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Behind Price Spiral 
Rise in Money Incomes, the Prime Mover 

'Manuja Kesari' 

Discussions of prices in India tend to be supply-oriented; every time there is serious pressure on prices, 
explanations are replete with references to bad weather, crop failures, local scarcities, faults in the distribution 
system, transport difficulties and various other aspects of supply. 

As a result, policy measures also tend to lay disproportionate emphasis on measures designed to relieve 
overall or local scarcities by augmenting supplies or improving the methods of distribution. 

It would be absurd to deny the importance of supply factors or the relevance of some of the supply-orient
ed solutions, provided they are carefully thought out and effectively implemented. 

The danger lies in stressing the supply factors to the near-exclusion of the underlying monetary factor, 
It is the rapid expansion of aggregate money incomes that is the prime mover of the present inflationary spiral. 

IN almost his first statement to the 
Press on his election to the office 

of the Prime Minister, Shri Lal Baha
dur Shastri announced that the most 
serious problem facing the country 
was that of soaring prices. A serious 
deterioration in the price situation has 
indeed coincided with the advent of 
the post-Nehru Era in the nation's 
economy and few things are more 
symptomatic of the changes in the en
vironment of our economic thinking 
than the priority accorded to prices 
by the new Prime Minister, In place 
of a lofty vision of a distant future so 
characteristic of Nehru, we now have 
concern with the workday present so 
typical of Shastri. 

No Sudden Visitation 

The strong uptrend in prices we are 
currently experiencing has not des
cended on us all of a sudden. The 
pressures on prices have been building 
up for some time now — indeed since 
the commencement of the Second 
Plan — but only recently have they 
gained momentum. The first major 
warning came with the more than 
normal seasonal increase in prices in 
the summer of 1963. The impact of 
the gathering tempo of defence ex
penditure without any let up on Plan 
outlays commenced with the failure of 
the harvest in 1962-63 to push up 
prices up by no less than 8 per cent 
between Apr i l and October 1963. The 
cold weather months of 1963-64 
brought yet another warning when the 
considerable improvement in the agri
cultural outturn failed to be reflected 
in the behaviour of prices; in the 
post-harvest period, prices in fact rose 
by 3 per cent between September 
1963 and Apri l 1964 on top of the 
earlier sharp increases and we are now 
going through the seasonal period of 
price increase starting on a much 
higher base. Thus in the year ended 

June 1964 the order of price increase 
(based on the official wholesale price 
index) has been as much as 9.4 per 
cent — the highest annual rate of in
crease in nearly one decade, Further, 
this increase has come on a price rise 
of 4.7 per cent between June 1962 and 
June 1963. Since the commencement 
of the Third Plan the order of price 
increase has been no less than 17 per 
cent. 

Sharpest Rise in Food 

The wholesale price index in India 
largely follows the behaviour of the 
food group sub-index. It could hardly 
be otherwise when the latter has a 
weight of 504 out of 1,000 in the 
calculation of the index. Between 
June 1963 and June 1964, the prices 
of food articles have risen by as much 
as 13.4 per cent — the sharpest in
creases occurring in wheat and edible 
oils (27 per cent each); rice prices 
have risen by less than the group 
average, viz, by 9 per cent, but then 
they had increased by as much as 15 
per cent a year earlier. Sugar prices 
also have risen sharply — by 12 per 
cent. On the other hand, the major 
industrial raw materials like cotton 
and jute have moved within a narrow 
range — cotton rising by barely 4 per 
cent and jute prices falling by 2 per 
cent. If the sub-group index for in
dustrial raw materials is higher by 11 
per cent, this is largely on account of 
the inclusion of groundnuts whose 
prices went up by 29 per cent in the 
group — an increase which is also 
reflected in the sharp rise in edible 
oil prices of the food-group. Manu
factures' prices have risen by only 
2.5 per cent in the past year, the 
moderate behaviour of the two major 
industrial raw materials accounting 
for this; on the other hand, the in
crease in price of food articles will 
not fail to leave its mark on such 

prices, as past experience has indicat
ed a lagged response of such prices to 
the increases in prices of wage goods 
(largely food). 

Discussions of prices in India gene
rally tend to be supply-oriented; every 
time there is serious pressure on 
prices, explanations are replete 
with references to bad weather 
(drought or floods or both), crop 
failures, local scarcities, faults in the 
distribution system, transport difficul
ties and various other aspects of sup
ply. Consequently, policy measures 
also tend to lay disproportionate em
phasis on measures designed to relieve 
overall or local scarcities by augment
ing supplies or improving the methods 
of distribution. The stress is on physi
cal solutions, be they stepping up of 
imports, tinkering with the procure
ment mechanism, modifying the distri
bution system, extending rationing, 
fixing maximum prices or planning 
State trading in its various forms, the 
latest being the Foodgrains Trading 
Corporation. It would be absurd to deny 
the importance of supply factors or 
the relevance of some of these solu
tions carefully thought out and appro
priately implemented. The danger lies 
in stressing the supply factors to the 
near exclusion of the underlying 
monetary factor behind the persistent 
upward pressures on prices. 

Growth of Demand 

This is the increase in aggregate 
monetary demand at a rate well above 
the expansion in real output, especial
ly since the commencement of the 
Second Plan. To be more precise, it 
is the faster expansion of aggregate 
money incomes that is the prime 
mover of the inflationary process, but 
this is a difficult concept to measure 
in our conditions and one must be 
content with speaking in terms of ag
gregate money demand. 
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The growth in Aggregate demand is 
an inevitable concomitant of economic 
growth, rise in population and increase 
in urbanisation; the large and growing 
outlays on development and, more 
recently, on defence have operated to 
expand employment and money in
comes and have contributed to a per
sistent upward pressure on prices. The 
pull of demand is the underlying 
factor behind the steady uptrend in 
prices, short-run variations in supply 
only varying the intensity of the price 
response to these demand pressures. 
Hence the largely undirectional move
ment in prices with the temporary 
seasonal decline not making up for 
earlier seasonal increases and the base 
constantly moving up. 

Strategic Role of Food 

It also explains the peculiar sensiti
vity of food prices to overall demand 
pressures. Wi th food accounting for 
much the greater portion of consumer 
expenditures, an increase in incomes 
superimposed on population growth 
inevitably imparts a steady upward 
pressure on prices of food articles, 
unless of course, food availability ex
pands adequately. The strategic 
character of food supplies in the de
velopment process stems from this 
and Indian experience, as indeed that 
of several other developing countries, 
e g, in Latin America, has indicated 
the nature of the constraint imposed 
by insufficient food supplies to match 
rising demand. Even the level of in
vestment we have achieved so far 
without serious inflation has been 

possible to a large extent because of 
the massive PL 480 imports to supple
ment domestic production. However, 
there have been occasions in the past 
when in spite of a substantial volume 
of such imports food prices have risen 
because of shortfalls in domestic out
put. An example of this was 1962-
63 when the decline in domestic pro
duction which occurred in rice could 
not be made good by PL 480 imports 
and consequently rice prices rose 
sharply. If the experience of 1962-63 
can be explained away by the short
fall in production, how do we account 
for the fact that in 1963-64, when 
food production has more than made 
up the previous year's shortfall, parti
cularly in rice, food prices continue to 
rise ? An increase of over 14 per cent 
in rice output has brought little relief, 
even in the post-harvest period. As 
usual, the explanation for this is being 
touched in supply terms — that pro
ducer resistance based on the psycho
logy following a bad crop accounts for 
lower market arrivals; that procure
ment policies are not properly 
thought out, and so on. This may 
well be true. The explanation for this 
too is more in the general inflationary 
atmosphere prevailing. It pays to 
hoard and the imposition of selective 
credit controls only encourages re
course to other sources of finance. 
Much is made of unaccounted money. 
Unaccounted money thrives only when 
there is inflation. The underlying 
factor clearly is that the inflationary 
demand situation is stronger than the 
contrary movement due to an enlarge

ment of supply. The pervasive charac
ter of demand has spread to all food 
articles and now threatens to spill 
over to other commodities as well. 

A generally accepted measure of the 
level of aggregate monetary demand 
is the level of money supply. A brief 
reference to the trends in money 
supply and prices over the three Plan 
periods would be in order here. In 
the First Plan money supply increased 
by a little under 10 per cent, real 
income rose by 18 per cent and prices 
fell by 17 per cent. In the Second 
Plan, the expansion in money supply 
was much higher at 32 per cent and 
though real income increased by 21 
per cent, prices rose by as much as 
34 per cent. In the Third Plan, in 
the first three years, the increase in 
money supply has been again high — 
of the order of 31 per cent, real in
come is unlikely to have expanded by 
10 to 11 per cent, but prices in the 
three years have risen by 9 per cent. 

Wider Concept of Liquidity 

A mere juxtaposition of money 
supply and real income trends and 
a simple quantity approach cannot 
of course provide a satisfactory ex
planation. The larger decline in prices 
in the First Plan and the smaller in
crease in the Third than would be 
suggested by these figures cannot all 
be explained in terms of a secular 
trend towards decline in income velo
city. And how is one to explain the 
larger rise in prices in the Second 
Plan ? The figures cited above do 
not indicate a proper fit between the 
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prices. There are two possible expla
nations for this. The first is that the 
price index which we are using is the 
wholesale price index and includes 
only commodities whereas what is of 
relevance is the retail price index 
which would include the prices of 
movements of money, income and 
services, for aggregate demand really 
represents final demand for both goods 
and services and cannot be adequately 
measured by a reference only to a 
wholesale commodity price index. Un
fortunately data on retail prices (in
cluding services) are not compiled at 
all, and the cost of living index that 
we have is a poor, if not an unreliable, 
substitute. A second explanation for 
the imperfect matching is that the 
money supply, referred to above, is 
defined, following practice abroad, 
very narrowly, including in it only 
currency with the public and current 
deposit with the banks, i e, net de
mand deposits of the commercial banks 
and 'other deposits' of the R B I. To 
measure the pressure of demand on 
prices, it is not only money supply in 
this narrow sense but the availability 
of near-money assets, in particular 
time deposits lodged with the banking 
system, that is of relevance. The 
somewhat wider concept of liquidity 
is more describable than definable as 
the Radcliffe Committee was at pains 
to explain. For our purpose, if we 
were to take this wider concept we 
could arrive at a more readily expli
cable pattern of price behaviour. 
Table 2 shows the data on the original 
and reworked basis. If allowance is 
made for a decline in income velocity 
to account for 1 per centage point in
crease in money each year, the price 
trends in the Second and Third Plans 
are capable of being fitted into the 
pattern of income and liquidity trends, 
though the expansion of the First 
Plan is not and needs to be explored 
further. It is sometimes suggested 
that there is a lag of a year between 
increases in money supply and its 
reflection on prices. It is difficult to 
see the logic behind the explanation 
of the lag of a full year. There is 
bound to be some lag, but with the 

level of the community's cash balance 
for transactions and other purposes 
being what it is, viz, around 20 per 
cent of income, it is hard to see how 
this lag can be much more than, say, 
2 to 3 months. 

Bank Credit to Government 
Looking more closely at the factors 

behind the monetary expansion in the 
most recent period, the total expansion 
in money supply in the year ended 
May 1964 amounted to Rs 462 crores 
or by 14 per cent over the level of 
May 1963. The increase in the fiscal 
deficit (defined not in terms of the 
budget deficit but as net bank credit 
to Government), which has been the 
major expansionary influence on money 
supply since 1951 and particularly so 
since the commencement of the 
Second Plan, has once again been a 
significant element in bringing about 
the monetary expansion in the latest 
period accounting as it did for Rs 247 
crores. Credit to the private sector 
accounted for Rs 248 crores, largely 
reflecting the sharp bank credit expan
sion in the last busy season of over 
Rs 375 crores. The external sector 
also accounted for an expansionary 
effect of Rs 20 crores. The level of 
bank credit to the private sector wil l , 
of course, recede as it has been doing. 
Since the end of May bank credit has 
declined until mid-July by Rs 57 crores 
while time deposits of banks have 
gone up by Rs 53 crores. On the 
other hand, the net bank credit to 
Government is increasing and it would 
not be unlikely if, on present trends, 
there is a repetition of experience of 
the last slack season, when despite a 
sharp decline in bank credit to the 
private sector there was a small but 
contra-seasonal increase, in money 
supply which helped to aggravate the 
imbalance between overall supplies 
and monetary demand in the lean 
season for agricultural supplies and 
thus added to the already existing 
pressures on prices. In this context 
the announcement by the Finance 
Minister (significantly at the Confer
ence of Chief Ministers called to dis
cuss prices) that there would be a cut 
of Rs 70 crores in Government ex

penditure is to be welcomed. The 
growth in non-Plan and often non
essential expenditure is a reflection of 
the administrative oedema that afflicts 
the nation. The case for pruning down 
non-essential expenditure is clear 
enough, especially in view of the im
peratives of defence and development. 
A reduction in expenditure must, of 
course, be reflected in a reduction of 
the fiscal deficit, for it would be of 
little avail to reduce expenditures if 
the Government sector's operations 
continue to expand the money supply 
beyond the economy's absorption 
capacity. The alternative to a reduc
tion in Government expenditure is the 
pursuit of a more stringent monetary 
policy. This might have a short-term 
effect of reducing monetary pressures 
but it would undoutedly compound 
the difficulties by impinging on genuine 
production activity. The scope for a 
seasonal contraction of credit of the 
same extent as the previous seasonal 
expansion gets less and less with the 
growing importance of industries not. 
tied to agricultural raw materials. The 
depressed state of the capital market 
also would increase the dependence on 
banks. To expect, therefore, credit to 
the private sector to decline drastical
ly would not be warranted. Which 
leaves us with no alternative but to 
impose greater restraint on the Gov
ernment sector's credit operations. 

Financial Brinkmanship 

In the last analysis there can be no 
getting away from the operation of 
basis economic laws. This is as true 
of a socialist as it is of a capitalist 
economy. We have hitherto followed 
a policy of economic and financial 
brinkmanship with varying degrees of 
success. It is true that in a developing 
economy a pressure on prices is bound 
to be felt, for nothing is so indicative 
of resources being stretched full as 
this. The feeling of pressure becomes 
an experience of price inflation when 
outlays have been incurred beyond 
the capacity of the economy to bear 
them. The makings of a price infla
tion have hitherto been confined large
ly to the side of demand; its transla
tion to the cost structure of the 
economy through wage bids and a 
resultant wage-price spiral is some
thing that the economy can i l l afford 
at this juncture if the tenor of devel
opment is to be maintained, if not 
improved upon. The warning of the 
Deputy Chairman of the Planning 
Commission that we might have to 
plan for a short-term deflation if 
necessary in the interest of long-term 
growth has not come a moment too 
soon. 


