rise.
International factors like oil crisis and £ luctuating
exchange rates complicate the process. Social and

political institution, vested interests etc. also
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coniribute to ¥inflation according toRanganadachary.
Hence he observes that in studying inflationary price
trends, in economics like India, analysts should not
stop with explaining price behaviour in terms of money
supply and exce8s demand, éffort should be made to study
institutional and structural factors to tackle the

problem of inflation in the lohg run perspective.

A new theory on inflation formulated by Brahmananda
(1977) attributes it to the existence of stock less money.
"stockless Money" according to Brahmananda was that
money supply vhich has come into ed stence without
relationship whatsoever with real capital stock and/or
its growth, adjuste@d for output productivity of capital,
It is this stockless monay which causes inflationary price
rise. In other words "Inflation is essentially due to
an imbalance or disporportion between the rate of growth
of stock of commodities essential for production and the
rate of growth in money supply". The point focussed by
Brahmananda was that in a real liquidity conscious economy
like India gparding and disgoarding played a vital role
in the variations of income and prices in the short-rune.
Brahmananda develops his monetarist inventorist approach,
keeping the l‘;oarding of stocks as the central point. He
explains that only a part of thé changes in the price

level could be deemed to be accounted for by monetary
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factors and cother part ls to be accounted for the
implicatinns resulting £rom boarding and dishoardinge.
However, it was not clear how the stock of real capital
can explaln the behaviour of out put and prices in the

short run (Krishnamurthy) .

In reviewing the theories it is evident they feail
to present a complete remedy or policy implication to
curtail inflation. Each theory emphasises on any one
or the other of the factors that contribute to inflation.
In that sense :zhey are incomplete and thelr relaevance to
the Indizn situation is limited. Many aconoilsts have
surveyed the theorizs on inflation from time to tim2 om
Jhonson (1970) in his survey on the theorles of
inf lation explains the difficulty in defining inflation
as a sustained rise in prices which is 2 common m2aning
for inflation. According to him defining inflation in
terms of the policies held to be responsible for it
causes serious error. He then proceeds to give a brief
historical sketch of inflation problem and theories and
analyses the process of inflatiocn which took place in
world war I and continued after the war, and German
hyper inflation in the early 19208 in the context of

developing economies.

Bronfenbrenner and Holzman in theixr study have

concentrated on analysing the developments in both
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monetary and expenditure theories and the relationship
between inflation onthe one hand and on tha other economic
quantities such as the level of employment rate of econamic

growth and the functicnal distributionof income.

S. Select Studies on Inflations

In this saection two select emplrical studies on
inflation in India are revizwed for their objectives,

models and results.

friveci's Study on Inflationaxy expectation and demand for
money in Indiaz

frivedi (1980) bhad studied the issue of inflationary
expectations and dspand for money in India. His study
is based upon annual data, conveﬁinq the period between
3951~52 to 1974-75. He investigates the role of inflationary
expectations in the money demand relation. Some standard
models of demand for money in which anticipated rate of
inflation is specified as the opportunity cost variable
are tested and their empirical performance evaluated.
Tha results suygyest that a model of cdemand for money which
specifies it 1s as a function of permanent income and
anticipated rate of inflation fits the data remarkably welle.
In pafticular, the results strongly indicate that although

the Indian econcmy has not experienced as high rates of
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inflation as some Latin American countries have, the
anticipated rate of inflation comes out as unambiguously

significant.

The approach underlying the present study
considers the expected rate of f£inflation as the measure
of opportunity cost of holding money. Due to the
unavai lability of relevant data the inflation rate
variable alone is used as a2 measure of the opportunity
cost variable. The procedure rests on the assumption
that the real rate of interest remains congtant or on
- a weaker assumption that variations in the nominal
interest rataes are Gominated by the variations in rate
of inflation. The assumption is suppcrtad by the

ampirical results of the investigatione.

The basic model of demand for money postulated by

Trivedl is the equation
2 =]
mb = pO + )31Y ‘*Pzp (1)

This equation states that damand for real balances
m, is a linear function of expected or permmanent level
of incone ya and expected rate of inflation pa. Bl and
p, cre the respective slope ceoefficients of m with respect
Lo ye and pa. It is expected thatpl > 0, P2 L 0.
The Ut 18 the disturbance term assumed to be serially

uncorrelated with zero mean and constant varilance.



His estimated regression equation is as follows.

m1 u 27.0 + 0.752 Y

(14.56)
R2 = 0903
Rz = 00890
DQWO = 102

(Durbin - Watson Static Tool)

my = ~10,78 + 1.14 ¥

(16.67)
Rz = 04926
R% =  0.923
DeWe = 101

nmfmampumswtmemunmnwofwmmum
the orthodox specification of demand for money by
introducing some version of the cost variable as an

additional explanatory variable in the money relation.

Brahmananda's study on price level detemination in the
Indian economyst

The study by Prahmananda tests the hypotheses pertain-
ing to price level behaviour from the view point of
Ancient Quantity Theory of Money. The study uses the
data on national income and the wholesale prices and a

saries of whole sale prices of wage goods and of basic
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L

goods. On the basis of these variables the national
income deflator is derived. These composites are matched
with the corresponding supply category in respect of
goods. The natioﬁal income deflator is matched with the
series is real national income. The index numbers of
whole sale prices are matched with tre value-added in

the goods sector and the index number of basic-goods with

the supply index of basic goods.

The behaviour of price level is thegcritcally

spacified in various wayse.

PWGC = £ (WG, M, V, TWG), where V refers
to the velocity of money and TWG to the average turn

round of wage goods during the year.

PBG = - £ (BG, M, V, TBG), where TBG refers

to the average turn-round of basic goods.

PYD = £ (Yo, M, v, T)
PYG = £ (vyD, M, vV, Tg) where Tg refers to
of

the average turn-round’kgood.s.

PWG = £ ’(M/KD): (WG/K) VvV, Twg ‘
where

P = index niumber in regard to price level

KD = stock of real capital

M = Stock of nominal money

WG &= Supply measure of wage-goods

BG = Measure of supply of basic goods,.
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real net domestic product

Net damestic product in the goods sector
FPrice index of wage~goods

Price index of basic goods

National income deflator

Index of the price level of the value =
added in the goods sactor

Assuming that Vg and ’I‘s are constant, these two items

are dropped from each of these equations and the followlng

functional fomms ara adopted for the regressions.

where

money is tested by fitting the

(16)
(2b)
(3b)
(4b)
(5b)

PWG
PBG
PYD
PYG
PWG

= AWGB, MB,U
=  ABGB; MB,U
= AYDB, MB,U
= AYGR, MB,U

A(M/KD)B, (WGB,/K)U

Transfoming into logarithms thesa becaones

(1e) L, PwG
(2¢) 1,
(ze) 1,
(4e) I,
(5e) 1,
A =

The hypothesis regarding

- < 4 BIIn WG + B, I, M+ IV
PBG = <+ len BG + Bl In M e In [}
PYD = o + BIIn YD + By In M+ I, U
PYG = ol + Blln YG + B, I, M+ In U
PWG = oé. + BIIn WG + B2'In M+ In u
log A

the quantity theory of

data to the above equationse.
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If the quantity theory has to ba valid, Pl must be
statistically equal to minus unity and Pz to plus unitao
If Pl is equal to minus unity and pz is not equal to plus
unity, the monetary side of the quantity theory has not
been valicated and the supply side is P2 18 equal to unity
but Pl is not equal to minus unity, the supply side of the
quantity theory would not have been indicated and the
monetary side alone would have been, If Pl is not equal
to minus unityand /Bz is not equal to plus unity the
Quantity Theory of Money as a whole would not have been

validated.

The empirical results of his study done are as

£followss

1. For all the four sets of price levels, the
supply coefficients for double log fittings
or original values range f£rom =0.62 to -~0,8%,
all values statistically not dlfferent f£rom
minus unity. The 't' values are all highly

significant.

2e The money coefficiants rare around 0.97’;
numerically close to unity and of course,
statistically not Gifferent from unity.

The 't' values are all highly significant.
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3. in the 1og;£ithmic first cifference results,
for all the sets of price levels, the money
coefficients range around 0.71 statistically
not different from unity. The *‘t' values

are all highly significant.

4 In logérihhmic first differences, for all
sets of price levels, the supply coefficients

are statistically insignificant.

The behavicur of all the four sets of price(levels)
appesrs te bear out the impact of the ancient quantity
theory of money. Statistically, the coefficients on the
money~side are not dlfferent f£rom plus unity and those on

the physical supply side not different £ rom minus unitye.

Taking into account the logarithmic first differeﬁces?
the money side is fully vindicated wher%hs the physical
supply side is note. Treating first Aifference resules a3
referring to the short period and the original values
results as retferring to the long period, only the money-side
is vindicated, in both the periods, the supply=-side being
vindicated only in the lorg; period. ihe ancient proposition
is wholly valid in the long perioc acéording to the study,
and only partially true in the short period,
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III. METHODOLOGY

The current and the subsaequent chapters deal with
the analysis of inflztion in India with & view to testing
the hypothesis evolving £rom the guantity theoxy approach
to inflation. This hypothesis sartaining to the
benaviouwr of price lavel has baen summed up?ﬁrahmananda.
According to him, if we assume that there is nc excess
capacity to preduce in the economy, then price level can
be consvdsevyaod as function of money supply and supply

of goods and servicesin the economy.

In the present study, the investigator has tested
this hypothesis by taking into coneideration the following
variables, namely wholesale prices, money supply (Ml)
and NDP at current prices. The narrow definition
of money Ml that includes the curreacy with the public,
demand daposite® and other depositcs with R8I had been
adopted in this study. According to Trivedi (1980) this
definition corresponds better to the Qusntity Theory
Spacification than Mz the broader definition of money.
The investigator has concentrated on the above variables
since they tend to have more influence on the price level

in the econcmy than others,

Data base of the studys

For the analysis a period covering obetween 1$70-78

was taken for study. The entire data relating to wholesale
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prices money supply 2-11 and net domegtic production is taken
from the Reserve Bank Publications like R.B.I. Bullatin and
Report on currency and finance (Vide Appendix I). Thug the

entire data is secondary in nature.

Method of gjgtaz

Since the investigator was interested in studyird
the interrelationship among the three given varickles
namely the whole sale price, méney supply and net domestic
productiong, a mulii-reyression model was Fitted to the
above data (vide appendi& II). The above model was based
on the assumption that thara 2xists no excess capacity
in the economy. The baszis medel pestulated in this study
can be stated in the form of the equation.

A ~ A
P = bo 4+ byM ab,=Y« (1)

where P stands for wholesale prices, g f£or money euppdy,

Y for net domestic production, 11;1 is tha net regression
coefficient relating money supply to wholesale pricas taking
net domestic product into account, Qz is the net regression
coefficient relating net domestic production to wholesale

A
prices taking money supply inco sccount and bo 1s a constant.

The equation states that price level is a linear

function of morey supply and net domestic production,
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A
Fur the hypothesis to be valld, by should be
A
positive and b, stiould be negatlve.

Based on the above eguation the investigator
A VAN

A
estimatad b, bl and bz ky means of the following methods

b, ™ bl M, - bz‘f - {1 a)
A ( =pms) ¥° - (= PY) (4 Hoy)
bl = - ‘lb)

( =1y (=pi (=np?

b, = (Epy (£ud) - (Zme) (Eny)

(£¥%) (275 - (=u1n)?

whara .15 = =P/
M, = =M/
¥ = £ /N

EPWy = é-! (P =B (M, ~H) l

£y o = (x-D?

£pY = 2!(9—'25) (Y - ¥) }

£MY = ‘Zi (Mg=Fg) (Y = F) l

2 ) - 2
_é-Ma = . (HIB - MB)

2
2 | - -
(=M™ = ‘/—-45 ( Mg - Fs) (Y = ¥)_| l
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rter eatinme: ing the pavameter b, by and by tho

invasti;ator sstimntes the corzelasticn coefficient nz

by using the folloving formule
7\ A

by =M, +b;, =2 W
R w” - —

s _p*

nz s messurag the proporticon Of vavience in P

that is exclained by B, and Y,

1f the vaiuve of &2 is above 0.5, Lt iaplias that

neacly 30 par cent of varistion in the incuse can be
axplained by the varianlas M, and Y.

The moxinum value of &3

isc unitc whiech implies that
it is possible O explain ail the variation in Y but not

mora than all of 1%,

To test the statistical significance of the glven
parasnaters the °*%* taot was appliled
-\
b
ZE = -~ ‘%ﬂ” —
1

standard arzox of hl
N

Stancara error of bz

I the calculated 2* is grestar than 2, it moans thd
variable iag statiscically significant. If 1t 19 less than
2 it meons that the variable iz not statistically signif wwt..‘
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The actual computations are shown in Appendix II,

Limitations_of tha Mouzl

1. The model has a serious limitation that
it dces not take into account the presence
of certain dummy variables, multicollinerity,
time lag and other non=-linearities which

of ten oceur in multiple regraession equaticn.

2. Since the entire calculution is haszd on
secondary data, the predictive power of
our results will uapend on how yprecise

and accurate the seccndary data is.

The findings of the study are discussed in the

following chapter,.



IVe RESULTS AND DISCUSSION

In India, price level has bean always increasing
at a faster rate and since 1970's it has shown a
tremendous increasa. This price rise can be
attributed in part to noa=monetary factor such as
supply of output, public distribution system's coverage
and efficiency, distributional factors, structural
parameters like the relative pressures of different
interest groups, growth of population and other factors
like government expenditure, investment expenditures,
behaviour of the price level due to trends in money wages
in cooperstion with productivity trends ete. However,
the present study confinas itself to money msupply and
NDP end how the variation in these variables affoct the

price level in the economy.

The axact interrelationship anong these variables
was exanined by fitting & multiple regression equation.

The ragression results are shown bel ows
Pl ~ 13.8 = 4,6 Ma + 3.6 Y
2 o.M 20y, = 2416, 2%, = 2.11

*Stands for significance at 5 per cent level
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The fit is excellent since the coefficient for
determination is high (0.98), 2* ratio for both
variable M, and Y is significant at 5 per cent level.
The regression estimates however are not in the
axpected directions, The assumption underlying the
model was that estimate of gl will be positive and the
estimate of Qz will ba negative., If there ware any
direct relationship between changes in money supply and
¢ anges in price level we would axpact the coefficient
of money supply to take a positive sigh, Here the
reagression coefficient of money supply, contraxy to
t is belief has taken a negativa sign and the estimate
of the coefficient of gi is significant at 5 per cent
level making it clear that the influence cf monay supply
on price level has not baen statisticallyvindicated,

Thie ides is also supported in Black's dynamic
modal of quantity theory (1974), MIPECATRY Y NaiReos s ee
ueaniny heexy (UAI8) . rccording to this model, in the Qong
run variations in the quantity of money predominently
affects the inflaticn rate but in the short run there is
no particular reason to expect any close correlation

batween inflation rate and the rata of monetary expansion,

Production is balieved to have a mellowing effect
on prices. Increases in production through raising

supplies bring down the price rather than raise them, the
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other things rgnaining the same, We would expact the
production coefficiént to take a negative sign.
However, in the regreesfon equation dorived this
coefficient takes a positive sign indicating that orice
level in India during the perticd 1970~78 has baen
influenced by far stromger factors than the lavel of
production. The impact of changes in production on
price leval has mn counteracted by the influence of
other Lactors causing inflation during the said period,

In the Indian set~up money supply has not been the
source of inflation; neither has inflation been taned
by rise in production. The quantity theory relationship
among these variables has not been substantiated by her
experience. The irrelevance of quantity theory explanation
to the behaviour of price lavel in the short run in India
has been denonstrated by this equation. ‘This is in
line with Brahmananda's £inding that tha proposition of
the ancient quantity itheory is only partially true in
the short period though it may e whotlly valiad in the
long period,

In conclusion, the price rise in the Indian aconomy
may be attributed to the following factors ~ low ewst ool
of economic activity less than full auployment and high
marginal prosperity to consums in tha acoaé;;im because

of low levels of income == all of which exerdd se on upward



pressure on sffectiva demand and therefore on prices,
relagating the rmomeeey GRd saphy doiend end

monetary and supply factors i the background in the
short run., It i{s open to the futurs rassarchers to

tast tha hypothesis that in India inflation is far from
being a monetary phanomenon, subdued by lLaiprovenents in
production, The instituticnal and none-monztary £ actors
that intensify inflation in tha Indian contaxt desorva
to ba studled as emplanatory variables in my study on
inflation., As Ranganadachary (1980) observes "In

study ing inflationary price trends in econamiaes in India,
analysts should not gstop with éxplaining nrica behaviour
in terms of money supply and axcess demend, efforts should
be made to study institutional and structural factors to
tackle the problem of inflation in the long run

perspectiva",



Ve SUMMARY AND CONCLUSION

The economic aciance le charactarised by ovents
and phanomens which not only change complexion over time
but do not alsc ocour st 21l nloces. Howowvar, thare
axists one m2jor axcestion to this, that is the
vhanomanon of inflation. This has bemn the central
isoue of monetary theory and the structura of the theoxy
itsell has changad considerably ovar a poriod of tine,
intluenced by the changing institutions. In Inta
inflation has proceaded at rates much bigher than :thoce
anticipated in the progranmas of scenomic devalopnant,
The taapo of economic develapnant consequantly haé hean
upseat by cost escalations and discributive injustica,
Inflaticn thus remains thigh ase the rroblem numboy one
in the rolicy makers agenda ond theories baaring on
inflatin assume rolevance for their policy implication.
Brahmanenda (1977), observes with the aveilability of
statistical processes Indian evidence has basan used
indiseriainataly to substanciate numerous ecohomic thoories.

This study was undertakan with tha objectives of

1 Reviowing tha thesorfies on inflation in the
Indlian context and

20 Studying the interralationship between price
lavel, monay supply end nat domestic production.
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The prasent study was organised in two parts =
whare Part I 18 a raview of thenries and salect studiee
on inflation and Part II presants an ampirical anelysia
of inflation in India.

Tha sptire scudy was basad on secondayy Jdata
vhich ved collected fvom official punlicetions liks
KBl's Report on Cdrrency and Finance and R8I Bullotin.
The interzelatiunship outwaen thase variaeslss were
snalysed by using a muictderegression analysis, The main
contribution of this study Lg towarcs examining the
hypothasle that in cthe inailan context inflaticn is
predominently & wonatary phencmena.

Ko elngle theory token by fteelf fully applies Lo
inddan situation noy cen Lt ba unedte explain the fectors
causing inflation in India. A roview of the enzess densnd
theories on inflation in the light of Indian axpard ance
shows that hex main problem had been the leck of rroductive
investmant which wés a handicep to rateing supplies end
productian simultenscusly in all sectorse Hoan (1980) had
identified deficiency in tha stock of capital ¢oods and
disguissed enomployment as the two limiting £actors
causing inflation in Indian oconomy rather than QaoOney
supplys



The cost push factor do influence the rate of price
rise in Indfe ond Kurlen suggest that the pressurs on
prices exertad by cost push factors can be regulated
only by fuller utilisation of existing cspacity and
thareby increaaing the production of goods in guastion,
enly then the incrossed cost can be spruad over & large
nuaner of unite and the unit cost of production can be
reduced. This inorease in procduction could not take
place uniess the purchasing power of cthe indivicucls
&mwa through employmant oriemted programawn, A
#tugy of price change unemployment relationship indicated
ay the Millipe Curve implied that Jany acteapt to hold
anempluymant below ite natursld xmm may result in sn
sccalarated rate of inflation and that income policy may
8 totally useless An cackling the problen of Anf lation.

An exeninacion of structu:al theories of inflaticn
with reference to India under scored the need for
explaining prics behaviour in texan of lastituzionsl and
stru. ture) faotofo, The analysis polnted ocut iht: Uose
should be used as eplenatory varisbles in any behavioural
model that sasks 0 uxplein inflation apaxrt £rom mongy
supply and ancess denands

The regression aquati-n applied vo the data on
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money supply, net domentie product, and price lavel
in Indie during the poriod 1970=-78, ylalded following

p © 1348 & 5,86 M' * .16 Y
r2 . o.em mbl - Zeib, Z* by & 2,11

*scande for significenpe et 5 per cont lavel

The ecuation geve tha bost £it to the data of the
costficlant of antemuinsticn wes vary high (98) and both
t'6 regression sstimotas werc stotistically signif toent
8t 5 per cent level. The regwessicn sotimewes however
were not in essumnd direction., Tho ostivavs of %1 that i@
the coefiicient of money surply vas nagotiva in Loating
that the influence of money supnly on price level was not
scatistically vindicated curing tha shors resiod of 197078
in India. The nositive produstion esatilcient again
shoved that far stronger £actors inf: usncssth  rate of
price rise in Inais over=shadawing the intlusnee of supply
factors on priocas.s In sum the @epirical aneliysis pointed
out. that monoy supply was nt a8 Source of inflation in
India noy was that inclation tamod by rise inprotuced

The conclusion uau in sgroument with Bxahmanendiaty
£inding chet the influencae of mOnsyY S upply and supply




axplanatory veriaobles of inflation. The current stody
thus vecognises ths need for fntroducing the
iostitutional and anonemonatary £actors oharsctesieing the
Indien aconomy as explanstoxy warisiles in inflaticn
studles, oo as to high light the naturs end causss of

the problas in full and to derive tha associated poliey
inplicacions.
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APPENDIX I
STATISTICAL DATA ON WHOLESALE PRICE LEZVEL, MONEY SUPPLY

AND NDP AT FACTOR COST

.—_--.:z:::ﬂ:a:::ﬁ:::zazz:s:‘::==:=:=r:====z=:=:=
At current Prices  *Money supply(ml) wholesale
Year **NDP (ks Crores) Price
(Rs, Crores) index
1970=71 = 100
(All Commodi-
ties)
1670 =71 345696 7321 100
1971 - 72 36623 8320 105 .6
1972 -« 13 40693 9684 116.2
1973 -~ 74 50390 11172 139.7
1974 -~ 75 596086 11207 174 .9
1975 - 76 61864 13144 ©173.0
1976 -~ 717 66793 15609 176 .6
1977 - 78 73389 18383 185.8
::==:z=z=z=zzzzamaazzz:::z:zsza:za:

Sources Report on currency and Finance Vol II. Satistical
statement/ RBI, BOMBAY
=oot notes ?
* Money Supply inciude
(2) cCurrency with the Public and
(b) Deposit money of the Public

** NDP includes Production figures of Primary, Secondary,
trangport, communication and trade, finance, real estate,

community and Personal Services,
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