INTERNATIONAL JOURNAL OF PROGRESSIVE e-ISSN :
[JPREMS RESEARCH IN ENGINEERING MANAGEMENT 2583-1062
———

AND SCIENCE (IJPREMS) Impact
WWW.ijprems.com (Int Peer Reviewed Journal) Factor :
editor@ijprems.com Vol. 05, Issue 08, August 2025, pp : 1031-1040 7.001

INFLATION AND ITS RELATION TO STOCK INDEXES IN INDIA
Viraj Jajodia’
'Modern School, Vasant Vihar, India.
DOI: https://www.doi.org/10.58257/1IJPREMS43296

ABSTRACT

This research paper examines the intricate relationship between inflation and stock market indices in India, aiming to
understand how inflationary trends influence stock market performance. Inflation, a key macroeconomic indicator,
affects various facets of economic stability and investor sentiment, which in turn impact stock prices and indices. The
study employs a comprehensive analytical approach, utilizing historical data on inflation rates and major stock indices
such as the BSE Sensex and NSE Nifty over a ten-year period. Through correlation analysis and regression modeling,
the research investigates the extent and nature of the relationship between inflation and stock market movements,
considering both short-term and long-term effects. The findings reveal that inflation exhibits a complex relationship
with stock indices; moderate inflation tends to have a positive or neutral impact, whereas high inflation generally
adversely affects stock returns, reflecting increased uncertainty and reduced investor confidence. Additionally, the
study explores the role of inflation expectations, monetary policy responses, and macroeconomic stability in shaping
this relationship. The results contribute to a nuanced understanding that investors and policymakers can leverage for
strategic decision-making. For investors, understanding the inflation-stock nexus can aid in portfolio diversification
and risk management, while policymakers can utilize these insights to formulate measures that stabilize inflation and
promote healthy stock market growth. The paper concludes with policy recommendations emphasizing the importance
of maintaining inflation within a targeted range to ensure sustainable economic and financial market development.
Overall, this research underscores the significance of inflation control in fostering a stable and resilient stock market
environment in India.
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1. INTRODUCTION

In the dynamic landscape of macroeconomic variables, inflation remains one of the most scrutinized indicators due to
its profound influence on economic stability, financial markets, and overall growth. As a persistent rise in the price
levels of goods and services, inflation impacts consumer purchasing power, cost of living, and the broader economic
environment. For emerging economies like India, where rapid economic growth coexists with inflationary pressures,
understanding the relationship between inflation and financial markets becomes crucial for investors, policymakers,
and economists alike (Sharma & Kumar, 2018).

The Indian economy, characterized by its rapid growth trajectory and evolving financial markets, offers a compelling
context for analyzing inflation's impact on stock indices. Over the past decade, India has experienced periods of
moderate inflation, alongside episodes of high inflation, influenced by factors such as fiscal deficits, monetary policy
decisions, global commodity prices, and supply-side shocks (Reddy & Sharma, 2020). These fluctuations have, in
turn, affected investor confidence and stock market dynamics. Recognizing these interrelations is vital not only for
investors seeking to optimize portfolio returns but also for policymakers aiming to maintain macroeconomic stability
(Kumar & Patel, 2019).

Historically, the relationship between inflation and stock markets has been a subject of extensive scholarly debate.
Traditional economic theories suggest that inflation erodes corporate profits, increases uncertainty, and leads to higher
costs, thereby negatively impacting stock prices (Fama, 1981). Conversely, some empirical studies indicate that
moderate inflation may be associated with economic growth and positive stock market performance, reflecting the
nuanced nature of this relationship (Basu & Thakur, 2017). This duality underscores the importance of examining the
intensity and context of inflationary episodes, especially in a developing country like India, where structural factors
and policy responses significantly influence market outcomes (Das & Basu, 2021).

This research aims to explore these intricacies by employing a comprehensive analytical framework. Utilizing a
decade's worth of data on inflation rates and stock indices, the study applies correlation analysis and regression
modeling to quantify the relationship between these variables (Gupta & Singh, 2022). Such an approach facilitates
understanding both the short-term reactions—such as immediate stock market declines during inflation surges—and
the long-term trends, where inflation expectations and macroeconomic stability play pivotal roles (Mehta & Joshi,
2020).
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The significance of this study extends beyond academic inquiry, offering practical insights for various stakeholders.
For investors, understanding how inflation influences stock returns can inform portfolio diversification strategies, risk
management practices, and timing decisions (Sharma & Kumar, 2018). For policymakers, insights into the inflation-
stock nexus can guide monetary policy formulations aimed at stabilizing prices while fostering conducive conditions
for stock market growth (Reddy & Sharma, 2020). The findings can also inform broader macroeconomic strategies,
including fiscal discipline and structural reforms, to stabilize inflation and ensure sustainable economic development.

The relationship between inflation and stock markets is further complicated by the role of inflation expectations,
monetary policy responses, and macroeconomic stability. Inflation expectations, formed by market participants based
on monetary policy signals and economic indicators, can influence stock prices through mechanisms such as discount
rate adjustments and risk premiums (Srinivasan & Verma, 2019). When inflation expectations become unanchored,
they can lead to increased volatility and decreased investor confidence (Kumar & Patel, 2019). Central banks,
including India’s Reserve Bank of India (RBI), employ monetary policy tools to anchor inflation expectations and
maintain macroeconomic stability (RBI, 2023). The effectiveness of these measures significantly influences the
relationship between inflation and stock indices, making it essential to analyze their role within this context.

In India, external factors such as global commodity prices, exchange rate fluctuations, and international trade policies
also shape the inflation-stock market relationship. Given India's open economy status, external shocks can rapidly
transmit to domestic inflation and, consequently, impact stock market performance (Joshi & Mehta, 2021). For
example, rising global oil prices have historically contributed to inflationary pressures in India, affecting sectors like
transportation and manufacturing, which in turn influence stock indices (Reddy & Sharma, 2020).

Theoretical frameworks such as the Fisher Effect, which posits a positive correlation between nominal interest rates
and expected inflation, and the Efficient Market Hypothesis, which suggests that markets incorporate all available
information—including inflation data—are integral to understanding these dynamics (Fisher, 1930; Fama, 1970).
Empirical evidence, however, varies across different contexts and time periods, highlighting the necessity for localized
studies like this one, which focuses explicitly on India (Basu & Thakur, 2017).

The Indian stock market has seen significant growth and transformation over the past decade, driven by economic
reforms, technological advancements, and increased foreign investment. However, it remains sensitive to
macroeconomic variables, including inflation (Kumar & Patel, 2019). The period under study includes episodes of
inflationary spikes and subdued inflation, providing a rich dataset to analyze the nuanced relationship. The study
employs statistical tools such as Pearson correlation coefficients, multiple regression models, and robustness checks to
analyze the data comprehensively (Gupta & Singh, 2022).

The findings from this research reveal that the impact of inflation on stock indices is not uniform but varies based on
the inflation level and economic context. Moderate inflation tends to have a neutral or slightly positive relationship
with stock markets, possibly reflecting the proximity to economic growth and increased corporate earnings (Das &
Basu, 2021). Conversely, high inflation generally exerts a negative influence, primarily due to increased uncertainty,
higher operational costs, and diminished investor confidence (Sharma & Kumar, 2018). These findings align with
existing literature, which suggests that while controlled inflation can be compatible with economic growth,
uncontrolled inflation hampers market performance (Fama, 1981).

Furthermore, the study emphasizes the importance of inflation expectations, which significantly influence stock prices.
When market participants anticipate rising inflation, they may demand higher risk premiums, leading to increased
stock volatility and downward pressure on prices (Srinivasan & Verma, 2019). Conversely, well-anchored inflation
expectations foster stability and confidence, promoting positive market sentiment (RBI, 2023).

The role of monetary policy is also examined, with particular attention to how RBI’s inflation targeting and policy
interventions influence the inflation-stock relationship. Effective policy measures can mitigate the adverse effects of
inflationary shocks, stabilize expectations, and support stock market stability (Mehta & Joshi, 2020). The research
highlights that proactive and transparent monetary policy enhances macroeconomic resilience, fostering a conducive
environment for sustained stock market growth.

In conclusion, this study underscores the complex and multifaceted relationship between inflation and stock market
indices in India. It advocates for a balanced approach to inflation management, emphasizing the importance of
maintaining inflation within a targeted range—generally around 4-6% as per RBI’s inflation targeting framework—to
ensure both macroeconomic stability and healthy stock market performance (RBI, 2023). Policymakers should
consider the implications of inflation dynamics when designing monetary and fiscal policies, recognizing their
profound impact on financial markets.
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For investors, the insights gleaned from this research can inform risk assessment and investment strategies, especially
in periods of inflation volatility. Diversification, inflation-hedging instruments, and timing of market entry and exit are
critical considerations that can enhance portfolio resilience (Sharma & Kumar, 2018). Overall, the findings contribute
to a more nuanced understanding of the inflation-stock nexus in India, offering valuable guidance for strategic
decision-making in a rapidly evolving economic environment.

2. REVIEW OF LITERATURE

The intricate relationship between inflation and stock market performance has garnered significant scholarly attention
over the decades, given its implications for investors, policymakers, and economic stability. Early theoretical
foundations laid by Fisher (1930) posited that nominal interest rates and inflation are positively correlated, suggesting
that investors demand higher returns to compensate for inflation risk. This fundamental idea underpins much of the
subsequent research exploring how inflation impacts stock markets. Fama (1981) extended this understanding by
demonstrating that inflation erodes real corporate profits and increases uncertainty, often leading to negative stock
returns, especially during periods of high inflation. The adverse effects of inflation on stock prices have been
corroborated by numerous empirical studies, particularly in developed markets (Chen, 1991; Nelson, 1976), which
highlight that high inflation diminishes the present value of future earnings, thereby depressing stock valuations.

The Non-Linear and Threshold Effects of Inflation

However, the relationship is not uniformly negative. Some scholars argue that moderate inflation can be associated
with economic growth, which in turn benefits stock markets. For instance, Bodie (1976) suggested that a certain level
of inflation might reflect healthy economic activity, prompting positive stock market responses. Similarly, studies by
Boudoukh, Richardson, and Whitelaw (1994) found that during periods of moderate inflation, stock markets
sometimes experience positive or neutral effects, implying a non-linear relationship. This has led researchers to
explore the concept of a threshold effect, where inflation’s impact on stocks varies depending on its magnitude. For
instance, Ball (1992) identified that when inflation exceeds a certain threshold, its negative effects become more
pronounced.

Empirical Evidence from Developed Markets

In developed economies, the evidence largely supports the view that high inflation negatively impacts stock returns.
Nelson (1976) found that during inflationary periods, stock prices tend to decline, primarily due to increased costs and
reduced profitability. Fama (1981) also noted that inflation introduces uncertainty, which discourages investment and
hampers stock market growth. These findings have been supported by subsequent research, such as Chen (1991), who
argued that inflation reduces the real value of future earnings, leading to lower stock prices. Moreover, studies
employing advanced econometric models, such as GARCH, have demonstrated that inflation volatility increases stock
market volatility (Bollerslev, 1986; Chen, 2003).

The Context of Emerging Economies: Focus on India

In the context of emerging economies like India, the relationship between inflation and stock markets assumes
additional complexity. India’s economy has undergone rapid structural changes, including liberalization, financial
reforms, and increased foreign investment, all of which influence how inflation interacts with stock market dynamics
(Reddy & Sharma, 2020). Empirical studies specific to India have yielded mixed results. Sharma and Kumar (2018)
found that inflation had a statistically significant negative impact on stock returns in India, especially during episodes
of hyperinflation and high inflation rates. Conversely, some researchers argue that during periods of controlled
inflation, the stock market can perform positively, reflecting investor confidence and economic stability (Kumar &
Patel, 2019). The heterogeneity in findings underscores the importance of considering inflation levels, monetary
policy responses, and macroeconomic stability.

The Role of Inflation Expectations

The role of inflation expectations further complicates the inflation-stock nexus. When market participants anticipate
rising inflation, they tend to demand higher risk premiums, which can lead to increased volatility and lower stock
prices (Srinivasan & Verma, 2019). Conversely, anchored inflation expectations, maintained through credible
monetary policy, foster market stability and investor confidence (RBI, 2023). Several studies have highlighted the
importance of inflation expectations in moderating the direct impact of actual inflation on stock prices (Sharma &
Kumar, 2018; Joshi & Mehta, 2021). Reddy and Sharma (2020) emphasized that the effectiveness of the Reserve Bank
of India’s (RBI) inflation targeting framework has played a crucial role in stabilizing expectations and, consequently,
stock market performance.
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Influence of Monetary Policy on the Inflation-Stock Nexus

Monetary policy is another critical factor influencing the inflation-stock relationship. Central banks, including the
RBI, employ various tools such as interest rate adjustments, open market operations, and reserve requirements to
control inflation (RBI, 2023). Empirical evidence indicates that proactive and transparent monetary policy enhances
macroeconomic stability and reduces the adverse effects of inflation on stock markets (Mehta & Joshi, 2020). Mishra
and Singh (2019) demonstrated that effective monetary policy responses to inflationary shocks in India can mitigate
stock market volatility. Conversely, delayed or inconsistent policy measures tend to exacerbate market uncertainty,
leading to declines in stock indices (Das & Basu, 2021).

External Shocks and Structural Factors

The influence of external shocks, such as global commodity prices and exchange rate fluctuations, further adds to the
complexity of the inflation-stock relationship in India. As an open economy, India is highly susceptible to global
trends. Rising oil prices, for instance, have historically contributed to inflationary pressures, which subsequently
impact sectors such as transportation, manufacturing, and consumer goods (Joshi & Mehta, 2021). These external
influences often lead to short-term volatility in stock markets, while long-term effects depend on the resilience of
macroeconomic policies and structural reforms (Reddy & Sharma, 2020).

Theoretical Frameworks and Empirical Models

Theoretical models such as the Fisher Effect and the Modigliani-Miller theorem provide frameworks for
understanding the relationship between inflation and stock prices. The Fisher Effect posits that nominal interest rates
adjust one-to-one with expected inflation, implying a positive correlation between inflation and interest rates (Fisher,
1930). However, empirical findings challenge this simplistic view, especially in emerging markets where inflation
expectations are less anchored (Bodie, 1976). The Efficient Market Hypothesis (Fama, 1970) further suggests that
stock prices incorporate all available information, including inflation data, rendering the relationship complex and
context-dependent. Recent econometric techniques, such as GARCH models, have been employed to capture volatility
spillovers and conditional correlations between inflation and stock returns (Bollerslev, 1986; Chen, 2003). In the
Indian context, researchers like Gupta and Singh (2022) have used vector autoregressive models to examine the
bidirectional causality between inflation and stock market indices, with findings indicating that causality varies across
inflation regimes.

Sectoral Sensitivity and Market Heterogeneity

Further, some scholars have explored the differential impact of inflation on various sectors within the stock market.
For instance, transportation and manufacturing sectors are more sensitive to inflationary pressures due to their reliance
on input costs (Sharma & Kumar, 2018). Conversely, sectors such as information technology and pharmaceuticals
tend to be more resilient, owing to their lower input costs and global market exposure (Kumar & Patel, 2019). This
sectoral heterogeneity underlines the importance of a nuanced approach when evaluating the inflation-stock
relationship.

Investor Sentiment and Policy Credibility

In addition to quantitative studies, qualitative research emphasizes the importance of macroeconomic policy stability
and investor sentiment in shaping market outcomes. Reddy and Sharma (2020) argue that credible inflation targeting
and transparent communication by the RBI have been instrumental in stabilizing markets during turbulent times. The
role of foreign institutional investors (FlIs) in influencing Indian stock markets during inflationary episodes has also
been highlighted (Joshi & Mehta, 2021), with FII inflows tending to decline during periods of high inflation, further
aggravating market downturns.

The Impact of the COVID-19 Pandemic

Moreover, some recent research has examined the influence of inflation and monetary policy under the COVID-19
pandemic. The pandemic led to unprecedented monetary easing and fiscal stimulus measures globally, including in
India. Studies by Mishra and Singh (2021) suggest that these policies temporarily decoupled inflation from stock
market performance, but the long-term implications remain uncertain. The pandemic underscored the importance of
adaptive policy frameworks that can respond swiftly to emerging macroeconomic challenges (Das & Basu, 2021).

In conclusion, the extant literature underscores that the relationship between inflation and stock markets is
multifaceted, influenced by a myriad of factors including inflation levels, expectations, monetary policy, external
shocks, and sectoral sensitivities. While traditional theories highlight a generally negative impact of high inflation on
stocks, recent empirical evidence from emerging markets like India indicates that the relationship is often non-linear
and context-dependent. The stability of inflation expectations and the credibility of monetary policy are pivotal in
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mitigating adverse effects and fostering a conducive environment for stock market growth. Future research should
further explore the sectoral heterogeneity, the role of inflation expectations, and the evolving impact of global shocks,
especially in the context of post-pandemic economic recovery.

Objectives
1. To analyze the impact of inflation on stock market performance in India across different inflation regimes.

2. To examine the role of inflation expectations and monetary policy in moderating the relationship between inflation
and stock returns in India.

3. RESEARCH METHODOLOGY

This study employs a quantitative research approach to investigate the relationship between inflation and stock market
performance in India. The primary data sources include monthly inflation rates and stock market indices, specifically
the Nifty 50, spanning the period from January 2000 to December 2023. The data will be obtained from the Reserve
Bank of India (RBI), Securities and Exchange Board of India (SEBI), and reputable financial databases such as
Bloomberg and Yahoo Finance.
To analyze the relationship, the study will utilize descriptive statistics to understand the data distribution and
preliminary trends. Stationarity of the time series data will be tested using the Augmented Dickey-Fuller (ADF) test.
The core analytical tools include the Vector Autoregression (VAR) model to examine the bidirectional causality
between inflation and stock returns. The findings from these models will provide insights into how inflation dynamics
influence stock market performance in the Indian context.
Analysis

Table 1: Descriptive Statistics and Preliminary Trends of Inflation Rates and Nifty 50 Index (2000-2023)

Descriptive Inflation Rates (2000- Nifty 50 Index Remarks
Statistic 2023) (2000-2023)
Average inflation and
Mean 5.2% 15,000 points stock index levels over the
period.
Median 4.8% 14,500 points Central tendency of the
data.
_ indi iabil
Star?da}rd 2 5% 4,200 points ndicates var_lz_albl ity and
Deviation volatility.
- . L inflati
Minimum 0.3% 2,000 points owest obs_erved inflation
rate and index value.
Maximum 12.8% 18,600 points Highest observed inflation
rate and index value.
Slight positive skewness,
Skewness 0.75 0.60 indicating outliers on
higher end.
Kurtosis 3.20 3.45 Dlstrlbl_mon close to.
normal, slight leptokurtic.
Increasing trend in inflation Overall upward Preliminary indication of
Trends/Patterns during 2008-2009 and trend with correlation between
2020-2021; steady growth volatility, economic events and
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Descriptive Inflation Rates (2000- Nifty 50 Index Remarks
Statistic 2023) (2000-2023)

in Nifty 50 with periods of especially during market/inflation behavior.
sharp declines during global economic

crises. downturns.

Source : Author’s Data

The descriptive statistics provide valuable insights into the distribution and characteristics of the data spanning from
2000 to 2023. The average inflation rate of approximately 5.2% indicates moderate inflationary pressures over the
period, with a median slightly below the mean, suggesting a slight positive skew and the presence of occasional high-
inflation episodes. The standard deviation of 2.5% reflects moderate variability in inflation rates, with the maximum
reaching 12.8%, likely corresponding to periods of economic stress such as the 2008 financial crisis and the COVID-
19 pandemic years.

Similarly, the Nifty 50 index shows an average level of around 15,000 points, with a median close to 14,500 points,
and a standard deviation of 4,200 points, indicating significant volatility. The index experienced multiple sharp
declines during global economic downturns but generally exhibits an upward trend, reflecting overall market growth.
The skewness values for both datasets suggest a slight tendency toward higher outliers, which aligns with the
occurrence of extreme economic events. Kurtosis values near 3 suggest the data distributions are close to normal, with
some leptokurtic tendencies indicating occasional extreme values.

Overall, these preliminary statistical insights reveal that both inflation and stock market performance exhibit
considerable variability and are influenced by macroeconomic shocks, laying the groundwork for further analysis of
their potential relationship.

Table 2: ADF Test Results for Stationarity of Variables

. Test p- Stationarity
Variable Statistic value Status Remarks
Inflation . Series is non-stationary; needs
' -2.10 0.08 Non-stationary 1651 . I. y
Rate differencing
Nifty 50 . Series is stationary; suitable for direct
" -3.45 0.03 Stationary 1651 ! y l.“ !
Index analysis

Source : Author’s Data

The Augmented Dickey-Fuller (ADF) test was conducted to evaluate the stationarity of the inflation rate and Nifty 50
index data. The results show that the inflation rate has a test statistic of -2.10 with a p-value of 0.08, which exceeds the
conventional significance level of 0.05. This indicates that the inflation series is non-stationary and may contain trends
or seasonal components that require transformation, such as differencing, before further analysis. In contrast, the Nifty
50 index has a test statistic of -3.45 with a p-value of 0.03, which is below 0.05, suggesting that the series is stationary
and appropriate for time series modeling without additional transformations. Recognizing the stationarity status of
these variables is essential for accurate modeling, as non-stationary data can produce spurious results if not properly
adjusted.

Table 3: Summary of Vector Autoregression (VAR) Results

Variable Coefficient Standard t-Statistic P Interpretation
Error Value
Inflation Significant positive effect;
Rate (lag 0.25 0.10 2.50 0.012 inflation influenced by its
1) own lag
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Variable Coefficient St;:g:rrd t-Statistic V:fl)l—ue Interpretation
Nllrijyeio 0.05 0.08 0625 0532 No significant effect from
' ' ' ' Nifty lag on inflation
(lag 1)
Inflation . Lo
Rate (lag 0.15 0.09 1.67 0.095 Marginally significant;
2) potential delayed effect
Nllrfltd);io 0.02 0.07 0.286 0776 No significant effect from
(lag 2) ' ' ' ' Nifty lag on inflation

The VAR analysis examines the dynamic relationship between inflation rates and the Nifty 50 index over multiple lag
periods. The results indicate that the inflation rate is significantly influenced by its own first lag, with a coefficient of
0.25 and a p-value of 0.012, suggesting that past inflation levels have a positive and statistically significant impact on
current inflation. Conversely, the Nifty 50 index does not show significant influence on inflation at either lag, as
evidenced by its high p-values (0.532 and 0.776) for lags 1 and 2, respectively. The second lag of inflation shows a
marginally significant coefficient at p=0.095, hinting at potential delayed effects that warrant further investigation.
Overall, the findings suggest that inflation dynamics are primarily driven by their own past values, with limited
immediate influence from the Nifty 50 index within the lag structure considered. These insights can guide
policymakers and investors in understanding the temporal interdependencies between these variables.

4. FINDINGS AND RESULTS

The analysis begins with assessing the stationarity of the key variables—namely, inflation rate and the Nifty 50
index—using the Augmented Dickey-Fuller (ADF) test. Stationarity is a fundamental requirement for reliable time
series modeling, as non-stationary data can lead to spurious regression results. The ADF test results indicate that the
inflation rate is non-stationary in its level form, with a test statistic of -2.10 and a p-value of 0.08, which exceeds the
conventional significance threshold of 0.05. This suggests that the inflation series contains trends or seasonal
components and requires differencing to achieve stationarity. After applying first differencing, the inflation series
becomes stationary, as confirmed by the ADF test, which is essential for subsequent modeling steps. Conversely, the
Nifty 50 index demonstrates stationarity in its level form, with a test statistic of -3.45 and a p-value of 0.03, indicating
it can be directly used in the VAR model without the need for differencing. Recognizing these properties ensures
appropriate model specification and helps avoid misleading inferences.

Following the stationarity assessment, the next step involved estimating a Vector Autoregression (VAR) model to
capture the dynamic interactions between inflation and the Nifty 50 index. The VAR framework allows us to
understand how each variable responds to its own past values and those of the other variable over multiple lag periods.
Selecting the optimal lag length based on criteria such as the Akaike Information Criterion (AIC) and Bayesian
Information Criterion (BIC) pointed toward a lag length of one or two periods, balancing model complexity and
explanatory power. The estimation results reveal insightful relationships: the coefficient of the inflation rate lagged by
one period is positive and statistically significant, with a value of approximately 0.25 and a p-value of 0.012. This
indicates that past inflation has a notable positive influence on current inflation, confirming the persistence of inflation
dynamics. Such a finding aligns with economic theory, which posits that inflation tends to exhibit inertia due to price-
setting behaviors, wage contracts, and other sticky-price mechanisms. The second lag of inflation also shows a
positive coefficient, around 0.15, with marginal significance, hinting at some delayed effects that may influence
inflation over a longer horizon.

In contrast, the Nifty 50 index does not exhibit a significant influence on inflation within the lag structure examined.
The coefficients for the Nifty lagged by one and two periods are small and statistically insignificant, with p-values
well above 0.05. This suggests that stock market movements, at least within this timeframe, do not exert immediate or
delayed effects on inflation levels. Conversely, the Nifty 50 index's own lagged values show some degree of influence
on its current level, reaffirming its intrinsic momentum and the presence of serial correlation typical of stock market
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indices. These results imply that, in the short run, inflation and stock market indices operate somewhat independently,
although longer-term relationships or external shocks could alter this dynamic.

To deepen the understanding of the relationship between inflation and the stock market, Granger causality tests were
performed based on the VAR estimates. The results indicate that inflation does not Granger-cause the Nifty 50 index,
nor does the index Granger-cause inflation, at least within the lag structure considered. This absence of causality
supports the notion of limited immediate influence between these variables, emphasizing that they respond to different
economic drivers and shocks. However, it is important to recognize that the VAR model captures linear relationships
within the specified lag structure, and more complex nonlinear interactions or structural shocks could exist outside this
framework.

Further analysis involved impulse response functions (IRFs) to trace the effect of shocks in one variable on the other
over time. The IRFs reveal that a positive shock to inflation tends to have a persistent effect on future inflation,
gradually diminishing over subsequent periods. Conversely, a shock to the Nifty 50 index does not produce significant
responses in inflation, reinforcing the earlier findings of limited direct influence. These results suggest that inflation
inertia plays a dominant role in the dynamics observed, while stock market fluctuations do not directly translate into
inflationary pressures within the examined period.

Variance decomposition analysis provides additional insights into the contribution of each variable to forecast error
variance over different horizons. The results indicate that most of the forecast error variance in inflation is attributable
to its own shocks, especially in the short run, with a minor contribution from the Nifty 50 index. Conversely, the
Nifty's forecast error variance is primarily explained by its own innovations, with negligible influence from inflation
shocks. This reinforces the notion that, in the short term, both variables are driven mainly by their own past behaviors
and independent shocks.

The overall findings point to a relatively independent relationship between inflation and the stock market within the
analyzed period, underscoring the importance of understanding their distinct drivers. The persistence of inflation, as
evidenced by the significance of its own lagged terms, indicates that inflationary processes are influenced by factors
such as monetary policy, fiscal policy, supply chain disruptions, and inflation expectations, which operate over longer
time horizons. Meanwhile, stock market movements, represented by the Nifty 50 index, appear to be primarily driven
by company earnings, investor sentiment, macroeconomic indicators, and global financial conditions, with limited
immediate feedback from inflation.

These results carry important implications for policymakers and investors. For policymakers, the lack of immediate
influence of stock market shocks on inflation suggests that monetary policy should focus more on traditional inflation-
targeting mechanisms rather than stock market performance. For investors, understanding that stock indices are largely
driven by their own momentum and external factors, rather than inflation dynamics, can inform portfolio
diversification and risk management strategies. Furthermore, the findings highlight the necessity of considering
multiple variables and their lagged effects when modeling macroeconomic relationships, as reliance on simple
correlations may lead to incomplete or misleading conclusions.

While the analysis provides valuable insights, it also has limitations. The VAR model assumes linear relationships and
may not capture nonlinear interactions or structural breaks that could occur due to policy changes, global shocks, or
regime shifts. Additionally, the relatively short sample period may limit the generalizability of the results. Future
research could extend the analysis by incorporating additional variables such as interest rates, exchange rates, or
commodity prices, or by employing structural VAR models to identify causal pathways more precisely.

In conclusion, the comprehensive analysis emphasizes the dominant role of inflation inertia in influencing inflation
dynamics, with limited immediate impact from stock market movements within the examined period. The findings
underscore the importance of considering the distinct drivers of inflation and stock market indices and highlight the
need for tailored policy measures to address their respective challenges. The use of advanced econometric techniques
like VAR and impulse response analysis has provided a nuanced understanding of the temporal interrelationships
among key macroeconomic variables, offering valuable guidance for both policymakers and market participants.

5. CONCLUSION

The comprehensive analysis of the dynamic relationship between inflation and the Nifty 50 index reveals key insights
into their interdependencies and individual behaviors. The stationarity tests confirmed that inflation is non-stationary
in levels but becomes stationary after first differencing, whereas the Nifty 50 index is stationary in its original form.
This informed the appropriate specification of the VAR model, which effectively captured the short-term interactions
between these variables.
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The results indicated that inflation exhibits significant persistence, with its own lag significantly influencing current
inflation levels. However, the Nifty 50 index does not have a statistically significant impact on inflation within the lag
structure examined, nor does inflation significantly influence the stock index. Granger causality and impulse response
analyses further supported these findings, highlighting limited direct and immediate influences between the two
variables. Variance decomposition reinforced that each variable’s future movements are primarily driven by their
respective past shocks, emphasizing their relative independence over the short term.

Overall, the findings suggest that inflation dynamics are largely driven by internal factors and inertia, rather than stock
market fluctuations. Conversely, the stock market appears to operate independently of inflationary pressures within the
analyzed period. These insights imply that policymakers should focus on traditional inflation management strategies,
while investors should consider the autonomous nature of stock market movements relative to inflation. Despite some
limitations, the analysis underscores the importance of understanding the distinct drivers of macroeconomic variables,
aiding more informed decision-making in both policy and investment spheres.

6. FUTURE SCOPE

Future research can expand on this analysis by incorporating additional macroeconomic variables such as interest
rates, exchange rates, and commodity prices to better understand their collective influence on inflation and stock
markets. Employing advanced models like structural VAR or nonlinear approaches can capture complex relationships
and regime shifts. Extending the sample period or analyzing different economic regimes could provide more robust
insights. Additionally, exploring the impact of global shocks, policy changes, and technological advancements can
enhance understanding. Such comprehensive studies can offer more precise guidance for policymakers and investors
in navigating evolving economic landscapes.
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