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ABSTRACT 

Food price contributes the largest share in the general price index in developing 

countries. Consequently, the nature of food price dynamics, global and domestic food 

price and volatility transmission influence the general price inflation. The main 

objective of the study is to examine food price dynamics and inflation in Sri Lanka for 

the period of 2003M1-2014M12 by focusing on two perspectives: i) long memory of 

food price inflation and ii) food price transmission.  This study attempts to examine 

specifically (i) the long memory properties of food price dynamics, (ii) the 

transmission of global food price dynamics to domestic prices, (iii) the transmission 

of global food price volatility to domestic prices, and (iv) the spillover effects of 

domestic food prices on overall consumer price. Rescaled range statistic, Geweke and 

Porter–Hudak statistic, Local Whittle estimator, autoregressive fractional integrated 

moving average model and fractional integrated generalised autoregressive 

conditional heteroscedastic model were used to estimate the long memory parameter 

of the food price series. Cointegration technique, error correction models, Granger 

causality analysis, and impulse response function analysis (IRF) were employed to 

investigate the price transmission effects. The long memory analysis shows that all 

food price and volatility series possess long memory. The cointegration and causality 

analysis show that the global food price and volatility transmit significantly to the 

domestic prices. In addition, the results also reveal that the domestic food prices 

influence positively and significantly the overall consumer price.  IRF analysis also 

shows that there is a positive shock of global food price on the domestic prices which 

lasts for longer periods. Hence, the policy makers are recommended to take into 

account food prices in computing core inflation which is used for monetary policy in 

Sri Lanka. 
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ABSTRAK 

 
Harga makanan  menyumbang  sebahagian terbesar dalam  indeks harga umum di 

negara-negara membangun. Oleh itu, sifat dinamik harga makanan, harga makanan 

global dan domestik dan transmisi turun naik mempengaruhi inflasi harga umum. 

Objektif utama kajian ini adalah untuk mengkaji dinamik harga makanan dan inflasi 

di Sri Lanka bagi tempoh 2003M1-2014M12 dengan memberi tumpuan kepada dua 

perspektif  iaitu (i) memori jangka panjang  inflasi harga makanan, (ii) transmisi harga 

makanan. Kajian ini bertujuan untuk mengkaji secara khusus (i) sifat-sifat memori 

jangka panjang  dinamik harga makanan, (ii) transmisi dinamik harga makanan global 

kepada harga domestik,  (iii) transmisi turun naik harga makanan global kepada harga 

domestik, dan (iv) kesan limpahan harga makanan domestik pada harga pengguna 

secara keseluruhannya. Statistic julat pengkalaan semula, statistik Geweke dan Porter-

Hudak, peramal Whittle tempatan, model purata autoregresif pecahan  bersepadu 

bergerak  dan model pecahan bersepadu umum autoregresif  heteroskedastik bersyarat 

digunakan untuk menganggar parameter memori jangka panjang siri harga makanan.  

Teknik kointegrasi, model pembetulan ralat, analisis sebab-akibat Granger dan 

analisis fungsi tindak balas dorongan (IRF) telah digunakan untuk menyelidik kesan 

transmisi harga. Analisis memori jangka panjang menunjukkan bahawa semua harga 

makanan dan turun naik siri memiliki memori jangka panjang. Analisis kointegrasi 

dan analisis sebab-akibat menunjukkan bahawa harga makanan global dan transmisi  

turun naik adalah  signifikan bagi harga domestik. Di samping itu, keputusan juga 

menunjukkan bahawa secara keseluruhannya harga makanan domestik mempengaruhi 

harga pengguna secara positif dan signifikan. Analisis IRF pula menunjukkan bahawa 

terdapat satu kejutan positif harga makanan global ke atas harga domestik yang 

berlaku bagi tempoh yang lebih lama. Oleh itu, pembuat dasar  disyorkan untuk 

mengambil kira harga makanan dalam pengukuran rasmi inflasi teras yang digunakan 

dalam dasar kewangan di Sri Lanka. 

 

Kata kunci: harga makanan, inflasi, memori jangka panjang, transmisi harga, turun 

naik 

 

 

 

 

 

 

 

 

 

  



  
 

ix 
 

 

ACKNOWLEDGEMENTS  

 

Firstly, I express my gratitude and appreciations to my noble supervisors; Associate 

Professor Dr. Shri Dewi Applanaidu and Deputy Dean Associate Professor Dr. 

Sallahuddin Hassan for their robust guidance, caring and corrections towards the 

successful completion of this thesis. Their advice and criticisms were valuable at all 

stages.  

 

I extend my sincere appreciations to my reviewers during the proposal defence, Dr.Nor 

Azam Abdul Razak and Dr. Md.Rabiul Islam for their guidance and suggestions towards 

the development of this thesis. I am also very grateful to Prof. Dr. Jamal Ali (Chairman), 

Associate Prof. Dr. Alias Radam (External Examiner) and Dr. Nor Azam Abdul Razak 

(Internal Examiner) for their insightful comments and advice during Viva.  

 

Ms. Jesmy Azeez who helped me to join this journey was a constant source of 

encouragement to me. I am most grateful and deeply indebted to her. I would also like to 

thank Prof. Sumanasri Liyanage, Dr. Fazeel M Jaleel, Dr. Thamarasi Kularatne, Ms. 

Chamindika Weerakoon, Ms. H.M.A.T.Koswatta and Mr. N.Balamurali for providing 

essential material from abroad. My special thanks go to my friends Dr. S. Raveendiran 

and Mr. V. Bavakaran for financial assistance. In addition, I thank Professor Dr. R.O 

Thattil for reading the manuscript.  

 

Finally, I should like to thank all my friends for their advice and encouragement. 

 

 



  
 

x 
 

TABLE OF CONTENTS 

           

                                        Page  

TITLE PAGE         i 

CERTIFICATION OF THESIS WORK      ii 

PERMISSION TO USE        iv 

ABSTRACT          vi 

ABSTRAK          vii 

ACKNOWLEDGEMENT        viii 

TABLE OF CONTENTS         ix 

LIST OF TABLES         xv 

LIST OF FIGURES                   xviii 

LIST OF ABBREVIATION       xx 

 

CHAPTER ONE:  INTRODUCTION      1 

1.1 Background of the Study       1 

1.2 Food Price Dynamics in Sri Lanka      8 

 1.2.1. Dynamics of Food Prices       8 

 1.2.2 Dynamics of Food Price Inflation     10 

 1.2.3 Dynamics of Food Price Inflation Volatility    13 

 1.2.4 Dynamics of Global and Domestic Prices    15 

1.3 Problem Statement        17 

1.4 Research Questions        21  

1.5 Research Objectives        21 

1.6 Scope of the Study        21 

1.7 Significance of the Study       22 

1.8 Organization of the Thesis       25 

 

CHAPTER TWO: BACKGROUND of SRI LANKAN ECONOMY  26 

2.1 Introduction         26 

2.2 Location         26 

2.3 Population Distribution       27 

2.4 Inflation Measure in Sri Lanka      27 



  
 

xi 
 

2.5 Role of Agriculture in Sri Lankan Economy     29 

2.6 Food and Household Expenditure in Gross National Expenditure     30 

2.7 Food Expenditure in Inflation Measure in Sri Lanka    35 

2.8 Food Expenditure Pattern in Sri Lanka     38 

2.9 Food Imports in Sri Lanka       39 

2.10 Conclusion         41 

 

CHAPTER THREE:  REVIEW OF LITERATURE    42 

3.1 Introduction         42 

3.2 Review of Theoretical Studies      42 

 3.2.1 Definition of Price Dynamics and Inflation    42 

 3.2.2 Properties of Price Dynamics and Inflation Persistence  43 

  3.2.2.1 Inflation Persistence      44 

  3.2.2.2 Long Memory of Inflation     50 

 3.2.3 Price Transmission       58 

  3.2.3.1 Mean-Price Transmission     59 

  3.2.3.2 Price Volatility Transmission     62 

 3.2.4 Price Inflation        63 

3.2.5 Intertemporal Relationship between Mean and Variance of  

  Inflation        64 

3.3 Review of Empirical Studies       65 

 3.3.1 Memory Properties       65 

  3.3.1.1 Persistence       65 

  3.3.1.2 Long Memory       70 

3.3.2 Price Transmission       76 

 3.3.2.1 Mean-Price Transmission     76 

 3.3.2.2 Volatility –Price Transmission    82 

3.3.3 Price Inflation        83 

3.3.4 Intertemporal Relationship between Mean and Variance  

        of Inflation        85 

3.4 Research Gaps in the Literature      87 

3.5 Conclusion         91 

 

  



  
 

xii 
 

CHAPTER FOUR: THEORETICAL FRAMEWORK    92 

4.1 Introduction         92 

4.2 Theory of Long Memory       92 

 4.2.1 Fractional Integration       92 

 4.2.2 Long Memory        95 

 4.2.3 The Long memory Process      95 

 4.2.4 The Autoregressive Fractional Moving Average Model  97 

 4.2.5 Fractional White Noise      98 

 4.2.6 Long Memory in Volatility      104 

4.3 Theory of Price Inflation       104 

 4.3.1 Headline Price Inflation      105 

 4.3.2 Theory of Core Inflation       107 

4.3.3 Theory of Inflationary Expectations     108 

4.3.4 Food Price Inflation: Some Theoretical Issues   109 

4.4 Theory of Price Transmission       110 

 4.4.1 Price Theory        110 

 4.4.2 Law of One Price       111 

 4.4.3 The Economic Model of Price Transmission Notions  112 

 4.4.4 Complete and Incomplete Price Transmission   114 

 4.4.5 Common Stochastic Trend and Co-integration   115 

4.5 Volatility Transmission       117 

4.6 Conceptual Model-Price Transmission     118 

 

CHAPTER FIVE: METHODOLOGY      120 

5.1 Introduction         120 

5.2 Empirical Model        120 

5.2.1 Mean-Price Transmission      122 

5.2.2 Volatility-Price Transmission      123 

5.2.3 Transmission of Food Prices to Overall Consumer Prices  125 

5.3 Justification of Variables       125 

 5.3.1 Consumer Price Index       126 

 5.3.2 Consumer Food Price Index       127

 5.3.3 Consumer Non-Food Price Index     127 

 5.3.4 Wholesale Price Index      127 



  
 

xiii 
 

 5.3.5 Wholesale Food Price Index      128 

 5.3.6 Global Food Price Index      128 

 5.3.7 Volatility of Global Food Price Index    129 

 5.3.8 Exchange Rate       129 

 5.3.9 Oil Price Index       130 

 5.3.10 Dummy Variable       130 

 5.3.11 Transformation       131 

5.4 Data          131 

 5.4.1 Types of Data        132 

 5.4.2 Period of the Data       132 

 5.4.3 Data Collection       132 

5.5 Method of Analysis        133 

 5.5.1 Descriptive Statistics, Correlation Analysis, Unit Root Tests 134 

 5.5.2 Long Memory Tests       134 

  5.5.2.1 Visual Inspection      134 

  5.5.2.2 Inferential Tests      136 

 5.5.3 Cointegration Test       142 

  5.5.3.1 Cointegration Test: The Johansen’s Procedure  142

  5.5.3.2 Vector Error Correction Mechanism    144 

  5.5.3.3 Determining the Number of Cointegration Relations  148 

  5.5.3.4 Optimum Lag       148 

  5.5.3.5 Speed of Adjustment       149 

 5.5.4 Granger’s Causality Test      149 

 5.5.5. Impulse Response Function Analysis     151 

 5.5.6 Volatility Transmission Test      152 

  5.5.6.1  Generalized Autoregressive Conditional  

 Heteroscedasticity Model     153 

  5.5.6.2  The Fractional Integrated Conditional  

 Heteroscedasticity Model     153 

 5.6.7 Diagnostic Checking       154 

5.6 Conclusion         155 

 

  



  
 

xiv 
 

CHAPTER SIX: RESULTS AND DISCUSSION      156 

6.1 Introduction         156 

6.2 Descriptive Statistics        156 

6.3 Correlation Analysis        159 

6.4 Unit Root Tests        160 

 6.4.1 Unit Root Tests of Variables      161 

 6.4.2 Unit Root Test for Volatility Proxy Series    162 

6.5 Long Memory Analysis       164 

 6.5.1 Food Price Inflation       164 

 6.5.2 Volatility of Food Price Inflation     180 

6.6 Global Food Price Transmission to Domestic Prices    192 

 6.6.1 Determining the optimal Lag      192 

 6.6.2 Long Run Global Food Inflation Transmission Elasticities  195 

 6.6.3 Short Run Relationships      197 

 6.6.4 Diagnostic Checking       201 

6.7 Global Food Price Volatility Transmission to Domestic Prices  203 

 6.7.1 Long Run Volatility Transmission Elasticities   204 

 6.7.2 Short Run Relationships      205 

 6.7.3 Diagnostic Checking       207 

6.8 Transmission of Food Prices to Overall Consumer Price  

in Domestic Markets        209 

6.8.1 Long Run relationship      210 

6.8.2 Short Run Relationship      210

 6.8.3 Diagnostic Checking        212 

6.9 Granger Causality Analysis       213 

 6.9.1 Pairwise Granger Causality Test     213 

 6.9.2 Block Causality Test       216 

 6.9.3 Long Run Causality        217 

6.10 Causality relationship between Food Price Inflation and  

Volatility of Food Price Inflation      219 

6.11 Impulse Response Function Analysis      222 

6.12 Conclusion         225 

 

  



  
 

xv 
 

CHAPTER SEVEN: CONCLUSIONS AND POLICY  

RECOMMENDATIONS      227 

7.1 Introduction         227 

7.2 Summary of Findings and Conclusion     227 

7.3 Policy Recommendation       231 

7.4 Limitations of the Study       234 

 

REFERENCES         236 

Appendix 1: End Notes        270 

  



  
 

xvi 
 

LIST OF TABLES 

Table                    Page 

Table 1.1 Volatility Statistics for Selected Food Commodities Prices 

 in the world Market, 1990M1-2014M12    07 

Table 1.2  Mean and Variability for Selected Price Indices between  

Periods I and II         10 

Table 2.1 Weights of Food Expenditure in Consumer Price Index  

in Asia 2010         31   

Table 2.2 Food Expenditure Ratio Distributions Among Sectors,  

1980/81-2012        32 

Table 2.3 Food Expenditure Ratio-Expenditure Decile Wise   34 

Table 2.4 Food Expenditure Ratio by Provinces in Sri Lanka   34 

Table 2.5 Description of Base Weights for CCPI Sub-Groups  

(Base 2006/07=100)       37 

Table 2.6 Average Monthly Household Expenditure (%) of GDP  

by Major Food Category and Sectors in Sri Lanka, 2012  39 

Table 2.7 Food Imports Expenditure-Sri Lanka, 2013    41 

Table 5.1 Summary of Design Analysis      155 

Table 6.1 Summary Statistics of Price series 2003M1-2014M12  157 

Table 6.2 Descriptive Statistics of Growth rates of Variables     158 

Table 6.3  Summary Statistics of CFP Inflation and GFP Inflation for 

 Periods I and II         159 

Table 6.4 Correlation Coefficients between Variables,  

 2003M1-20014M12       160 

Table 6.5 Unit Root Test Results for Variables      161  

Table 6.6 Unit Root Tests of Volatility Proxy Series.    163 

Table 6.7 Unit Root Tests of Conditional Variance of Global Food Price 

 Inflation Series       163 

Table 6.8 Type of Convergence of Autocorrelation Function   168 

Table 6.9 Hurst Estimate of Food Prices and Food Price Inflation  175 

  



  
 

xvii 
 

         Page 

Table 6.10 Geweke and Porter-Hudak Estimates and   

Local Whittle Estimat2003M1-2014M12      176         

Table 6.11  Results from ARFIMA (p,d,q) Models for Price series  177 

Table 6.12 ARFIMA (0,d,0)–Long Memory Parameter Estimates ( d̂ ) for  

Inflation series        178 

Table 6.13 ARFIMA–Long Memory Parameter Estimates of HP filtered  

trend of Inflation series.      180 

Table 6.14 Hurst Estimates-Long Memory in Volatility, 2003M1-2014M12. 186 

Table 6.15 Long Memory Semi parametric Estimates for Food Price 

Inflation Volatility, 2003M1-2014M12.    187 

Table 6.16 Memory Parameter Estimates from Fitted FIGARCH (1,d,1) 

Model for Inflation series      189 

Table 6.17 VAR Lag Order Selected Criteria       193 

Table 6.18       Rank Test of Cointegration      194 

Table 6.19 Global Food Price Transmission Elasticities in Long Run, 

2003M1-2014M12       195 

Table 6.20 Global Food Price Transmission Results from VECM,  

2003M1-2014M12       198 

Table 6.21 Serial Correlation and Heteroscedasticity Tests    201 

Table 6.22       Rank Test of Cointegration for Volatility Transmission   203 

Table 6.23 Global Food Price Inflation Volatility Transmission Elasticities  

in the Long run        204 

Table 6.24 Short Run Transmission Effects of Global Food Price Inflation  

Volatility        206 

Table 6.25 Diagnostic Tests of Volatility Transmission Model   207 

Table 6.26 Rank Test for Cointegration Analysis of 

                        Domestic Food Price Transmission     209 

Table 6.27 Long Run Price Transmission from Domestic Food Price to  

Overall Consumer Price       210 

Table 6.28 Short run Transmission from Domestic Food Prices and CPI   211  

Table 6.29 Pairwise Granger Causality Test Results-Inflation Series, 

2003M1-2014M12       213 



  
 

xviii 
 

         Page 

Table 6.30 Wald Statistic 
2 Values for Block Causality under  

                        VAR Framework        216 

Table 6.31 Wald Statistic 
2 Values for Block Causality under  

                        VECM Framework       217 

Table 6.32 Long Run Causality Measure , 2003M1-2014M12   218           

Table 6.33 Bivariate Granger causality test between Inflation and  

Inflation volatility        219 

Table 6.34 Wald Statistic
2  Values for Block Causality under  

VEC Framework        220 

Table 6.35 Examples for Inflation Causal Relationship with Volatility  

of other Price Inflation      221 

Table 6.36 Causal Relationship between Different Food Price Inflations  

Volatility Series       221 

 

 

 

 

 

 

 

  



  
 

xix 
 

LIST OF FIGURES 

 

Figure                          Page 

 

Figure 1.1 World Commodity Price Dynamics, 1990M1-2014M12  3 

Figure 1.2 Impact of Rising Food Prices on CPI Inflation, 2014   5 

Figure 1.3 Food and Non-Food Price Behaviour in Sri Lanka,  

2003M1-2014M12       9 

Figure 1.4   Dynamics of Monthly Inflation of CCPI, CFPI, WFPI and  

CNFPI in Sri Lanka, 2003M1-2014M12    11 

Figure 1.5  Associations between Food Inflation and Headline Inflation  12 

Figure 1.6 Mean Food Price and Nonfood Price Inflation, 2003-2014  12 

Figure 1.7 Volatility Dynamics of Price Inflation for Food and Nonfood,  

Sri Lanka, 2003-2014.      13 

Figure 1.8 Mean Food Price Inflation and Volatility of Food Price Inflation, 

 2003M1-2014M12       14 

Figure 1.9 Food Import Value Index, Agriculture Value Index, Sri Lanka 

 1961-2011        15 

Figure 1.10 Trends of Global and Domestic Food Prices, 2003M1-2014M12 16 

Figure 2.1 Map of Provinces in Sri Lanka     28 

Figure 2.2 Trends of Sectoral Share of GDP     30 

Figure 2.3 Food Expenditure Ratio distributions-Sri Lanka, 2006/07  33 

Figure 2.4 Associations between Inflation and Economic Growth  

in Sri Lanka, 2000-2013       36 

Figure 2.5 Rice, Sugar, Milk Powder and Wheat Domestic Retail Price  

Trends in Sri Lanka, 2003M1-2014M12.    38 

Figure 4.1  Conceptual Framework of Global Food Price Transmission to  

Domestic Prices        119 

Figure 6.1 Autocorrelation Nature of Food Price, Food Price Inflation of  

Sri Lanka,         165 

Figure 6.2  Autocorrelation Function of Food Price Series,    166 

Figure 6.3   ACF for Food Price Inflation Series,      167 

Figure 6.4 Autocorrelation Function for HP Filtered Food Price Inflation  

Trend Series         168 



  
 

xx 
 

         Page 

Figure 6.5 Periodogram for Food Price Sries     170 

Figure 6.6 Periodogram for Food Price Inflation     171 

Figure 6.7 Periodogram for filtered HP inflation trend     172 

Figure 6.8 The Rescaled Range Statistic Plot for Food Price Inflation  174 

Figure 6.9 Spectral Density for Food Price Inflation from Estimated  

ARFIMA Model       179 

Figure 6.10   Proxies for Food Price Inflation Volatility, 2003M1-2014M12 181 

Figure 6.11 Autocorrelation Function of Volatility of food Price Inflation 183 

Figure 6.12 Spectral Density Function for Food Price inflation of  

CFPI,WFPI, GFPI       185 

Figure 6.13       Periodogram for Conditional Variance of Food Inflation   191 

Figure 6.14    CUSUM test for Parameter Stability for Global Food Price  

 Transmission        202 

Figure 6.15  CUSUM Test for Global Food Price Inflation Volatility  

Transmission         208 

Figure 6.16 CUSUM test for CFPI and WFPI Transmission to CPI  212 

Figure 6.17 Inflation Causality Linkages      215 

Figure 6.18 Impulse Response of INFCFPI to INFGFPI    223 

Figure 6.19 Impulse Response of INFCNFPI to INFGFPI   223 

Figure 6.20 Impulse Response of INFCPI to INFGFPI    224 

Figure 6.21 Impulse Response of INFWFPI to INFGFPI    224 

Figure 6.22  Impulse Response of INWPI to INFGFPI    225 

 

  



  
 

xxi 
 

LIST OF ABBREVIATIONS 

 

ACF Autocorrelation Function 

AD Aggregate Demand 

ADB  Asian Development Bank 

ADF Augmented Dickey-Fuller 

AGARCH Asymmetric GARCH 

AIC Akaike Information Criteria 

AR  Autoregressive 

ARCH Autoregressive Conditional Heteroscedasticity 

ARFIMA Autoregressive Fractional Integrated Moving Average 

ARIMA Autoregressive Integrated Moving Average 

ARMA Autoregressive Moving Average 

CBSL Central Bank of Sri Lanka 

CFPI Consumer Food Price Index 

CNFPI Consumer Non-Food Price Index 

CII Core Inflation Index 

CIRF Cumulative Impulse Response Function 

CPI Consumer Price Index 

CV Coefficient of Variation 

CVINFGFPI Conditional Variance of Global Food Price Inflation 

CUSUM Cumulative Sum  

DCS Department of Census and Statistics 

DM Domestic Market 

ECM Error Correction Model 

EGARCH` Exponential Generalized Autoregressive Conditional 

Heteroscedastic  

EML Exact Maximum Likelihood 

ER Exchange Rate 

FAO Food and Agriculture Organization 

FER Food Expenditure Ratio 

FIGARCH Fractionally Integrated GARCH 

FIEGARCH Fractionally integrated exponential GARCH 

FIML Full Information Maximum Likelihood  



  
 

xxii 
 

GDP Gross Domestic Product 

GARCH Generalized Conditional Heteroscedastic  

GCT Granger Causality Test 

GPH Geweke and Porter-Hodak 

GFPI Global Food Price Index 

GJR Glosten, Jaganathan, and Runkle 

GNP Gross National Product 

H Hurst Exponent 

HL Half Life 

HIES Household Income and Expenditure Survey 

HP Hodrick-Prescott 

HPT Horizontal Price Transmission 

HQIC Hannan-Quinn Information Criterion 

IHPT Indirect Horizontal Price Transmission 

IGARCH Integrated GARCH 

IMF International Monetary Fund 

INFCFPI Inflation of Consumer Food Price Index 

INFCPI Inflation of Consumer Price Index 

INFCNFPI Inflation of Consumer Non-Food Price Index 

INFWFPI Inflation of Wholesale Food Price Index 

INFWPI Inflation of Wholesale Price Index 

INFGFPI Inflation of Global Food Price Index 

IP Inflation Persistence 

IPI Implicit Price Index 

IRF  Impulse Response Function 

KPSS Kwiatkowski-Phillips-Schmidt-Shin 

LAR Largest Autoregressive Root 

LCPI Natural log of Consumer Price Index 

LCFPI Natural log of Consumer Food Price Index 

LCNFPI Natural log of Consumer Non-Food Price Index 

LER Natural log of exchange rate 

LGFPI Natural log of global food price 

LMSV Long Memory Stochastic Volatility 



  
 

xxiii 
 

LOILP Natural log of Oil price Index 

LOP Law of One Price 

LM Lagrangian   Multiplier  

LR Likelihood Ratio 

LWE Local Whittle Estimator 

LWFPI Natural log of Wholesale Food Price Index 

LWPI Natural log of Wholesale Price Index 

MLE Maximum Likelihood Estimation 

MPL Modified Profile Likelihood   

NLS Nonlinear Least Square 

OECD Organization for Economic Co-operation and 

Development 

OILP Oil Price Index 

OLS Ordinary Least Squares 

PCM Perfect Competitive Market 

PP  Phillips–Perron  

PT Price Transmission 

R/S Rescaled Range Statistic 

SARC Sum of Autoregressive Coefficients 

SDE Spectral Density Estimate 

SIC Schwarz Information Criterion 

SZF Spectrum at Zero  Frequency 

SSA Sub-Saharan Africa 

SV Stochastic Volatility 

TGARCH Threshold GARCH 

UC Unobserved Component 

UK United Kingdom 

U.S United States 

USD United States Dollar 

VAR Vector Autoregressive 

VPT Vertical Price Transmission 

VR Variance Ratio 

VECH Vector Error Correction Model 



  
 

xxiv 
 

UC Unobserved component 

UC-SV Unobserved Component Stochastic Volatility 

UNCTAD United Nations Conference on Trade and Development 

WFPI Wholesale Food Price Index 

WM World Market 

WPI Wholesale Price Index 

  

 

 

 

 

 

 

 

 



1 
 

CHAPTER ONE  

INTRODUCTION 

 

1.1 Background of the Study 

 

Price stability is one of the principal economic goals of the central bank in an 

economy.  Potential success in any price stabilization effort depends on understanding 

the characteristics of the inflation dynamics.  The general price dynamics play a 

prominent role in macroeconomic policy.  Price dynamics refers to its behavior over 

time (Frisch, 1936).  According to Luenberger (1979), “The term dynamic refers to 

the phenomena that produce time-changing patterns, the characteristics of the pattern 

at one time being interrelated with those at other times”. 

 

The general price level is measured by consumer price index (CPI) of all items; goods 

and services including food in general. The CPI for food (CFPI) is a component of all 

items CPI.  The CFPI measures the changes in the retail prices of food items only.  As 

food expenditure accounts for the larger portion of CPI, food price dynamics play a 

vital role in general price dynamics. Food prices are the most visible and best 

published of all elements of the CPI which are commonly used to measure general 

price inflation (Davidson, Halunga, Lloyd, McCorriston and Morgan, 2012). 

 

The average general price movements and price movements of food commodities 

have been one of the most crucial economic, political and social issues in a globalized 

world.  Thus, key properties of price dynamics are of interest in micro and 

macroeconomics, namely i) average price changes (general price inflation dynamics), 

the variability of price changes (price volatility dynamics), and iii) long memory of 
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