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Abstract: This paper examines the long-run and short-run causal relationship among
money supply, inflation and price level in India using a long series data from 1960 to
2016 using the ADF unit root test, Johansen cointegration test, Granger causality test
and vector error correction method. The ADF test results show that the variables are non-
stationary at levels but stationary at first difference without trend. The Johansen
cointegration test shows cointegration among the variables. The Granger causality test
reveals that a directional causality exists between money and output, and unidirectional
causation between inflation and output. The results of cointegration test shows that there
is one cointegrating equation at 5 percent level of significance, meaning that there is
long-term stable relationship among the three variables - price level, output and inflation.
The VECM results show short-run causality from money supply to price level. The speed
of adjustment or correction of any short-run disequilibrium in money supply towards
long-run equilibrium is 5.3 percent per year.

Key words: money supply, inflation, economic growth, causality, tests, VECM,
disequilibrium, adjustment.
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Variable Definition Mean Std. dev.

Variable At levels At first difference
With intercept With intercept With trend and intercept None

Note:
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Hypothesised no. of Trace statistic Eigen value statistic
cointegrationequations

Trace 0.05 Prob. Maximum 0.05 Prob.
statistic  critical value  eigen critical

statistic value

Note: 

Lag LogL LR FPE AIC SC HQ

Note:
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ln 3( 1) 5.115 0.614ln ( 1) 0.419ln ( 1)

(2.83) (9.46)

M GDP CPI

Note:
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Null Hypothesis F-statistic Probability Decision

Note:

Variable D(lnM3) D(lnCPI) D(lnGDP)

Note:
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Period Standard error lnM3 lnCPI lnGDP

contd. table 7
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