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CIHFLATIOGN T PAKISTAN - Ad LPTRICAL AWALYSIS

Tutroduction

The ﬁorld,experiénced a rém§ant inflation duriag the éuvextlec and
Pakistan is o exceptlon to Lna;;' During the sixties inflation in
FPakistan averaged around three peréeﬁt but during the seventies inflation
rate accelerated and has remained in two digit im most of tue years;
the rate was as high as twenty;five peréent during 19741. Though the
rate of inflation has conasiderably slowed down since 1974 te only eight
percent in 1%77-735, yet in the very recent years inflation rate has
once again riseﬁ snarply,- it was twelve percent during 1373-50Q.

Inflation is a very complex phenoménou and it'is quité‘difficult:to
dlsentanrle the effects of various imﬁulses on inflation, Exéessive'
monetary expansion, demand for wage inﬁreases délinked from productfﬁit’yy
sectoral imbalances cfeated dgring the process‘bf development'especially
the supply constraints of essential produétss uge af monopoly power to
push prices well above the cost of production eté. are some of the

factors wuich can result in high rates of inflatiomn.

While-inflatién ié result of a number of factofé simultaneously
working through the economy, the economists are divided into Varioﬁs'
groups in explaining iaflation. On the one hand the moneterists argue
that iaflation is due to an ekcessive growth of money supply, and as
such controlling the money supply is the best policy for combating

inflation. On the other hand the structuralists reject the moneterist

1 Consumer Price Index was even higier, it was 27% during 1974-75
and has remained higher than the wholesale price index and GHP deflator
until 1374-7% except for tine year 1976.77.



explanation of inflation and argue tnat though inflation can also be
due to financial disorders but basically it is due to economic and gocial

waladjustments arising in the process of economic development;.

In this paper we shall explore determinants of inflation and in
particular we shall examiﬁa the importance of monetary and structural
vafiables in'the inflation'experienced by Fakistan during the period
1960m78; The blan ofltﬂe sﬁgdy is as follows. Section 1} bfgefly reviéwé
Pakistan's experience of inflation during 1960-7. period. The
conceptual framewérk to study inflation in Pakistaé is reported iwn
section II, while the data and metinodological problems are discussed in
Section IIT. Regression results are reported in Section IV, pélicy
implications are suggested in Section V while conclusions are reported

inn Section VI.

T, INFLATTON IW PAKISTAN
Inflation may be measurzd by:movements in the consumer price index,
the wholesale price index or the index of CGWP deflator. The consumer
price inaex for West Pakistan is not available for the years pridér to 1971,
Therefore, we have to use either the wholesale price index or tné GEP. |
deflator as a wmeasure of inflation. FLowever, we may note that except for

one or two years the three indexes move fairly close as shown in Table L.

By internatiomal standards inflation fn Pakistan has been moderate
during sixties. As in shown'in table II it averaged around thrue percent.
ouring the sixties only in 1966~67 inflation rate was as high as 9.27
percent. The sharp increase in inflation raﬁe in 1966-67 was mainly due

to an increase in government expenditure, sdwdown of P.L--43U imports,



Inflatdion Rates in Paklstan: 1%70-71 - 1975~79

. R = £ 171 (116 ) ‘\z‘\ (AN f‘ = e G PR .
Years %at, of 1JCELlfL Rate of increase CHF deflator
in consumer price in wholesale price

C1570-71 5.71 H.15 5,16
157172 © 4,65 4,70 6.28
1572-73 5.69% 15.78 15.62
1973=-74 30.00 32.76 22.35
14974-75 26.73 23.05 25.35
1575-76 11.64 8,50 14,11
197677 G.24 11.27 7,78
197778 6,89 G.32 2.60
187874 6,33 6.74 6.79

Table IT
Inflation rate in Pakistan: 1959-&0 to 1970-71
Rate of increase in Rate of increase in

. Year wholesale price GNP deflator

1959~60 - -
1960-61 4,77 3.82 .
1961-062 -0, 12 ~1.61
1962~63 ~1.71 -0 .14
196304 3.306 5.13
1964~65 6.76 4,44
196560 ~1.34 2.75
1966~G67 11.00 9,27
126766 1.32 2.00
1968-69 2.01 0.36
1569-70 2.04 3.91
19706-71 5.9% 5.16
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increased defence expenditures, rchabilitation of war displaced persons

etc. as an aftermath of tié Indo-Fakistan war in 1hb5.

Up to 1971-7%Z, the iucrease in prices was maderate but in 157273
the prices increased sharply by 15.62 pefdent as is shown in table I.
The inflation rate went on dncreasing till 1974~75 when it reached the
peak rate of twenty-five percent. From then onwards it has shown a
declining trend and has fallen consistently to fourteen percent in 1975-7¢
and to seven percent in 1976-79, The rate of inflation over 195860 to

1970-71 and 1971-72 to 197579 are shown in table I and II,

1T, CONCEPTUAL FRAMEWORK OF THE MOVEL

In order to study inflation we have drawn heavily on earlier work
done for both developed and developing countries by Harberger_£“5;7,
Vogelﬂjﬁl?ﬁ?} Iyoha‘ihé, 7_1 and Akhtarllfé_jxl The first two studies axe
purely monetefistkin the sense that any'persistent increase in money
supply relative to the growth of output is sufficiént to generate infla-
tion, Iyoha has tested the relationship between opemness of the econowy
and the rate of inflation in both the developed and developing countrics,

while Akhtar has tested the monctary and structuralist models separately

and jointly for India and Philippines.

The hypothesis that inflation is only due to an excess of money
supply expansion over the growth of output may be tested by the following
relation,
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Begides the excess money supply we have included lagged prices as
one of the independent variables, because if inflation persists,
expected price increases will lead to higher claims for income and
hence further increase in prices., Lagged iufléﬁion‘rates are used as =
proxy for expeéted inflation rate. The growth of GHP is expected to have
‘a negative relation with the inflation rate because increases in the

availability of goods and services should reduce the excess demand,

Contrary to the moneterist's belief it is quite difficult to control
money supply in the developing countries due to structural problems.
lioreover chnanges in money supply cannot be isolated from the fiscal

actions of the government. Thomas Sargent and Weil Wallace [fié /,

fobert Barro lf3“7; Rodney Jacob ZiS_/ and Jacob Frenkel [;ij-haVe shown
that fiscal actions of the government significantly affect the money
supply which leads to an increase in inflation rate. On the other hand
the increase in inflavion raté thirougls increase in govermnent expendi-

tures at current prices well above the increase in revenue.leads to

higher money supply. Similarly, Akhtar Zifnj-has tested fiscal policy

We have used the narrow definition of wmoney (Ml) i.e. currency in
circulation plus demand depozits.
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variables aud foreign trade variables geparately in the structuralist
model to show that changes in fiscal policy are an important determinant

of inflation rate,

1t is arpued thét'budget deficits iead to higher prices by creating
excess demand for goods and services. Aﬁart from the deficits, the
development and non-developruent expenditures contribute to dnflation
while the public investment would céntribute‘to infla%ion to the extent
it increases the total exﬁenditure? while it will have a dampening
effect on inflation to the extent it adds ta'prddugtive capacity.v
Similarly, private investment by increasing expeﬁditures-also contribute
to inflation, Chough to‘thu extent pfiQate inves;meut adds to the

productive capacity, inflation is expectoed to be dampenad.

Pt = O, + alDt + azxt + asst + auTt
where

Pt = rate of inflafion

‘Dt = annuai budget deficit

Kt - private lavestmoent

5 = don~development cxpanditure

T = Public investment

Toe sﬁruétufélists belizve that while monetary and fiscal variables
are importéntlthey are not the basic cause of inflation, The inflation
largely due to structural factors. According to the structuralists
inflation‘is essentially cost push. Higher cost of import substituti@n?
deterioration of terms of trade andJexchange tate devéiﬁétibns are the

main factors giving rise to increase in the costs of production.
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It is arguwd that due to inelastic world demand for
primary producte tho terms of trade for the LDC's have deterioratcd over
time. Consequently exports of fhe developing countries do not grow
sufficiently to finance their increasing import requircments., loreover,
primary goods form a bulk of exports from developing countries foreign
e¢xchange earnings are unstable and as such when exports fall, in order to
bring about equilibrium betwcen imports and exports either tiae currency
will be develued or dmports will be restricted through tariffs and
quotasBQ These wmeasures lead to an inerease i dimport prices which, both
directly and indirectly lead to inflation. Foreover, incféase in prices
of imports induces import substitution wiich leads to further incrcase in
prices. The extent to which foreign trade influences domestic inflation
rate depends on a numbet of factors such as price elasticity of’iOCal
demand , 8copé for import‘substitution in favour of cheap sources, pricing
ﬁolicics of import distributing and retailing scctors and government
intchention‘through variations in éxchauge rate, tavriff structure and

retail prices.

An'increase iu expprt.prices will directiy affect the‘domestic prices
of exported goods esgpecially if a wajor portion of these»exportables
is also consumed at hqmg. lnerease in cxport prices leadvto higher
incomes of the producers‘and‘traders which increases the aggregate‘demand.
The increase in aggregate demand  is not necessafily matched by an instanta-
neous increase in supply. Uoreover, to the extent inéfease in aggregate
expenditure leads to more intensive capacity utilization, the prices hay
increase due to an increase in cost in domestic‘wagés and brices. This

can result in wage-price spiral of a structural naturc.

3 These measures are necessary becausc the foreign exchange reserves
of the developing countries are generally quite small.



Therefore, according to the structuralists, inflation rate is a

function of absorption capacity, import and oxports i.e.

Pt = qo + alAt + aZXt + uaﬂt_‘
Wllle'flu o

Pt = rate of inflation

_At = abgorption capacity

Xt = unit &aiue index of exports

M, = unit value index of imports

As noted 1o the intro@uction, inflation is a complex phenomanon
wﬁich ariseg due to monetafy, fiscal and structuval variables., The
studiee which consider some of the factors in isolation from the others
aféléot going té bg vexy useiul, ihergfore, we though at first conslder
the three modéls gseparately, finally analyse the three types of factore
jointly. 14‘ ; | |

111, VATA SOURCES AND METHODOLGGY
As said earlier, inflation may be measured by consumner priéé index,

wholesale price iundex or GNP

deflator. The cousumer price indeg {CPI)
is the_most aCCEﬁted index of iﬂfiation but unfortﬁnately‘fér the pre-
1571 wor period we do not have aHCFI'for West Pakistan.l liowever, the
results aré not expected to be affected much as teh CPI, the WPI and the
GNP deflator for all Pakistan wove véry'closelyé. We have used GHP
deflator ag a measure of iﬁflatioh beéause it is a more-compruhensivg

indicator of inflation thnen the WPI, which has been obtained on the basis

of GNT at current and constant factor cost obtained from Pakistan

4 Further, tue WPI' and the GNP deflator as dependent variables given
similar results, '



Lconomic Survey 1976/7% [/ 1../. Decause quarterly data are not availa-
ble, the analysis is carriec on the basis of annual data for the period

1960/61 to 1977/73.

We have used narrow definition of money supply i.e. currency plus
demand deposits (Ml)' These estimates have been obtained from Kemal,
Bilquees and Khan iﬁ?ﬂ?ﬁ Budget defecit is defined as revenue minus
the non~development expenditure, For the period 1959/60 to 1970/71 the
revenue receipts for West Pakistan (now Pakistan) are the snare of the
Central direct taxes collected from West Pakistan as given in Budget-in-
Brief 1970/71 / 13 /. “Other revenue receipts® of the federal budget
which are not available separately for the two provinces, seventy
percent of the receipts have been allocated to West Pakistan. Since no
breakdown of tihe Federal noun-development expenditure is availabie,
seventy percent of these have béén attributed to West Pakistan. bata
for 1971/72 to 1%77/78 have been taken from the Pakistan Economic Survey
for the year 1977/7¢ / 12 /. Data for investment are taken from Report
of consistency committec on Thivd Tive Year Plan LﬁlSmj'aud Evaluation
of the Third Five Year Plan 1965-70 / 14 /. Absorption capacity is
defined as total expenditures over GWP and the data have been taken
from Pakistan Economic Survey. Data on trade balance has been adjusted
for the inter wing trade. Tha unit value indexes of expdrts and
imports have been taken from the twenty-five years of Statistics in

Pakistan / 11 / and Pakistan Economic Survey.

Our analysis encompasses the period of 1953/6C to 1977/76.
fiowever, in 1971 separation of Bast Pakistan resulted 1m a very

different production structure. UMorcover, after 1971 inflation rates
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have been significantly nigher than those in the sixties, therefore, we
may have a structaral shift droandJlQ?l. In order to account .-for the
possible structural change, we have used covariance analysis to.test the

difference in intercepts and slopes.

IV, KESULTS
We have first estimated the relationship separately between inflation
and monetary, fiscal and trade.variables and then these variables have
been simultaneousiy related co inflation. 1In table IV we present the
estimates of the woneterist model. The analysis has been done sequenti-
ally. Tirst we introduce money variables and GNP. Then.altgrnatuly
permanent'iucome.and lagged'prices are introduced. .Finaily all the

variables are inciuded in the specification.

When we have 1 and Ve in the specification both current and

t-1 _ '
lagged money supply are significant but only at 9U% level and are posi-
tively relateﬁxto inflation. The cﬂgﬁificant cbéfficient of lagged money
supply shows that efféct_ﬁf noney Qubply on iﬁflation spreads beyond the
current pexiod. These results conform to hafbergcf*s results for Chile,
where he found that inflation is affectud by money supplies in both the
current and the preceeding vear. While money supply has correct sipn and
also significant, though at 934 level, the relationship between clurrent

permanent income and inflatiow turns oui to be positive which is

tiheoretically absurd.

Inclusion of lagged prices as additional variable leads to a
perverse sign of the coefficient of w_ and to insignificant coefficient
[ R
of current income. Lagged prices are highly significant. The positive

relationship between #uflation and lagged prices would be due to lagged



TABLE IV

ESTIMATED COEFFICIENTS OF THE MONETARY MODEL
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Constant L L Yt Yp P! £t R F R D
" Dan ey aey @2 T ” IS
B REE S i om o om - G
Bl A e S A I R I
"o s e iRy <?.:-.-22§>,_ iy CF T e
o Figures in parentheses are t-values
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TABLE Y

TSI ATED CCEVTICINNTS OF MCHZTARY MCDUL BY ANALYSIS OF COV, uiIAlNCH

————— T N
ant L ~ el Tt g t-1_ & mt nt=1 Yyt JR | S e

1.0 3,065 =0.009  0.233  -0.17h4 _ -0.138  0.627 =0.101  1.863

(0.657) (~0.311) (C.220) (-0.313) (-0.903) (1.186) (-0.390) (1.526) - Obb9 2855 1381

2. 1.879  =0.118  0.310 -0.099 -1.980  0.251 -0.07% ~ 1.153 0.731 3.847 1.916
(0,716) (=0.%23) (1.795) - (~0.2%4 - (~0.245) (0.652) (~0.324) (1.792) -

5, 3.7k 2672 Nh2E  ~0.169 ~ ~5.303 2.b76 -1.101 -0.,958  0.539 - 2,368 0384 6,749 2,509
(1.145) (=1.113) (2.032) (-0.456) (~0.803)  (1.657)  (=1.836)(~3.3088) (0.518) (%.450)-

h. 2,977 —0.l7h C0.568  0.0h3  -0.259 ~0.481 2,176 =1.378  -0,95h ~1.835 0,991 2.39%  0.942 .88 2,759
(1.007) (~1°2%0) (%.988) (0.1C0) (=0.690))-1.430) -(51.777) (~-2.525) (-4.031) (=1.196) (1.951) (H.124)

wizures in parentheses are t-volues.
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t l

adjustment in the rate of inflation to changes in money supply and incone,
or to expectation based on the past behaviour of the priceé. Lagged

: E ' ' g P
price may well be capturing the effect of structural variables which are

omitted in this model, but to that we shall come back later.

i :
i

I :
Covariance analysis in which we have accounted for the structural

change in 1@71 leads to a Significanf improvement in Ehe£results. These
results are reported 1n table Vi, LaDged money supply iﬁ the most
smgnlflcant explauatory variable followad by lagped pLices durlng 1960-71

period. however, during 1971h73 period lagped prices afeitha most

N ’
i

significant explanatory variablegvl

Disregarding. the momey variables and concenmtrating of just fiscal

P : . l o
policy yields quite interesting results reported in table VI. ‘It is

interesting to note that fiscal model explain relatively more variation
in prices thﬁn does the monetary model, Non-development expenditure

i

currént or lagged by one'yeér, are positively related to inflatiow.
Public dnvestment bears a négative sign and is hlghly dignillcant but the

prlvate 1nvestment is, poalleely reldLPd to 1nf1at10n thou h blgnitlcant

b
¢

only at 0% level, Another strange vesuli is that ﬂhe budget defecits are

negatively related to 1nflat10u though 1t can be arguad thaL other

i

variables llke non developmgnt e¥penditure and prlvate 1nve tment which

are maioly .responsible fnr budgut dvfec1ts capture its effecfo

f : i t
i . :
| . i

Covariance analysis leads to some improvement in the results. These
i ‘ L L ' ‘. } .
results are reported in table VII: Irivate invtstmcmr is negatively
J 0

related to the rate of inflation, while the nonmdevelqpment expenditure is

3 mt_l'is highly significant at 992.05% level but it bears incorrect
sign.



TABLE VI

ESTIMATED COEFFICIENTS OE FISCAL MODEL

,ﬁg~

Const— D, K, 3, ' T, B F i
ta nt
6.017 —0.001 . -0.002 0.001 - 0,583 €.543 1.248
(1.958) (~C.625) (=1.016)  (1.763)
-0.265 ~0. 004 0..004 - -C.C006 0.517 5,001 1.627
(-0.076) (-2.829) (1.620) (~0.868)
2.524 ~C. 0008 ~0, 0006 0.003 -0.002 C.752 9.881 2.258
. : r '
Con§t~ Dt—1 ht—? St—1 Tt—1 R F DWW
ta nt )
4, 505 ~C.CCOL -O.COC6 0.007 - 0.265 1.681 0.738
(1.252) (~o.233) (-0.259)  (0.842)
0.859 ~C.C02 0..003 - : -0, 0CC6 0.2€3 1.666 C.963
(0.245) («1.171)  (1.434) (~0.821)
3.536 r.000€ ~0.0008 0,004 ~C. OCk 0.€55 64181 1.715
(C.h35)  (<0.450)  (3.847) (-3.838) '

(1.370)

b/*

Figures in parentheses are t-values.



TLBLE VII

_ _ - 15 -
B3TIMATED OC_F*ICIENT OF FISCAL MODEL BY AN&LYSIS OF COVARIANCE
T % 3 T D DD DK DS T 2 I Lii
Constant t t T t a t t t t
0.185 . -0.000k  -0.00L 0.004 - 9.816 -0.001 0.0003 -0.002 0.829  6.95k 2,40
(0.051) (~0.187) (-1.852) (2.111) {(1.499)  (-0.515) (1.738)  (-1.589) ,
-0.949 —0;001 0.0001 - N,001 9.390 ~0.003 0.002 - =0.001 -0.739 - 4,057 2.0k
(-0.161) (-0.381) (0.743) (0.55€)  (1.152) (~0.764)" (1.330) (~0.509)
0.486 . -0.0002 ~0.,00% 0.004 -0.020% 5.7¢C0 -0.007.  0.0003 “Cml0? 1 ~0,0003 0.836 4,532 2.3,
(0.091) (~09986) (0°_909) (1.125) (<€.179) (0.553) (=0.L24k) (1.61) (-9.3727) {£0.933)
Constant Di 4 th1 St Tioq D, by _, DK, _, DS, Doy # F Dy
1.006 4050006 ~0.004 000k 0.284 0.005 ~0.00%3 = -~0.002 03906 13.880 2.31¢
(0.574) (-o.#o8); ( 1.509)  (1.856) T~ (7.220) f2.122) - (-0.947) (=1.001)
0.741 -0.004 ocoods 0.000¢ 0.485 0.005 ~0.01% _ © 0,002 0.878 10,372 2.132
(0.327) (~0.576) (0.229) (C.€17) (%.071) (1.855) (-2,460) ( 0.91%)
1.470 -0,0002 -0,004  €.005 =-0.00C6 %5.80 0.00k ~0.005 ~0.004  0.002  0.908 8.833 2.320
(0.649) (~1.330) (1»603)(-0.396) ( 0.415) (1.288) (-0.206) '

©(=0.102)

(-0.465) (0.148)

.

Figures in parentheses zre t-values.



positively related. The two coefficients are significant at 30 and 95
percent level respectively during 19G60-71. Prdvate investment and
inflation are positively related duriﬁg 1972-75, though siguilicant only
at 90% level. We feel that the perverse signs.a;e largely due to

specification errors to wivich we will come back in tha later section,

Table VIII reﬁéfts the relationship between foteign‘trad& éeétor aﬁd
rvate of inflation disregardiug mdnetary, fFiscal and investment
varlables., When ali the variablég ar& relgféd,to‘cuprent yeér‘théy are
all insigunificant. .HOWGverg'when:thuy are lagged by one year they are
gignificant. In the final equation taking all the variqbles simuliane-
ously we see that impofts and‘absorpfi?n fear élnegative'sign and are
insignif;cant at 90% level. However;aéﬁporté ;félﬁigh}y.significant at
99.95% level and are positively relaged té infiatibn. 3The negétive
sign of absorption capacity implics that capital infloﬁ:inéreases_the
domestic availability'of goods and services and héé a d@mpeniﬁg effect
on the price>level in the preceeding year. Similarly iéportS‘have
eased the domestic inflationary:presures by increasiﬁg the flo@ of goods6.
Negative sign of imports und-absorptién capacity togetheﬁ imply that .our

absorption is greater than GNP, and imports are taken careof by the

absorption capacity variable.

The positive relationship betweenieXports lagged by one year and
. . . 5ot N
inflation could be attributed to a number of factors. For' example,
where exported goods are also directly consumed in the home market

increase in world market prices result in an equal increase in the domes-

6When imports is the only variable it bears a positive siga. Simi-
larily when we regress absorption and imports, the imports cdntiuue‘to baear
positive sign. However, when we drop ausorption aud include exports,
igports bear a negative sign significant at Y9% level. This may be due to
specification errors. i '
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Table VIII
Estimated Coefficients of Foreign Trade
Model
Constant At }Et Ht | Rz F Dy
(8:333) Efg:;gl) - - 0.032 0.534 U.61E
??:32) Zfi:?26) . (Sigié) 5,540 9.038  1.032
(5:232) R (Eiﬁé3> (3:332) 0.520  3.135 6. 506
Constant At—l Xtml chl Rz F oW
(o 935 (8:223} - 9.001 0.017  0.537
»(f:ggg) - (gzgég)‘l - 0.391 10,257 6.842
S B SR
0970 (o.455) (2555 0:306 3.302 6.791
($I?§?> (gigg?) (1?:§i§> 0.457 6,307 1.03%

Figures in parentheses are t-values.
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tic prices of these products. ELxports affect iuflation rate indirectly
as well, increase in prices iead to an increase in aggregate demand,
and supply does not adjust instontancously, thus, leading to a rise in

prices.

Covariance unalysis does not improve the results in any significaut

way as may be seen from Table IX.

Before proceeding to the estimation of the relationship incorporating
all the three types of variobles let us summarise the results so far
discussed. We shall focus our discussion on covariance resulis,

Monetary model explains 34 percent, fiscal model explains.91 percent and
pure trade model explains 61 percent variation in the inflation rate. In
the moneﬁerist model, while ingged wmoney supply is the most significant
variable during 1960-71, lagged priccs is the most significant variable
during 1572-78, Similarly ic the fiscal model private investment and
uon~developmént expenditures are the main contributing factors to infl tion’
during 156U-71. These are the current private invesiment and lagged budget
Gefecit which are positively related to inflation which are significant
during 1974-7¢ period. Tt may ifurther be noted that lagged private.
investment 1is negatively related to inflation during 1972-783. Absorption
capacity, exports and dmporis all lagged by one year are Significaﬁt e
planatory variablus for the period 1972-78, bat during 196i-71 non of

these variablus is statigtically significant.

The above analysis clearly suggest that all the models have some
truth as each of them is capable of explaiuning a significant amount of

variations in the inflation rate, Tt is primarily this reason whicn hes



ASTMAS'ED COEFFICLENTS OF FOREZIGN TRADE

 TABLE TX

- 19 -
MODEL BY ANALYSIS OF COVARIANCE

Constant by X, M, D ) DA, DX, DM, -7 - o
(or0r)  (0.009) e L A - 0.585 6.58 1.375
o390 - Qe G Coy o0 b9 e
( ) oty (- ) T ol - 0595 6.85 1305
iy oy T (o) Gy oo Corcepy 0-605 769 15
Colissy (oo - Cosno) (ZE?;§§> Comany 0-600 3-601 129l
Coom) - E?af§§u><8:§i§>-(32232> | (0r66) <28:£§§> 0603 3650 1.182
By S oy @ (o (oL ) olost) (Couony 067 70207 115
Constent A th: M D, D;‘{;‘_'] DX, DN, T P ou
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Fed to so many partial explaincticns of inflation which consider soume

]
)

but disregard other variables. As = result none of these explainations
- 1
. 1

is satisfactory., It may a2lso be pointed out that because of mis—

specifications we get perverse signg of absorption capacity, GEP, ndn-

development expenditurs and privete imvestment. Therefore, these

variables must be considered simultaneousiy, and as can be seen from

table X simultancous counsiderstion leads to a considerable improvemsnt

i

in the explaination of inflation.

When all the variables are incladed in the specification and none

of the variables is leygped, public investwent, sbsorption capacity and

imports turn out to be hdpnly sigrificsant. When we lag all the variables
: T . . e . o

by one year, results improve., MHoney supply and private invescment are

significant . at %9 level ‘and are positively related to inflation.

Adjustument of inflation to cuanges in moncy supply occur with one year’s

i

lag. Public investament éoutinues.to show a dampening effecct on inflﬁtiog
hxporﬁs and iwmports are positively related'fo;inflation and are_signifiw
cant at 97.25% level. It comes éut that = simultaneous consideration of
all the variables sﬁows considerable improvement-in the results and
1biings out élearly the wost important variables. However, it is not
ééssible to test for the structural shift in the finel analysis becauvse
covarlance analysis is wot possible due Eo limited number of Observations.

3 H
! i

7‘ s . . PO e 3 e,
Only two zquations ‘incorporating all the variables are reported in

the table. In other repgressions different specifications of these variables
using current and lagged variable simultonecusly, were tyied. Decause thoy
generally yielded results similar to the regressions reported above they !
have not been included here. ‘ .
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TABLE- X
ESTTH PED COT FICICHTS OF TiE TR0 HODJLJ CCi3LieiD
I 11 : R Be T N

B e )

Mt | 3' F Dy

~0.753  O.: 0.085  -0.069 0.002  0.0Ck -0.0003 -0.004 63.4e
(1.

(~1.4703

H8)  (G.i18)  (-0.256) (1.015) (1.362) (-0.258) (=3:028) (aubaz.

R Y

0.001 @.085 i,
{0, 032,(2 J30)0,005 6 /15 548

Const- v \ - : wu e
tant o Mter o Yo Peee o Peer  Fer . Per T Meq R My BOOF DM
23,956 .O.6T7 0,214 -0.316 0.00004 0.006 ~0,003% -0,00% -15.59 0.058 0.648

(2.582) (6.143)  (2.777)  (~1.607) (0.h20)  (5.759) (~2.135) (-8.815) (-5.966)(3.88) (5.396) 0.971 26,200 2.935

v —— B

Tigures in jarentheses are t-values -
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Policy Implications

Inflation ic a compiex phenowenon and therefore it can only be

:

cnecked py a concerted effort on the part of the gbvg;nﬁﬁnt, There is
10 short-cut to the solution of controliiug inflatibnlsuch as suggested
by the moneterists: Control tﬁe money supply and inflation is contained.
This paper brings out quite charly;thatvthough momeyzsupply iz an
important factor in daterminiﬁg inflation rate, yet, if is only one and
uot necessarily the most impoftant,faétor. ‘We can rank the factors im
order of their importauce in explaihing infiatiOn rate Ly Standardized
Betas, The ranks and nature of relarionsiip be;ween various explanatory
variables and iailation rate is Shoﬁn in table XI. The table gnows that
in order of importance moncy supply is precseded by privace and public

investment and imports.

Because of limited number?of observations we vere unable to use
covariance analysis when all tae variables were incorporated into the
nodel. Thereforc in interpreting the rusults we shgll consideér the
results of covariance analysis douc separately for each model ﬁndi

especlally where covariance analysie lead to a shift du sigu.

Our study has very clearly shownn that there are structural probleus
facing the Pakistan ccouwomy which must be taken into consideration for
formulating a policy packsge to combat inflation. The degree of open-

ne extent to which imported inflation can lead to

ness detzrinines
higher prices in Pakistan., It may be noted that inmorﬁs rank only ait.r
public investment in explodining the inflation and that explains
dependence of inflation rate on the inflation rate in the world market,

As our import biil riscs, the transmission of foreign inflation into
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Pakistan rises as well., It follows thoan that Pakisten cannot completely
elimivate inflation, aud we can only hope with councerted efforts to con-

tain inflation in reasonablic limits.

Table XI

Rosults of the stondardized Betas

Variablea Ranks Yelationship with Rate
of Inflation

Public Investment 1 (Hegative)
Imports . 2 {(Positive)
Private Investment 3 (Positive)
ioney Supply 4 (Positive)
Absorption Capacity S 5 (~Hegative)
Lagged Prices ‘ & (Positive)‘
Real Income _ ' 7 (Positive)
Budget Deficit 3 (Positiﬁe)
Hon-Development Expenditure 5 (Pogitive)

Exports 14 - (Fositive)

In order to énsure that thne domestic policies do not aggravate the
problem of dmported inflatiown we have to mnonitor mbnetary and fiscal
policies very closely. Of course we must control money supply but can
we control money supply by disregarding fiscal policy? Since budget
#gfeciis would directly lead to higher mouey supply, monetary policy
without being couched in terms of fiscal policy will not be very
effective. Thercfore, we have to review our poliéies regarding non-

development expenditures, public investment and the budget defecit;



a reduction in the non-~development expenditures would improve tine budget-

ary positioa and hence the mouzy supply.

It is important to wuote that becouse of thne sighificant effect
expected inflatiorn has oun tone dnflation rate, ﬁhe coﬁcerte& effort at
coubating inflation would besr fruit only over a relatively louger period.
Because of the history of inflation rate, expectation of iigher prices
will be revised orly gradually. Stag.fintion has been the main issue

during the seventies. UObviously the way out is to channelise the resour-

ces into more productive uses.

¥rom the:prececding analysis it is obvious that fiscal policy ﬁas
to play a cruclal role. lot only budpets have to be properly mznaged, but
the tax structﬁrc should alsc be altered in such a way that it nes béiit
in incentives for savings and wore productive use of capital. Wﬁen figcal
policy is pursued properly, tie mouctary policy will also play an

effective role.

The preSunt.study excludes the effects of wages and home remittance
on the rate of inflation and chese are important omissions, It is very well
known that increase in wages exceeding increases in productiVity will lead
to inflation. The inflation can be both cost pusi and demand pull.
However due to non-availability of adequate data, we have been unable to
iaclude wage iuncreases as onc of the explanatory variables. Similar;y,
because of the paucity of good data on remittances we had to omit thisv

variable as well.
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In this paper we have analyzed both the moneterist and structuralist
models of inflation ond bave come to the conclusion that both tie models
are capable of explaining significaut amount of vaviatious in inflation
rates. dowever, though both the moneterist and structuralist models
explained higher degres of variatioms im inflation, yet they are not

-

setisfactory as signs of o auwber of co-efficient werae wrong. lioreover

2

P

because both the models explain large varisrions the both tyne of
variables could be importent. Thercefore we integrated the moneterisi and
structuralist models and saw that anot only EZ improvaed buib the aigns were
also correct in nost of the casecs, 1t follows vherefore that exclusive

reliance on elther of tiue iwe wmodels weuld entaill a specification errvor

and cach of them wonld yield biascd estimates of the parameters.

That the inflation iz o complex phenomenon may be scen from the fact
that ten variables are statistically gignificant in explaining inflation
in Pakistan. Most of the variables are related to fiscal policy witich
underscore the importance of government revenues and spending in inflatdion
rate. Honey supply is also one of the most importent variables but it
cannot be controlled effectively unless the fiscal policy is im line with
the monetary poliecy. The degree of openness of the economy, expected
prices and the growth rate of GNP are the other main explanatory

variables.

We may conclude that inflation can only be contained to a level of
imported inflation by pursuing a vigrous fiscal policy accoupanied by
monetary policy. YHowever these policies are not expected to yield imnme-
diate results bLecause unless the expectations regarding inflation rate
are revised, and the revisions take time, inflation would not be

gignificantly atffected.
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