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 How high is inflation really: A look at the historical trends suggests that inflation is 

relatively contained from its 10-year average. However, it is trending upwards currently and 

could well soon breach the mark. 

 

 What are the reasons for rising inflation: Inflation has been rising globally on account of 

both supply and demand side pressures. While crude prices rose on a supply side 

constraint, prices of other global commodities like metals rose due to demand. Sustained   

demand conditions have kept the upward pressure on prices alive. Moreover, the monsoon 

trend is likely to drive agricultural commodity prices in the Indian context. 

 

 Where do we expect inflation to go: Globally, demand has started softening affecting   

prices of crude. However, it still remains a wild card. We believe that the second round 

impact of crude prices has kicked in and will continue to drive inflation for some time. 

Skewed rainfall distribution and domestic demand are likely to sustain pressure on inflation 

as well. 

 

 Outlook for inflation: In the current context of rising demand, we expect inflation to rise 

over the course of the financial. It is likely to be close to 6% in December and stay at those 

levels till the end of the year.  

 

 Policy action: Given the current focus on keeping inflation in check, another interest rate 

hike is very much possible before the end of FY07. More fiscal moves such as cuts in 

government expenditure and controls on trade of agriculture commodities are also likely. 
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 Comparison with historical trends
 
Inflation is relatively contained from a historical standpoint. Average inflation for the last ten years is 

5.14% Y-o-Y. Inflation for the week ended August 26, the latest data available is at  5.01% Y-o-Y– 

below the historical average. In the current financial year, there have been only two instances when 

inflation has crossed the 10-year average. The first of these increases was on account of a hike in 

petrol and diesel prices. This raised the level of fuel group index by almost 5 points and fuel inflation 

by 2 percentage points. The second rise came from a rise in primary articles inflation. As the 

monsoons season got delayed, prices of food as well as non-food articles rose, driving up overall 

primary inflation.  

 

The government took immediate steps to ensure that inflation be brought under control. With a pass 

through of fuel price hikes already having come through, there was little to be done about that 

component. The government by putting restrictions on trade of some agricultural commodities. This 

has been successful to some extent. 

 

The overall subdued inflation, however, hides the component wise picture. Fuel group inflation, is the 

only component that is showing a trend level lower than its 10-year average. Primary articles inflation 

is still above historical trend, while manufactured products inflation is slowly inching up to that level. 

 

Inflation on the rise Manufactured products 
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 Where are we now: 

 

Trend inflation has been on the rise since the start of the fiscal. The 3-month moving average 

(3mma) of annual inflation, our preferred trend measure, is currently at a high of 4.80% Y-o-Y. The 

fact that this is a high of more than one year puts the number into perspective. The trend number 

has been rising consecutively for the past four weeks. This seems to suggest that there is a 

definite upward pressure on inflation for now.  

 

Our in-house measure of core inflation i.e. inflation ex-energy and food prices,which is a measure 

of underlying inflation the world over, is also rising. The measure of core inflation captures two 

trends – (i) the underlying demand trends and (ii) the second round effects of fuel price hikes. 

Typically, the differential between WPI inflation and core inflation is high during the first round of 

rising inflation cycle. As the second round effects of oil price hikes kicks in, core inflation starts 

rising. The cycle thus alternates between fuel inflation (leading the first round) and core inflation 

(leading the second). In the current context, this is particularly true, as both demand pull and cost 

push components are in place.  

 

Core and headline inflation 
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 Reasons for rising inflation

 Cost push 

Fuel prices 

Rising fuel prices have been the single largest cause of inflation across the world. Fuel 

inflation has a two-fold impact – the direct impact of oil price hikes and the second-round 

impact or pass through impact to other industries that use crude as a raw material.  

In the Indian WPI index, the mineral oils component within the fuel index covers the 

direct impact of crude oil. It also has the highest weightage in the fuel group.  

In the mineral oils group, petrol, diesel and kerosene prices are controlled, while the 

remaining  are crude linked. Since petrol, diesel and kerosene prices are government 

controlled, the first impact is typically a one time jump in the WPI when the prices of 

these components are raised. On the other hand, rise in prices of de-controlled 

elements like ATF, Naptha, Bitumen, Furnace oil, and Lubricants is more frequent. 

We created a crude-linked index from the overall fuel index to figure out how far 

crude plays a direct part in determining inflation. Crude linked products account for 

close to 10% weight in the fuel basket. The graph below shows that annual price 

increases in crude closely lead the index of crude-linked products. Inflation for the 

crude-linked group is currently running at a high of 26.8% Y-o-Y.  

Rising crude, rising domestic prices 
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By itself the impact of crude-linked inflation is not so high, given its low weight. 

However, the indirect impact of a rise in fuel group inflation is significant, especially 

when petrol and diesel prices are also raised. 

Fuel group inflation 

Weight Mar-06 Apr-06 May-06 Jun-06 Jul-06 Aug-06

Fuel, power, light & lubricants 14.23 8.3 8.3 9.4 7.3 7.6 8.0

Coal mining 1.75 0.0 0.0 0.0 0.0 0.0 0.0

Minerals oils 6.99 12.0 11.9 13.8 13.3 13.7 14.4

High speed diesel oil 2.02 15.6 15.6 15.6 14.2 14.2 14.4

Liquified petroleum gas 1.84 0.0 0.0 0.0 0.0 0.0 0.0

Petrol 0.89 14.6 14.6 14.7 17.2 17.2 17.5

Kerosene 0.69 0.0 0.0 0.0 0.0 0.0 0.0

Furnace oil 0.49 50.2 42.7 45.6 27.9 26.2 35.0

Naphtha 0.42 13.2 15.5 27.6 38.5 42.5 42.8

Aviation turbine fuel 0.17 17.6 17.6 30.8 25.9 31.4 32.5

Light diesel oil 0.16 17.0 17.0 17.2 14.0 14.0 14.0

Lubricants 0.16 3.7 4.1 25.3 25.3 25.3 25.8

Bitumen 0.15 43.0 44.4 54.0 55.6 56.6 58.1

Electricity 5.48 4.5 4.5 4.5 -0.6 -0.6 -0.6
 

Source: CMIE, Office of Economic Advisor 
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Monsoons  

Uncertainty about monsoons typically has a direct impact on primary articles 

inflation in India. Unsurprisingly, primary articles inflation rose in June, as 

monsoon arrived late. Close to 25% of primary articles weight is to food grains. 

There was anecdotal evidence of hoarding in foodgrains, as rains first turned 

deficient and then excessive in parts of the country.  

Foodgrains inflation outstrips headline inflation  
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The low base effect has served to increase inflation further. During May and 

June of the previous year, primary articles actually faced deflation. As a result, 

primary articles inflation was at elevated levels in May and June of the current 

year, before it eased in July. A sudden rise in headline inflation in June to 5.44% 

on a rise in primary articles inflation prompted the government into action on the 

food front. It banned exports of sugar and pulses and imported more wheat. 

Recently, it took further measures to ensure that foodgrains inflation remains in 

check. It gave state governments the authority to limit the hoarding of 

foodgrains by individuals or institutions for trading purposes to keep inflation of 

these commodities under check.  

So far, primary articles inflation is still reflecting an upward bias. 

Primary articles inflation  

Weight Mar-06 Apr-06 May-06 Jun-06 Jul-06 Aug-06

Primary articles 22.03 4.8 4.8 6.8 7.4 4.6 6.0

Food articles 15.4 5.9 4.7 7.6 7.7 4.4 6.5
Food grains 5.01 9.0 8.9 9.9 8.2 7.3 9.3
Fruits & vegetables 2.92 0.6 -5.7 1.9 3.3 -2.9 3.4
Milk 4.37 1.9 1.9 5.5 6.7 2.9 4.1
Eggs, meat & fish 2.21 13.2 13.4 9.4 8.9 3.4 3.0
Condiments & spices 0.66 11.1 14.1 26.2 22.8 32.4 30.1
Other food articles 0.24 11.5 19.0 30.4 29.2 28.1 15.0

Non-food articles 6.14 -2.4 -0.6 0.7 1.8 0.5 3.0
Fibres 1.52 -0.4 2.8 -1.0 2.9 7.4 13.6
Oil seeds 2.67 -9.2 -6.6 -4.8 -5.2 -5.8 -4.4
Other non-food articles 1.95 3.7 4.0 7.6 9.0 3.9 5.5

Minerals 0.48 43.6 57.4 38.3 47.2 42.0 16.9
Metallic minerals 0.3 52.8 69.8 45.1 56.7 49.5 19.0
Other minerals 0.19 1.7 1.4 1.5 1.0 2.0 3.1

 

Source: CMIE, Bloomberg, Office of Economic Advisor 
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  Demand pull 
 

Headline inflation has so far been kept under check, primarily due to 

manufactured products. However, the group’s inflation has started rising this 

year, after remaining fairly subdued for at least one year. It has now been rising 

consistently since the beginning of the fiscal. Note that actual inflation levels still 

remain relatively subdued in comparison with other group’s inflation levels.  

 

While the cost-push argument holds, strong domestic demand has also played a 

part in keeping prices elevated. 

Manufactured products inflation  

Weight Mar-06 Apr-06 May-06 Jun-06 Jul-06 Aug-06

Manufactured products 63.75 1.9 1.9 2.6 3.2 3.4 3.6

Chemicals 11.93 3.3 2.5 2.9 3.9 4.3 4.4

Food products 11.54 1.0 2.5 3.0 2.0 0.9 0.7

Textiles 9.8 0.4 -0.2 0.3 1.5 2.0 2.4

Machinery & machine tools 8.36 3.2 3.2 3.5 3.3 4.1 3.2

Basic metals alloys & metals products 8.34 -0.6 -1.5 0.5 2.4 3.4 4.7

Transport equipment & parts 4.29 0.9 0.9 0.9 1.1 1.0 1.3

Non-metallic mineral products 2.52 9.6 11.5 11.8 13.4 13.1 13.0

Rubber & plastic 2.39 2.5 3.7 3.7 5.6 5.8 3.9

Paper 2.04 4.7 4.9 6.1 6.1 6.3 6.4

Beverages & tobacco 1.34 5.9 5.8 5.8 5.4 5.6 5.8
 

Source: CMIE, Bloomberg, Office of Economic Advisor 
 

Of the 11 major industry groups in manufactured products, our analysts believe 

that prices have been kept up by at least eight such industries. While all 

manufacturing industries have faced the heat of rising commodity prices globally, 

sustained domestic as well as international demand has enabled them to pass on 

their costs. So far, the cost increases have happened without any slowdown in 

growth. Chemicals, metals, and rubber and plastic are three industries that have 

shown supply side increases in prices. On the other hand, other industries like 

food products, beverages and tobacco, textiles, machinery, transport equipment 

and parts, non-metallic mineral products, and paper are on a net basis, demand 

driven. 

 

It is interesting to note that since manufactured products account for 64% of WPI 

inflation. Therefore, even small changes in its inflation levels lead to a significant 

impact on overall inflation.  
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 Where is inflation headed? 

 

We believe that inflation is likely to rise further over the next few months, as real growth 

remains sustains demand, cost pressures likely persist, and a low base effect.  

 

Domestic demand 

The current Indian scenario seems to suggest a situation of high economic growth 

feeding into inflation. This is evident from the high degree of correlation between 

industrial production and WPI inflation. The trend in industrial production and inflation, 

as measured by the half-yearly moving average, shows that industrial production 

closely leads WPI inflation (particularly for the period from 1994 to 2004).  

 

This is partly explained by the composition of WPI inflation. Nearly, 64% of the weight in 

WPI inflation is accorded to manufactured products. Industrial production captures 

most of these industries. The fact that the services sector does not get accounted for in 

the WPI, at least in part, explains the close co-movement. Nevertheless, it does 

suggest that continued economic growth is typically followed by rising inflation. 

 

However, the relationship seems to have weakened during the current phase. While 

industrial production has remained at relatively elevated levels, we have not seen 

inflation rising to that extent. It is only now that inflation has started showing signs of 

coming under pressure.  

 
Anecdotal evidence suggests that productivity gains across industries as well as cheap 

imports from China have contributed in keeping costs relatively lower, even while 

commodity prices like metals and fuel rallied. It is only now that a pass through of costs 

has started taking place.  

 
Past trends suggest that inflation is only set to rise further, as industrial production 

remains strong.  

 

Production leads inflation  
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Cost pressures 

Some softening in cost pressures is becoming visible. With global growth cooling from 

elevated levels till a few months ago, commodity prices have started declining. Crude oil 

prices are a case in point; they have dropped below USD 70/bbl, as global economic growth 

shows signs of slowing down and geo-political tensions ease. However, note that crude still 

remains a wild card since it is sensitive to any future developments on the geo-political front. 

Besides, we believe that the second round impact of rising oil prices has not entirely 

kicked in. A typical inflation cycle can occur in two phases – the first run up in prices is 

led by rising fuel prices and the second by the second round impact on other goods.  

Although metals prices have also been rising over the last three years, a global slowdown 

is likely to impact metal prices as well. So far, we have however witnessed little 

downward movement in commodity prices.   

Agricultural commodities in India like food grains are also facing the heat because of an 

erratic monsoon. While official figures are yet to be out, agricultural production is likely to 

have been affected by the skewed monsoon distribution during the current season. 

There is also some evidence of speculative hoarding of agricultural commodities for this 

reason. While the government has taken steps to ensure that primary articles inflation 

remains contained, despite that it has run up over the last few months. 
 

Crude prices impact WPI’s crude linked index  
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Rising metal prices 
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Low base effect 

Low inflation during last year has created a low base effect that is likely to exacerbate 

over the remaining part of the year. 
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 Outlook  

Inflationary trends are expected to persist over the course of the current fiscal, as 

demand pressures do not show any signs of coming off and commodity prices remain at 

relatively elevated levels. Our estimates suggest that inflation will be at about 6% Y-o-Y by 

December and stay at these levels till the end of the financial year. 

 

Given the current policy concerns on inflation, we expect both monetary and fiscal 

measures to step up in order to ensure that inflation remains in check. The combination 

of monetary and fiscal policy has been used in the current year so far with some degree 

of success. Interest rate hikes by the central bank combined with steps to ensure 

adequate availability of agricultural commodities managed to keep inflation contained. 

 

In order to check potential runaway inflation, we expect that the central bank will hike 

interest rates once more before the end of the fiscal FY07. On the fiscal front, we could 

see further measures with respect to exports/imports of agricultural commodities. Also, 

there could be some more cut back in government expenditure. This is likely to meet the 

two objectives of keeping fiscal deficit and inflation under control. 

 

Inflation and rates: inverse relation 
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Measures of inflation in India: CPI v/s WPI 

India’s headline measure of inflation is the Wholesale price index (WPI). In this, it is distinct from 

most other economies in the world. Typically, Consumer Price Index (CPI) is the preferred inflation 

measure. While CPI exists for India as well, the WPI is given preference. The WPI wins over the CPI 

on the frequency, the relatively recent base year and the fact that is one holistic measure. 

The WPI is a weekly measure of inflation, while the CPI is updated only monthly. It is also a 

single measure as opposed to four different variants of the CPI. The CPI has variants to cater 

to the segmented socio-economic consuming classes in India. These are CPI-Industrial 

workers, CPI-Urban Non-manual employees, CPI-agricultural workers and CPI-rural labourers.  

Until recently, all the CPI indices suffered the problem of a significantly backdated base. 

However, recently the base for CPI-IW has been brought forward to 2001. This is likely to 

make the CPI more reflective of current consumption trends, since it captures the present 

consumption basket.  

Recent trends show that the CPI IW has been higher than the WPI index for more than one 

year now. With the wholesale price index reflecting producer prices, faster rising CPI suggests 

some easing in producers’ margins. This seems consistent with our belief that demand 

pressures have been hardening in the economy along with a fast pace of growth. 

Note that the WPI index is not without its drawbacks – it covers only the agriculture and 

industrial sectors, leaving out the services sector entirely. The fact that services contribute 

more than 50% to India’s GDP reflects how far the WPI maybe skewed. However, at present it 

is the most relevant index for india’s inflation. The government is currently working on a 

services sector index as well. Once that is made available, we will be able to view the 

country’s inflation with greater precision . 

CPI ahead of WPI 
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Inflation tending upwards 
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