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I .

The economy can be envisaged as a net work of 

interrelationships* A ll research In economics can be 

said to be the search fo r inter-relationships* Economic 

theory also can toe thought of as a system of inter­

relationships according to Kurlen (1972)* The log ical 

core of the theory cannot easily  be detached from the 

empirical part of the theory* X£ economic theory has 

been so systematised and unified i t  becomes a close a lly  

in she search fo r  the structure of inter-relationships 

in the economy* For building up the economy,  economic 

research must become a hand made of economic policy*

I t  must become problem and p o licy -o r ien ted  according to 

Ahuja (1972)* In the development process of an economy 

there is  reason to b e lie v e  that policy-makers in the f i e ld  

of economics have brought about considerable d iffe ren ce  

to  the developmental experience o f d if fe r e n t  countries*

The economic revo lu tions that are c red ited  to  Ludwig Erhard 

in Germany and Keynes in  the post depression era  do suggest 

*hat a powsrf u l too l' economic po licy  can be in developmental 

process* The basic taka? of economic research in  a 

developing economy is  to a ss is t in  economic po licy  and 

decision-making which£ is  made possib le  * through the policy 

im plication  c f economic theories#
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m m .

I t  is  a characteristic of the development of 

economic theory that it  has not followed a w ell designed 

pattern* Economic theory is  more than two hundred years 

old now, i f  we trace i t  to the appearance of Ada® smith's 

Wealth of Nations* I t  has travelled fa r ,  but i t  has not 

travelled along the same direction* I t  Is of the nature 

of economic science that i t  deal %dth events and phenomena 

which not only change complexion overtime but do not also  

occur at a l l  places* Questions that emerge as crucial 

at one time may turn out to be totally  irrelevant at 

another time in the same economy, end those that relevant
A

in  the context of one economy may well be irrelevant 

else-where• An economic theory has to be Judged not in 

absolute term®, but in relation to the peculiar setting 

to which i t  belongs and to the purpose which i t  is expected 

to serve (Das Gupta, 1981) * The evolution o f monetary 

theory is  one conspicuous example of how changing 

Institutions have their impact upon the structure of the 

theory. Yet even here the old theory may s t i l l  hold i t s  

own as an independent theory, va lid  enough in relation to 

the condition into which i t  had once been projected*

According to Brahmananda (1977) Indian economy is  the 

hot-house of numerous economic theories and because of the 

relative openness of the economy and the autonomy of the 

sta t is tica l processes, it  is  possible to conf rontt various 

theories with QvitS|K%
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OK

Price levels and their movements, a ffect the well­

being of the majority of the population both directly and 

indirectly* The f i r s t  problem that the Indian economy 

faces is in flation* In flation  menaced the Indian econcmy 

to a greater extent and i t  continues to be on the increase* 

The economy witnessed during the 1970*a tremendous 

inflationary pressure* The price rise  was of the order 

of 24.0 per cent in 1972-73# 27*9 per cent in 1973-74,

25.2 per cent in  1974-75*-1*1 per cent in 1975-76, 5.3 

percent in 1976-77, -1 .2  per cent in 1977-78 and 9.5 par cent 

in 1970-79* Between Feb, 1979 and March 1980 the prices 

registered a 20 per cent increase • The tempo of economic 

development was greatly upset by the alarming price rise* 

Hence in flation  £ggteln high in the policy makers* agenda 

and theories bearing on in flation  assume relevance for 

their policy implication.

In flation  is  a dynamic disequilibrium process 

(Ranganadhachari, 1980). For a long tine i t  was considered 

as a post f u l l  employment phenomenon and as euphoric state 

of the economy. Today i t  is  accompanied by stagnation 

or recession. The co-existence of in flation  with 

recession has brought with i t  new names fo r  the process 

like "stag fla tion ", "slumplation" and most recently 

"unempflatian" • Hew terns have else been coined to 

describe the rate of price increase• An annual increase 

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



"equilibrium rate" of in flation  in the western countries* 

I f  the rise  in the price level exceeds 20 per cent and 

touches 30 per cent per annum as in sane Latin American 

countries I t  is  called  "Strabo-in flation".

BtflBttMI-gP, Mfltf'ttW

For Ricardo, in flation  always meant excess issue 

of currency* not raising prices.

Henry Them ton, a distinguished contemporary 

of Ricardo and a fore runner of ’ic k se ll as well as 

Keynes and Robertson, also held in flation  as an excesa 

issue of currency. But he recognised the Importance of 

Inflation of money in the process of capital formation, 

and thus distlnuished himself from other c lassica l 

economists.

Keynes identified in flation  as a state of excess 

demand in commodity market. Bent Hansen, defined i t  as a 

state of a ffa irs  where actual production and sales were 

less than planned production and expected sales. For 

Ralph Turvey I t  is  a process resulting from "competition 

as attempting to maintain total real income, total real 

expenditure or total output at a level which has becona 

physically impossible or attempting to increase any of 

them to a level viiich as physically impossible".
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Laidier and Parkin In their survey artic le  define 

In flation  as a process of continuously rising prices or 

equivalently of a continuously fa llin g  value of money#

According to Brahmananda (1977) in flation  Is 

essentially due to an Imbalance or disproportion between 

the rate of growth of stock of commodities essential fear 

production and the rate of growth in money supply*

process of in flation !

The c lassica l economists analysed the causes fo r  

in flation  from a purely mon tary point of view* According 

to them supply of money was the only cause of in flation  

Irving Fisher in his quantity theory of money arrived at 

the conclusion that i f  the quantity of money is  doubled* 

the prices w ill also double* Though later economists 

modified this theory to a certain extent they maintained 

the basic idea Intact* The change brought in by them was 

that the relation bwetween the quantity of money and 

prices is not so exact* Fisher is calculating the supply 

of money Included besides the quantity of money issued 

by the Government* it s  velocity too* The supply of money 

is equal to the quantity of currency in circulation  

multiplied by it s  velocity*

An Increase in the supply of money leads to inflations * 

but it  is  not the only factor* as a result o f price rise*



cos t o f production o f various goods r is e s , Workers demand 

a higher wage as they f in d  the maintenance o f th e ir  usual 

standard o f l iv in g  d i f f i c u l t  due to  a r is e  in the prices 

o f consumer goods* So a lso the p rices of raw m aterials 

go up* when thus, the cost o f production goes upfco maintain 

th e ir  usual margins of p ro fits#  the entreprenuers are 

forced  to  ra ise  the p rices  o f th e ir  products* in  fact#  

the enterprenuers would not now be s a t is f ie d  with the 

usual margin o f p r o f it *  h p r ic e  r is e  h its  them also and to  

maintain th e ir  standard o f l iv in g  they need higher money 

p ro f it s .  Hence# the p rice  r is e  is  more than in  proportion 

to  the increase in the cost of production* This means 

that there is  a fresh  p r ic e  r is e  which leads to  a fre tfi 

demand f o r  a r is e  in the wages. This v ic iou s  c ir c le  

moves a l l  over again* Thus a p rice  r ia e  in one sector 

a ffe c ts  the p rices  in  other sectors which react again on the 

former and lead  to a fu rth er price r is e  th ere . The process 

become cumula t iv a . This cumulative nature is  the important 

ch a ra c te r is t ic  fea tu re  o f in f la t io n .

Thus when the supply o f money increases i t  ra ises  the 

to ta l e f fe c t iv e  demand in  the economy and hence the 

p rice  l e v e l • This is  known as the dsmandpull in f la t io n  in  

the economic Jargon* when the cost o f productions r is e s  

i t  leads to  a r is e  in  the o r ic e  le v e l*  This is  c a lle d  the 

cost-push in fla t io n *

6
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Charles Schultz has formulated another theory of 

in flation* He argues that the prices and wages are f le x ib le  

only upwards* In those sectors where the demand Increases 

the prices increase* But the prices do not f a l l  In those 

sectors where the demand f a l l s ,  fo r the prices are not 

f le x ib le  down-wards9 according to his assumption thus a 

f a l l  in demand leads to a f a l l  in production and employment 

and not in prices* This means that the price level always 

tends to rise*

Thase are monetary explanations of in flation* Hayak, 

pointed out that in flation  is  a symptom of disequilibrium  

in the economy* Thus is  due to the non-realisation of 

the expectations • I t  results in real changes in the 

production and consumption which are not anticipated and 

hence not intended by the people who undergo them* Thus 

workers are attracted by the higher money wages and they, 

therefore, prefer to work harder to enjoying their extra ( 

time as le isure, in the hope of raising their atandard of 

living * I f  they would have been fu lly  aware of the 

fa ilin g  purchasing power of their money wages they would 

not have nrdbably behaved like this* Thus to quote*

Lerner people are induced to do things other than what 

they really  intend* These real changes constitute 

in fla tion , according to Prof* Hayek* In conclusion, 

there is no single factor creating In flation* A ll the
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factors, the excess supply of money the rising velocity  

of money an increase in the cost of production, 

administered prices the rig id  price structure in the 

economy acting together lead to the inflationary  

conditions.

auUfcJUMttii

The causes accounting fo r in flation  In India are 

three dimensional. F irst, there is  the complex factor  

of demand management. The demand fo r goods and services 

in the form of money supplies out run the ava ilab ility  of 

goods and services. In the years 1977-73, 1973-79 and 

1979—80, money supplied was Increased each year toy 15-18 

per cent while the economy grew only by 7.4 per cent in 

1977-78 by 3.5 per cent in 1978-79 and decelerated by 

3.5 per cent in 1979-80. Hence there was high liquidity  

in the economy over the la st three years with prices being 

stable in the f i r s t  two of the three years. The result 

has been price explosion la st year and this year which is  

the fam iliar phenomena of too much money chasing too few 

goods.

Another aspect of th is demand management cause for  

in flation  is  the ava ilab ility  and the proper distribution  

of goods and services* A ll important industrial inputa- 

lron and stee l, cement, coal, fe r t i l iz e r ,  next-ferrous



metals, railway transport are in short supply and so their 

price gets pushed up especially in the black market#

A second major cause fo r  in flation  is  from cost-push 

factors# This was applicable to crude o i l  and petroleum

products which has pushed up industrial and agricultural
3 . fe A

costs by 30 per cant* The rise  in railway freight rates 

has also pushed up costs* Incidentally the analysis of 

costs of 450 comapnles by the R#B#I# (1975-80) shows that 

raw materials and machinery costs have over the seventies 

Increased by 4-3 per cent, while the share of wages has 

declined#

A third causa fo r  in fla tion , is  the p a ra lle l economy, 

sector consisting of black money. This para lle l economy 

of R$b# 25,000 to 30,000 czores is  one of the major causes 

fo r  pushing up a i l  prices of capital as well as consumer 

goods# The general price leve l(s ) in the Indian economy 

is determined by the following factors according to  the 

mamor an<k*m submitted by the Sconcedsts to the Prime Minister 

(Commerce Pamphlets, 1974)«

1) The behaviour of the price leve l(s ) in the 

economy is  governed largely  by n on-monetary 

factors like (a) supply of output (b ) public 

distribution system's coverage and efficiency  

(c) d istributional f  actors (d) structural 

parameter like the re lative  pressures of d ifferent
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interest groups (e) the growth of population 

and so on.

2) The behaviour of the price level is governed 

largely by monetary factors.

3) The behaviour of the price level (s ) is  

governed largely by monetary and supply 

factors.

4) The behaviour of the price leve l(a ) is  

governed largely by government expenditure 

investment expenditures etc.

5) The behaviour of the price leve l(a ) is  

governed largely  by trends in  money wages in 

cooperation with productivity trends.

For the purpose of the study the third view point is  

considered.

The behaviour of the price level (s ) is  govstned 

largely by monetary and supply factors.

The objectives of the study aret

1. to review and theories on in flation  in the 

Indian situation# and

2. to study the Interrelationship between price 

leve l, money supply and net domestic production.



u

The empirical part of the stud/ has as its  data 

base the Information on national accounts and price level 

published by the o ff ic ia l sources like the central 

sta t is tica l organisation# the Reserve Bank of India 

Reports on currency and finance* Using multiple 

regression analysis the interrelationships have been 

tested and derived* I t  is  hoped that the review of the 

theories on in flation  in the Indian context would reveal 

their explanatory powers as well as identify the gaps 

that may ex ist in them# The evidence examined in this 

stud/ would be another contribution towards examining the 

hypothesis that in flation  remains by and large a monetary 

phenomenon in the Indian context*

The current etufy is organised in two parts* Part Z 

surveys the theories and some selected studies on 

inf lation# while Part XX describes the niatnodology 

adopted fo r the emprical analysis of the data re la tiv ity  

to the Indian set up and discusses it s  results*





PART -  I

I I .  REVIEW OF THEORIES AND SELECT STUDIES CN
INFLATION

The survey on the theories o f in f la t io n  is  attempted 

under the fo llow in g  headst

1. Excess demand theories

2. Cost push theories

3. Philips curve

4. Structural or social theories.

This is  followed by a review of the selected 

empirical studies on in flation .

The theories of in flation  can be broadly divided 

into four types, observes Ranganadachary (1930).

1. Monetary/expenditure theories which lay stress

on excess demand (2) cost-push theories (3) the Phillips  

curve and (4) the structural or social theories. The 

theories on in flation  were propounded on the basis of a 

particular cause from out of conditions existing at the 

time of its  formulation.

1• Excess Demand Theoriesi

Irving Fisher (1911) argued that ah Increase in 

the amount of gold and s ilver in a country would lead to  

expansion of economic activity and eventually to rise  in 

prices as i t  raises the price of labour.
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Friecinan (1956) restated the theory In terms of 

velocity of circulation or as an equilibrium ratio  

between the money stock and the flow of output. According 

to him while the individual can adjust his cash balances 

to any desired level the community as a whole cannot adjust 

and equilibrium in a situation of fu l l  employment must be 

achieved by price changes.

While analysing the causes of the present in flation , 

the Reserve Bank of India (1979) points out that continued 

growth of money supply and bank credit, together with 

strong expectation of price 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 (M  ̂ 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 increase, 

bank credit to the commercial sector was the most 

prominent with a growth of fis. 4,326 crores. a noteworthy 

feature was that the proportion of the Reserve Balk's Credit 

in the total incremental credit to the Government 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 credit to the government, the growth rate in 

reserve money that is high powered money has been 21.2per 

cent. The high powered money provides a base fo r further
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expansion in money supply* The e ffect would have been more 

severe but fo r © decline in the money m ultiplier ratio  

from 1.59 per cent in 1977-78 to 1.58 per cent in 1978-79 

which shows that the price problem is  due to lack of 

proper management of the economy. The R .B.I. has rightly  

cautioned that " situation contains potential fo r a 

resurgence of in flation  and hence require immediate and 

careful handling.

According to the monetarists there occurs stable 

relationship between the stock of money and national 

income given a stable demand function fo r 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 incoioe to the stock of money that is  V = Y/M. Prom 

this equation it  is  clear that a stable V w il l  always being 

about a stable income stream. Their basic contention is  

that the demand for money is unresponsive to the changes in 

interest rates. The increase in expenditure merely causes 

a rise  in interest rates without augmenting income and 

employment. Under such conditionst the monetary measures 

alone can achieve f u l l  employment maintains Mosood Hasan. 

Keynes analysis seeks to discover how the changes in the 

quantity of money a ffect 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
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preference schedule, the investment demand schedule and 

the propensity to consume schedule* Taking into account 

a l l  these functions and the influences exerted upon them 

by a variety of shifting circumstances there w il l  indeed 

be a determinate increase in e ffective 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 from 

it s  low level unemployment equilibrium emanate from his 

assumptions about workers attitude not to accept lower 

money wage rate and the liquidity preference function. The 

demand fo r money is affected by the changes in the rate of 

interest. The keynesians gained importance when monetary 

measures could not help the revival of economies during 

depression inspite of the reduction in wag© rate and price 

leve l. There was a peculiar type of phenomenon ’ liquidity  

trap* whan the demand for holding money in the form of cash 

become insatiable. The L M curve in the I s> *•* LM model 

becomes almost horizontal. In this situation, everybody 

expects a f a l l  in the price of bonds and a l l  the Increases 

in the money supply are held. Interest rate dees not f a l l  

because people do not purchase bonds.

Keynes places greater emphasis on the liquidity  

preference as the real cause of stagnation in developing 

economies. Keynes observes that "at a l l  times India has
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provided an example of a country impoverished by a 

preference for liqu id ity  amounting to  so strong a passion 

that Jiven an enormous and chronic in flux of the precious 

metals has been insu ffic ien t to bring down the rate o f 

in terest to a leve l which was compatible with the growth 

of real wealth**. The reduction in interest rate defgs not 

does not help the increase in production except raising the 

prices and entangling the operation of m ultiplier by 

tne wage increases* The problem in Indian economy had 

been uhe lack of productive investment enabling simultaneous 

development of multiple sectors so that supply in wee on<2-
C r e f i f e d  e{-£;r>a.nel - j c T  j je o r ls  in a ru n h e  f  - H A S < x h  f|

sector^believes that deficiency in the stock of capital 

goods and disguised unemployment in agriculture are the 

lim iting factors in our economy rather than money supply*

The low amount of real capital goofds implies that in such 

an economy, even i f  we reach a position of fu l l  employment 

in the Keynesian sense tnere would s t i l l  e x is t a large 

volume of unemployed resources in the physical sense* In 

Indian economy * there has neither been a situation of 

excess capacity nor the lack of e ffe c tiv e  demand* There 

is inadequate capital equipment which are not enough to 

fu lly  employ the available supply of labour force*

Hasan (1580) states that in developing economics,

both the Monetarist and Keynesian models are to be employed
I

in a coordinated manner and with certain modifications in 

order to make them relevant to  the ir d iffe ren t social and 

economic environment*
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2* £oat-Push_ghegrle81

Cost-Push theories were evolved In the late 1950*s# 

when the economists took into account the supply side of 

the caude of in flation . 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 fo r 'wage-push* and 

'profit-push ' leading to in flation . Such actions cannot 

be dealt with by any monetary or fisc a l po lic ies.

Taking the case of India# cost push factors have 

their influence on price r ise . The escalation of jfarlce 

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 

programme of public works and other employment oriented 

programmes (Kurien, 1981) •

3• The Ph illips Curvei

The Ph illips curve which cut a cross the two groups
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of theories demand pu li and the cost-push an analysis 

following Ph illips empirical discovery (1958) of a long 

run relationship between changes in wage ra$es and 

unemployment* Those ph illip s  wage change-unemployment 

relationship was tr^anformed into a rate of price change 

when ever wages rose more repidly than labour productivity.
S VlOCJ4

Phillips curve^that in flation and unemployment can 

co-exist. To the extort to which stable relation  

exists between the two, a permanent decrease in 

unemployment can be purchased by a permanent increase 

in the rate of in fla tion . A distinction is  drawn 

between anticipated and unanticipated in flation .

Stable equilibrium exists when actual in flation  is  

fu lly  anticipated, unemployment which prevails then 

ia  defined as natural unemployment rate. I f  the 

Government uses monetary f is c a l programme to close 

the gap between actual output and its  f u l l  employment 

potential an unanticipated Inflation w il l  take place and 

the unemployment rate f a l l s  temporarily. After a 

process in which expectations adjust, the expected rate  

of in flation  rises , so that unemployment rate hypothesis 

contends that fo r each expected rate of in flation  thete 

exists a unique p h illip s  curve. The Steady-state situation  

corresponds to d ifferent fu lly  anticipated in flation  

rates such that the long-run ph illip s  curve would be 

a vertical line passing through the horizontal axis at 

the natural rate of unemployment. (Ranganadachary,1980)



This analysis has certain conclusion. The Government 

may ©ften be the cause of in flation  when i t  tr ies  to 

cure unemployment by reducing its  rate below the 

natural rate. implies that an incomes policy  

is  not only useless, but easily  evaded. Lastly, 

i t  implies that any attempt to hold unemployment below 

it s  natural rate w il l  resu lt in an ever—accelerating 

rate of in fla tion .

(2.4) The structural theories

Research needs to be directed toward analyzing 

in depth the causal machanism of driving force in 

the inflationary process. Such an analysis of an 

inflationary movement must come to concern it s e lf  

much more with the institutional factors, observes 

(Myrdal-1974)

, According to the structural theories on inflation  

in flation  is  a natural and inevitable a accompaAnment 

of every major development e ffo r t . Henri Aujac (1974) 

make a sign ificant observation that ’Stocks and flows 

neither ex ist nor move by themselves emphasising that 

the economy could not be seen as a set of economic 

flows manipulated by the pressure of d ifferent  

social groups. Structuralists attribute the price 

rise  to the structural bottle necks and basic r ig id it ie  

in the economy *•
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Ths conventional approaches of quantity theory 

a£ money and the Keynesian concept of inflationary gap 

are not. adequate to explain the behaviour to f in fla tion  

in the developing economy, in such an economy there are 

structural and institutional factors acting over and 

above the monetary and real factors states Naog (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 le ve l observes 

(Ranganadachary# I960), 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  su ffic ien t to 

exert an upward pressure on industrial prices. The price 

rise has resulted from excess demand arising from 

increased investment, and consequent money income generated. 

The existence of excess demand manifested it s e lf  not only 

with reference to wage goods like food grains# edible 

oils# common varie ties  of cloth etc, but also vri.th 

reference to investment goods and raw material inputs.

These are the basic factors fo r  inflationary price r is e . 

International factors like o i l  c r is is  and fluctuating 

exchange rates complicate the process. Social and 

p o lit ic a l institution# vested interests etc. also
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contribute to ^ in flation  according toR ang an a dech ary.

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 excess demand# e ffo rt  should be made to study 

institutional and structural factors to tackle the 

problem of in flation  in the long run perspective.

A new theory on in flation  formulated by Brahmananda 

(1977) attributes i t  to the existence of stock less money. 

”Stockless Money" according to Brahmananda was that 

money supply vhich has come into a A. stence without 

relationship whatsoever with real capital stock and/or 

it s  growth# adjusted fo r output productivity of cap ita l»

I t  is this stockless money which causes inflationary price 

rise . In other words "In flation  is essentially due to 

an imbalance or dlsporportion between the rate of growth 

of stock of commodities essential fo r production and the 

rate of growth In mbney supply". The point focussed by 

Brahmananda was that in a real liqu id ity  conscious economy 

like India boarding and dishoarding played a v ita l role 

in the variations of inccme and prices In the short-run. 

Brahmananda develops his monetarist inventorist approach# 

keeping the boarding of stocks as the central point. He 

explains that only a part of the changes in the price 

level could be deemed to be accounted fo r  by monetary
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factors and other part is to be accounted fo r the 

implications resulting from boarding and dishoarding* 

However# i t  was not clear how the stock of real capital 

can explain the behaviour o f out put and prices in the 

short run (Krishnamurthy) •

In reviewing the theories i t  is evident the/ f a i l  

to present a complete remedy or policy implication to 

cu rta il in fla tion . Each theory emphasises on sny one 

or the other oc the factors that contribute to in fla tion . 

In that sense ihay are incomplete and their relevance to 

the Indian situation is  lim ited . Many economists have 

surveyed the theories on in fla tion  from time to time e *  

Jhonson (1970) in his survey on the theories of 

in fla tion  explains the d iff ic u lty  in defining in fla tion  

as a sustained rise in prices which is a common meaning 

fo r in fla tion . According to him defining in fla tion  in 

terms of the po lic ies  held to  be responsible fo r  i t  

causes serious error* He then proceeds to g ive a b r ie f 

h istorica l sketch of in fla tion  problem and theories and 

analyses the process of in fla tion  which took place in 

world war I  and continued a fter the war# and German 

hyper In fla tion  in the early 1920s in the context of 

developing economies.

Bronfenbrenner and Holzman in their study have 

concentrated on analysing the> developments in both
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monetary and expenditure theories and the relationship 

between in fla tion  onthe one hand and on the other economic 

quantities such as the leve l of. employment rate of economic 

growth and the functional distributionof income.

5 * Select studies on Inf lation*

In this section two select empirical studies on 

in fla tion  in India are reviewed fo r  their ob jectives, 

models and results.

rlye<31 *8 Study on Inflationary expectation and demand fo r  
money in India*

H’rived i (i960) had studied the issue of inflationary 

expectations and demand fo r  money in India. His study 

is based upon annual data, convening the period between 

1951—52 to 1974—75• He investigates the ro le  of inflationary 

expectations in the money demand relation. Seme standard 

models of demand fo r  money in which anticipated rate o f 

in fla tion  is  specified as the opportunity cost variable 

are tested and their empirical performance evaluated.

The results suggest that a model of demand for money which 

specifies i t  is  as a function of permanent income and 

anticipated rate of in fla tion  f i t s  the data remarkably well. 

In particular, the results strongly Indicate that although 

the Indian economy has not experienced as high rates of
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in fla tion  as sane Latin American countries have# the 

anticipated rate of in fla tion  comes out as unambiguously 

s ign iflean t.

The approach underlying the present study 

considers the expected rate of fin fla tio n  as the measure 

of opportunity cost of holding money* Due to the 

unavailability of relevant data the in fla tion  rate

variable alone is  used as a measure of the opportunity 

cost variable. The procedure rests on the assumption 

that tbe real rate of in terest remains constant or on 

a weaker assumption that variations in the nominal 

interest rates are dominated by the variations in rate 

cf in fla tion . The assumption is  supported by the 

empirical results of the investigation.

The basic model of demand fo r money postulated by 

Trivodi is the equation

mt ** Po * P'3? + PiP ^

This equation states that demand fo r  real balances 

m# is  a linear function of expected or permanent level 

of income yQ and expected rate of in fla tion  p . B1 and 

^ 2  ere the respective slope coeffic ien ts  of m with respect 

to ye and pe . I t  is expected thatyB^ >  0, 0#

Itie Ut  is  the disturbance term assumed to be se r ia lly  

uncorrelated with zero mean and constant variance.
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His estimated regression equation is  as fo llow s.

27.0 + 0.752 Y
(14,,56)

„2R m 0.903
r 2 W 0.890

D.W. m 1.2

(Durbin -  Watson static  Tool)

*»1 * -10.78 + 1.14 Y

(16.67)

2R as 0.926
2R s 0.923

D.W. B 1.1

The finding points out the desirab ility  of augmenting 

the orthodox specification of demand fo r money by 

introducing some version of the cost variable as an 

additional explanatory variable in the money relation .

Brahmananda*a study on price level determination in the 
Indian economy*

The study by Brahmananda tests the hypotheses pertain­

ing to price level behaviour from the view point of 

Ancient Quantity Theory of Honey. Hie study uses the 

data on national income and the wholesale prices and a 

series of whole sale prices of wage goods and of basic
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goods* On the basis o f these variab les  the national 

income d e fla to r  is  derived* These composites are matched 

with the corresponding supply category in  respect o f 

goods* The national income d e fla to r  is  matched with the 

se r ie s  is  rea l national income* The index numbers of 

whole sa le  prices are matched with the value-added in  

the goods sector and the index number o f basic—goods with 

the supply index o f b ^ i c  goods*

The behaviour of p rice  le v e l  is  th eg jr itca lly  

sp ec ifie d  in  various ways*

P w G v f  ( wg,  M, v # twg) , where V re fe rs

to the v e lo c ity  o f money and TWG to  the average turn 

round o f wag© goods during the year*

P B G m m £ (BG, M, V* TBG)# where TBG re fe rs  

to  the average turn-round of basic goods*

P Y D «  f  (YD, M, V , T)

P Y G «* f  (YD, M, V, Tg) where Tg re fe rs  to
op

the average turn-round goods*
a

PWG s f  |(M/KD), (WG/K) V, Twg

where

P «  index number in  regard to price le v e l

KD *s stock of rea l cap ita l

M «  Stock of nominal money

WG ss Supply measure o f wage-goods

BG => Measure o f supply of basic goods*



YD ** rea l net domestic product 

YDG sa Net domestic product in  the goods sector 

Fwg sa P rice  index o f wage—goods

PBG si P rice  index o f basic goods

PYD 85 National income d e fla to r

PYG 58 Index of the p r ice  le v e l of the value -
added in the goods secto r

Assuming that V_ and T are constant# these twoa 8 items

are dropped from each o f these equations and the fo llow in g

functional forms are adopted f o r  the regressions*

(16) PWG 85 AWGjB̂  Mp2U

(2b) PBG m ABG^X ^B2U

(3b) PYD 58 AYD^1 Mj52U

(4b) PYG 85 AY Gpx Mp2U

(5b) PWG as A(M/KD)/5X (W<̂ B2/K)U

Transforming in to logarithms these becomes

( le )  PWG 0 ^  ♦ BxI n WG + B2 I n M + I nU

(2a) xn PBG e> + ^l^n M + Ijj U

(3e) xn PYD = *  + Bl zn *>  + B1 zn M *  xn U

(4e) I n PYG « ^  + B1I n YG + B2 I n M + I n U

(5e) xn PWG ss oC + Bl Xn w0 * B2 xn M + xn U

where as log  A

The hypothesis regarding the quantity theory o f 

money is  tested  by f i t t in g  the data to the above equations
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I f  the quantity theory has to ba va lid , p ^  must be 

sta t is tica lly  equal to minus unity and p 2 to plus unit^»

1  ̂ Pj 1® equal to minus unity and p 2 1® not equal to plus 

unity, the monetary side of the quantity theory has not 

been valicated and the supply side is p 2 1® equal to unity 

but p i  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* I f  p^  is not equal 

to minus unityand p 2 1® 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 

follows)

1* For a l l  the four sets of price levels, the 

supply coefficients fo r double log fittin gs  

or original values range from -0*62 to -0*8$, 

a l l  values s ta t is tica lly  not d ifferent from 

minus unity. The *t* values are a l l  highly 

sign ificant.

2* The money coefficients range around 0*97, 

numerically close to unity and of course, 

sta tis tica lly  not d ifferent from unity*

The *t* values are a l l  highly significant*



3* in the logarithmic f i r s t  difference resu lts, 

fo r a l l  the sets of price levels, the money 

coefficients range around 0.71 sta tis tica lly  

not different from unity. The *t* values 

are a l l  highly sign ificant.

4. in logarithmic f i r s t  differences, fo r a l l

sets of price levels, the supply coefficients 

are s ta t is t ic a lly  insignificant.

The behaviour of a l l  the four sets of p rice(leve ls) 

appears to bear out the impact of the ancient quantity 

theory of money. S ta tis tic a lly , the coefficijgnts on the 

money-side are not different from plus unity and those on 

the physical supply side not d ifferent from minus unity.

Taking into account the logarithmic f i r s t  differences^ 

the money side is fu lly  vindicated wheri^as the physical 

supply side is  not. Treating f i r s t  difference results as 

referring to the short period and the original values 

results as referring to the long period, only the money-side 

is  vindicated, in both the periods, the supply-side being 

vindicated only in the long period. The ancient proposition 

is  wholly va lid  in the long period according to the study, 

and only partia lly  true in the short period.
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PART «  I I  \

INFLATION IN INDIA AN J
EMPIRICAL ANALYSIS *

*



I I I .  METHODOLOGY

The current: and the subsequent chapters deal with 

the analysis of in fla tion  in India with a view to testing 

the hypothesis evolving from the quantity theory approach 

to in fla tion . This hypothesis pertaining to the 

behaviour of price leve l ha© been summed upby3rahmananda. 

According to him, i f  we assume that there is no excess 

capacity to produce in the economy, than price leve l can 

be cons f  d a.y as function of money supply and supply 

of goods and services in the economy.

In the present study, the investigator has tested 

this hypothesis by taking into consideration the following 

variables, namely wholesale prices, money supply (M )̂ 

and NDP at current prices. The narrow defin ition  

of money that includes the currency with the public, 

demand deposits and other deposits with RBI had been 

adopted in this study. According to Trivedi <1930) this 

defin ition  corresponds better to the Quantity Theory 

Specification than the broader defin ition  of money.

The investigator has concentrated on the above variables 

since they tend to have more influence on idle price level 

in the economy than others.

Data base of the study*

For the analysis a period covering between 1970-78 

was taken fo r  study. The entire data relating to wholesale
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prices money supply Mj and net domestic production is  taken 

from the Reserve Bank Publications like  R .B .I. Bulletin and 

Report on currency and finance (Vide Appendix I ) . Ihus the 

entire data is  secondary in nature*

Method of datai

Since the investigator was interested in studying 

the interrelationship among the three given variables  

namely the whole sale price, m&ney supply and net domestic 

productions, a multi—regression model was fitte d  to the 

above data (vide Append iat XI) . The above model was based 

on the assumption that there exists no excess capacity 

in the economy* The basic model postulated in this study 

can be stated in the. form of the equation.*'

a  a  a

P *  bo + bi  m3 + -  Y -  (1)

where P stands fo r  (wholesale prices, Mg fo r money supply,
A  ‘

Y fo r net domestic production, b^ is  the net regression 

coefficient relating money supply to wholesale prices taking 

net domestic product into account, b 0 is  the net regression 

coefficient re lating net domestic production to wholesale 

prices taking money supply into account and bQ is  a constant*

The equation states that price level is  a linear 

function of money supply and net domestic oroductlon*
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A
For the hypothesis to be v a lid * b j should be

A
positive and fo? should be negative*

Based on the above equation the investigator
A  A  A

estimated bQ# and b2  by means of the following methods

A

bc
A
b.

A
b~

P - bj Mfi • b2? - <1 a)

( ^ P m s )  Y2 -  (^Lpy)C^:Hay)

( ^ -M 2) <^S_y)2~ <^M & y ) 2

-  (lb )

( py) ( Pms) <^-M#y)

( ^  m28) ( y 2) -  <s5l.msy ) 2

where P ss ■^P/N

«s -

mm
Y ss Ŷ/S4

- (P -  P) (Hs -  Ms)

8S ^s£_(Y -  ? )2

-£-PY SS | <P-P) <Y -  Y) |

a (m8- ms) (Y -  ?) |

0 ss
A A

j£_ (Ha -  Hs) 2

( 2 ss 1 j£ . •_< Ms -  I s ) (Y
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M  ter eatl-nas ing the parameter b^* and 1>2 tho
2investigator estimated the cmrrelstldR coeffic ien t t

by using the following formula

/\ ^
\  ♦  bg j£! »

2R »  measures the proportion of varia n ce  in  p 

th a t is  e x p la in e d  by Mg ana if* .

2X£ the value at & is above 0*5* i t  implies that 

nearly 30 per cent of* v a r la t l n in  the income can be 

explained by the variables Mm anil if*

The maximum va lu e  of R2 is  u n it  which im p lie s  th a t 

i t  is  p o ssib le  to  e x p la in  a i l  the v a r ia tio n  in  Y but n o t 

more than a l l  o£ it*

P * »

and

to test the s ta t is t ic a l significance of the given 

iters the »z* test was applied

------------- Hsu__________
standard error of

atsmeara error of b2

I f  the calculated S# is  greater than 2* it  naans thd 

variable is  s ta t is t ic a lly  sign ificant* I f  i t  is  less than 

2 I t  moans that the variable Is not s ta t is t ic a lly  sign ificant*



The actual computations are shown in Appendix I I*  

Limitations or the Modal

33

1* The model has a serious limitation that

i t  does not take into account the presence 

of certain dummy variables# m uiticollinerity # 

time lag and other non-linearities which 

often occur in multiple regression equation*

2* since the entire calculation is  based on 

secondary data# the predictive power of 

our results w ill uapenc on how precis® 

and accurate the secondary data is *

The findings of the study are discussed in the 

following chapter.



IV. RESULTS AND DISCUSSION

In India, price level has been always increasing 

at a faster rate and since 1970*s i t  has shown a 

tremendous Increase. This price rise  can be 

attributed in part to non-monetary factor such as 

supply of output, public distribution system's coverage 

and effic iency, d istributional factors, structural 

parameters like  the re lative pressures of d iffe ren t  

internet groups, growth of population and other factors 

like  government expenditure, investment expenditures, 

behaviour of the price level due to trends in money wages 

in cooperation with productivity trends etc. However, 

the present stud? confines it s e lf  to money supply and 

ffop and how the variation in these variables a ffect the 

price level in the economy.

The exact interrelationship among these variables  

was examined by fit t in g  a multiple regression equation. 

The regression resu lts are shown balowi

P% m 13.8 -  4*6 H9 4 3.16 y

R2 -  0 .9 7 f  Z*b  ̂ »  2 . 1 6 .  Z*j^ »  2 .U

•stands fo r significance at S per cent level
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Tho f i t  is  excellent since th© coeffic ien t fo r  

determination is  high (0 .98 ) ,  Z* ra tio  fo r both 

variable Ms and Y is  sign ificant at 5 per cent leve l.

The regression estimates however are not in the 

expected directions. The assumption underlying the 

model was that estimate of b, w il l  be positive and the
A

estimate of b2 w i l l  be negative. I f  there were any 

direct relationship between changes in money supply and 

oranges in price level w© would expect the coeffic ient  

of money supply to take a positive sign. Here the 

regression coefficient of money supply, contrary to  

f  is be lie f has taken a negative sign and the estimate
A

of the coefficient of b j is  sign ificant at S per cent 

level making i t  c lear that the influence of moneyaupply 

on price level haa not been s ta t is t ic a lly  vindicated.

This idea is  also supported in Blade's dynanic 

modal of quantity theory (1974). According' * b h 4 s u . . , , .  

y sw m tii/ty t h f a w r  HWiM) . According to th is model, in theO-on̂ , 

run variations in the quantity of money predominantly 

affects the in flation  rate but in the short run there is  

no particular reason to expect any close correlation  

between in flation  rate and th© rate of monetary expansion.

Production is  b e lieved  to  have a mellowing e f f e c t  

on p rices . Increases in  production through ra is in g  

supplies bring down the p r ic e  rather than ra is e  them, the
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oth& x things t ra in in g  the same* m  would expect the 

production coefficient to take a negative sign*

However* in the regression equation derived this 

coefficient takes a positive sign indicating that price 

level in India during the period 1970-78 has been 

influenced by fo r stronger factors than the level of 

production* The impact of changes in production on
a

price level has been counteracted by the Influence of 

other factors causing in flation  during the said period*

In the Indian set-up money supply has not been the 

source of in flation^ neither has In flation  been tamed 

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 leve l in the short run in India 

has been detionstrated by this equation. This is  in  

lin e  with Brahman anda*© finding that the proposition of 

the ancient quantity theory is  only p art ia lly  true in  

the short period though i t  may be w h o lly  vali^d in the 

long period*

In conclusion* the price rise  in the Indian economy 

may be attributed to the following factors — low senut ic.v-e.ii 

of economic activ ity  less than fu l l  employment and high 

marginal prosperity to consume in the economies because 

of low levels of Income —  a l l  of which exercise on upward
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pressure on e ffe c t iv e  demand and therefore on prices, 

relegating the raonejbscy eB£b sanappb? &&&sn& <asd> 

monetary and supply f  actors to the background in the 

short 'run# I t  is  open to 'the future researchers to 

test the hypothesis that in India in fla tion  is  fa r from 

being a monetary phenomenon* subdued by improvements in 

production# The institu tions! and nonmonetary f  actors 

that intensify in fla tion  in the Indian context deserve 

to be studied as explanatory variables in any study on 

inflation# As Ranganadachary (1980) observes "In 

studying in flationary price trends in econcoiies in India, 

analysts should not stop v4th explaining price behaviour 

in terms of money supply and excess demand, e ffo r ts  should 

be made to study institu tional and structural factors to  

tackle the problem of in fla tion  in the long run 

perspective"*



V* NUMMARY AMD CCWCbtfSXCH

The economic science is  G h *m t«r i8 «d  by events

and phenomena %#?lch not only ofcange complexion over time 

font do not a lso  occur at aIX places* However* there 

exist® one major exception to this* that is  the 

phenomenon of in fla tion , th is  has been the central 

ieeue of monetary theory- and the structure of the theory 

it s e lf  has changed considerably ever a period of tine* 

influenced by the changing institutions, in India 

inf lation  has proceeded at rate* much higher than those 

anticipated in the programmes of economic development.

The temp© of economic davelopwwit consequently had been 

upset by cost escalation* and d istributive in justice, 

in fla tion  thus remains thigh m  the problem atxnber 0*1® 

in the policy makers agenda and theories bearing on 

in flation  asauma r advance fo r their policy iraplicatim . 

urahmananda <1977) * observes with the ava ilab ility  of 

sta tis tica l processes Indian evidence has been used 

intiiscri -Ulnataly to substantiate numerous economic theories.

This study was undertaken with the objectives of

1. Reviewing the theories on in flation  in the 

Indian- contort and

a. studying the interrelationship between price

level* money supply and net domestic production.



Th« present study was organised in  two parts «* 

vftmxn Part I  l i  a review  of th eories  end s e le c t  studies 

on in f la t io n  and Part I I  presents an em p irica l analysis 

o f In fla t io n  in  India*

The entire study was based on secondary data 

wad collected from o ff lo ia l publications lik s  

KBI*s depart on estreney and Finance and RH Bulletin*

The ln te rrs ld t l unship os tween these variables were 

analysed by using a mu iU .-regress i an analysis* The main 

contribution of this stue^ is  towards examining the 

hypothesis that in the Indian context in flation  is  

predominantly & m m m tary phenomena*

Mo single theory taken by it s e lf  fe l ly  applies to  

Indian situation nor can i t  be isssdkc explain th® .factors 

causing in flation  in India* A rerview of the m jm m m  demand 

theories on in fla tion  in the ligh t of Indian etxpscftanee 

shows that her main problem had been the lack of productive 

investment which was a handicap to raising supplies and 

production simultaneously in a i l  sectors* Mean <l<580> had 

identified deficiency in the stock o f capital goods and 

dlsgiiisasd unemployment as the two limiting f  actors 

censing in f le t !  on in Indian jconomy rather than money 

supply*



Ttm cost push factor do inileenc® the rate o* price 

rise  in India ana Kurian auggest that the pressure on 

price® exerted toy coot push factor® can to® regulated 

m l f  toy fu lle r  u tilisation  at existing capacity and 

to® re toy increasing to® production of goto® in question# 

only then the increased cost can toe spread ever a large  

mmimx of unit® and the unit cost of prodtotion can toe 

reduced* Thi® increase in production could not tufte 

place unless the purchasing power of tha in d iv id u a l* 

laprove through employment oriented progrtonseo* h  

•tuclr of price change unetnployiaant relationship Indicated 

toy the itiiliip®  curve implied that any attempt to hold 

unaraployskait below it s  natural rata may result in  an 

accelerated rate to in flation  and that income policy may 

toe to ta lly  useless in tackling the protolen to in flation *

m  nxoRliteUcM to s tru c tu ra l theerlea o f in f la t io n  

%*ith reference to  In d ia  under scored the need fo r  

explain ing p ric e  behaviour in  tc ra a  to  in®t it u t io n a l and 

s tru c tu ra l factofp* the a n a ly s is  pointed out th a t these 

ahould toe used as explanatory va ria b le ®  in  any b e h avio ura l 

mcdel th a t sealui to  e x p la in  in f la t io n  a p a rt f  warn amriqy 

supply and m « e  demand*

* h*  regression equation applied to the data m
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m a m y  supply# m t  c i ^ m m t l e  product* ana primm leve l 

m  India during the period l®?a»1& 0 yielded following

p *  13*S •  4*6 # 3*16 If

p2 *  <>•**» *  2*16* Z* b j *  2 .U

*stand# f o r  s ig n ific a n c e  a t § per ce n t le v e l

S tm  emiatlon crave the beet f i t  to the date ef the 

coeffic ient of detecaimsU.cn we® very high 6ft) and both 

t~© cccceeeion estimates were s ta t is t ic a lly  aignit leant 

« t  6 per cent leve l* the regression “tprimites howevwe 

were not in assumed d ree*ten * The estimate o f b^ m et ie  

the coefficient of nosey supply ues negative In icating 

that the influence o f meney supply on price level wee not 

s ts t is t is sU y  vindicated e a t i n g  the abort period of 1970*7* 

in  Indie* m e noeitlve production ooetflcient again 

eheswad that fa r  stronger factor# in f . uaoceotn# rate o f 

pr.ee riae  in  indie ovee-ehedewing the in f la m e  o f supply 

factor® m  prioee* in  mu® the empirical analysis pointed 

out that money supply we® not a source of in f lation m  

Indie mac wee that in flation  tested by rice

m e conclusion ye# in agromoent with Brahman and « » «  

finding that the influence d  money supply ami supply 

factors were only .partially true in  the ohorv-period m
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explanatory variables o f in flation * iHe current etu<V 

thus ttcogrjtaa* the need fo r Introducing the 

institutional and o o »«o a »t«cy  factors oharaetarialns the 

Indian economy aa explanatory variables in in flation  

studio#, so aa to high ligh t the nature and causes o f 

the problem in f u l l  and to derive the associates. policy 

implications*
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APPENDIX I

STATISTICAL DATA CN WHOLESALE PRICE LEVEL, MONEY SUPPLY 

AND NDP AT FACTOR COST

At current Prices *Money supply(ml) wholesale 
Year **NDP (Rs Crores) 1 Price

(Rs. Crores) index

1970-71 = 1O0 
(A ll  Commodi­

ties )

1970 -71 34696 7321 100
1971 - 72 36623 8320 105.6
1972 - 73 40693 9634 116.2
1973 - 74 50990 11172 139.7
1974 - 75 59606 11907 174.9

1975 - 76 61364 13144 173.0
1976 - 77 66793 15609 176.6
1977 - 78 73339 18333 185.8
ss s s : ss ss sssssssxcssss; = * «  = *  = =: = = = = SS S3 ss rs ss SB

Source* Report on currency and Finance Vol I I . S a t is t ic a l

statement;
Foe t" net*-s J

RBI, BOMBAY

* Money Supply Include
(a) Currency with the Public and
(b) Deposit money of the Public

** NDP includes Production figures of Primary, Secondary, 

transport, communication and trade*, finance, real estate, 

community and Personal Services.
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APPENDIX I I

METHOD OF ANALYSIS

C5 9 *a »  m V *  9 fiS as wt̂ ss m  re «s «  8* SS m  m  m m  ** »  « «* ** *  is «  «f m 8  «  0  8 «  «

9 C P -? )2 If ¥ - ?  (V - ? )2 (y ~ f>  (p -? > (M—M) ( » - * )  ( p - p ) < /~y ) < « - !>

100 —47 2209 35 -1 8  324 346 7 25 23S 90

106 —41 1681 37 -1 6  256 658 8 16 164 64

116 -3 1 981 41 -1 2  144 372 io —2 4 62 24

140 - 7 49 51 - 2  4 14 11 - 1 1 7 2

176 28 784 60 7 49 196 12 O O 0 0

m 26 678 62 9 S I 234 13 1 1 28 9

177 30 OO 67 14 196 420 16 4 16 120 56

186 39 1521 73 20 400 780 18 6 36 234 120

8781 1454 3516 93 99 843 365

»  V R C ® O SS & ft m ' m m m m m e t m m m «  i> C S 3  8 m  m  mt as t »  m »  *r «  ffl> e o n *  *s «  m *  as m  m  m  sc

9  at ■
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—- jp »~  C6 146*625 •  147

«■>
If at :53 M * 11*375 *»■ 12


