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ABSTRACT: In this paper we examine the causality between CPI inflation and WPI inflation. Granger
causality test is employed to check that WPI inflation causes CPI inflation or CPI inflation rates reflected
by the WPI inflation rates. The result demonstrates that there is no visible causality between both types of
inflation up to lag 10 (5% level of significance). However there is causality between the series at lag 1
(10% level of significance) and at lag 12 (5% level of significance) whereas this causality runs from WPI
inflation to CPI inflation. Hence we conclude that the WPI inflation is influenced by the CPI inflation. The

results are useful to predict the early inflating through WPI inflation.
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1. INTRODUCTION

As a community we are currently facing significant
inflationary pressures due to record high increases in
essential commodity prices. The surge in inflation rates has
become a major challenge that threatens price stability in
many countries. It is now a crystal clear that average
inflation throughout the world has been rising rapidly.
Inflation in developed countries has reached its highest level
in the last two decades. For the first time in many years,
inflation figures of the developing countries are crossing

physiological two digit levels. 2.

Targeting of inflation is the prime objective of every central
bank whether it is of a developed country or
underdeveloped. Central bank usually uses monetary policy
to curtail the inflation and they are very careful about their
monetary policies. Any unrealistic decision pushes the
economy into troubled water. Central Banks always set their
monetary policies by the movement of inflation. Hence
bankers, policy makers and researchers have been long
concerned about finding early indicators of inflation. This
study is being used to explore such indicators; one of these
indicatorsis the Wholesales Price Index (WPI).

It is a fact that if costs of production i.e. producer’s prices
are high then these are ultimately shifted to wholesalers and
wholesalers shift this increment to consumers [1]. For cost
of production, wholesadlers and consumersretailers use
Producers Price Index (PPl), Wholesale Price Index (WPI)
and Consumer Price Index (CPl) respectively. PPl is not
computed in Pakistan so we use the second shift. In this
study our aim is to analyze whether consumer inflation rates
are reflected by the WPI inflation rates. In this regard, we
check the causality between CPI inflation rates and WPI
inflation rates.

Most of the researchers have analyzed the causality among
money, price and output not only in Pakistan but also around
the world. Researchers like Sims [2], Barth and Bennett [3],
Williams et al [4], Beltas and Jones [5], Darrat [6], Jones
and Khilji [7] Brillembourg and Khan [8] and some others
have checked causality. In the context of Pakistan, many
researchers such as Khan and Siddiqui [9], Abbas [10],
Bangali, Khan and Saddagat [11], have attempted causality

in respect of money, price and output. Many other areas are
also available in which causality tests have been performed.
To the best of our knowledge non has attempted to check the
causality between WPI inflation and CPI inflation in the
economy of Pakistan. This study is the first attempt in this
regard. We make the hypothesis as. WPI inflation is
influenced by the CPI inflation.

The rest of the paper is organized as section 2 consists of
data description and methodology. The results and analysis
are presented in section 3. Section 4 concludes the paper.
MATERIALS AND METHODS:

In this study we used monthly data from July 1992 to June
2008 for both CPI inflation and WPI inflation with base
2000-01. The data have been collected from Federal Bureau
of Statistics (FBS).

The first variable is the Consumer Price Index (CPl)
inflation. CPI covers the retail prices of 374 items in 35
major cities and reflects roughly the cost of living in the
urban areas of the country. Prices of 374 consumer items
(both tradable and non-tradable) are taken for computation
of this index on monthly basis. The second variable is the
Wholesale Price Index (WPI) inflation. WPl measures the
directional movements of prices for a set of selected items
(tradable) in the primary and wholesale markets. Items
covered in the series are those which could be precisely
defined and are offered in lots by producers/manufacturers.
Prices used in this index are generaly those, which conform
to the primary sellers realization at ex-mandi, ex-factory or
at an organized wholesale level. The current series of WPI
being computed are based on prices of 425 items which are
sold in 18 main markets of the country.

In this study the monthly point to point inflation (seasonally
unadjusted) is computed using the formula:

(Pn.1- Pn,o)/Pno* 100, someone can also use :

LN (Pn1Pno)* 100, where P, ; is the index number (WPI or
CPI) in current month and P, is the index number in the
same month last year.

To analyze the relationship between CPI inflation and the
WHPI inflation, this paper focuses on causality among these
variables using the method adapted by Granger [12].
Granger developed an application of distributed lag models



110 ISSN 1013-5316; CODEN: SINTE 8

Sci.Int.(Lahore),24(2),109-112,2012

Date: 021903 Time: 21:40
Sample: 1992007 2008106
Included observations: 192

Correlogram of CPI

Antarnrralatinn

Partial Correlatinn

A

PAC (-Rtat

Prioh

B

1994 1996 1998 2000 2002 2004 2006 2008

] —CP| — WPI‘
Figure: 1 combined graph of CPI inflation and WPI inflation

24

20+

12

0 e

|
|
|
|
|
|
|
|
|
|
|
|
|
|
16 |
|
|
|
|
|
|
|
|
|
|
|
|
1994 1996 1998 2000 2002 2004 2006 2008 !
|
|

JUUUUUUUHUUJHUHUULUUUUHHHHHHHHH

CPI

E—
)
]l
il
il
[l
il

i

g

000 = 3T ke ud b=

0 0 1% 3\ R e e e G WLy S Dt i S <
MEa Wk =20 030wk =0

26
27
28
29
30

0.5873
0.792
0.741

0.702
0.665
0.645
0.629
0.604
0.573
0.536
0.500
0.457
0.446
U442
0.436

0.434
0.428
0.415
0.294
naE74
0.359
0.350
0.343

0.292 -
0.272 -
0.247 -
0.229 -

0.873
0.125
0.114
0.070
0.048
0.052
0.042
0.006
-0.017
-0.046
0.025
-0.064
0.09z2
(IR Rlak}
0.0321
0.055
0.020
0.003
-0.026
NNz
-0.005
0.002
0.003
0.337 0.002
0.330 0.010
0.312 -0.025

0.012
0.014
0.038
0.007

145.50
271.49
Eri=hrr
A477.28
566.07
B50.20
72889
B03.76
870.71
925.40
o20.75
1023.9
1065.3
1155
11462
1186.1
12251
1262.0
12950.4
13245 R
1353.9
1380.8
1406.7
1431.9
1456.1
1478.0
14573
15141
1528.0
1540.1

0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
[ANRININ]
0.000
0.000
0.000
0.000
0.000
nnnn
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000
0.000

Corrclogram of W1

Figure 2 (a): Line graph and correlogram of CPI inflation
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Figure 2(b): Line graph and correlogram of WP inflation
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to test for causality between two related economic time
series, in our case these are CPI inflation and the WPI
inflation. The Granger approach identifies how much of the
current value of a variable is explained by a regression
containing lagged values of itself and the related variable.
Two regressions are specified to alow for testing for
causality between CPI inflation and WPI inflation in both
directions:
CPl=f(...CPlwy; CPliy; ..., CPlyp WPly; WPI; ...
s WPy ...) 1)
Ho = coefficients of the lagged WPI’s are jointly non-
significant
WPl =1 (... WPlq; WP 5; ... WPl CPlyy; CPl; ..
;y CPlip ..l) 2
Ho = coefficients of the lagged CPI’s are jointly non-
significant
Wheret is time period and p is number of lag lengths. Using
the F-test of joint significance, the causality tests are:
(8 WHPI inflation Granger-causes CPI inflation if
the null hypothesisisrejected in Equation 1.
(b) CPI inflation Granger-causes WPI inflation if
the null hypothesisis rejected in Equation 2.
(c) Bidirectional causality exists between WPI
inflation and CPI inflation if the null hypothesis
isrejected in both Equations 1 and 2.
(d) No causality exists when both null hypotheses
are accepted.
Table 1: Testsfor Unit Root

In Levels In 1% Difference
Series | Tests i . With trend X . With  trend
With drift i With drift .
and drift and drift
-4.184547
ADF | -0.5758(12) | 0.252217 -4.428127*
(1n*
CPI
-0.208368 -
PP -0.8909 (4) -13.34021 (4)*
©) 13.49790(3)*
ADF | -1.3087(1) -1.0274 -9.332907(0)* -5.186610*
WPI -0.144155
PP | -0.7498 (2) @ -9.206332 (6)* | -9.271679*

Note: * indicates rejection of null hypotheses at 5% significance level

Causdlity tests are well known to be sensitive to the choice
of lag lengths used in the specification [13-14]. Theoretical
justifications for a given temporal distance between cause
and effect are difficult to find[15]. Hence, for this study lags
of one to twelve months were examined for both regressions
variables. Time series properties of both of the variable have
been checked. Traditional unit root tests like Augmented
Dickey-Fuller test and Phillipe-Perron test have been used
for checking the unit root in the series. For simplicity, we
never use cointegration test for checking long-term
relationship between variables.

3. RESULTS AND DISCUSSIONS:

To check the co-movement of both of the series we look at
Figure 1 which is the combined graph of WPI inflation and
CPI inflation. By examining the graph we observe that from
1993 to 1995 although the CPI inflation follows WP
inflation but CPI inflation measures were significantly lower
than the WPI inflation. Further, from 1995 to 2001 the CPI
inflation closely follows WPI inflation i.e. there is a greater
convergence between the two measures. Lastly, from 2001 to
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2008, there is also evenly change in both inflations although
WPI inflation has generally been higher. In this situation we
may not be sure whether CPI inflation is predicated by WPI
inflation.

To perform Granger causality it is to be preferred to check
the time series properties of both measures. Figure 2a &2b
show the line graph and correlogram of both of the series.
Figures demonstrate that sample autocorrelations dies down
slowly which is the indication of non-stationary series hence
unit root is warranted.

The results of Augmented Dickey and Fuller (ADF) and
Phillipe- Perron test (PP) under the null hypothesis that there
is unit root is reported in table 1. The choice of lag length is
based on the minimum Akaik Information Criterion (AIC).
We use maximum twenty lags and the figures in parentheses
are the optimal lags length. For Phillipe-Perron test, Newey-
West bandwidth selection procedure is adopted which uses
Bartlett kernel spectral estimation method.

The results clearly indicate that the null hypothesis is
rejected in differences but not in levels. Hence, both of the
series are first difference stationary. The results confirm that
al the variables are integrated of order one in levels but
integrated of order zero in first differences.

In view of the above it is established that the series follow
the same order of integration, we can test for the causal
relationship between both the series using pair wise Granger
causality test. In Table 2 the results of pair wise Granger
causality tests are presented. Since variables under
considerations are | (1), we use the first differenced seriesin
the model for checking causality instead of levels.

The null hypothesis in each case is that the variable under
consideration does not “Granger causes” the other variable.
These results suggest that there is no statistically discernible
relationship between the two variables up to lag 10 during
the study period 1992:07 to 2008:06 as the computed F
values lie below the critical value at 5 percent level. The null
hypothesis that WPI does not Granger cause CPl at lag 1 is
rejected at 10% significance level. Hence at lag 1 and 12 the
results depict that the direction of causality is from WPI
inflation to CPI inflation. The results also indicate that the
outcome of the Granger test is sensitive to the number of lags
introduced in the model as claimed by [13] and [16].

4. CONCLUSION

We used monthly point to point inflation from July 1992 to
June 2008 for CPI and WPI. Unit roots tests indicated that
both series are 1% difference stationary. We used 1%
difference stationary series to check the causality between
CPI and WPI inflation. Granger causality test was employed
to check that WPI inflation causes CPI inflation or CPI
inflation rates reflected by the WPI inflation rates. The result
demonstrated that there was no visible causality between
both types of inflation up to lag 10 a 5% level of
significance whereas there was causality between the series
at lag 1(10% level of significance) and at lag 12 (5% level of
significance). In view of this we can say that Granger
causality is sensitive by the number of lags included in the
model. This causality runs from WPl inflation to CPI
inflation. Alternatively, the WPI inflation is influenced by
the CPI inflation. This finding can help policy makers to
predict the early inflating through WPI inflation.
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Table 2: Pair wise Granger Causality Tests
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[5] A. Bdtas, T. Jones, Money, inflation and causality in a

Null Hypothesis obs F-Stat Prob. Remarks
DCPI does not do not reject
Granger Cause 0.09909 0.75328

DWPI 1 190 :

DWPI does not Reject at
Granger Cause 2.76688 0.09791 10%

DCPI

DCPI does not do not reject
Granger Cause 0.08782 0.91597

DWHI 2 189 -
DWPI does not do not reject
Granger Cause 1.83283 0.16287

DCPI

DCPI does not do not reject
Granger Cause 0.05602 0.99412

DWHI 4 187 -
DWPI does not do not reject
Granger Cause 1.10324 0.35659

DCPI

DCPI  does not do not reject
Granger Cause 0.66138 0.68093

DWHI 6 185 -
DWPI does not do not reject
Granger Cause 0.66244 0.68008

DCPI

DCPI  does not do not reject
Granger Cause 0.67188 0.71577

DWHI 8 183 -
DWPI does not do not reject
Granger Cause 0.84717 0.56255

DCPI

DCPI  does not do not reject
Granger Cause 0.80063 0.62828

DWHI 10 | 181 -
DWPI does not do not reject
Granger Cause 1.42673 0.17282

DCPI

DCPI does not do not reject
Granger Cause 1.24975 0.25434

DWHI 12 | 179

DWPI does not

Granger Cause 2.05321 0.02317 Reject

DCPI

Note: * indicates rejection at 5% level of significance

REFERENCES

[1] E.XKatsouli, A. Voglatzis, A. Manltsarls, Linking
consumer prices to wholesales prices: Error correction
models for the case of Greece, Agricultural Economic
Review, 3(1), 12-22, 2002.

[2] C. Sims, Money, Income and Causality, American
Economic Review, September, 62 (4), 540-552, 1972.

[3] J.Barth,J. Bannett,The Role of Money in the Canadian
Economy: An Empirical Test, Canadian Journal of
Economics,7(2),306-311,1974.

[4 W. Williams, C. Goodhart,

Income,

D.Gowland, Money,
and Causdlity: The U.K. Experience,
American Economic Review, 68(3) 417-423, 1976.

(6]

[7]

(8]

(9]

[10]

(11]

[12]

[13]

[14]

[15]

[16]

producer and consumer price inflation,
Economics, 39, (10), 1295 — 1305, 2007.

financially repressed economy: Algeria, 1970-
88, Applied Economics, 25(4), 473 -80. 1993.

A. F. Darrat, Money, inflation and causality in
the North African countries: an empirical
investigation, Journal of Macroeconomics, 8(1),
87-103. 1986.

J. D. Jones, N. M. Khilji. Money growth,
inflation and causality empirical evidence for
Pakistan, 1973-1985, The Pakistan
Development Review, 27(1), 45-58. 1988.

A. Brillembourg, M. Khan, The Relationship
Between Money, Income, and Prices. Has
Money Mattered Historically? Journal of
Money, Credit, and Banking, 11(3) 358-
365,1979.

A. Khan, A. Siddiqui, Money, Prices and
Economic Activity in Pakistan: A Test of
Causal Relation. Pakistan Economic and Social
Review, 28(2) 121-131, 1990.

Abbas, Kalbe, Causality Test Between Money
and Income: A Case Study of Selected
Developing Asian Countries (1960—1988). The
Pakistan Development Review, 30(4), 919-929,
1991.

Bengali, K., A. Khan, M. Saddagat, Money,
Income, Prices and Causality: The Pakistani
Experience. Journal of Developing Areas 33
summer, 503-514, 1999.

C. W. J. Granger, Investigating causal relations
by econometric methods and cross-spectral
methods, Econometrica, 37(3), 424- 38.1969.
E.L.Feige, D. K. Pearce, The causa
relationship between money and income: some
caveats for time Series analysis, Review of
Economics and Statistics, 61(4), 521-533, 1979.
D. S. Batten, D. L. Thornton, Lag length
selection and tests of Granger causality between
money supply and income, Journal of Money,
Credit and Banking, 17(2), 164- 78, 1985.

R. V. Bishop, The construction and use of
causality tests, Agricultural  Economics
Research, 31(4), 1- 6. 1979.

W.J Belton, N.Reichert, Inflation regimes, core
inflation measures and the relationship between
Applied



