Is India staring at deflation?

Indiais experiencing disinflation, not deflation. It is time to replace the wholesale
price index with a producer price index to avoid further confusion

N.R. BHANUMURTHY

THE CHIEF ECONOMIC ADVISOR raised an
alarmwhen hesaid, *price-wise, the econony
appears to be inorclose to deflationterritory,”
and this view wasbasedonthe GDP deflators
estimated through first-quarter GDP data This
isindeedaserious issue ata timewhenall out
efforts are on to revive the investment cycle
and growthinthe economy. So how serious is
the issue of deflation in India?

To begin with, one needs to understand
that deflationis nothing but falling prices over
two consecutive quarters In other terms, itis
negative inflation. To answer the query about
deflation, one would have to look at global
prices trends, along with data from both the
whaolesale priceindex (WP )and the consumer
price index {CPI).

Based on WPl inflation one might infer that
we are in a deflationary situationbecause, for
the 10th straight month, inflationis intheneg-
ative zone. That is, prices have been falling
every successive month. For August, WPl in-
flation stood at minus 4.95 per cent. Indeed,
the fall in pricesinAugusttook place acrossall
groups in the WP basket.

But the (Plinflation data tells a different
story.As compared to the deflationary trendin
the WPI, the CFl is experiencing disinflation.
Thatis, while prices continue o rise, the rateof
inflation (or price rise) is slowing, This is con-
trary towhat the trendin the W suggests.In
essence, itimplies that consumer prices con-
tinue tarise, but ar a progressively slower rate.
The combined CPl inflation stood at 3.66 per
cent in August. This is much lower than what
the RBIhas kept as its target for January 2016,

By looking at both these indices one would,
atbest, be unable o come  aconclusion re-
garding deflationary pressures, The ongoing
confusionaboutwhether ornot Indiaisexpe-
riencing deflation is largely due to the diver-
gence in these two main price indices of
the economy.

‘Withthe availability of economy-wide in-
flation data, CPI numbers have become the
nominal anchor for monetary policy in India
and are therefore subject to rigorous scrutiny,
both by producers as well asusers of the data.
On theother hand, WPl inflation, which re-
flects only asegment of the price pressures in
the economy — itessentially covers about 40
per cent of economicactivity — receives far less
scruting. Moreover, a significant portion of the
pricesincluded inthe WP is stillad ministered
by the government.

Under the circumstances, and avoid con-
fusion, it might be a good idea to discontinue
the WPI and focus on a producer price index
(PPI.APPImaps the prices received bydomes-
tic producers in the wholesale market and is,
as such, a better measure. The work for build-
ing a P is already underway. Soinstead of us-
ing W data and arriving at erroneous esti-
matesof GDPgrowthandits deflators, itwould
be better to simply durnp theindex itself.

Beyond the confusion created by the diver-
gence inCPland WPl data, there are some in-
teresting observations ifone was tolook more
carefully at the details of CPI numbers.
Fortunately, the Central Statistical Office (CSO)
has started providing CPI numbers for rural
and urban areas. The CSO also provides CPI
data for 22 states. This data can provide some
regional perspective on inflationary trends for
the purposeof macroeconomic policymaking,
Thegraph represents the standard deviations
of CPlinflation across the states in rural and
urban areas. While they need little deeper
analysis, the trends inboth rural and urban ar-
eas suggest that thedivergencein urban areas
isless than the divergence in rural areas This
suggests that the decline in inflation in rural
areas across the states s less uniform,

Finding answers to why the divergence is
moreinrural areas could help inresolving the
deflation conundrum. To some extent, it may
also explain the reduced demand in rural India.
Althougheach one of them needsrigorous em-
pirical verification, some plausible answers
could be as follows.

One major reason for higher inflation could
be the sharp fall inagricultural activities in
most of the states, especially ineastern and
southern partsof the country, which are star-
ing at drought-like conditions While the sup-
ply-side impact of a bad monsooncould show
up in price levels with a lag, the higher price
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DIVERGENCE IN INFLATION RATE ACROSS STATES
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The deceleration in retail
inflation could be due to
extemal factors, as well as
fall in domestic demand. The
ambiguity surrounding the
Centre-state expenditure
strategies post the l4th
Finance Commission
recommendations could bea
crucial determinant of the
reduced demand. The more
alarming bit is the volatility
in rural inflation, which
needs special focus.
Monetary policy, while
focusing on the headline

and sectoral prices, also
needs to take into
consideration the regional
inflation pcrspectiw:'.
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Note: The curves denote the trends in
standard deviations across the states.
There is nocomparable state level data
from December 201 to February 2015.
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volatility in rural areas might explain why
ruraldemandhasalready fallen. Second, un-
dermining of some rural development pro-
grammes {suchas the MGNREGA in the re-
cent past, which used to act like automatic
stabilisers at the state level, could explain
such divergence. Third, itis also important
0 analyse whet her higher devolution of re-
sources from the Centre to the states, from
the currentyear onwards, hascontributedto
thedernand slumpin rural areas Preliminary
information suggests that higher devolution
to the states has been accompanied by sig-
nificant cutsin the Central government's
budget allocation to some flagship social sec-
tor programmes that were mainly for the
benefit of the rural population. The cuts in
the Central budget were made on the as-
sumption that state governments, with their
increased pool of resources, would compen-
sate any shortfall. However, any violation of
this assumption could be a major source of
the fall in rural demand Finally, differences
in public-expenditure efficiencies and mon-
itoring mechanisms among statesaswell as
local bodies might explain such variationsin
rural demand. Ambiguity about the Central
government allocations under plan transfers,
throughflagship programmes, could also be
hampering the expenditure strategies of
state governments and further increasing re-
gional divergences

Tosum up, while India may appear to be
far from a deflationary situation, there is
clearly disinflation in the economy. This de-
celeration in inflation could be due to exter-
nal factors as well as a fall indomestic dem-
and. Theambiguity surrounding the Centre-
state expenditure strategies post the 14th
Finance Commission recommendations
could bea crucial determinantofl the reduced
demand The morealarming bit is thevolatil-
ity in rural inflation, which needs a special
focus. Monetary policy, while focusingon the
headline and sectoral prices, also needs to
take into consideration theregional inflation
perspective. For their part, both the Centre
and the states should work toensure thatru-
ralconsumption smoothens. Else, growthin
Indiamight take much longer to recover.
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