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INFLATION I} PAKISTAN 1956/60-16£1/82: A REVIEN(I)

1. Introduction

The orimarv objective of this study is to examine the trends
in inflation in a historical rersnective. Table I aives a broad
picture of the trends in inflation rates in Pakistan as measured by
the imnlicit GNP deflator, the wholesale nrice index and the consumer-
nrice index. It will be seen from the lower half of the table that,
while the inflation rate average only three ner cent durine the 1360s,
it increased four-fold in the 1970s to twelve ner cent. In the latter
half of the seventies and early eighties there is a decline in the
inflation rates hut they are still thrce times hiaher than those

observed in the 1960s,

The study is structured as follows: Section 2 assesses the
three indices of inflation renorted in Tabla I. Section 3 is divided
into two sub-scctions: the first part looks at the inflationary ex-
nerience of Pakistan in the 1960s, and tha second Tooks at the trends
in the 1979s and carly 1980s. In Section 4, trends in domestic in-
flation are comnared with the world in€lation rate, the industrialized
countries, non-oil exonorting develoning countries and the Asian region
as a whole. Section 5 examines the available literature on the study
of inflation in Pakistan, and finally Section 6 gives the summary and

conclusions.



TARLE-I

Inflation Rates in Pakistan as measured by The Imnlicit GNP
NefTator, The ‘'holcsale Price In”ex and Thz Consumer Price Index
( at 19%9/A% constant factor cost )}

Percent Per Annum

Years Imnlicit GNP tiholesale Consumer Qpnsumer(z)
Price Price Price
Tndex Inde Index
- (T.%.F.
Basis)
1960/1 3.97 4.7 3.87 1.5
1351/2 -1.51 -0.12 -0.41 -3.6
1962/3 -0.31 -1.71 -1.15 -0.3
1963/4 5.05 3.38 4,03 3.3
1964/5 4,34 65.98 5.80 6.0
1355/6 2.72 -1.39 3.43 4.9
1966/7 9.27 11.00 2.94 11.4
1967/8 1.99 1.37 2.01 -0.2
1958/9 0.35 3.67 1.18 1.6
1969/70 3.85 2.04 -1.22 4.3
1970/1 5.23 6.51 5.59 10.1
1971/2 6.09 4,70 4,59 5.2
1972/3 15,63 15.78 9.25 23.1
1973/4 22.88 32.78 30.60 26,7
1974/5 25.50 30.70 25.73 20.9
1975/6 14,11 8.58 11.56 7.2
1976/7 3.78 11.27 Q.26 10.1
1977/8 8.63 6.32 6.89 5.7
1978/9 6.79 6.74 8.33 2.4
1979/80 12.59 9.32 10.40 11.7
1930/1 12.25 12.47 12.97 13.8
1931/2 7.67 8.28 10.44 7.4
Growth Rates for Selected Periods
1959/60-1964/5 2.A0 2,857 2.49
1964/5 -1969/70 3.66 4.65 2.87
1959/60-1963/70 3.01 15.66 13.85
1370/1 -13976/7 14,02 15.56 13.36
1977/8 -1¢81/2 9.65 8.62 9.81

SOURCE: Columns (2-3) Pakistan Economic Survey (various issues)
Column (5) I.M.F. Finncial Statistics (1983)



2. Measurement of Inflation in Pakistan(?)

The three cormonly usad meoasuras of inflation are the whole-
sale nrice index, the consum2r price index and the imnlicit GMP
deflator. Over all the three indices move fairly close toacth2r as
showm in Fiocure I. Furthermore, the correlation matrix in Table II
also shows very strona correlation between the three measures of
inflation. However, as will b2 szen in the following discussion,
there are sianificant differences underlying the nrenaration of

these indices.

2(a) The “holesale Pricz Index

The wholesale price index refers to the prices paid as a
result of large transactions in the orimary market. The total
number of nrice series included in the index is 433. These orices
are not collected diractly by the Central Statistical Office. It
does not have its own ficld sta“f for the collection of wholesale
prices nor for the verification of the quality and accuracy of
the prices reported. It denends on the voluntarv co-operation of
various government denartments and the private agencies for the
sunply of wholesale prices.

The prices used in this index suffer from a numbar of weak-
nesses: (a) no nrobability techniques are employed for the
selection of either markets or shons in the market; (b) the
quality of prices suonlied is not reliable because they are not
collected by Central Statistical Office directly. (c) 1in most
cases fiaures for marketable surnlus are not renorted therefore

the orice remains unweighted; (d) aaricultural products are not






TARLE - II

CORRELATION MATRIX OF DIFFERENT INDICES OF INFLATION

ImnTicit GNP Consumer 1hole- Consum~r Price
Deflator Price sale Indax
Indax Price Index (I.M.F.Rased)
Implicit GNP Deflator 1.000
Consumer Price Index 0.938 1.000
‘"holesale Price Index 0,938 0.959 1.000
Consumer Price Index 0.897 N.855 0.914 1.000

(I.M.F.Basis)

Sources: Estimated from the

indices in Table I.



covered in a narticular city; (d) nrices npublished arae those
quonted by the shorkeerners, and they arq aofficial prices. For

a nurber of years there have been dual markets for wheat,
flour and sucar: a nublic markat in which conds are rationed
at fixed prices, and a private market in which orices are set
by sunpnly and demand. ‘lhenever stocks in the ration shons are
inadequate to meet the consumer demand, onen market nrices
escalate and the shift of consumers in the onen market is not

cantured by the consumer nrice index.

A further important lTimitation of the cansumar nrice
index is that tha weichts used in this index are based on
a family exnenditure survey in a small seament of urban nonula-
tien, i.e. industrial, commercial and qovernment emnloyees,
and reflects the changes in cost of nurchase of aoods and
services for that seament of nonulaticn alene. Similarly total
exclusion of the rural arcas from its coverace makes it hiahly
biased.

2(c) The Im~licit GNP Deflator

1

The GNP deflator, i.e. GNP at current prices divided
by the GNP at constant prices, is a measure of rrice changes

in the prices of aoods and services containad in the GNP,

The GNP deflator is based on the calculation invnlvinna
all the ocoods praduced in the economy. It differs from the

consumer price index in two ways: first it measures the nric



chanres of a much wider araun of qoods comrarcd to a gqiven
basket of qoods under the consumar nrice index. Second, the
basket of aoods included in the GNP deflator differs from year

to year. The coods valuaed in the deflatoer in a civen year are
the go0ds that are ornduced in the cconomy in that year. 'hen
wheat crons are hich, wheat receives a relatively larae weight

in the computation of the GNP deflator. By contrast the consumzr
nrice indax measures the cost of a fixed bundle of nonds that
does not vary over time.

From the preceedinc discussion it is seen that the consumer
nrice index and the wholesale price index are peset with a number
of limitations with regard tn the covarane of market, collection
of nrices, standardization nf nroducts, etc. Annther imnortant
lTimitation of these indices is their incomnarability with the
data nublished by the I.M.F., althourh the later is also comniled from
Pakistan statistics. This is so bacause Pakistan statistics for
tha two indices arc nublished both on monthly and ycarly basis.

On the yearly basis Pakistan Statistics relates to the fiscal
year (July-June). Since the I.M.F. nublishes data on a calendar
year basis, it uses the monthly statistics for these indices:and
prenares its own series of consumer and wholesale rrice index
for Pakistan by averagin~ the monthly data from January to &
December.

This nractice by the I.M.F. causes a considerable diveraence
between the Pakistan orice statistics and the I.M.F. statistics. For
examnle, the rate of inflation based on the I.M.F. estimates as re-

norted in Table I (Col.5) show that consumer nrice index increased



bv 1.5 ner cent in 1960 and declined by -0.6 per cent in 1861. However,
the fiscal year data for Pakistan show that the consumer nrice index
increcased by 3.87 ner cent in 196Q/61 and decreased by -0.41 and -1.61
ner cent in 1961/62 and 1962/63 resnectively (Table I, Col. 4).
Similarly for the later years the I.M.F, statistics show a sharn
decline in the inflation rate from 29.9 ner cent in 1975 to 7.2 ner-
cent in 1976. It increases sharply anain by 10 ner cent in 1977 and
then declines to 6.7 ner cent in 1978 (Table I, Col. 5). The fiscal
year statistics show that after a sharn dz=cline from 25.7 ner cent
in 1974/75 tn 11.7 ner cent in 1975/76, the rate of inflation declined
aradually to 9 and 7 ner cent in the followina two years (see Table
I, Col. 4).

Relatively spcakin~ therefore, the GNP deflator appears to
be a sliaghtly more comnrehensive indicator of inflation rate firstly
because comnared tn be CPI and YPI it includes all the goods pro-
duced in the economy compared tn a fixed number of aoods services
included in the CPI and YPI. Also the basket of ncods included in
the GNP defiator and the weirhts used in the comnilation of this
deflator differ from year tn yecar.

Secondly with recard to CPI and “'°I for some nroducts onlv
official prices not the ¢pen market nrices are renorted, and for
some nrnducts nrices are nfficially fixed but the sunnlies are nnt
available on these nrices. Dual markets for wheat and suqar have been
a common nractice in Pakistan: in the nrublic market the goods are
raticned at fixed orices and in the nrivate market nrices are set
by sunnly and demand, whenever the stocks are inadequate in the ration
shons oren market nrices escalte and the shift of consumers in the oren

market is not canturad by the CPI.



-11-

3. Trends in Inflation

3(2). Inflation in the Sixties

Inflation rates durinc the 1960s averanad around 2 ner cent.
In the early years of tha decade inflation rates were ncrative and
the neak rate of 9.27 rer cent was reached ~nly in nne year, 1956/67
(Table I, C01.2). Accordina to the monctarist hypnthesis increases
in money sunnly will lead to a hisher inflation whilae an increase
in outnrut would have a damoenina effect on the inflatinn rate. On
the other hand, the structuralists hynnthesize that lower outnut
due tn structural bottlenecks (i.e. amriculture sector bottlenecks,
foreian exchance constraint and domestic resource cnnstraint), would
lead tn hinher inflation. In the structuralist hynothesis monay
sunply increases due to accantuatinn o~f these constraints. {n
Pakistan over the neriod 195%/60 to 1369/70 nominal money sunnly as
measured by M1, increased by 139 rer cent, recal outnut increased by
82 rer cent and the rate sf inflation reaistered an increase of 34
ner cent. Movements in these variables are shown in Table III,
Fiqure II.

It will be seen from Table III that until 1962/3 real GDP
qrowth was hicher than the money sunnly ~rowth and after that money
supnly increased faster than the GD”. However, the nar between
money sunrply and GD? growth is sicnificantly smaller compared tn
the divernence between the GDP arawth znd the inflation rate. This
imnlies that desnite thea increases in money sunply price level was
kept under control- by increasad outnut. Another factor which kent
nrices under control in the 1960s was the sovernment pnlicy of
rroviding subsidized domestic industrial innuts to the industrial
sector and subsidized faod (imnorted or local)tn the urban areas,
to a larce extent at the exnense of the acricultural sactor whose

exnnrts wera taxed.



I”DICES OF IMPLICIT GNP UEFLrT9P9 RFAL GOP AND

Years GNP Deflator ehly Money Sunnlv (M1)
1959/60 100.09 15G.00 106.00
1960/61 103.97 104.89 103.78
1961/62 102.29 111.29 107.00
1062/63 102.16 119.29 118.02
1963/64 - 107.45 126.92 137.19
1964/65 '112..?.:2 138.83 155.41
1965/66 115.31 149.33 174.77
1966/67 125.91 153.93 182.74
1957/68 - . 128.32 164.07 189.85
1968/69 128.99 175.05 212.56
1969/70 134.00 192.17 238.72

Snurces: (i) Pakistan Economic Survey, 1981/82 Issue
(ii) Twenty Years of Statistics in Pakistan (1972)
(ii1) Estimates of Monev Su™nly in Pakistan (1959/60

to 1978/79) Statistical Paner Series Mo.1,
?.I.D.E., Islamabad.
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3(b) Inflation in the Seventies

In sharn contrast tn the 1960s inflation rates in the seven-
ties increased very raniAly until 1974/75. After a sharn decline
in 1975/76 it remained in sinnle diait in the followina three years.
It anain doubled to 12 ner cent in 1273/83 and 1980/81 and declined
to 8 ner cent in 1981/82 (Table I. (n1.2). Movements in trends in
GNP deflator, real GDP and meoney sunply are shown in Table IV and
Fiqure III. Qver the neriod 1959/70 tn 1981/82 nominal money sunnly
increased by 592 ner cent, three times the increase in the 1960s.
Real GDM increased by only 76 rer cent compared to 92 ner cent in
the nrevious decade. The rate of inflation showed a tremendous
increase of 294 ner cent.

A comrariscen of Ficures II and III show a market difference
in the movements of inflation rate and the real GDP. In the 1960s
hinher rrowth rate of GD?, which even exceeded the money sunnly
arowth in the earlier years, -revented inflation rates from risina,
Durina the seventies however, the rnositions are reversed; the in-
flation rate follows the increases in money supply, while the GD?
reaisters a very slow arnwth, During the seventies inflation rate
increased two-fold and money sunnly four-fold commared tc GDP qrowth,

The movements in the three variables in Figure III abpear
to confirm the monetarist hynothesis that increases in money
sunly and slow arowth of outrut would lecad to hinher inflation.
At the same time, keenina in view the stacnation exnerienced by
the economy during the seventies, and the adversz international
factors affectine the domestic economy it could be araued that the
structural constraints (domestic and external) may have led to

hicher money sunply and hiaher inflation durina the seventies.
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Table - IV

INDICES OF IMPLICIT GNP DEFLATOR, REAL GDM AMD NOMINAL

MONEY SUTTLV(C 5/70 CONST/NT F CYOR COST).
Years GMP Deflator aD" Monay Sunply(M1)
1969/70 100.09 100.°0 167.00
1970/71 105.14% 100. 30 149.05
1871/72 111.17 101.47 159.46
1972/73 128.23 108.79 181.54
1973/74 158.15 117.21 207.73
1974775 199.03 121.82 235.97
1375/76 224.13 125.86 297.87
1976/77 244,78 129.04 368.56
1377/78 260.07 138.55 434.05
1978/79 285.69 115.01 520.15
1979/80 322.80 155.11 584.31
1980/81 364.97 165.44 662.40
1981/82 394.08 176.41 £92.65

Source: Same as Table III.
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4, International Commnarison

It will be seen from Table V that after holding remarkably
steady until the early seventies, inflation rates in industrial
countries rose from an annual averace of 4.7 per cent durina 1965-
1372 to 11 per cent durina 1973-75, It averaae 9:per cent durinc
1976-79 but anain rese to 12 per cent in 19€0 after which it
cradually declined to 7 per cent in 1982, the Towest durinqa the
last ten yvears. At the time. in the non-o0il exporting developing
countrias inflation rates coubled from 11 per cent durinc 1965-72
to 23 per cent durina 13732-75 and have continued to rise since
then to 34 ner cent in 1982. Inflation rates for the fAsian
countries have fluctuated very widely but by and Tarqe moved
closer to or below the world inflation rates. Pakistan's infla-
tion rate was almost twice the world inflation rate during 1373-75
but for the remainine neriod it has remained below the world
inflation rates, and moved fairly close to the inflation rates
of industrial countries excent for 1981(5).

These trends in comparative inflatinn rates are plntted
in Ficure IV which shows that except for 1973-75 Pakistan's
inflation rate did not fluctuate very widely and was aenerally
close to or below the inflation rates of the industrial countries
excent for 1981, however the inflation rates for the Asian reqion
as a vhole have always been below that of Pakistan except for
1982.

Three main conclusions that emerae from the above discussicn

are:
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(i) On the whole Pakistan's inflation rate has aenerally been
hinher than that for the Asian r2nion as a wholz:

(ii)  Durin~ the periods of hinhest inflation (1973-75) Pakistan's
inflation rate was arzater than all countries for most of the time;
and

(iii) Pakistan's inflation rate moved fairly close to the world
averane inflation rate and the industrial countries inflation rates.
The imnlicaticn of this trend is that Pakistan has been sionificantly

affected by the trends in axternal inflatinn rates.

5. Peview of Literaturz on the Inflaticnary Process in Pakistan

The nhenomenon of inflation in Pakistan has received minimal
attention in the literature. It may be arrued that since inflation
was not a serious problem in the earlier period it did not necessi-
tate any scrious consideraticn of the subject. Howaver, a chronolo-
aical survey of literature shows that even durinc the seventies when
Pakistan experienced high inflation rates, no serious analysis of

inflation was undertaken until 1931,

5.1 Parter's Study

The first study which dcals with the trends in the price
Tevel in Pakistan is by Porter (1961), who analyses the factors
bahind nrice mnrvements and the anpropriateness of the conventional
demand for money functions, aiven Pakistan's eccnomic conditions
durina the fifties. Porter arcues that nrice movements and the
demand for real money balances in Pakistan corresnonds with the
trends in harvests. He exnlains that in case of harvest failures,

there is a tendency on the nart of the stnckists to hold spsculative
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cereal stockpiles rather than monoy. Theraefore the demand for
real money balances will change sinultanenusly or even ahead

of harvasts sinc2 harvest failures arc readily noticeable.
Seccndly, he maintains that orice inflation ~cnerally coincides
with fand shertanes and vice-versa, the demand far monay balances
would be affected because in order tn nrotect their consumption
levels nennle wnuld tend toa increase their exnendituras on food.
Therefore the demand for real moncy balances will fall when fond
nrices rise ( and vice-versa). Furthermore in case of harvest
failures producers will curtail thair sunplies to the market by
a larae nroportion than the decline in output which will have the
effect of raisin~ thc pranortion of natinnal income consumed in
the non-monitozed sector of the economy. This will lead tc a
decline in demand for real money balances for transactinn pur-
poses alsn in case nf harvest failures.

Porter's estimataes of the effects of price level channes
on the demand for real money balances showed that the.rate of
nrice chanme in a civen year induced archange in real: demand
balances without delay. However he noints.put: that these estimates
are not very realistic because of extensive rationina and price
contrnls durin~ the fifties. He arnues that due to contrnls the
effect of nrice level chanaes in money balances will dapend on
the nature of controls  wether they were due to temnorary
or rermanent shortaqes. Permanent shortaqes on leozl markets
and hinher prices in the black markets will tend to raise the
Tevel of real balances. In case the shortanes are exnected to

be temvorary nostroned consumntion will lead to hicher savines
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and alsn ~reater pronnrtien will be held in ready money balances
for imminent snendin~.  Therefore Parter advised stronoly acainst
the use of conventinnal demand for roney functions in estimatin~
demand for money in Pakistan nn the araunds that velncity estimates
based on controlled nrices which have the effect of increasinn

raal balances and lowering velocity, will ~ive arroneous nrojecticns

for the future if the contrals are relexed later.

Porter's study is imnortant for two reasons: firstly he
roints out convincingly the inapnprenriateness of a theory by first
relating it tn the actual conditions nrevailina in the economy.

In the fifties the economy of Pakistan was highly denendent an
the aaricultural sector, and numerous controls had been imposed
on imnorts and Anmestic nrices, narticularly aftzr the Korean
boom. The bankina system was alsc not very well develared and

a larce nart of the eccnamy was non-monitized. Undar these
conditions the aprlicatinn of a thenry develoned for hinrhly
develoned industrialized cruntries has little relevance. Secondly,
the study hiochlinhts an important structural element in the
exnlanation of inflation - the anricultural sector bottleneck,

as an important factor in influcncin~ the inflation rate in
Pakistan when the economy is heavily denendent on the aariculture

sector,



-23-

5.2 Islam's Study

The second stu”y on inflatinn in the sixties is by Isleam
(1353). He looks at the rreblem of inflation in Pakistan in
the context »f nattern and nature of its devalamment and non-
develnoment exrenditures nver the neriod 1350/51 to 1258/59. It
shows that over the period there was a ranid increas2 in.money
sunply due to increases in covernmant exnenditures. At the same
time the outnut of some imrortant items of mass consumption
like .feod crops remained stacnant. As a result, the ratio of
maoney sup~ly to natioanl output increased raridly in excess of
the need for increasina monetization within the econnmy because
these exnenditures were financed laraely by deficit financinn,
and also due to lars in exrenditures and nutput. Secondly, he
shows that inflation rates were also cnnsiderably affected by
the autonnmous channes in wanes, increases in imnort nrices and
the deterioration in the terms of trade after the cnllanse of
the Korean hnnm, He hnlds that the bonus voucher scheme and
the imnort substitutinn palicy 21so had inflatinnary imnact.

IsTam does nnt test any hynothesis, however the studv
noints out thc 'feed back' between inflation and mgney sunrly an
similar lines as discussed by Olivera, and later testec by Dutton
and Achzvli and Khan.6) for many less develoned countries. It
also noints out that structural factors like lower output in
the agricultural sectnr, hicher import nrices and wajes, and fhe
nrocess of industrialization via the rolicy of import-substitution

vera related to the inflatinnary process in Pakistan.
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(1975) who attribute the insicnificant coefficient of inflation
rate to mis-specification of the variable. . The araue that:

"There is now much evidence ip'icating that the

expected rate of inflation, 1° differs substan-

tially from the actual rate of inflation.

Exrectations, it annears, are formed on the basis

of cast as well as oresent rates of inflation."

(n.249).

They dn not cite the evidence but estimate a series of - the exrectad
rate of inflation usint the nolynomial technique suarested by Almon
(1265). They rc-estimate Akhtar's eauations to show a hiahly
siagnificant cnefficient of the exnected inflation rate. However,
Akhtar (1975) rejects their estimates and points out that over

the reriod nrice expectations were constant because Pakistan
exnerienced a low inflation rate. It averaned less than 3 rer
cent for the first 14 years and more than 5 per cent for the last
six years (n. 371). This, accordin~ to Akhtar, was the direct
result of various policies nursued by the covernment and desi~ned
tn minimize fluctuations in nrice. The aovernment contral of
nrices and distribution nf commodities until 1958 kent prices
fairly stéb]e thereby leavin~ little room for the formation of
rice exnectations (n.371-2).

Akhtar's araument is sunnorted by Manala (1379). In  his
estimate of derﬁand fnr. money functions he shows a‘n insianificant
crefficient of the exrectad rate of inflation for the neriod
1958-71. Similarly a further study nf money demand functions
by Khan (1580) which cnvers the reriod 1359/6C to 1577/78, shows

with the heln of covariance analysis that while inflationary .





















where F, is the rate of chanre of the unit valug index of imnort
nrices, other variables arc the same as in the basic monetarist
model. It corresponis to the hybrid medels which are used to
test the relative imnortance of the monetarist and structuralist
variables.

Accordina to the results of this equation (Table VII)
import ~rice variable is the mnst sicnificant variable, money
sunply is also significant at 10 ner cent level but output remains
insionificant. The import »nrice variables also has the highest
beta cnefficient (see Table (VII)). Mancla also nerforms the
covariance analysis in crder tc hinhlinht the importance of
external over domestic factors in the inflationary nrocess of
Pakistan. For this nurnose he first excludes the variable ﬁm
and obsarves the reduction in the exnlanatory nower of the
equation. The F-ratin calculated is 10.27, which aives the
incremental explained variation in inflation rate due to import
nrice indices. Secondly, he excludes Mg ant ¥, and the incremental
F-ratio is 0.85. Therefore he concludes that the two comnonents
of domestic inflation, i.e. money supnly and demestic output are
less siecnificant than imported inflation.

Mangla modifies Andre's (1978) model to test the cost-push
hypothesis for Pakistan. He hynothesizes that wage increases in
excess of productivity improvements result in higher prices as
increases in labour cnsts are automatically nassed on to the con-
sumer in the form of hiaher prices. Furthermore, the wage-push
that occurs in some sectors subsequently spreads quickly to other
sectors via social awareness about wane differentials. The

tested equation is of the form:












-3G-

develonina countries cause excess aaarecate demand to renresent
upward nressures on nrices causec by industrial demand and dnwn-
ward nressure caused by larae agricultural outrut. Over time
conflictina effects micht cancel each other to aive no systematic
relationshin between inflation and GNP trend. Ontani (1975) also
failed to find any sianificant relationshin between inflation

and GNP trends for Thillipines. However, Sheehey (1273) reesti-
mated Ontani's equations by usin~ deviations in anricultural out-
nut from its trend and found sicnificant nositive relationship
oetween excess demand and inflation.

Thus Mann~la's model basically suffers from mis-snrecification
the two variants of excess demadn could have been tried alter-
natively.

The last section of the study tests the "Dominant Impulse
Hypothesis" (DIH), and the hybrid madel. . The section on DIH is
anain taken from Andre, however while Andre uses the DIH method
to test specifically whether the cost-push: theory was- a satis-
factory exnlanation nf the French inflation, Manala does not
snecify any objectivg 5% this sectinn, . He only selects a part
of the analysis to apnly tn Pakistan without.any consideration
to the relevance implied in the orininal model. In order to
clarify the confusion in the Mancla's analysis with renard to
the DIH, it is imperative to review briefly Andre's explanations
of DIH,

Andre undertakes this test because his tests of cost-nush
exnlanatinn showed that when the excess demand variable is in-

troduced in conjunction with the cost nush variable (@-5r,i.e.,



wanes in excess nf productivity nains), the exnlanatory nower nf
the mndel increases sionificantly but the size of the cnefficient
of (Y-Pr) is reduced. Unlike the conventional exnectations
aunmented demand mndel of inflation: F = e(E) + n, where E s
excess demand an” n. the exnected rate of inflation, E is not
defined, it is nroxied by random shocks affectinc the system,
Andre arnues that excess demand and ultimately inflation is
determined by some systematic causes. He cateaories the systematic
causes leadinr to excess demand as the fiscal, monetary an? foreirn
quantity and forei~n orice 'impulses'.

The fiscal impulse is Aefine as the difference batween
novernment tntal expenditures and the discretionary comnonent
of the tax revenues, both annual nlus quarterly, divided by the
nominal income in the last neriod. The monetary impulse is
represented by the crowth of the monetary stock. The forcion
guantity imnulse is renresented by the orowth rate of real exnorts,
and the farleinn nrice imnluse is the rate of arowth of imnort
nrices. To study the ultimate determinants of inflation, Andre
hynothesises that excess demand is a function of the unanticipa-
ted valuas of thase impulses oneratine in the economy. He
approximates excess demand by E = o (al), where al is the first
difference of each impulse from one neriod to the next. -He
modifies the conventional expectations aurmented excess demand
exnlanation of inflation into the testable form as:

P=h(al) +nx

where m  is the anticinated rate of inflation.



The above aquatinn is estimated to test threc hynotheses:
(i) to determine the rnle of the thr2e systematic causes or
imrulses incornorated in Al as the exnlanation of the deviations
of the rate of inflation from its trend: (ii) to study the imract
on the cost-push variable ( N - 5—r) when excess demand is Adefinad
exnlicitly rather than a nraxyv; an? (iii) to test the hypothesis
that if = = 1, inflation-unemrloyment trade-off does not exist.

On the basis of his results Andre concludes: (i) the
manatary imnulse 2nnears tn be the most sionificant in the ex-
nlanation cof the deviations »f inflation rate from its trend
(or exnected) value, (ii) increase in wanes beynnd nroductivity
exnlained only 2 minimal pronnrtion of inflatinnary exrerience
when the above excess demand variables are taken into considera-
tion, an? (iii) the very hi~h an” sirnificant coefficients of
™ showed that there was nn lone-run trade-off between inflatinn
and unemployment.  Therefore Andre concludes that once the
excess cemand variables are acdequately defined they arovide a
hetter exnlanation of inflation than the cost-nush theory. The
imnortance of the monetarist exnlanation is enhanced by the
role of the monetary impulse in explaining the deviations of
inflation rate from the trend value, comnared to other impulses.

Thus we see findre specifies the DIH model tn test for the
relative importance of monctarist versus the cost-nush exnlana-
tion of inflation and establishes his contentions throunh various
tests. However, Manqla -dnes nnt define the various imhulses as

measures of excess demand or anvthine, he selects a part of Andra'

analysis to annly tn Pakistan without snecifying a hynothesis as
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“cenrding to the bast results of the various formula-
tinns tested monay sunrly, imnert -rices and anticipates in-
flatinn rates dominate all ~thor variahles.: Onc nbvious pro-
hlenm with this spe;ification relates to the money suphly
variable, as in the monatarist moiel tested by Man~la, in the
first nart of his study, he anain ignores the langed miney
supnly variables and assumes an instantaneous adjustment of
rates of inflation to money sunnly when actually his:previnus
results showed that money sunrly was not a sianificant vari-
able and that the use of laas was warranted in the ronetarist
model as discussed before. Secondly, the hybrid model ex-
cludes the fiscal nmnlicy varl'iablr_: which according to Mannla's

test of two-way causation and DIH anppears to be-the mnst

sirnificant exnlanation of inflation in Pakistan.

A1l these factors affectinn the five mocdels tested
leave very little room for any useful nolicy immlications

to be drawn from this extensive exercise.



6. Summary and Canclusicns

This naper has foacussed exclusivelv on the phenomenon of
inflating in Pakistan., It studies the trends in inflation rates
in Pakistan over the twn decades an- comnares the Anmastic in-
-flafionary exnerience with theénroup of advanced industrializad
countries, the non-0il ex»nrtine develerine countrics and the
other countries in the Asian reaion. This was followed by the
stucy nf the available Titerature on the nroblem of inflation in
~akistan. The discussion in section, 2,32 and 4 shows that in-
flation was no cause nf concern durin~ the decade nf the sixties,
however{ih the seventies inflation rates in Fakistan increased
very sharnly, rarticularly durine 1973-75, in conjunction with
the world-wide inflation, Althnush inflation decelarated con-
siderabl; a%ter 1975, it remained in two-dinits for most of the
reriod until 1981/82. The international comparisens (section 2)
show that excent for the nerind 1973-75, Pakistan fared con-
siderably better than ather non-0i1 exortine develonina countries,
hnwever its inflation rate was aenerally hicher than ather
countries in tha Asian recion., At the same time Pakistan's in-
flation rate moved fairly clnse to thase of the industralized
countries aroun and the world averane inflation rates (excludinn
(1973-75). It aprears from this “iscussion that Pakistan's in-

flatinn rate was influenced si~nificantly by trends in the external

sector.



Section 5 Inoked at the available literature on the nroblem
of inflatiin in Pakistan. It is seen that the existinc literature
is limited and suffers frcm 2 number nf serious shortcomines,
Lockina at the studies in a chronolonical order, the first two
studies by Porter and Islam are important in that they roint to
the deficiencies in the underlyine economic structure as an ex-
nlanaticn of tha trends in inflatinn in tha earlier nerind. However,
they relate to the nerind rrinr tn the sixties and are hasad on
all Pakistan-data set. The next nublished study is the amnirical
estimation of the monetarist hynothesis by Azhar, for the nerind
1952/60 to 1372/73, orior to the sharn increases in inflation rates.
This study is beset with serious defects. Its conclusions are
questionable because they are based on a data set which is not
homonenous. Yhile the 4ata for the wholesale rrice index and real
fDP series pertain to “est "akistan nonly, the money supnly series
includes data for East Pakistan alsn. Secondly, the data o not
confirm that a structural shift accurred around 1265/66 as con-
tended by Azhar to justify the ncor results of equation (1).

He also innores imnortant variables, like the influence of
exrected rate of inflation. Similarly the use of additional lacgs
of the money supnly variables is inncred when the aiven results
warrant the need to use additional lags. The results of equation
(3) are stronnly hishlichted althounh their significance level is
based on only 3 derrees nf freedom. Furthermore it makes a stronn
conclusion that the demand factors nlayed a major role in causing
channes in the price level without any discussion or verification

of the supply side variables over the neriod.
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Durin~ tha seventies when inflation rates increase? sharnly
the only literature in connecti<n with the discussion of inflation
relates to the rnle of rrice exrectations with..referaence to. the
Zdemand far money functions cstimated for Pakistan., The asneral
crncensus nf the five studies considered is. that exrectatinns A
not axert 1ny sinmnificant influenca an-the. damans far menay balanea
in neriods of 1+ inflatinsn, Only the stuly by Khan which covers”
an extendad nerind 1953/60 to 1377/79. shows that the ex~ectatinns
did not have 2 sionificant influence in rerinds of 1ow inflaticn
hut exertad a1 sinnificant impact in the neriod of the saventias
when inflation rate was well above ten.ner cent far mist of the
neriod, by the helr of cn-variance analysis.

Finally tha study by Manqla on inflation in Pakistan ovar
the nerind 1260 to 1279, which testcd five different hynotheses
was summarized. This stusly has a number of serious short-cominns.,

‘
In the case nf the mrnetarist hvnothesis it srecifies the first
eouatien incorrectly. In the seécon” eauatinn it nots very poor
results an? hence rejacts the menatarist hyrothesis, althounh it
is seen that it ianores the use. of additional laas af monev surrly,
aven when the results warrant the;use nf these laos. It uses
simrle OLS th taest tho auto-ranressive model in eauation (3)
withnut anv consideraticon af the resultine autncarrelation bias,
Finally the data for money sunnly and the whalesale oricz in‘ex
renorted to have been used in this model diverce cansiderably,
fram the sourcas quater.

The cost-nush mncdel alsa suffers from the snecificatinn
bias. The author excludes the excess demand wariahle, which s

an imnortant variable in the oricinal specification of the madel .



because relevant data are not available. This innlies that the
author has selectec the models at randnm without due consiceration
tn the iiterature in aeneral and to the complete nenlect of litera-
ture on the inflationary nrocess in LNCs in particular which nro-
vide two alternative measures of excess demand variable., Horcover
this Titerature emnhasizes th2 imnortance of takine into account
the underlvine zconomic characteristics of the LBCs as essential in
the exnlanation of inflation in these countries. Studies in th2
structuralist tradition nrovid2 ceonsiderablae evidenca to hiahliaht
the importance of the structural bottl2necks underlvine the economic
structures of these countries. This omission is readily felt because
the aconomv of Pakistan shows close resemblance to the economic

characteristics of the LDCs envisaned in the Titerature.

Thase shortcomings of tho various studics make imnerative a
systematic analvsis of inflation in Pakistan. It is nronnsed to
taest overtina threz alternative annroaches to inflation, namelv: the
monetarist hypothesis in the open and closad economy context and
t ke structuralist hypothesis. Tha results obtained from these models,
besides nrovidine additional emnirical evidence on tha onaoinn
controversv on the importance of monctarist versus the structuralist
exnlanation of inflation in the LDCs, will also have imoortant
nolicy implications for macro-mananement and stabilization nolicy

in Pakistan,
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HOTES "D REFERENCES

The 2arlier perind is excluded bacause comrarable data for
rmoney supnly variable is nnt available.

Firures in this column ara written anainst fiscal vear
cnlumns, however as descritad an (2.12) the first entry in
this column i.¢. 1.5 should be read amainst calendar year
1960 ans! -0.6 anainst 1761 an? se on.

Niscussion in this section with raemar? t» the consumer rrice
index, the whnrlasalz nrice under and the GND deflator is
tase! entirsly on tha Monthly Statistical Rulletin ( July
1372). It is emrhasized that this is beinm rerroduce? here
in arcder tn hirhlicht the advantacas and disadvantanes of

the varicus indicies of inflation to determine the relatively
more anoronriatz indicies overall,

See (2) abnve.

For 1582 Pakistan's inflation rate equals that of inZustrial
countries (Table 5). However, this is the result of “ata
anomolv which arises whan we use the INF price statistics for
rokistan as pointed sut in section 2. The inflation rate

vased nn the consumer nrice intex nrepared by Pakistan Statistics
(Fiscal year) rivas the annual averane rate for 1965-72 gnual
to 3.25 per cent and that for 1381/82 ecu2l to 10.44 ner cent
(Tahle 1 Cnl. 4).

See Olivera (1267), Duttan (1°71) and Achveli and Khan (13978).

Since the results for hoth the consumer mrice index an” whele-
sale ~rice index are verv closc he only renorts the results of
recresions with the whnlesale nrice in-ex as the derendent
variable.

This equation is estimate nver the nerind 1069-72 hecause the
Aata on waces is not availahle for the last two years.

{
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