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Reserve Bank of India Occasional Papers
Vol. 14, No. 3, September 1993

Monetary Expansion and Inflation in Asian

Clearing Union (ACU) Countries

Deepak Mohanty & Rajiv Ranjan*

This paper attempts to analyse the inflationary process inthe ACU countrics
during the period 1970 10 1990, in an effort to identify the inlluence of both monctary
and structural factors. The study reveals that the moderate inflation rate of ACU
countrics, excepting lran, camouflaged some intense inflation episodies during thelast
two decades. While the incomeclasticity of demand for money showed wide variation
across low incomc ACU countrics, the interest rate showed the desired inverse
relationship with money demand. Apart from moncy supply, structural factors such as
agricultural outpul, import prices and food prices were found 1o have had major
influences on prices. The observed negative corrclation between growth and mf(lation
would mean that monetary policy has to bear the responsibility of containing inflation
whenever fiscal actions or external shocks or supply rigiditics become destabilising
since any accommodative action would generate price increascs.

1. Introduction

1.0l Inflavonis anissuc of majorconcern (o all the countries, in particular,
the central banks, This is because, the consequences of unchecked inflation can
be catastrophic. Despile this realisation, there is no clear consensus on the genesis
and control of inflation, particularly in developing countrics (DCs) where
structural factors arc preponderant and diflfer in naturc and intensitics. It,
therefore, becomes necessary to have a clear understanding of the process of
inflationin individual countrics. Underscoring this point, the heads of the Central
Banks of Asian Clcaring Union@ (ACU) intheir Twenticth Board Mccting held

*

This study was prepared by Shri Deepak Mohanty, Director and Shri Rajiv Ranjan, Research
Officer in the Department of Economic Analysis and Policy of the Reserve Bank of India,
forthe Board of Dircctors of the Asian Clearing Union (ACU). The authors wish o cxpress
their gratitude to the ACU Head Quarters at Tehran, lean, particularly Mr. M. Firouzdor,
General Manager, and the Central Banks of ACU for their co-operation. The authors are
grate ful to Dr. €. Rangarajan. Governor and Shri 8.5 Tarapore, Deputy Governor, Reserve
Bank of India for their valuable suggestions. The authors areindebled o Dr. AL Vasudevan,
Officer-in-Charge, Departiuent of Economic Analysis and Policy, for  guidance and
encouragement in preparation of the Study. The technical and seerctarial assistance
rendered by Ms, Daksha Parajia and Shri AB. Joshirao is thankfully acknowledged. The
Judgements expressed in thereport, however, are those of the authors. Needless tosay, any
crrors that may remain are those of the authors.

Astan - Clearing Union (ACU) consists of Bangladesh, India. Iran, Myanmar, Nepal,
Pakistan and So Lanka.



162 RESERVE BANK OF INDIA OCCASIONAL PAPERS

at Kathmandu in May 1992, proposcd that inflation in ACU countrics may be
cxamined so as to sce the influcnce of monctary and non-monctary factors on the
inflation phenomcenon.

1.02  Inthis study, an attcmpt has been made to ook at the inflation process
in the countrics of ACU, individually as well as collcctively as a group. Further,
an attempt has been made to cut across traditional approaches to inflation, andto
vicw the problem by cxamining the possible factors — monctary and structural
— behind the inllationary phenomenon, in particular, the identifiable cpisodesin
these countrics. For the purposcs of this study we have relicd argely on annual
lime series data available in the  Annual Reports of central banks of ACU
countrics and the data reported by member countries of the Inicmational
Monctary Fund forthe International Financial Statistics. The time period covered
is reasonably long — generally of twenty-ycars beginning 1970-71. The choice
of time period is tempered not only by the availability of data but also by the
objcctive of capturing major supply shocks, for example the firstoil shock, which
scems to have influenced the long-run relationships among major cconomic
variables.

1.03  Wehave analysed the problem of inflationincach of the ACU countrics,
both from decmand and supply angles. On the demand side, the annual dataon
moncy, oulput and prices trace out the ycar-to-ycar movement in thesc variables
and alsoidentifyinflationary cpisodes. The reduced form money demand equation
has been tricd out by regressing broad money on output and interest ratc tobring
out the long-term relationship among these variables. The choice of the interest
ratc variablc which appropriatcly reflccts the opportunity cost for holding moncy
oficn posced a problem duc (o the regulated nature of the financial system in the
countries under review at some stage or the other during the period as a whole. In
most cascs, therefore, averages of deposit interest rates were considered to bring
about a fIexibility 1o the rate variable under the assumption that countrics would
oficn ensure thal the interest rales are positive in real ierms. In the casc of India,
however, the average moncy market rate, which is representative of short-term
market-related interest rate, has beenconsidered. As for the sources of groivlh n
liquidity, the pressures emanating from the external sector and from the compul-
sions of domestic budgetary opcrations of the govemment have been taken into
account. The movements inincome velocity of money and moncy multiplicr have
also been atilized to provide analytical perspectives.

1.4 Onthe supply side, the trend in gross domestic product (GDP) of cach
country is analysed with emphasis on GDP accruing from oil scctor in the case
ot Iran and from agriculture for other countrics. In regard to the price struclure,
it has been viewed with reference to the contributions of its major component
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groups. For cxample, scetors like food prices and fuel prices were considered,
toidentily theorigin ofinflation during a particular inflationary cpisodc orthe full
samplc period. Thismethodolanalysishas been found to be helpfulindctermining
whether intemational inflation is transmitted on to the domestic scctor. In this
contcxt, the gencral proposition that the risc in import prices cxerts cost push
cffectonthe general pricelevel has been tested and has been found to be signi ficant
for almost all the countrics of ACU. The cost push impact of exchange rate
depreciation has also been tested for individual countrics as well as in the general
mode! of inflation developed forall the countrics. The general model of inflation
for all the ACU countrics has been developed in a dummy variable framework
primarily to identify the structural bottlenécks causing cost push inflation,

1.05  The study is organised as follows : The general relationship between

- money andinflation and the structural rigiditics inherent in developing cconomics
is discussed in Scction 2. Scction 3 gives an overview of growth and inflationin
ACU countrics. Inflation in individual ACU countrics is analyscd in Scctions 4
to 10. A general model of inflation for the ACU countrics is presented in Section
11. Finally, the major conclusions of the study arc provided in Scction 12. The
terms of refcrence of the study are given as an Annexure. Statistical data on the
major variables utilised for the study are presented in the Appendix.

2. Money and Inflation : The General Framework

2.01 Inflation represents a situation in which prices of goods and services
increase continuously over a period of time. Inpurcly statistical terms, the rate
of inflation is expresscd as a percentage change in the overall price level during
agiven period. Onecould usc the statisticalmethod to measure inflation by taking
any one of the available price indices such as the consumer price index (CPI) and
the wholesale priccindex (WPI) but there are some who utilise the gross domestic
product (GDP) deflator as well for the purpose. For the purpose of this study,
consumer price index is taken as a representative index in ACU countries with
the exception of India where WPI was ¢onsidered.

2.02  The consequences of inflation are generally well known. The literature
oninflation has therefore, rightly focussed on the causes of inflation. There are,
broadly spcaking, two strands — onc emphasizing the monctary aspects and the
other pointing to the structural factors at work. More often than not, inflation
phenomenon reflects both, but it should be recognised that given the economic
structures, policy making would have to be such as to keep a close watch onthe
movements in monctary variables.
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2.03 Following the quantity ihcory of moncy, bothiniits classical and moder
versions, the relationship between moncy, output and prices can be best described
by the well known equation of cxchange. :

MV = PY :
where M denotes moncey supply,
P dcnotces price of an unit of outpul,
Y denotes the amount of output, and
V is the income velocity of moncy.

Thus, the money value of output would be PY. If onc assumes that the velocity
is constant, thc quantity equation can be scen, asthe monetarists following Milton
Fricdman’s ncw approachtoquantity thcory would arguc, as a thcory of nominal
output, which wouldimply thata change inthe quantity of moncy (M) mustcausc |
aproportionatc change innominal GNP (PY). Theclassical cconomists belicved
that since the factors of production and production [unction determined real
GNP, changes in nominal GNP conscquent on changes in money supply must
represent a change in price level.

2.04  The quantity cquzuion‘c;ould be restated in the form of a simplc moncy
demand function.

M/PY! = kY

where M/P is cqual to recal moncy balance and k is a constant. This cquation
states that the quantity of real balance demanded is proportional (o incomc.

2.05  Thislincof rcasoning gives risc to the theoretical scparation of real and
nominal variables andin its crude form advocales monctary ncutrality. Thus, the
quantity thcory of moncy would imply that the central bank, which influcnces
the moncey supply has the ultimate control over the rate of inflation.

2.06  Inan ultimatesense, prices cannot rise unless moncy supply expands in
responsc o demand pull or cost push factors or both. Many of the demand pull
and cost push versions of inflation theory can be conveniently treated as a part of
the monctary explanation of inflation phenomenon.

Inflation in Developing Countries: The Structural Factors
2.07  Thereis empirical evidence in support of the fact that moncy, output,

and prices relationships andmoncetary neutrality approximately hold good in the
long run. However, thereis considerable debate as 1o what could be the shor run
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causes of moncy supply, or for that maticrofinflation. This ismore so in the casce
of devcloping countrics (DCs) where structural factors abound. Inmany DCs,
the sharc of agriculture in national income is high and the bulk ol the labour force
dependsonagriculturc and allicd activitics. A crop failure or even expectations

- of a poorharvest would invariably place pressure on price levels. Morcover, in
many DCs, the size of the cxtemal scctor is relatively small, but the domestic
cconomy still depends on certain critical imported goods, thus ensuring that the
import demand is high andinelastic. For cxample, except for Iran. all the other
membersofthe ACU countries spend a major portion of their [oreign ¢xchange
carnings on import of oil, which is critical for their domestic production and
consumption structure.

2.08 The balance of payments situation in most of the ACU countrics is parlly
dependent on unrequitted transfer payments and capital flows from expatriate
nationals which in tum arc influcnced by cxtemal environment and expectations
about domestic cconomic performance. Thesc countrics have witnessed periodic
accumulation of intcrnational reserves consequent on commmodity boom orinflow
of transfer payments. If not sterilised by the central bank, such accretions lead
10 monctary cxpansion placing pressurc on prices.

2.09 hisgencrally recognised thata rise inthe domestic price of imports cxcrts
cost pushceffcct on the general pricelevelinmany DCs. This is alsothe case with
ACU countrics. The cxport basc in these countrics is also not very diversified.
As a result, the export camings arc dependent on certain primary commoditics.
Forcxample, Sri Lanka depends on tea and coconut, Bangladeshon jute and
Iran on oil. Hence, fluctuations in international commodity prices affect export
carnings, withbothhighand low export prices having inflationary implications
for thedomestic cconomy. A lowexportcamingora price shock couldaggravale
the alrcady dilficult balance of payments situation, entailing the need for
depreciating the domestic currency and, in the process, push up import costs. A
higher export caming owing to varying periodic commodity booms increases
wage ratcof the exportscctor triggering wage rate increasesin the *non-tradable”
goods producing scctoraswell. Italso hasimplicationsondomestic liquidity. 'The
inhcrent inflationary impact of these developments invariably wceakens the
compclitivencss of cxports. The difficult balance of payments situation of the
devcloping countries docs not lcave much room forimportstoaugment domestic
supply ofesscntial commoditics in the eventofa sharp decline in domestic output.

2.10  Despite large uncmployment rates, the domestic moncy wage raies in
many DCs arcinflexible downward. The organised labour force could bargain
tokeepthe real wage rate higher than the market elearing equilibrium wagce rates.
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More often than not the real wage rates far outstrip productivity gains. The bulk
of agncultural and industrial prices in DCs represents mark ups on wage and
other cost increascs, and as the wage rates arc oficn linked 1o increase in costs,

there is a general cost push cffect mgf,cnng off wagc pncc spiral. That this
phenomenon exists in spite of large uncmployment only scrves to show that
organised labour with the requisite skills represents a distinct and a segmented
part of the overall labour force, with market for it being largely influenced by
demand rather than supply factor. In ACU countrics too, there arc clauscs in the
labour contracts that provide for linking of wagcs/allowanccs with cost of hvmg

changes.

2.11  ACU countrics, barring Iran, are low income countrics where demand
for food is highlyinclastic and uncmploymentlevels are very high. This prompts
governments of these countrics 1o undertake social welfare’ programmics, adding
to the govemment expenditure. In addition, persistent internal disturbances and
cxternal aggression have, of late, compelled governments  of somec  ACU
countries to step up government spending on defence and intemal security. In
many DCs, because of low tax basc the governments find it difficult and
sometimes politically unacceptable to mobiliscadditionaltaxes. Insuchancvent,
the govemment cxpenditure would tend 1o far cxceed government revenuc, giving
risctolarge fiscal deficits. Governments often find itconvenient o finance deficit
by seigniorage. Central banks in DCs arc often accommodative in this regard,
raising in thc process the supply price of full employment output with the
apprchension of causing uncmployment. This phenomenon has been widcly
prcva]cnt in ACU countrics t00.

2.12 Thc process of structural change in DCs clearly entails a change in
relative prices. Since moncy prices are ofteninflexible downward, changes in
relative prices require increasces in the general price Ievel. In a passive moncy
cnvironment, this may well result in an inflationary situation. Thus, both
structural and monctary factors arc intertwined, but for analysis to be clear, it is
necessary to distinguish once sct of factors from the other.

3. Growth and Inﬂatinn in ACU Countries : An QOverview

3.01 'I‘hc.rcccnl growth expericnee of the cconomics of the AsianClearing Union
(ACU) countrics compares well with that of the growth of the DCs as well as the
world GDP. The growth in per capita income, however, has lagged behind tha
ol industrial countrics except for Sri Lanka and Pakistan. The export perfor-
mance of the member countrics of the ACU, except for Myanmar, has been quite
cncouraging when compared 1o high income countries (Table 3.1).
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Table 3.1 : Some Macro Indicators

Pcr cent

GDbp Per Capita  Inflaion Expornt
Growth  GDP Growth  Rate  Growth in
(1980 {1065- C{1930- US Dollars
1990) 1990) 19903 (1980-1990)
A. Asian Clearing Union
Bangladesh 210) 4.3 0.7 9.6 7.6
India - (350) 53 ° 1.9 7.9 6.5
Iran (2490) 25 0.1 13.5 211
Ncpal (170) 4.6 0.5 9.1 —
Pakistan (380) 6.3 2.5 6.7 9.0
Myanmar (—) 2.4 —_— 8.8 -10.1
Sri Lanka 470) 4.0 2.9 11.1 6.8
B. World . 3.2 1.5 14.7 4.3
Low & Middlc Income Countrics 32 25 61.8 4.1
High Incomc Countrics 3.1 24 4.5 4.3

Figures in brackets against the countries are per capita income in US dollars in 1990,
Source : World Developmient Report, 1992,

3.02 The ACU countrics, cxcepting  [fran and Sri Lanka, experienced
modcrate inflation rates during 1980 - 1990. The average growth in Consumer
Price Index was higher at 13.5 per cent for fran and 1 1.1 per cent for Sri Lanka.
Therest of the ACU countrics recorded single digit inflation rates. Incontrast, the
inflation ratcin DCs as a whole averaged 6 1.8 percent which essentially reflects
the hyper inflation of Latin Amcrican countrics.  Howcver, inflation in the
industrial countrics was substantially lower at 4.5 per cent as compared to the
ACU countrics. Evenif onctakes data for alonger lime period from 1975-76 10
1989-90, the inflation profile of ACU countrics docs not alter very much. (Table
3.2).

3.03  Thegrowthin broadmoncy during theperiod 1975-7610 1989-90 varicd
between 24.0 per cent for Tran and 13.3 per cent for Myanmar. The average
growthraesinoutput in the ACU countrics other than Iran have been fairly good
withinarange of 3.5 pereentto 6.0percent. Theinerease inconsumer price index,
on the other hand, was higher in the region of 6.9 per cent for Indiaand 17.7 per
cent for Tran. Moncy has an impact both on output and prices. The process of
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mongy creation is a process of credit creation. Mongy is created as a result of
credit given to the govemment. private sector and the foreign sector. Since credit
facilitates the production process. it has a favourable impact on output. But at
the same time the rise in moncey supply raises aggregate demand with an upward
pressurc on prices. Henee, it becomes neeessary 10 consider both the output effect
and the price cffeet to judge the overall cffecton the cconomy. This gets reflected
in the income clasticity of demand formoney. Ata disaggregated level,inNepal,
a broad money growth of 20.0 per cent and real GDP growth of 3.8 per cent
resulted in an inflation ratc of 8.9 per cent dufing 1975-76 10 1989-90. In
Pakistan, despitc alowergrowthof 15.5 pereent inbroad moncy, theinflation rate
was 8.0 per cent, which could not be brought down cven by a very high growth
rate of 6.0 per centin real GDP (Table 3.2). This indicates that the variation in
income clasticity of demand for moncy across ACU countrics has been substan-
tial. The clasticity for moncy demand in Nepal for instance, has been high
compared to that of Pakistan.

Table3.2 : Money, ()ulput and Prices : 1975-76 to 198Y- ‘)0(AnnualA\crdgc)
(InPer cent)

Broad Real Consumer.
Moncy GDP Prices
Bangladcesh 214 4.1 95
“India , 18.2 4.9 6.9
Iran 24.0 .1 17.7
Ncepal - ' 20.0 3.8 8.9
Pakistan 15.5 6.0 8.0
Myanmar 13.3 - 3.5 9.9
Sri Lanka ’ 19.9 4.4 10.7

Source : Annual Reports of respective central banks of ACU countrics.

3.04 The low average inflation rate, however, hides the wide year to yecar
fluctuations and some apparent cyclical patiems ininflation rate obiained in cach
of these countrics (Table 3.3). Pakistan had the lowest range (maximum minus
minimum) of 10.4 per cent, it had also the lowest cocfficient of variation of 0.4.
Myanmar had the highcst range as well as a cocfficient of variation of near unit y.
In (erms of the mean rate. India's performance was by far the best of the ACU
countrics. However, the cocefficient of variation tended to be higuer than all the
other ACU countrics except Myanmar.
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Table 3.3 : Inflation in ACU Countries ; 1975-76 to 1989-90

Mecan Coclficient Maximum Minimum
of Variation

Bangtadesh 95 0.6 18.8 -8.4
India 6.9 07 17.7 ' -1.1
Iran 16.5 0.5 28.9 4.1
Ncpal 8.9 0s 15.9 0.6
Pakistan 8.0 04 140 . 3.6
Myanmar 9.9 1.0 31.6 4.0
Sri Lanka 11.7 0.6 26.1 1.2

Source : Annual Reports of  respective central banks of ACU countrics.

3.05  Ancxamination of the annual inflation ratc [or the period 1971-72 to
1990-91 indicates ahcavy bout of inflation following the {irst 0il shock for all the
ACU countrics, though the Iength of its impact varied from country (0 country
(Table 3.4). For cxample, the impacl was quitc scvere and fairly prolonged,
between three o four years, for India, Myanmar and Pakistan. Nepal and Sri
Lanka were affected for two successive years. A more or less similar pattem,
though less severe, could be noticed in respect of the sccond oil shock of late
1970s, with the exception of Myanmar. Apart from these two inflationary
cpisodes cmanating from the oil shocks, many other adverse shocks having an
impact on prices could be identified. They arc : (i) instability in primary
commodity production, particularly foodgrains; (ii) inclastic nature of both
expors andimports which impingesonmovement of exchange rate adding to cost
push factors; (iii) the inflationindexedwage rate structure of the organised labour
force which has the inherent tendency to continuousty shift the supply curve
upwards; (iv) the constant upward pressure on the administered prices: and (v)
the smaller tax base with a greater reliance on the indirect taxes. Besides, some
specilic factors were at work in some cases. For example, the large scale and
prolonged civil disturbance inSri Lankasince 1987 was animportant contributor
toinflationinrecent years inthatcountry. Myanmarhas been through aprolonged
bout of scvere inflation since 1987-88, reflecting mainly the release of latent
inflation. Iran has been through prolonged inflationary phase between 1980-81
and 1988-89 coinciding with the war period. '
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Table 3.4 : Consumer Price Index : Growth Rates
(In Per cent)

Year © Bungladesh  India lran Nepal  Pakistan  Myanmar  Sri Lanka
1971-72 —_— 5.6 —_— 19 4.7 2.1 6.3
1972-73 — 10.0 — 8.5 9.6 7.7 9.7
1973-74 —_— 202 —_— 18.1 an2 232 12.3
1974-73 — 252 15.5 16.7 26.6 25.1 6.7
1975-74. 8.4 -1.1 9.9 0.6 11.7 316 1.2
1976-77 2.6 2.1 16.6 2.6 92 224 12
1977-7% 12.7 5.2 25.1 11.3 69 14.9 S 1241
1978-79 7.9 00 mo - 34 3.3 39 10.8
1979-80 18.8 174 11.4 9.7 . 10.3 49 26.1
1980-81 12.3 17.7 235 13.4 14.0 56 18.0
1981-82 16.5 98 228 10.5 1. 0.0 10.8
1982-83 9.8 49 19.2 14.2 4.7 1.1 14.0
1983-84 9.5 7.3 17.7 6.3 7.3 5.2 16.6
1984-85 11.2 6.5 105 4.1 5.6 5.6 1.5
1985-86 9.8 4.4 4.1 15.9 44 5.3 8.0
1986-87 10.3 5.8 208 133 3.6 C 63 7.7
1987-88 11.4 8.2 277 111 6.3 14.7 14.0
1988-89 8.0 7.5 289 8.1 10.4 220 11.6
1989-90 9.3 7.4 g 9.7 6.0 225 215
1990-91 %8 103 — — 12.7 — —

4. Inflation in Bangladesh

4.01  Bangladesh expericnced a very high inflationary situation at the time of
its birth as a nation. In 1974-75 the inflation ratc was as high as 67 percent. Tt
is only from 1975-76 that the Bangladesh cconomy could stabilise, with the
general pricelevel dropping by 8.4 pereent. Inthesubscquent years inflation ratcs
were nowhere closer 10 the ratc of 1974-75, although Bangladesh has been
frequently experiencing double-digit inflation. During the period 1974-75 to
1990-91, the growth in broad money supply worked out to 19.7 per cent per
annum. The growth in output has been 3.6 per centand the average inflation rate
has been 12.8 per cent. Excluding the year 1974-75 which is clcarly an outlicr,
the growth in broad money supply works out higher at 20.8 per cent; the growth
in outputis also higher at 4.0 per cent, but the inflation rate is much lower at 9.4
percent. The money supply for the seeond haif of the 1970s grewby21.0percent
with the output growth at 3,9 per cent and the inflation rate at 6.7 per cent. For
the *cightics, though the growth in moncy supply dropped marginall y1020.7 per
ceny, the inflation rate accelerated to 10.6 per cent with amodestimprovement in
output growth to 4.1 per cent. Thus, the trade-off between output and prices
appears 1o have been very costly as cven amarginal rise in output has given rise
o a substantial increasc in inflation rate (Table 4.1).
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»Tahle 4.1 : Bangladesh : Money, Output and Prices

(In Pcr cent)

Moncy Output Prices
1975-76 10.9 32 -8.4
1976-77 24.6 2.7 2.6
1977-78 231 6.0 12.7
1978-79 289 6.3 7.9
1979-80 17.6 1.2 18.8
1980-81 275 33 12.3
1981-82 - . 10.0 35 16.5
1982-83 29.7 5.0 9.8
1983-84 4272 6.1 9.5
1984-85 25.6 33 11.2
1985-86 17 4.3 9.8
19806-87 16.3 4.2 10.3
1987-88 14.3 29 11.4
1988-89 . 16.3 2.5 8.0
1989-90 169 - 6.6 9.3
1990-91 121 3.4 8.8
Avcrage. (Total) 20.8. 4.0 94
Avcrage (1975-716 10 21.0 3.9 6.7
1979-80)
Average (1980-81 to 20.7 4.1 106

1990-91)

Source @ Economic Trends, Statistics Department, Bangladesh Bank

4.02  Thegrowthinmoncy,output and prices as plotted in Graph4.1 indicates
that the peaks in price level appears to have been followed by the peaksinmoncy
supply growth during the sccond hall of the ‘seventics. The relationship between
growth of moncy supply and prices scems to have been weakened during the
‘cightics. In1983-84 the growth of moncy supplytouched an all-time highof42.2
per cent followed by an cqually high.growth ratc of 25.6 per cent, whereas the
growthinin{lation wasat9.5 perceent followedby 11.2 per centinthe subscquent
year. Notwithstanding the lower growth rates in moncey supply subscquently,
there appears to be atendency onthe partofthe inflation rate to hover around the
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Graph 4.1 : BANGLA DESH
Money Outputs & Prices : Growth Rates (1975-76 to 1990-91)
: 45 .
’ MONEY —
g DUTPUT— -
36 PRICES —~
‘27 1
P .
& 181
<
5
u
0 .
Bt e B S e e e S B M s o e R
1975 1977 1979 1981 1983 1985 1987 1989
Time
Graph 4.2 : BANGLADESH
Income Velocity & Money Multiplier (1973-74 1o 1990-91)
108
. VEL —
96 MM - -
C 8.4 1
£ 721
=
S 601
§ 48 1
=
> 36 1 -
‘ MONEY _MULTIPUER ~ N
24

LR AL AL AL AUS. IS0 SV AL A DN N S (e M mt pne
1973 1975 1977 1979 1981 1983 1985 1987 1989

Fimme



INFLATION IN ACU COUNTRIES , 173

double- digit figurc during the 1980s. The relationship between growth in moncy
supply, output and prices could be perceived from the secular drop in income
velocity from a very high value of more than 8 in 1975-76 10 slightly above 3 in
1990- 91. The drop in velocity has been accompaniced by an increase in the broad
moncy multiplicrovertime, although the value of the moncy multiplicrhas moved
within the narrower range of 3 10 4 (Graph 4.2).

4.03  Themoney demandequationisestimated forthe period 1975-76101989-

90 by regressing real broad moncy (RBM)onreal output (GDPR) and deposit rate
of intcrest (DROI).

LRBM = -31.2 + 2.7 LGDPR -0.03 DROI
9.7y (10.3) (-1.4)

D
~

R =0.96, DW =145
(Figurcs in bracket represent ‘U statistic)

The paramcler estimates, as may be seen, arc of the desired sign with ineomc
clasticity of demand formoncey (2.7) beinghighly significant. The responsivencss
to intcrest rate scems 10 be weak.

4.04 ° Bangladeshis a predominantly agricultural cconomy as cvident from the

high sharc of agriculture in GDP. Though the share of agriculture has declined

overtime from 49.8 pereentin 1975-76 o about 35. 1 per cent, there hasnot been

any commensurate improvement in industrialisation, asthe sharce of industry had

inched up marginally from 8.9 per cent in 1975-76 10 9.1 per cent in 1991-92,

Thoughthe external scetorof Bangladesh constitutes a relatively small partofthe

cconomy, the domestic cconomy is heavily dependent on the external sector for

supply of critical items - capital goods, raw materials and some cssential

commoditics.  The extemal sector of Bangladesh, however, has undergone

dynamic transformation over the years as would be evident from the drop in

current account deficit from 8.8 per cent of GDP in 1975-76 1o just 0.6 per cent-
in 1990-91. Thetum-aroundhas come about mainly ductolargeinflow of privaie

transfers whichhas increased from 3.4 pereent of GDPin 1975-76107 2 pereent
in 1990-91. The growth in private transfers has signilicant implications on the
moncy supply via growth in forcign asscts of the banking system. Exports of
Bangladesh have also diversificd over time from mere raw jute in 1975-76 0
readymade garments and marine products by the end of the *cighties.

4.05  An cxamination of annual inflation data indicates that Bangladesh
expericneed ahcavy bout ol infTation ranging between 1210 19 per cent coinciding
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with the sccond oil shock from 1979-80 to 1981-82. In the subscquent years,
double-digit inflation ratc was in cvidence only intwo ycars - 1986-87 and 1987-
88. The inflation ralc has been in single digit since 1988-89, following the
favourable cffects of the IMF-supported medium-tenm Structural Adjusiment
Facility (SAF) covering the period 1986-87 1o 1988-89.

4.06  The predominance of agriculture is cvident in the price structure. Food
and agriculturc-bascd raw matcrials account for ncarly two-third of the weight in
thepriceindex. Thedecompositionofinflationby thesccomponents forthe period
1974-7510 1990-91 reveals that the rise in raw material prices accounted for 39.4
per cent of inflation, followed by food of 38.1 per cent and fucl of 7.6 per cent.
The high inflation rate of the period 1979-80 1o 1981-82 was mainly accounted
for by the risc in food prices contributing 51.6 per cent to the overall rise in the
general price level; the direct contribution of fuel being14.6 percent, rellecting the
lower cnergy intensity of the Bangladesh economy (Graph 4.3). The growthin
agricultural production followed a cyclical pattern with the peaks in growth in
agricultural price index coinciding with the troughs in agriculiural production
indcx. Theinflationary implications of the fluctuations in agricultural production
is clcarly brought out in Graph 4.4.

4.07 The expansion of broad moncy was mostly accountcd {or by nct
borrowing of the govemment. The sharc of government borrowing, however,
progressively declined from 51.6 per cent in 1973-74 to 36.5 per cent in 1981-
82. But the other public sector borrowing had gone up (rom 30.3 per cent 10 53.5
percentduring the same period. But subscquentto 1981-82, the sharc of boththe
nct borrowing of the government and public sector have dropped progressively
with credil to private scctor showing a substantial increasc. In 1990-91, the
borrowing of the private sector worked out to 71.3 per cent of broad moncy,
followed by 21.4 percent for publicsector andonly 8.7 percentofnet govermment
borrowing, marking a major structural shift. The nct foreign asscts have also
played a major role since 1986-87 adding to the total liquidity in the sysiem in
contrast to the carlicr period (Appendix Table 3.1).

4.08  Theimportdependence of Bangladesh cconom y, the influence of forcign
qsscls on moncy supply growth and the vulnerability of the cconomy to fluctua-
tions in agricultural production which occur with almost predictable frequency
couldbe identificd as some of the major structural variables cxplaining the recent
inflation episode in Bangladesh.

4.09  The structural aspect of inflation is tested by rcgressing consurﬁcrpriccs
(CPI) on broad money (BM), agricultural gross domestic product (AGDP), and
exchange rate (EXRT) in the standard double log format.
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LCPI = 2.5 + 0.35 LBM - 0.08 LAGDP + 0.37 LEXRT
0.4) (3.9) (-0.2) 2.0)
2 .

R =099, DW = 158
(Figurc in bracket represent ‘4 statistic).

410 ‘The cstimated paramcters arc of cxpected sign, broad money and
cxchange ratc were found to be significant at the conventional 5 percentlevel. Tt
could be scen that apart from growth in liquidity, the structural variables in the
form of exchange rate and agricultural output have had majorimpact oninflation
in Bangladcsh. ) : -

S. lnﬁaﬁon in India

5.01 Duringthe 21-ycarpcriod from 1971-7210 1991-92, thc average annual
ratc of growth of broad moncy (BM) camc down from 18.1 per cent during the
‘seventics to 17.6 per cent during the ‘cightics. The fall in the moncy supply
cxpansion was accom panicd by a substantial improvement in the growth of real
GNP from 2.8 per cent per annum during the *scventics to 5.5 per cent per annum
during the ‘cightics. The average rate of inflation also dropped from 9.4 per cent
inthe ‘seventics to 8.0 percent in the “cightics. Apparently, thus, there docs not
appear 10 be a trade-off between inflation and output; rather, the improved
performance of the cconomy has helped to moderate the inflationary pressure.
The dropin the inflation rate during the “cightics was accompanicd by a secular
fall in the incomce velocity. Moncy multiplicr, however, showed an increasing
trend (Graph 5.1).

5.02  Wec have estimated the moncy demand cquation for the period 1970-71
10 1990-91 by regressing the real broad moncy (RBM) on real GNP (GNPR) and
call moncy market rate (DROI). The cquationis of good-fit with the paramctcer
cstimate being significant at the conventional 5 per centlevel. The results of the
regression cquation arc given below.,

LRBM = -17.1 + 20LGNPR -0.17 LDROI
(-18.8) (24.5) (-2.6)
2

R =099, DW = 1.87
(Figures in bracket represent ‘4 statistic.)

The income clasticity of demand for moncy works out 10 2.0. The demand for
moncy is also negatively related 10 short term interest ratces, as the thcory
postulates.
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5.03  Theannualdataon prices for the period reveal that India has undergone
severebouts ofinflation thrice. During the period 1972-73101974-75, priccs rosc
sharply - the sharpest ever since India’s independence — following the first oil
shock. During the second oil shock in 1979-80 and 1980-81, India experienced
another bout of double-digitinflation. Subsequently, till the end of the ‘cightics,
the inflationrate had beeninsingle-digit. Thereafter theinflation rate accelerated;
itrose from 7.4 percentin 1989-90 to 10.3 per cent in 1990-91 and further to
13.6 per cent in 1991-92 (Table 5.1).

TABLE 5.1 : India : Money, Output and Prices

(In Pcr cent)

Moncy . Output Prices
1971-72 15.6 09 5.6
1972-73 17.7 -0.3 10.0
1973-74 21.6 49 20.2
1974-75 109 1.6 25.2
1975-76 15.0 92 -1.1
1976-77 23.6 13 2.1
1977-78 184 15 5.2
1978-79 219 5.6 0.0
1979-80 17.7 -49 17.1
1980-81 18.1 13 17.7
1981-82 _ 125 58 9.8
1982-83 16.1 26 49
1983-84 18.1 79 1.5
1984-85 189 38 6.5
1985-86 159 4.1 4.4
1986-87 19.3 36 5.8
1987-88 16.0 42 8.2
1988-89 219 10.6 1.5
1989-90 194 _ 52 7.4
1990-91 16.1 5.7 10.3
1991-92 174 14 13.6
Average (Total) 17.7 42 9.0
Average (1971-72 10 18.1 28 9.4
1979-80)
Average (1980-81to 17.6 55 8.0
1989-90)

Source : Economic Survey of Govemment of India
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5. ()4 A décomposition of price index by its components during the first 0il
shock reveals that the major thrust o prices emanated from primary goods which
dircctly accounted for44.4 per cent of inflation while the share of fucl wasof the
order of 7.4 per cent. GNP showed a very modest - almost meagre - growth of
0.9 per cent in 1971-72 and negative growth of 0.3 per cent in 1972-73 and 1.6
per cent during 1974-75. The low growth of GNP was mainly duc to ncgative
agriculural growth. The situation was aggravated by a high moncy supply
growth of 15.6 pcreentin 1971-72and 17.7 percentin 1972-73 and 21.6 per cent
in 1973-74. '

5.05 The sccond cpisodc of inflation, which coincided with the sccond oil
shock, was also accompanicd by high moncy supply growth, which was
compounded by a ncgative growth rate of 4.9 per cent in GNP during 1979-80
becauscofl severedrought conditions andthe consequential crop failure. Thethird
cpisode of inflation was during the first (wo years of the “ninctics when the
~mounting balancc of payments deficit under the impact of Gulf War and
unsustainable fiscal deficit prompled demandtooutstrip supply. The devakuation
of the Indian rupee in July 1991 and the severe import compression that followed,
alongwith the reduced GNP growth rate from 5.7 percent in 1990-91 to 1.4 per
cent in 1991-92 gave risc to a high degree of inflation during these two years.

5.06 Disaggregated pricc index data for 1979-80 10 1981-82 reveal that unlike
inthe yearsof'the first oil erisis, India was hard-hit byincrease in luel prices which
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contributed to the extent of 18.3 per cent to inflation. No doubt, primary goods
prices accounted for about 34.8 per cent of inflation during the second episode,.
but it needs to be noted that its relative importance has diminished from 44.4 per
cent recorded during the first oil shock (Graph 5.2).

5.07 Graph 5.3 shows that the pcaks in inflation rate during the first and -
sccond oil shocks were either accompanied or followed by the peaks in growth in
money supply. The relationship secms to have somewhat weakened during the
‘eighties as the inflation rate did not exhibit the volatility of the ‘scventies. The
growth ratcs in Wholesale Price Index (WPT), Food Price Indcx (FPI) and Import
Pricc Index (MPD) clcarly indicatc that the high inflation rate of the first two oil
shocks was duc mainly to spurt in import prices and in food price indcx. During
the ‘eightics, the impact of food price index on the overallinflation rate appeared
1o have been somewhat moderate (Graph 5.4). The growth in WPI and Agricul-
tural Production Index (AGI)indicatcs that the wide fluctuationin WPI during the
‘scventics was accompanied by fluctuations in agricultural output. Though
agricultural output has shown some variations in the ‘cightics, the inflation rate
has been somewhat stcady, indicating the reduced vulnerability of the Indian
economy to supply shocks (Graph 5.5). The Indian export scctor has however
become highly import intensive. Despite the gradual increase in domestic crude
oil production, the cconomy depends on import of oil to a very substantial cxtent.
Increase in import prices has always been passed on to consumers through cost-
push factors, . '

5.08  Onthedemand side, theincreasce in gross fiscal deficit from 2.9 percent
of GDP in 1970-71 10 4.1 per cent in 1979-80 and subscquently to 8.4 per cent
in 1990-91 has prompicd the government to resort to direct borrowing from the
banking scctor. Government borrowing accounted for more than 1/3rd of broad
moncy supply, adding to demand pressure (Appendix Table 3.2).

5.09  Goingbythcexperiencesofthe threeepisodes of inflation, it couldbesaid
that apart from moncy supply, the growth in rcal output, import and food prices
are major structural variables cxplaining inflation in India, though the influcnce
ofthe lastof the variables scems tohave waned somewhat during the *cightics. Yet
for the overall period as a whole, the price equation estimated in the Structuralist-
Monectarist tradition for the period 1970-71 to 1988-89 brings out theimportance
ofimports (MPI) and food prices (FPI) in additionto moncy supply (BM)in price
dctermination in India.

LWPI=4.6+0.3 LBM - 0.6 LGNPR + 0.13 LMPI + 0.6 LFPI

(752) (39 (29 @G0 (6.0)

R =0.99, DW.=147
(Figures in bracket represent ‘U statistic.)
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510" Al the pararncter cstimates arc of cxpected sign and highly significantat
the conventional 5 per cent levcl.

6. Inflation in Iran

6.01  The cconomy of Islamic;-" Republic of Iran s structurally very different
from the rest of the ACU countrics. Further, there have been rapid structural shifts
ductoavaricty ofeventsaffecting the Iraniancconomy. Thestructural shift could
be casily gauged from the rapid change in the sectoral composition of GDP. The
sharc of0ilin GDP at constant prices sharply declined from 40.2 pereent in 1975-
7610 12.9 percent in 1985-86, though subscquently itimproved 10 16.1 percent
in 1988-89. The sharcoflindustry which hadimproved from 17.0 percentin 1975-
76 to 20.3 per cent in 1980-81, dropped 1o 18.9 per cent in 1988-89. The
performance of agriculture however, has been good withits share going up from:
10.3 percent in 1975-76 to 15.9 per cent in 1988-89 (Table 6.1).

Table 6.1 : Iran : Gross Domestic Product at Constant Prices

* (Sharc in Per cent)
Agriculturc Qi Industry Secrvices Total -
197576 103 402 170 32.5 100.0
1980-81 141 129 - . 203 52.7 100.0
1985-86 144 12.9 203 524 1000
1988-89 159 16.1 189 49.1 100.0

Source : Annual Reports of Bank Markazi, Tran.

6.02  The GDP growth which was as high as 7.4 per cent per annum during
1974-7510 1977-78, lollowing the oil price boom, recorded ancgative growthralc
of 11.6 per cent per annum during 1978-79 10 1980-81. During the ‘cightics the
performance of the cconomy suffered a great deal due to war and the cconomic
sanctions that followed. Performance of the key petrolcum scctor was scriously
affected carly in the war. Crudc oil production sli pped to alow of Icss than 1.5
million barrels per day in 1980-81 which is about a quarier of the ratc of
production sustaincd during the mid-"scventics.

6.03  Exports of oiland gas were severely affected, From US $ 2460 million
in 197273 exports of 0il had increased (0 US $ 19,386 million in 1979-80 and
thendropped 10 US $ 6,255 million in 1985:86 and US $9.673 million in 1988-
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89. The reduction of oil exports not only put a strain on balance of paymcents but
also on govemnment revenue. Oil revenue which was as high as 38.3 per cent of
GDP in 1974-75, dropped to 2.3 per centin 1986-87 and 2.8 per cent in 1988-
89. Onanaverage, oil revenuc as pereentage of GDP declined from 29.6 per cent
during 1973-74 10 1977-78 10 11.2 per cent during 1978-89 10 1988-89. Even
revenue from other sources as a percentage of GDP showed a marginal decline
from 8.5 percent during 1973-7410 1977-78 10 8.1 per cent during 1978-89 to
1988-89. There was no doubt a drop in government expenditure from 39.6 per
centto 27.7 percent of GDP during the same period but this was not proportionate
to the fall in revenuc. As a result, fiscal deficit widened from 1.6 per cent to 8.5
per cent of GDP during the same period. The fiscal scenario was adverscly
affccted by war expenditurc which averaged about 3.5 per cent of GDP during
1981-8210 1988-89. The large budgetdeficit financed through central bank credit
had an expansionary cffcct on money supply. Broad moncy supply expanded at
anannual average ratc ol 36.7 per cent during 1974-75 10 1979-80 but the output
growth recorded ancgative growth of 0.8 percent during the same period mainly
duc to decline in output for 3 consccutive years from 1978-79. The high growth
of money supply during the ‘scventics was mainly duc 0 a large acerction of
foreign asscts which had incrcased from 17.6 per cent of the total asscts of the
central bank of Iran in 1971-72 10 33.9 per cent in 1979-80, touching a peak of
43.6 per cent in 1974-75, [ollowing the oil boom. The share of forcign asscts
however, declined drastically during the ‘cightics 1o 5.2 per cent. During the
‘cightics, though the sharc of forcign asscts declined, moncy supply still showed
ahighgrowthratcof18.1 pcreent. Monctary expansionduring the ‘cightics came
about through a rapid increase in govemment borrowing from the central bank
from Rial 1857.6 billion in 1980-81 to Rial 10975.7 billion in 1988-89. Asa
result, the share of government borrowing in the total assets of the central bank
increased from 29.2 per centin 1979-80 to 83.3 per cent in 1988-89 (Appendix
Table 3.3). Duringthe ‘cightics,cxcept forthrec ycars of positive growthinGDP,
(viz. 1981-82 to 1983-84), cconomic growth has been generally negative due to
the war and the extensive damage caused to infrastructurc and the productive
capacity of Tranand im port compression stemming from the deterioraling balance
of payment situation. The manufacturing scctor which is highly dependent on
imports, sullered a great deal due 1o import compression. On an average, the
‘cightics recorded a negative growth of 0.4 per cent. Inflation ratc accelerated
from 16 per cent during the latter halfof the ‘scventics to 19.5 per cent during the
‘cightics (Table 6.2).

6.04  The growth in mongy, output and prices is plotted in Graph 6.1 which
indicates that though the moncy supply growth rate had decclerated from its peak
levelinthe mid-1970s, it again picked up sincc 1985-86 following the cscalation
of war. Growth in output has widely fluctuated, being negative, formost of the
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Table 6.2 : Iran : Money, Output and Prices
(In Per ccnt)

Moncy Oulput Pricc
1974-75 57.1 8.7 . 15.5
1975-76 414 2.6 9.9
1976-77 391 14.2 16.6

1977-78 316 . 4.0 25.1
1978-79 23.0 -14.5 10.0
1979-80 37.7 -4.0 11.4
1980-81 27.0 -16.3 235
1981-82 16.1 28 22.8
1982-83 228 15.2 19.2
1983-84 16.9 12.4 17.7
1984-85 6.0 0.1 10.5
1985-86 13.0 14 4.1
- 1986-87 19.1 -9.1 20.8
1987-88 18.1 -1.9 27.7
1988-89 23.8 -5.7 289
Avcrage (Total) 26.2 0.5 17.6
Avcrage (1974-75 10 1979-80) 36.7 -0.8 16.0
Avcrage (1980-81 10 1988-89) 18.1 -0.4 19.5

Source : Annual Reports of Bank Markazi, Iran.
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ycars aficr 1984-85. The inflationratc would have been much higherbut for the
policy of cffective govemment control on prices, the distribution of goods at the
wholcsale level and the policy of rationing with the out-break of the war.

6.05  Adccomposition of priccs by ils components indicates that the upward
thrust tothe price level has mostly emanated from the growth of food prices which
accounted for 47.5 per cent of the inflation rate during 1973-74 to 1988-89.
During the inter-war ycars f[ood prices have always come under pressure duc 1o
periodic declines in production as well as drop in imports of essential goods as a
result of the cconomic blockade of the country (Graph 6.2). Food pricesnot only
rcflect the prices of domestic production but also import prices. It can be scen
from Graph 6.3 that the pcaks in the growth ratc of food prices have roughly
-coincided with troughs in domestic agricultural production index.

Graph 62 : IRAN

Price Composition (1973-74 to 1988-89)

Food (57.51-)

Clothing (1667%)

6.06  Theinflationary impact of cxpansion of domestic liquidity during the
‘cightics could have been much severe but for the decline in the income velocity
from its peak Ievel in 1984, Moncy multiplicr also showed a conlemporancous
decline (Graph 6.4). Duc 1o the peculiar naturcof inflation in Iran, and probably
also data infirmitics, the moncy-demand cquations did not . yicld satislactory
resulls. However, we have estimated price equation for the period 1974-75 1o
1988-89 by regrressing consumer price index (CPIonreal grossdomestic product
(GQPR), broad moncy (BM) and consumer pricc index withone period lag. The
estimated equation is given below.
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. Graph 6.3: IRAN
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LCPI = 13+ 0.1LBM -0.2LGDPR + 0.9LCPI(-1)
(1.1 1.0 (-1.2) 9.5)

2
R =099, DW=1.54, h=1.022

(Figures in bracket represent ‘4 statistic.).

6.07  Though thc paramcicr estimate of rcal GDP was of the correct negative
sign, it was not found to be significant at the conventional 5 per cent level.
However, the price expeclation proxicd by consumer price index with one period
lag was found to be highly significant at one percentlevel. Thus it would appear
thatin theIraniancconomy theinflationary expectationhas alwaysbeenvery high
- during the ‘scventics as adirect result of oil price boom, and during the ‘eightics,
ducto thccompulsionsofthe war cconomy. Priceshave however been keptunder
check through a process of price control and rationing of essential commodities
since mid-1980s.

6.08  Fluctuations in production of 0il (OILPD) throughitsimpact onoverall
liquidity was also found to be asignificant variablc in cxplaining inflationin Iran
during the period 1974-75 10 1988-89.

LCPI = 43 + 0.9LBM - 12LGDPR +0.5 LOILPD
(1.4) (11.8) (-2.3) (2.6)

2
R =0.96, DW = 0.80
(Figurcs in bracket represent ‘t” statistic) -

6.09 The results show that apart from broad moncy and rcal output, the
production of oil i [ran was a significant variable inthe explanation ofinflation.

. 7. Inflation in Myanmar

7.01 InMyanmar, the annual growthin money supply was 14.0 per cent and
the inflation rate 13.5 pcr cent with the annual output expanding by 3.8 per cent
during the ‘scventics. During the ‘cightics, whilethe riseinbroad money at 14.0
per cent remaincd the same as in ‘scventies, the averagé inflation rate dropped to
8.8 percent despile adecclerationinthe growthof outputto?2.4 per cent. The low
inflation ratc during the major part of the ‘eighiics camouflages e sovere
undercurrent of suppressed inflation that Myanmar had undergone following a
prolonged period of price controls. The expericnce of the price increase eiring
1987-88 10 1989-90 on some liberalisation of controls, thus vividly captures the
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relcase of latent inflationary forces. The carlicrboutof scvere inflation was inthe
carly ‘scventics following the first oil shock, when the inflation ralc had
accelcrated from 7.7 per cent in 1972-73 to 31.6 per centin 1975-76. The sceond
oil shock did not have any influcnce on the Myanmar cconomy.

7.02  Thegrowthinmoney, output and prices asdepicted in Graph 7.1, reveals
that the peaks in prices were preceded by peaks in moncy supply growth rate till
the mid-1980s. This pattcmn was not sustained subscquently. In fact, notwith-
standing the negative growth rate of moncy supply of about 30 per centin 1988-
89, the inflation rate has accclerated to 22 percent in 1988-89 and 22.5 per cent
in 1989-90 from 6.3 pereentin 1986-87. Thisphcnomenonmay also be attributed
1o the sharp decline in rcal output for three consceutive ycars, 1986-87 10 1988-
89. The overhang of high liquidity built over time has clcarly had an impact on
prices (Table 7.1). '

Table 7.1 : Myanmar : Money, Qutput and Prices
(In Pcr cent)

Moncy Output Priccs
1971-72 4.6 2.4 2.1
1972-73 19.3 -1.0 77
1973-74 20.6 2.6 25.2
1974-75 222 2.7 25.1
1975-76 18.7 4.1 31.6
1976-77 11.0 6.1 224
1977-78 5.1 5.9 14.9
1978-79 4.0 6.5 -3.9
1979-80 20.9 5.2 -4.0
1980-81 20.0 1.9 5.6
1981-82 16.6 6.4 -0.0
1982-83 17.1 "5.6 1.1
1983-84 12.7 4.4 52
1984-85 16.2 5.6 5.6
1985-86 14.7 3.2 53
1986-87 2.1 -1.1 6.3
1987-88 30.3 -4.0 14.7
1988-89 -29.6 -114 220
1989-90 39.6 7.4 225
Avcerage (Total) 14.0 3.1 11.0
Average (1971-72 10 1979-80) 14.0 38 13.5
Avcrage (1980-81 10 1989-90) 14.0 2.4 8.8

Source :Intemational Financial Statistics (IMF)
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703  Theincomevelocity which had shown a declining trend during the most
partof the ‘cightics has shownasharpincreascin 198 8-89. Thc moncy multiplier
which had shown an increasing trend, within anarrow band, shot up during 1988-
89 but subscquently dropped to its earlicr range in 1989-90 (Graph 7.2).

7.04 Theincomeclasticity ofbroadmoncy wasestimated fortheperiod 1971-
7210 1989-90by regressing real broad moncy (RBM) onreal output (GNPR) and
rate of intcrest on deposits (DROI), the cquation being :

* LRBM = -19.9 + 2.3 LGNPR -0.2 LDROI
-29) @7 (-0.7)
2

R = 0.88, DW= 1.87
(Figurcs in bracket represent ‘t” statistic.)

The income elasticity of moncy is estimated at 2.3 with the cstimate being
significant at the conventional 5 per cent level. The interest rate variable is not

significant.

7.05  The Myanmar cconomy is charactcrised by a high sharc of agriculture
in GDP as well as in exports which influenced price behaviour (Graph 7.3).
Mecrchandise exports showed a declining trend from 9.1 percent of GDPin 1981 -
8210 2.7 per cent in 1987-88 and subsequently improved to 3.5 percent in 1989-
90and 4.1 percentin 1990-91. Mcrchandise imports had also declined from 14.7
per cent in GDP in 1981-82 to 5.4 per cent in 1988-89, severely affecting
infrastructure and industry. The cxternal current account showed persistently
high deficitresulting in substantial increascin the debt-scrvice ratio. The balance
of payment constraint has given rise (0 raw matcrial and capital goods shortage
and widespread speculative activitics, while the over-valued exchange rate has
diverted exports to unofficial channels resulting in substantial loss in forcign
cxchange.
Graph 7.3: MYANMAR
Ag%rlglltljgl GDP & Prices (1981-82 to 1990-91)
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7.06  The current account dcficit has its domcstic spill-over cffects. The
domestic fiscal scenario has been further aggravated by stagnation in domestic
revenue during the ‘cightics. Govemment revenues which hadinercased from 9.9
per cent of GDPin 1973-74 10 17.0 per cent in 1981-82 continuously declined to
9.1 per cent in 1988-89. This has given risc 1o the reemergence of fiscal deficit
in 1984-85 which has since been growing from 0.8 percent of GDPin 1985-
8610 3.2 percent in 1988-89. Poor govermnment revenue performance, coupled
with the provision of credit to finance the operations of State Economic Enter-
priscs (SEEs) and the central govemment, has led to deterioration in fiscal
position which in tum has cntailed cxpansion of total liquidity. The growing
budgct deficithas been cushioned by an accommodative monctary policy, lcading
Lo pressurc on prices.

7.07  Asthccconomy hascxhibited inherent structural imbalances, anaticmpt
has been made from the Tate ‘cightics to reform the cconomic system, including
bringing about a mcasure of price exibility.

7.08  The cstimated pricc cquation for Myanmar highlights the fiscal imbal-
ancc. The ratio of budgelt deficit to GDP (BD/GDP), emcerges as an important
factor along with moncy supply (BM) in cxplaining the inflationary situation
during the period 1973-74 10 1989-90. '

LCPI = 148 + 13 LBM - 2.0 LGNPR + 4.8 (BD/GDP)
(2.6) 4.3) (-2.7) (3.3)

2

R = 0.86, DW = 1.62
(Figurces in bracket represent ‘t” statistic.)

7.09  All the paramcterestimates arc of cxpected sign and significant at 5 per
cent level. The long period of price and exchange rate controls and the limited
outward oricntation, however, point 1o the structural rigiditics of the system
during the period as a whole. These get captured by both real output movements
and fiscal developments, the latterin particular being very important as govern-
ment has been the main propelier of cconomic aclivity. ‘

8. Inflation in Nepal

8.01  Nepal expericnced a single-digit inflation ratc of 7.5 per cent a year
during the ‘scveptics, despitc a high annual growthofbroad moncy supply of 19.5
pereentand a relatively low yearly growth of output of 2.6 per cent. Thoughthe
ratc of growth of money supply increascd marginatly to 19.6 per cent during the
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‘cightics, inflation ratc accelerated to 10.6 per cent. The higher inflation rate,
however, was accompanicd by a substantial improvement in the growth of real
GDP 10 4.2 per cent, giving credence o the  trade-ofl hypothesis  between
inflation and output (Tablc 8.1).

8.02 The growth inmoncy, output and prices is ploticd in Graph 8.1 which

indicates that the pcaksin priccindex have broadly followed the peaks in money

supply growth. The growth in output apparcntly has had a moderating cffccton

. prices. Though the inflation rate during the ‘cightics has been relatively high,

the volatility scems to have reduced duc to consistently positive and high growth
of output sincc 1984-85. ’

Table 8.1 : Nepal : Money, Output and Prices

' ‘ (In Per cent)

Moncy ~  Output Priccs
1971-72 17.7 -1.2 -1.9
197273 . 21.2 3.1 8.5
1973-74 _ 25.0 0.5 18.1
1974-75 8.0 6.3 16.7
1975-76 22.3 1.5 -0.6
1976-77 . 27.7 44 2.6
1977-78 , 17.0 3.0 11.3
1978-79 19.6 4.4 34
1979-80 _ 17.2 2.4 9.7
1980-81 | 19.3 2.3 13.4
1981-82 " 182 8.3 105
1982-83 23.7 3.8 14.2
1983-84 13.4 -3.0 6.3
1984-85 262 9.7 4.1
1985-86 : 14.9 6.1 159
1986-87 - 15.4 4.3 13.3
1987-88 22.4 3.9 1.1
1988-89 24.2 7.3 8.1
1989-90 18.6 3.9 9.7
Avcrage (Total) 19.6 34 9.2
Average (1971-72 10 1979-80) 19.5 2.6 7.5
Average (1980-81 101989-90) 19.6 4.2 10.6

Source : Quarterly Economic Bulletin, Nepal Rastra Bank (Source for Output is
International Financial Statistics, IMF)
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8.03 Thc income velocity showed a sccular fall from 7.0 during the early
*seventics 1o around 2.0 during 1990-91. The broad moncy multiplicr showed a
consistent increasc from the carly ‘scventics to the mid-"cightics and thereafter
scems to have stabilised around 2.5. The secular fall in the velocity indicates that
incrcased monctisation of Nepalese cconomy had a sobering effect on lhc

inflation ratc (Gmph 8.2).

8.04 The impetus o moncy supply growth sccms 1o have cmanated from large
forcign asscts of the banking system. Forcign asscts as a pereentage of broad
moncy which was as high as 93 4 per cent in 1971-72, declined 10 42.2 per cent
in 1979-80and furthcrto 14.4 percentin 1984-85. However, foreign asscts have
again shown a rising trend, increasing to 17.2 per cent in 1985-86 and 42.9 per
‘cent in 1990-91. During the ‘cightics, the net claims of government have also
increased substantially {rom Rs.1,262.7 million in 1980-81 10 Rs.16,815.6
million in 1990-91, accounting for 20.0 per cent of broad moncey in 1980-81 and
44.6 per cent in 1990-91, thus underscoring the increasing demand pressure
cmanating from government’s budgetary operations (Appendix Table 3.5).

8.05  Theannualdata oninflationreveal that severc boutsofinflation (ollowed
the first and sccond oil shocks. The inflationary pressure has again revived in
1985-86 when the inflation rate jumped from 4.1 per centin 1984-85 10 15.9 per
cent  in 1985-86. Though subscquently the inflation rate has fallen, it has
remained close to a double’digit figure.

8.06 Thcmoncy demand cquation for Nepal forlhé pcn'od 1971-72 10 1989-
90 indicatcs high incomc clasticity of demand for moncy at 2.8. The cstimated
equation is given below :

LRBM =-23.5+2.7 LGDPR - 0.4 LDROI
(-9.5) (10.7) (-2.7)
2 o

= 0.97, DW=191
- (Figures in brackets represent ‘1 statistic.)

The paramcier estimates have expected desired signs and arc significant at the
conventional S per cent level.

8.07  Structurally, the” Nepalese cconomy is dominated by the high share of
agriculturc in gross domestic product. The sharc of agriculturc howeverdeclined
from 76.5 pcrcentof GDPin 1970-71 10 58.6 per cent of GDP in 1990-91, while
the share of industry increased only modestly from 11.4 percent 10 13.6 per cent.

The consumpmm basket is also dominated by food and food items. A decompo.
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sition of prices by its componcnt reveals that during the period 1976-77 to 1990-
91 therise in food prices directly accountcd for 56.8 percent of inflation. The food
price again was a major componcnt of inflation, accounting for 68.5 per cent of
inflation during 1979-80 to 1982-83, following the second oil shock. The infla-
. tion in the recent period (1985-86 to 1987-88) was also duc to increase in food
prices which accounted for 71.6 per cent of inflation (Graph 8.3 and 8.4).

8.08 Ncpal has a long and open border with India which provides an arbitrage
opportunity in case of a price differential between the two countrics. Hence,
consumer prices in Nepal broadly follow developmentson the price front in India.
Itcan be seen from Graph 8.5 thatduring the ‘seventics while the Consumer Price
Index in Nepal broadly followed the growth in WPI in India, the relationship
seems tohave weakened duringthe ‘cightics, with the Nepalcsc inflationrate over-
shooting the Indian inflation ratc. Howcver, the inflation rates between the two
countrics have again converged during the early 1990s.

Graph 8.5 : NEPAL

_ Prices in India & Nepal : Growth Rates (1973-74 to 1990-91)
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8.09 The price cquation which regresses consumer prices (CPI) in Nepal on
broad moncy (BM), gross domestic product (GDPR), food price (FPI) and the
impact of inflation in India (INWPI), clearly brings out the significant impact of
rise in food prices and to some extent the rise in the inflationary situationin India
on consumer prices in Ncpal during the period 1972-73 1071990-91.

LCPI =-1.7+ 0.06 LBM + 0.2 LGDPR + 0.7 LFPI + 0.1 LINWPI

(-2.8) (3.2) 2.7 (21.5) (34)
2

R = 099, DW =172
(Figures in bracket represent “t” statistic.)

8.10  The high inflation rate of 1985-86 was duc to the devaluation of the
Ncpalese Rupee on November 30, 1985 which was passcd on to the economy as
a cost-push factor. Though the inflation rate subsequently declined, the lagged
cffcct of devaluation exerted pressure on prices. The adverse situation arising
from the lapsc of the Indo-Ncpal trade and transit treaties from March 23, 1989
brought about considerable slowdownin the economic activitiesin general and in
the non-agricultural sectorin particular. This not only put pressure on prices of
commodities imported from India but also on prices of commodities imported
from the third countrics esscntially on account of the continuing depreciation of
the Nepalese currency.

9. Inflation in Pakistan

901  Overthe 20-yearperiod beginning 1971-72and ending with1990-91, the
annual exparsion of broad money supply averaged 15.1 per cent, real GNP 5.8
per cent and prices 10.2 per cent. The growth of 13.7 per cent in broad money
during the ‘eighties was however lower than that of 16.9 per cent during the
‘seventics, while the output growth rate was slightly lower at 5.6 per cent
compared with 6.1 percent duringthe ‘scventies. However, there was amore than
proportionate drop in inflationrate from 13.1 percentin the ‘seventies to 7.8 per
cent during the ‘cightics. The impctus to money supply growth emanated from
non-sterilised expansion in foreign assets of the central bank. The net foreign
asscts incrcased from 13.0 percent of total assets of the central bank in 1970-71
10 67.4 per cent in 1982-83, then gradually dropped to 18.2 per cent in 1990-91
(Appendix Table 3. 6) The net private unrequitted transfers had increased from
3.9 percent of GNP in 1975-76108.1 percentin 1980-81and then to 9.2 percent
in1985-86 before dropping t04.9 percentin 1990-91. Considering the significant
fall in the inflation rate during the “cighties, the output loss from 6.1 per centin
the ‘seventics to 5.6 percentinthe subsequent decade may not be considered very
substantial. Neverthelessthe data provide a weak evidence of trade-off between
output and inflation (Tablc 9.1).
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Table 9.1 : Pakistan : Money, Output and Prices
(In Percent)

Moncy Output Priccs
1971-72 6.7 1.6 47
1972-73 25.1 7.5 9.6
1973-74 11.5 7.7 30.2
1974-75 9.0 4.1 26.6
1975-76 16.6 4.4 11.7
1976-77 19.1 3.9 9.2
1977-78 : 23.0 - 10.4 6.9
1978-79 23.5 8.0 8.3
1979-80 17.6 7.1 0.5
1980-81 13.2 5.4 14.0
1981-82 114 6.9 11.1
1982-83 . 25.3 8.4 4.7
1983-84 11.8 4.2 7.3
1984-85 12.6 . 8.1 5.6
1985-86 14.8 7.0 44
1986-87 13.7 4.7 . 36
1987-88 - 12.2 3.6 6.3
1988-89 4.6 4.1 10.4
1989-90 12.6 4.4 6.0
1990-91 179 4.8 12.7
Average (Total) - 151 5.8 10.2
Avcrage (1971-72 to 16.9 _ 6.1 13.1
1979-80) '
Avcrage (1980-81 to 13.7 5.6 7.8
1990-91)- o

Source : Annual Reports of the State Bank of Pakistan

9.02  Inordertoknow the money demand, we have regressed real broad money
(RBM) on real gross national product (GNPR) and rate of intcrest on deposits
(DRO)) in the standard double-log formulation for the period 1971-72 to 1990-
91. :
LRBM = -4.7 + 1.1 LGNPR -0.08 LDROI
(-6.9) (6.5) (-0.6)

2 ‘
R =096, DW=150

(Figurcs in brackct represent ‘U’ statistic).
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9.03  The paramcter cstimates of output and interest rate arc of expected sign
and output is significant at the conventional 5 per cent level. 1t can be scen that
the income clasticity of moncy works out to 1.1.

9.04  The growth raics of moncy, output and prices arc plottied in Graph 9.1.
The graph docs not indicate any contemporancous rclation between growth in
moncy supply andinflation. The peaks in growth in moncy supply appear to have
preceded the peaks in growth in inflation rate for the ‘scventics. However, this
relationship seems o have been altered during the ‘cightics where despite wide
fMuctuationsin the growthofmoncy supply, the inflation ratc appears to have been

moderate.

9.05  Ancxamination of annual inflation rates for the entire 20-ycar period
indicates heavy bouts of inflation coinciding with the two oil shocks and also
during the most recent period starting from 1988-89. The income velocity of
moncy had also pcaked during the first two oil shocks and also during the most
rceent period. The broad money multiplicr had also increased and remained well
above theincome velocity [rom mid-1970stomid-1980s. However, bothvelocity
and broad moncy multiplicr have dropped during the later partof the *cightics with
much sharper drop in the atter (Graph 9.2).

9.06  Adccompositionof theinflation ratc by major com p()ncn(s for the period
1971-72 10 1990-91 indicaics that about 51.2 per cent of inflation rate is
accounted for by an incrcasc in food prices followed by 23.4 per cent for
manufacturing and 17.1 per cent for fucl and other commoditics accounting for
the balance 8.3 per cent. Following the first oil shock, the inflation ratc had
accclerated during 1972-73 10 1974-75, surprisingly a major upsurge o prices .
cmanated from growth in food priccs which accounted for 56.4 per cent of
inflation ratc. The dircctimpact of fuel prices on inflation was ratherlow at 12.3
per cent (Graph 9.3).  An cxamination of the growth rate in agricultural
production index and growth of food price index reveals that during the period
1972-73 10 1974-75 agricultural prices were extremely sensitive 1o agriculwural
production. During the *cightics though the peaks in food price index roughly
coincide with troughs in agricultural production index, the sensitivity scems 1o
have reduced considerably as food prices appeartohave stabilised to asubstantial
cxtent (Graph 9.4).

9.07  Pakistan cxpericneed adouble digitinfation for the sccond time during
1979-8010 1981-82, coinciding with the sccond oil shock, but the tmpact of this
price risc was Iess severe compared 1o the carlier oil shock. Unlike the first oil
shock, the fuel price risc accounted for the major part of inflation, the contribution
of food prices at 49.2 per cent being slightly lower than the average of the period
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1971-72 10 1990-91. Thus, the resilicnce of the agricultural scctorover time has
reduced the vulnerability of Pakistan’s cconomy to external shocks. Rise in fucl
prices accounting for 29.1 per cent of inflation during the sccond oil shock as
comparcdto 12.3 percent during the firstoil shock and 17.1 percent for the whole

-period, cmerges as the major factor.

9.08 ‘Therevival of inflation to double-digit level starting from 1988-89
after a prolonged period of price stability subscquent to the sccond oil shock
appcars to have cmanated from sudden incrcase in import prices which has
transmitted into the domestic manufacturing prices which accounted (0r29.6 per
centofinflationcomparedtoanaverage of 23.4 pereent forthe whole period. That
import prices inrecent period have far out-stripped the growth inconsumer price
index is evident from Graph 9.5.

9.09 Thus, apart from monctary factors and international transmission of
inflation through riscinimpor prices, sharpincreascesin the food pricc inde x point
to the structure of production which may be considered as a major structural
bottlencck explaining inflation. :

9.10  The structural aspect of inflation is tesicd by regressing Consumer
Priccs (CPI) on broad moncy (BM), import prices (MP1) and agricultural output
(AGI) in standard doublc log format for the period 1970-71 to 1990-91,

LCPI=42 + 0.6LBM + 03LMPI - 0.8 LAGI
27 @7 (3.0) 1.9
2

v R =097, DW=0J96
(Figures in bracket represent “1” statistic.)

9.11  The parameter cstimates: arc of expectedsigns and foundiebesignificant
at the conventional 5 per cent levelexcept for AGI which is significant at 10-per
cent.

9.12 Itmaybescenthat a one percent increascin agricultural output, ceters
paribus, could result in a reduction in CPI 1o the extent of 0.8 per cent, whercas
growthinmoncy supply andinimport priccs showeda strong posilive relationship
with inflation.
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10. Inflation in Sri Lanka

10.01  The 20-ycar data on moncy, output and priccs from the period 1971-72
through 1990-91 show that thc average annual growth in broad moncey supply was
of thc order of 17.5 per cent, while the increasces inreal output and inflation ratc
were 4.2 per cent and  10.6 per cent, respectively. The growth in broad moncy
supply at 19.8 per cent during the ‘scventics was, howcever, very high compared
to 15.6 per cent in the ‘cightics. Notwithstanding a fall in the growth of money
supply, inflation ratc accclerated (rom 7.0 per cent in the ‘scventics 1o 13.6 per
cent in the ‘cightics. Acccleration ininflation rate was also accompanicd by not
much ol an improvement in the rate of growth of output from 4.0 per cent in the

‘scventics 10 4.4 per cent in the ‘cightics (Table 10.1).

10.02  The high growth ratcolmoncy supply was also accompanicd by a highly
volatile income velocity and moncy multiplicr. The income velocity had some-
what stabilised during the carly ‘cightics but subscquently moved up sharply

(Graph 10.1).
Graph 10.1 : SRT LANKA
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- 10.03 The moncy demand cquation cstimated forthe period 1972-73 10 1991-
92 by regressing rcal broad moncy (RBM) on rcal gross domestic product
(GDPR) and the intcrest rate (DROI) is given below.
LRBM = - 129 +1.7 LGDPR - 0.01 DROI

(-2.8) (3.3 (-0.2)
2
R =0.82, DW=0.31
(Figurcs in brackets represent ‘1 statistic.)
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10.04 Theparamcicrestimates arcof expected signand theincome clasticity of

broad moncy works out 10 1.7 and is significant at the conventional Ievel of 5 per
cenl. ’

Table 10.1 : Sri Lanka : Money, Qutput and Prices
' (In Pcr cent)

Moncy Output Prices
197172 10.3 0.5 2.7
1972-73 187 34 6.3
1973-74 4.5 4.0 9.7
1974-75 10.0 3.5 12.3
1975-76 4.1 27 ' 6.7
1976-77 32.9 3.0 12
1977-78 379 4.3 1.2
1978-79 25.0 - 8.2 12.1
1979-80 38.2 6.2 - 10.8
1980-81 , 31.9 58 26.1 -
1981-82 23.1 4.1 18.0
1982-83 24.8 69 108 .
1983-84 . 22.1 4.0 14.0
1984-85 16.6 5.1 16.6
1985-86 11.5 53 15
1986-87 5.1 4.5 8.0
1987-88 14.7 1.6 7.7
1988-89 165 2.6 14.0
1989-90 -5.8 22 11.6
1990-91 1.3 6.4 215
Avcrage (Total) ‘ 17.5 4.2 10.6
~ Average (1971-72 10 19.8 4.0 70
- 1979-80)
Avcrage (1980-81 to 15.6 4.4 13.6
1990-91)

Source : Annual Report (Various Issucs), Central Bank of Sri Lanka

10.05  The annual data oninflation reveal an acceleration of the inflation rate
during 1973-74 and 1974-75 following the first il shock. Though the inflation
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rate subscquently dropped sharply to 6.7 per cent in 1975-76 and 1.2 per cent in
1977-78 and 1978-79, Sri Lanka has expericneed a persistently long bout ol high
inflation from 1978-79 through 1984-85. Following a brict period of moderate
inflation, there has been a revival ol inflationary pressure from the year 1988-89,

10.06  Unlikc other ACU countries, Sri Lankan cconomy has not undergone
much of structural shift, The agricultural scctor which accounted for about 27
percent of GDP in 1970-71 still retains its share at the same level evenin 199¢)-
91; the sharc of industry, has shown an incrcase of just under 1 pereentage point
from 16.8 per cent in 1970-71 1o 17.7 per cent in 1990-91. The Sri Lankan
cconomy had expericneed rapid globalisation with cxports increasing from 14.3
per cent of GNP in 1970-71 10 28.5 percent of GNP in 1980-81. Subsequently
exports have hovered around this range.  Imports had shown a more than
proportionate increase from 16.4 percent of GNP in 1970-71 o as high as 54.9
per cent of GNP in 1980-81. Though subsequently the proportion of imports to
GNP has declined, it stilt accounted for 38.3 percent in 1985-86 and 37.9 per ceni
in 1990-91. The cconomy showed a large trade balance and a somewhat lower
current accourtt balance.  Duc 1o the openness of the cconomy, the domestic
inflation ratc has always been considerably influcnced by export and impont

prices.
Graph 10.2 : SRT LANKA
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10.07 Itmay be scen from Graph 10.2that growth in the consumer price index
has moved intandem with the growthin the food price index, whereas the import
pricc index has shown wide fluctuations. The peaks in the consumcr price index
during the ‘seventics and the first halfol the ‘cightics have roughly coincided with
the peaks in the movementofimport priceindex, givingevidence that the cconomy
is highly dependent on import of food articles and changes in the import price of
food get reflected in the domestic food price index. The decomposition of the
inflation ratc for the period 1972-73 1o 1990-91 indicates that the dircct
contribution of food prices to the inflation ratc was of the order of 56.8 per cent
- and thatof fucl at 7.0 per cenl. During the first bout of inflationin 1973-74 and
1974-75, the contribution of food pricesto inflation increased sharply to 76.4 per
cent and that of fucl showed an increase 10 8.8 per cent. Wide fluctuations in
domestic agricultural production coupled with increase inimport prices of food
and fucl contributed to the inflationary situationof 1973-74 and 1974-75 (Graph
10.3). In the inflation cpisode of 1978-79 to 1984-85, it is again the food
component which contributcdasmuchas 71.2 percent. Unlike the carlier period,
this phasc of inflation was both accompanicd and followed by a very high growth
of moncy supply - the ratc of growth of broad moncy had jumped from 4.1 per
centin 1975-761032.9 percentin 1976-77 and further 1o 37.9 pereentin 1977-
78. Though in the subsequent year, moncy supply growth dropped 10 25.0 per
cent, it again acceleraled 1o 38. 2 per cent in 1979-80.

Graph 10.3 : SRI LANKA

Price Composition (1973-74 to 1974-75)
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10.08  Theimpelusto moncy supply mainly cmanated from spurtinnct forcign

assets of the Central Bank of Sri Lanka which jumped up from Rs.108.5 million
in 1976-77 10Rs.3,705.8 million in 1977-78 and 10 Rs.6,807.6 millionin 1979-
80. Asapercentage of broad money the net forcign assets increased from 1.7 per
cent in.1976-77 10 42.5 per cent in 1977-78 and 45.2 per cent in 1979-80. But
for a reduction in net govemmient credit from Rs.3267.3 million in 1976-77 to
Rs.1.863 million in 1978-79 and Rs.2,920.4 million in 1979-80, the growthin
liquidity would have been much higher. Inother words, the expansionary clfect
of the growthof exiemal assets was largely moderated by the contraction induced
by the govemment scctor.  Though subscquently the share of forcign asscts
dropped from 18.3 percentin 1980-81 to 8.5 percentin 1983-84, this was more
than compensated by netgovemment borrowing whichincreased from Rs.2,920.4
million in 1979-80 10 Rs.17.533.1 million in 1983-84 adding 10 aggregate
domestic liquidity (Appendix Table 3.7). The inflationary impact ol expansion
ol liquidity during 1976-77 10 1984-85 would have been much severe but for the
continuous drop inincome velocity from about 5.4 per cent in 1976-77 1o about
34 per cent in 1984-85. :

10.00  Till 1977-78 price controls and rationing had a sobering cllect on
inflation. However, price control was removed on a large number of consumer
items in November 1977, Subscquently the incrcase in wages of both privale and
publicscctor employcces in December 1977, the removal of rice and sugarsubsidy
from a farge portion ol houschold items in 1978-79, and the upward revision of
price of wheat-flour, gave an upward thrust to gencral price Ievel. The gradual
depreciation of the Rupee since August 1977 culminating inthe floating of Rupec
in 1977-78 resulted in a considerable increasc in the import price index. Added
to it was the increcase in import price index during 1979-80 following the second
oil shock and withdrawal of price subsidy formany cssential items such as rice
and sugar. Thus the sharp increase in prices during the late ‘seventies was the
result of the combined cllect of several cost push and demand pull factors. Tobe
more specific, the cost push factors resulted from the depreciation of the Sri
Lankan Rupee, the increase insome indirect tax rates, the upward adjustment of
utility and service charges, the increase inprices of petroleum products, the price
hike inimported products, and the upward revision of prices of major consumer
items. The demand pressure arose [rom the conlinuous expinsion of government
expenditures, the increased inward remittances by migrant labour and the
continued domestic monctary expansion.

10,10 The inflation of 1982-83 and 1984-85 was brought about by a sharp
increase in the prices of export commoditics which subscquently affected the
domestic market price of these commoditics. Upward revisions of adminisiered
prices also contributed to the inflation,
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10.11  Though monctary expansion has been below average during the period
1988-89 (0 1990-9 1, the inflation rate accelerated from 7.7 per centin 1987-88
to 14.0 per cent in 1988-89 and 21.5 per cent in 1990-91. The growth rates in
moncy.outputand prices plotted inGraph 10.4 show that unilike the carlier period,
the root cause of Sri Lankan inflation in the most recent-period is anything but
monctary expansion. The central bank’s efforts -t reducing moncy supply was
ncutralised by sharpincreascinincome velocity from below 3toabout 4. Drought
conditions, cscalation of civil disturbances which periodically disrupted the
transport facility resulting in supply shortages, higher tari ff on clectricity and
upward revision in many excise duties contributed to the inflationary -situation,
The substantial wage increase granted inseveral key scctors of the cconomy in
1988-89 contributed to mainicnance of a high cltective demand.

()I aph 10.4 : SRT LANKA
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10,12 The fiscal operation of the govemment has shown inherent imbalances

over the years, though the govemment expenditure as a per cent of GDP has
cescalated from 28.5 pereentin 1970-71 to49.4 per centin 1990-91, government
revenue has lageed behind. As a result, the ratio of budget deficit 10 GDP has
mounted from 7.9 per cent in 1970-71 10 21.6 per cent in 1990-91. The high
“borrowing requirement of the govemment- with periodic spurts in net forcign
asscts has always kept the aggregate demand very high. The transmission of
intermational inflation through both expornt and import price indices and periodic
crop failures has added to the inflationary pressure. hnthe recent period supply
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bottlenceks have ariscnduc tocscalationof scveral disturbances putting inflation-
ary pressurcs.

10.13  Somec structural variables along with broad moncy (BM) were tested for
inflation in Sri Lanka, The cquation was cstimated in lincar.form for the period
1971-72 1o 1990-91. The structural variables arc agricultural gross domestic
product (AGDP) and import priccs (MPI). The cstimated equationis as follows:

CPl= 3282 - 0.01 AGDP + 0.01 BM + 0.71 MPI
(2.35) (-1.56) (2.51) (2.83)
) :

R = 0.97, DW = 1.2I
(Figurcs in brackct represent ‘U statistic.)

10.14 The paramcterestimates arc of expected signs and found tobe significant
atthe conventional 5 pereentlevel except for AGDP whichis significantat 10 per
cent. Apart from moncy supply, the import prices and agricultural output largely
explain price changes in Sri Lanka.

11. General Model of Inflation for ACU Countries

11.01  Itisdifficultio specily a fully satisfactory gencral modcl of inflation that
accuratcly describes theinflationary process in all the ACU countrics whichcould
fully scrve the needs of policy-makers. Theorics of inflation arc not m ulu.ﬂly
'cxclquc but overlap and must interact in a dynamic modcl.

11.02  Assuming adaptive cxpectation hypothesis in price formation, a reduced
form pricc cquation was cstimated for the member countrics. The movement in
pricc-as reflected in the consumer price index (CPI) was regressed on real gross
domestic product (GDPR), broad moncy (BM) and prices with one period lag
(CPI-1). Typically, in such models current inflation is not only a function of
excess demand, but alsocxpected inflation rate, which reflects pastinflation ratcs.
The model was sct up by pooling the relevant variables of the respective ACU
countrics with slope dummics o identify cach country.

11.03  The model has been sct up in a dummy variable framework as follows :

CPI = [GDPR, CPI(-1), GDPRSDB, GDPRSDI,
GDPRSDIR, GDPRSDN, GDPRSDP, GDPRSDS]|

where':
CP1 = Consumer Price Index
BM = Broad Moncy
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GDPR = Real Gross Domcestic Product

CPI(-1) = Consumcr Pricc Index with onc period lag
GDPRSDB = GDP slope dummy for Bangladesh
GDPRSD] = GDP slopc dummy for India

GDPRSDIR = GDP slopc dummy for Iran

GDPRSDN = GDP slopc dummy for Nepal

GDPRSDP = GDP slopc dummy for Pakistan
GDPRSDS = GDP slopc dummy for Sri Lanka

The slopc dummics arc obtained by allowing only the gross domestic product
(GDPR) of the respective countrics 1o be different across the sample partition.

11.04 The cquation was estimated in standard double log formulation. The
estimated cquationis as follows :

LCPI = 1.64% + 0.61 LBM* - 0.87 LGDPR* + 0.05 LCPI(-1)*
(1.87) (19.5) (-7.11) (1.84) -

+ (.89 GDPRSDB* - 0.37 GDPRSDI* + 0.36 GDPRSDIR*
(8.34) ' (-9.64) (+3.26)

+ (.04 GDPRSDN* - 0.61 GDPRSDP* + 0.29 GDPRSDS*
(1.96) (-20.3) (6.3)

o)
P4

R=097, DW=070, h=7.68
* Significant at 5.0 per cent level.

(Figurcs in bracket represent ‘U statistics)

The parameter cstimates of GDPR carry expected negative sign and thosc of
broad moncy and CPI(-1) were of expected positive sign. The cquation was of
good fit (R? =0.97) with all the variables being significant at conventional 5.0
per cent level, though the cquation showed sign of aulocorrclation.

11.05 Onthe basis of the equation, the estimated short-run and the long-run
clasticitics of pricc with respect Lo broad money and real output across ACU
countrics arc given in Table 11.1.
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Table 11.1 : Implicit Elasticities

, . Shont-run clasticity of .- Long-run clasticity of
Country pricc with respectlo - pricc with respect 1o

Broad Moncy - | Rcal Output * Broad Moncy : Recal Output

Bangladesh + 0.61" - C 002 0.65 002
India 061 -1.24. 0.65 -1.31
an - . 061 052 065 054
Myanmzir S 061 . -0.87 0.65 -0.92
Nepal  0.6] 0.83 065 - 0.88
Pakistan 0.61 -1.48 0.65 -1.56
Srilanka 061  -0.59 0.65 -0.62

The specification of the model allows only for varying impact of rcal output on
prices across countrics, the impact of broad moncy remaining the same.

11.06  From our carlicr analysis -of pricc bchaviour in the individual ACU
countrics, it was found that food prices cxcried considerable influcnce on the

~aggregate prices. In the above cquation, when the price variable (CPI-1) was
replaced by [ood price index with onc period lag (FPI-1), the price clasticity with
respect 1o broad moncey did not show any perceptible change, underlining the
importance of moncy supply in price determination.

11.07 Though growth in moncy supply and rcal GDP arc major [actors
influencing inflation, ccrtain common structural rigiditics such as agricultural
production, deteriorating tcrms of trade and balance of payments dis-cquilibrium
canncvertheless be identificd as factors typical to cach country having influence
on the price behaviour.

11.08 Wc identificd two major structural factors as nnp()mm for the ACU
countrics : : :

(1) Suscceptibilityofthe cconomy to fluctuations in agricultural output (IAGO).

(i) The exchange rate expressed in terms of the ratio of domestic currency Lo
forcign currency (EXRT).
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Although GDPR would reflect the impact of movements in agricultural output,
IAGO was included to highlight the influcnce of agricultural scctor which had -
emerged as the most common structural variable: for the ACU countrics in our
disaggregated analysis. A priori,it could be reasonced that as agricultural output
(IAGO) increcascs inflation tends 1o fall. A risc in the exchange rate (EXRT),
which reflects devaluation of the domestic currency and which can also be
considered as a proxy for imported inflationis likcly to have a cost push effect on
inflation. Thus, theexpected signofthe parameters would be : negative forIAGO
and positive for EXRT. '

11.09 The model was therefore re-cstimated by stacking the variables for the
seven ACU countries for the relerence period 1970-71 10 1989-90. Allowing for
missing obscrvations in respecet of certain countrics, we obtained 126 obscrva-
tions. With cleven explanatory variables, this allows for 114 degrees of frecdom,
which is a fairly large sample size for a robust statistical estimation, The modcl
was estimated in double log specification following the OLS regression method.
The cstimated cquation is as follows :

LCPI =-1.36 + 0.52 LBM* - (.58 LGDPR* + (.04 LEXRT - 0.30 LIAGO*
(-1.0) (12.2) (-32) (0.66) (-3.27)

+0.04 LCPI(-1)**+ 042 GDPRSDB* - .49 GDPRSDI* + 0.93 GDPRSDIR*
(1.4) : 24) - (-8.53) (3.8)

+0.05 GDPRSDN** - ().58 GDPRSDP* + .47 GDPRSDS*
a1.e4) (-19.8) : . (5.606)
2

R=098, DW=0.88 h=6538

* Significant at 5.0 per cent level.
** Significant al 10.0 per cent level.
(Figurcs in bracket represent ‘U statistics)

2 |
The cquation was of good fit (R = 0.98). Though the paramcter cstimate of
exchange rate turmed out 1o be statistically insignificant, it carricd the expected
positive sign. However, the parameter estimate of agricultural output (IAGO)

tumed out (o be highly significant.

I1.10 On the basis of this cquation, the estimated short-run and the long-run
clasticitics of prices with respect 10 broad moncy, real GDP and agricultural
output across ACU countrics arc given in Table 11.2.
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Table 11.2 : Implicit Elasticities

Short-run clasticity of Long-run clasticity of
Country pricc with respect 10 price with respect 1o
Broad Rcal Agricul- Broad  Rcal | Agricul-
Moncy Output tural Output Output  tural
Output Output
Banglzidcsh 052 -0.16 -0.30 054 -0.16 -0.31
India 052 -1.07 -0.30 054 -1.12  -0.3]
Iran 052 035 -0.30 0.54 0.36  -0.31
Myanmar 052 -0.58 -0.30 054  -0.60 -0.31
Nepal . 052 -053  -0.30 054 055  -0.31
Pakistan 052 -1.17 -030 054 -1.21 -0.31
Sri Lanka 052 -0.11  -0.30 054 -0.12  -0.31

11.11  Thoughthe price clasticitics with respect to broad moncey work outlower
than the carlicr equation, the inclusion of structural variables docs not sccm 10
have reduced the impact of money supply on inflation. Our analysis shows that
whilc supply shocks could trigger price increascs, they are always sustaincd by
excessive growth in money supply. Inflationary process thus is, in a very
substantial scnsc, monctary in character.

12. Conclusions

12.01  During the last two decades, the ACU countries excepting Iran, cxperi-
enced average annual inflation rates of 9 to 11 per cent, the corresponding rate
for Iran being higher at 17.6 per cent. Though the inflation rate of the ACU
countrics was nowhere close to the hyper inflation in other lower and middle
income countrics, it, nonctheless, was higher than the raic in the high income
countrics. The apparcnt low average inflation rate over the twenty-year period,
however, camoullages some intensc inflationepisodes which varied from country
o country in duration and periodicity. All the ACU countrics expericneed
inflation following the first 0il shock. This was so when the second oil shock took
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place, with the cxception of Myanmar where prices were strictly administered.
The Iranian cconomy has shown a persistently high inflation rate following the
warwithlIrag since theearly ‘cighties. Inthe ‘cightics, - particularly intatter years
- the inflation raie has hovered around the double-digit figure in some countrics
for diversc reasons © in Bangladesh before the structural adjustment programmc;
Sri Lanka, following the civil disturbance; and Myanmar, following introduction
of somc pricc {lexibility. India expericnced a double-digit inflation rate in the
carly ‘ninctics, reflecting mainly the balance of payments crisis cmanating from
severe [iscal imbalance and structural incfficiencics.

12.02  The study has shown that the long-term relationship among moncy,
output and prices reflected wide variation in the income clasticity of demand for
moncy among the tow income ACU countrics from 1.1 per cent in the case of
Pakistan 1o as high as 2.7 per centin the case of Bangladesh and Nepal; interest
ratc showed the desired inverse relationship with money demand (Table 12.1).
These results are in line with the theoretical expectations about the demand for
moncy functions in the developing countrics.

Table 12.1 : Income and Interest Elasticity of Broad Money of Low Income
ACU Countries

Country Period Income Intcrest 2 DW
Elasticity  Elasticity R Statistics

1. Bangladesh  1975-76 10 2.7* -0.03@** 0.96 1.45
1989-90 (10.3) (-1.4)

2. India 1970-71 10 2.0* -0.17* 0.99 1.87
1990-91 (24.5) (-2.6)

3. Myanmar 1971-72 10 2.3* -0.2 0.88 1.87
1989-90 3.7) (-0.7)

4. Ncpal 1971-72 10 2.7* -0.4* 0.97 1.91
1989-90 (10.7) -2.7 _

S.  Puakistan 1971-72 10 1.1* -0.08 0.96 150
1990-91 6.5) (-0.6) _ _

6. SriLanka 1972-73 1o 1.7* -001@ 0.82 0.31
1991-92 (3.3) (-0.2)

Figures in bracket represent ‘t’ statistic.
Implics scmi-clasticity

Significant at conventional 5 per cent level
Significant at conventional 10 percent level

O

*ok
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Graph 121 : Income and Money Demand
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12,03 The wide variations in income clasticity can bc cxplained by the
diffcrences in the levels of cconomic development in these countrics. Income
clasticity plotted against per capita income (Graph 12.1) shows an inverse
rclationship - lower the percapitaincome, higheris theincome clasticity. Further,
the negative corrclation between per capita income and income clasticity was
found to be statistically significant at the conventional 5 per cent level.

12.04 The cstimated reduced form price cquation for the ACU countrics
showed that moncy supply is a major detcrminant of inflation but its magnitude
again showed wide variations, pointing towards the presence of structural
rigiditics (Table 12.2). Theaverageinflation rate shown against the ratcof growth
in moncy supply (Graph 12.2) reveals that among the low income ACU couritrics,
India, Nepal and Bangladesh showed ahigher ratcof growth of moncy supply and
yetexpericneed relatively lower inflation raies whercas Myanmar, Pakistan and
Sri Lanka recorded higher inflation rates despite lower monetary expansion.

12.05 Among structural factors, domestic oulput, particularly agricultural
output, import prices, exchange rate and food prices were found to have major
influcncconprices. Forcxample, prices in Myanmar, Iran, India and Nepal scem
tobehighly sensitive, indeclining order, to the changes in gross domestic product.
Pakistan, Bangladcsh and Sri Lanka, on the other hand, sccm to be more
susceplible 1o fluctuations in agricultural output than thosc in overall oulput.
Indiaand Nepal seem to be vulnerable to fluctuationsin food prices. Fluctuations
in oil production affccted the inflation rate in Iran through the liquidity impact.

Table 12.2 : Price Equation : Elasticities

. Country  Period  BM_GDPR AGI = MPL___FPl _ OSV_
Q) (2) 3 @ 5) (6) Q) ®)
l. Bangladesh  1979-80t0  0.35* — -0.08 — — 0.37*
1989-90 (3.9) (-0.2) (2.0)
2. India 1970-7110 03*  -06* — 0.13*  06* —
1988-89 39) (-24) 3.1) 6.0
3. Iran~ 19747510 09* -12*  0.5@* — _— -

1988-89 (11.8) (-28) (2.6)

4, Myanmar 1973-74 10 1.3 20 — — —_— 4.8*
1989-90 @48 2.7 3.3

5. Nepal 1972-7310 0.06* 02*¥ — — 0.7*  0.1*
' 1990-91 3.2 (21 215 (349

Cond..



218 RESERVE BANK OF INDIA OCCASIONAL PAPERS

MPI  FPI  OSV

__Country ___Period __ BM _GDPR_-AGL N SV_
m )] ©)) # ®) ©) M ®)
6. Pakistan 1970-71 10 0.6 — 08%  03* —
1990-91  ~ @.7) -19) @30 .
7. SriLanka#  1971-7210  0.01* — 001%% 071 —
1990-91 (2.5) (-1.56) (2.83)

Figurcs in bracket rcpresent ‘t’ slatistic.
@ : Rcfers to oil production
* 1 Signilicant at § per cent level
*k o Significant at 10 per cent level
#: Lincar Equation.

Notations

BM :  Broad Moncy
GDPR :  Gross Domestic/National Product

AGI :  Agricultural Output/GDP

MPI  :  Import Price Index

FPI  :  Food Pricc Index

OSV :  OtherStructural Variables (exchange rate for Bangladesh, ratio

of budget deficit to GDP for Myanmar, and Wholesale Price
Index of India for Ncpal).

12.06  The growth in liquidity in countrics like Iran, Nepal and Pakistan, mainly
cmanated from the external sector through the rise in forcign. assets. In the
remaining countrics, cxpansion in government borrowing played: a morc impor-
tant rolc.

12.07 Incountrics like Sri Lanka, Bangladesh, Pakistan and India, the changcs.
inimport prices arc reflected in domestic prices. Impont prices can be treated: as
a proxy to world inflation. The domestic price clasticity with respect 10 import
prices is the highest in the casc of Sri Lanka at 0.45-and the fowest in the casc of
India a1 0.12, reflceting the degree of openness of their respective cconomics.

12.08  The cross section dataon GDP growth and inflationinthe ACU countrics
during the period as a whole docs not provide firm evidence of trade-olT between
inflation and growth. However in some sub-periods for some countrics, viz.,
Bangladesh, Myanmar, Nepal and Sri Lanka there may be a case of trade-ofT,
although this by itsclf does not mean that the Phillips’ curve mechanism is valid
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in ACU countrics as was the casc withdeveloped countries during the ‘fiftics and
*sixtics. '

12.09 The average growth rale plotted against the inflation rate (Graph 12.3)
indicatcs that ACU countrics which had cxpericneed high inflation rate showed
lower growth of GDP during the period as a whole. The inverse relationship was
validated by the high negative correlation between cconomic growth and inflation
which was found to be statistically significant at the conventional 5 percent level.
To put it differently, in the casc of ACU countrics, lower inflation rate has been
growth engendering.

Graph 12.3 : Growth and Inflation
’ (In Per cent)
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C1210  Animporant policy fall-out of this study is that monctary policy will
have 10 be cxtremely vigitant about the developments in both the domestic and

international sphercs, since any accommodative action could gendrate pricc
increases, given the structural factors. Monctary policy: hias to clearly bear the
responsibility of containing inflation whenever fiscaliactions or cxtemal shocks
or'supply ngiditics become destablising.
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ANNEXURE

Terms of Reference of the Study on ‘Monetary Expansion and Inflation

in Asian Clearing Union (ACU) Countries’

During the 20th Board Mccting of the Asian €lcaring Union held in

Kathmandu on May 14 and 15, 1992, a study on ‘Monctary Expansion and
Inflationin Asian Clcaring Union (ACU) Countrics’ was proposcd to be taken up
by the ACU Sccretariatin coordination with the member-countrics to cxamine the
link between monetary expansion and inflation in the developing countrics of the
rcgion. The basic objective of the study will be to review the experience of ACU
countrics and draw lessons for policy making.

(M

(if)

(i)
@iv)
)

i)

The terms of reference of the study are as follows :

toexaminc theepisodes ofinflationinthe ACU cconomics and their genesis,
naturc and link with macro-cconomic fundamentals;

1o test the hypothesis whether inflation is a monclary or a non-monclary
phenomenon in the developing countrics of the region and, if it is a non-
monctary. phenomenon, to identify the structural and other bottlenccks
opcrating in the cconomics which may play a central role in determining
rates of inflation;

to cxaminc the possible trade-off between inflation and growth and the
policy implications thercof; and

to suggest measures to control inflationin the light of the above findings of
the study.

to determine the impact of extemnal factors on the rate of inflation in the
ACU countrics

to determine the validity of the Phillip’s curve in ACU countrics.
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Appendix Table 1.1 : Money Demand Equations of Low Income ACU Countries

Period  Equation 2 DW
R Siatistics

1. Bangladesh  1975-76 LRBM =-31.2* + 2.7 LGDPR* - 0.03 DROI** 096 1 .45‘
10 -9.7) (10.3) -1.4)
1989-90 _ _

2. India 1970-71 LRBM =-17.1* + 2.0LGDPR* - 0.17LDROI* 099  1.87
o (-18.8) (24.5) (-2.6)
1990-91

3. Myanmar 1971-72 LRBM =-19.9% + 2.3 LGNPR* - 0.2 LDROI 0.88 1.87
. o 29 @7 (-0.7)
1989-90

>

Ncepal 1971-72 LRBM =-23.5* +2.7LGDPR* - 04 LDROI* (.97 1.91
o (-9.5) (10.7) -2.7
1989-90

5. Pakistan 1971-72 LRBM = -4.7* + 1.1 LGNPR* - (.08 LDROI 0.96 1.50
0 (-6.9) (6.5) . (-0.6)
1990-91

6. Srilanka  1972-73 LRBM=-129*+ 1.7 LGDPR* - (.01 DROI 0.82 031
o -2.8) (@33 (-0.2)
1991-92

Figures in bracket represent U statistic.
* Significant at conventional 3 per cent level
¥+ Significant at conventional 10 per cent level
Notations
RBM :  Recal Broad Money
GDPR ' Real Gross Domestic/National Product
DROU @ Call Money Market Rate for India and Rate of Interest on Deposits for others.
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Appendix Table 1.2 : Price Equations
Country Pcriod  Equation 2 DW/h
: R Suatistics

1. Bangladesh 1979-80 LCPI= 2.5 +0.35 LBM* - 0.08 LAGDP + 099  1.58
0 . (04) 39) (-0.2)

1989-90 0.37 LEXRT
.0

2. India 1970-71 LCPI = 4.6*+ 0.3 LBM* -0.6 LGNPR* + 099 147
10 22y (39 . (-2.4)
19¥8-89 0.13 LMPI* + 0.6 LFPI*

(3.1) (6.0)

3. Inan 1974-75 (1) LCPI=1.3+0.1 LBM - 0.2 LGDPR 0.99  1.54/
0 (1.1) (1.0) (-1.2) h=1.022
1988-8Y ' + 09 LCPI (-1)*

' 9.5)
(b) LCPI=43+09 LBM*-12 LGDPR*+ 096  0.80
(1.4) (11.8) (-2.3)
(.5 LOILPD*
2.0)

4. Myanmar  1973-74 LCPl = 14.8* + 1.3 LBM* - 2.0 LGNPR* 086  1.62-
o (2.6) (4.8) (-2.7)

1939-90 + 4.8 (BD/GDPy*
33

5. N(:pu] 1972-73 LCPl=-1.7*+0.06 LBM* + 0.2 LGDPR* 099 1.72
0 (-2.8) (3.2) (2.7)

1990-91 +0.7 LFPI* + 0.1 LINWpPI*
215) Q.4

6. Pakistan 1970-71 LCPl = 4.2* + 0.6 LBM* - 0.8 LAGI* 0.97  0.96
1o 2.7) L7) -1.9)

19991 + 0.3 LMPE*
3.,

7. SriLanka  1971-72 CPl=328.2* + 0.01 BM*-0.01 AGDP** 0.97 1.21
10 (2.33)(2.5) (-1.56)

1990-91 +0.71 MPI*
28Y)

Figures in bracket represent *U statistic. *Significant at conventional 5 per cent level
**  Significant at conventional 1) per cent level

Notations  CPl : Consumer Price Index
BM : Broad Moncy
GDPR : Gross Domestie/National Product
AGE o Agricultural Oupuy/GDP
Mpi : Import Price Index
Fpi : Food Price Index
EXRT  :  Exchange Rawe per US S

BD/GDP : Ratio of Budget Deficit to GDP
INWP} : Wholesale Price Index of India
OILPD o Ol Praduction.
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NOTES

Industrial Employment in the Eighth Plan
Issues and Options

Deepak Gupta*

This paper analyses the behaviour of output, value added and employment
_inoverall factory sector during the period 1973-74 1o 1987-88. Nolably, the employ-
ment elasticity of output has become negative in the recent period of 1983-8410 1987-
88 . Inview of this, the Eighth Plan’s calenlations to achieve lteniploynent by 2000
AD scem 1o be quite ambitious. The future employment strategy for manulacturing
sectorin particular, would have to place emphasis on smalland decentralised segments
of manufacturing scctor as a major source of industrial and employment growth.

Widespread unemployment and the resulting poveny are the most
formidable problems confronting the Indian cconomy. Since the beginning of
development planning, several policics have been tried but theirimpacthas been
limited, notwithstanding the significant growth in employment over the years.
However, a relatively high growth of population and additions 1o labour foree in
the face of relatively stuggish economic activity has led to an increase in the
volume of unemployment, the backlog of unemployment being as much as 28
million persons at the beginning of 1990-91.

Against this background the Eighth Five Ycar Plan. 1992-97 has
provided a sharply focussed medium-term perspective 1o the need for reducing
uncmployment to a negligible level within the next ten years. In support ol this
goal,the EighthPlanhaspresenteda studicd assessment of employment prospects
and thc uncmployment situation in the couniry by scclors and by dilferent
calcgoricsand an estimatc of the target of cmployment growthrequired to achicve
ncar full cmployment by the tum of the century. The Eighth Plan document has
also cnunciated a strategy of policics and programmes lowards cxpansion of
employment opportunitics indifferent sectors of the cconomy. The document has
recogmiscd that while the adoption of an cmployment-orienied growth strategy
will be necessary to attain the goal of near full cmploymentovera period of time,
special employment programmes for the poor and the vulnerable, would still be

* Shri Deepak Guptais Assistant Adviser, Departimentof Economic Analysisand Policy. The
statistical assistance rendered by SmLY Z.Adenwaly is gratefully acknowledged.



240 RESERVE BANK OF INDIA OCCASIONAL PAPERS

nccessary in theinterim., The document has, however, cautioned, based on their
varying degrees of success in the past, the nced for a major restructuring of the
special employment programmes so as to have them closely integrated with the
scctoral programmes of output and cmployment growth. In the context of the -
cffects of structural reforms onemployment, the Plan has considered that the most
_ cffective way of dealing with the problem is to creale appropriate conditions,

particularly in the informal scctor, to gencrate larger productive cmployment by
making cntry of individuals and tiny units into processing, repair, transport and
other scrvices sectors casicr, and access to credit, space and other inputs wider.

It is against this context that an attempt is madc in this paper to analyse
the behaviour of output, value added and cmployment in overall factory scctor (a
proxy for organised scctor) during the period 1973-74 1o 1987-88 so as to
appreciate the rationale for the Eighth Plan’s perspective. Furthermore, the
relevant data conceming public and private scctor employment have also been
analyscdto arrive at policy implications. The data for this study have been taken
from various issucs of Annual Survey of Industrics, National Accounts Statistics
and Economic Survey. The valuc added and output arc at constant (1980-81 =
100) prices. The period 1973-74 10 1987-88 has been consciously chosen for the
rcasons that National Industrial Classification (NIC)-70 is being followed to
classify factorics since ASI 1973-74 and the latest dala available at the time of
study being of 1987-88. Besidcs this, the period 1973-74 10 1987-88 corresponds
with Planning Commission’s study (1990) quotcd in this paper.

The paper has been divided into four scctions. Scction I analyses the
growth in cmployment, output and valuc added in Factory Sector. Section II
cvaluates the cmployment cffects of structural and technological changcs.
Scction ITI examincs the behaviour of employment in public and private scctors.
Scction IV, the concluding scction, focusses on the future ecmployment stralegy
in the light of the findings of the previous scctions and sums up the discussion.

SECTION I
Growth in Employment, Output and Value Added in Factory Sector

Employment data reported in Table 1 reveal that overall cmployment in
the factory scctor declined atanannual average rate of 0.51 percent during 1983-
84 10 1987-88 as against the positive growth of 5.07 per cent and 2.39 per cent
during the carlicr periods of 1974-75 to 1977-78 and 1977-78 to 1983-84,
respectively. In absolute terms, the employment has increased from 58.2 lakh
personsin 1973-741080.11akh personsin 1982-83. Howcevcr, ithas fallento 77.8
lakhpersons in 1987-88. Notably, the groups showing a fallinemploymentduring
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1980s (1983-84 10 1987-88) were food products (-3.82 percent), cotton textiles
(-4.48 per cent), jute (extiles (-3.54 per cent) and wood furniture (-2.11 percent)
representing by and large the traditional industry groups.

The gross output of the factory scctor 100 has grown at a lower annual
ratc of 4.82 per cent during 1983-84 to 1987-88 as against a higher growth of
11.67percentand 7.42 percent, respectively during the periods 1974-75 (0 1977 -
78 and 1977-78 to 1983-84. During the 1980s (i.c.,1983-84 to 1987-88), the
output growth declined in respect of food products, cotton textiles, wool and sitk
(exliles, rubber products, chemicals, basic metals,non-clectrical machinery,
transport cquipments and clectricity. Notably, the jute textiles showed a fallin
its valucof output (at constant priccs) mainly becausc of closurc of alargenumber
of jute millsduring thcabove period. The closure was necessitalcdbecausc of low
demand for jute both in domestic and intcrnational markets arising on account of
thc emergence of synthctic substitutcs.

Asrcgards gross value added, it too witnessed a fallingrowth t0 5. 16 per
cent during 1983-84 1o 1987-88 as against a higher growth ol 8.29 per ¢ent and
9.89 per cent during the carlier periods of 1974-75 1o 1977-78 and 1977-78 to
1983-84, respectively.

From the above, it emerges that though the gross output and gross valuc
added have recorded lower growth during the 1980s (1983-84 10 1987-88),
nevertheless in absolute terms, they have inereased across the board inalmost all
the 17 industry groups. The overall employment on the other hand has shown an
absolute fallduring the 1980s .. The absolutc fallincmploymentinthe ycars 1983-
84 through 1987-88in such traditional groups likc food products, colton textiles,
jute textiles, wood products, paper products, transport cquipments clc., is a
reflection of the fact that some of the units in these industry groups became sick
and were closed down during this period. The available dataonsickness indicale
that sickness is morce promincent in textiles, jutc and paper products (sce, Decpak
Gupta, 1992). Furthcrmore, theexisting units have had to employ modem labour-
replacing and capital-augmenting technologics so as to achicve efficicncy and
economy in their scales of operations. It may be pointed out that changes in
employment and output would go hand in hand, under conditions of static
tcchnological cnvironment. However, the fall in absolute ecmployment vis-a-vis
lower growth in output and valuc added (during 1983-84 to 1987-88) scems 10
indicate that therc had been some shilt in the technology parameters. This scems
1o be gencrally true in respect of individual industry and for the factory scctor as
a wholc. '
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SECTION II
Employment Effects of Structural and Technological Changes

For the entire period, the cmployment clasticity of oulput™ works outto
(.28, but what is significant to notc is that whilc onc per cent growthin outpul was
accompanicd by (.44 per cent growth in employment during the period 1973-74
0 1977-78, the corresponding figurce for 1977-78 o 1983-84 works out to only
(.24 (Table 2). And if onc looks only at last five years of the reference period
(1983-84 10 1987-88), it tums out 1o be negative. In terms of value added also,
the clasticitics show asimilar pattem i.c. declining from 0.61 (during 1973-7410
1977-78) 10 Q.19 (during 1977-78 to 1983-84) and becoming -0.07 during the
latest period (Table 3). Forthe entire period, the ecmployment elasticity of value
added works out 10 0.26. Whichever indicator is considered, it comes oult Clearly
that employment gencrating capacity of output growth has declined during the
period under reference and particularly sharply inrecent years (1983-84 10 1987-
88). We alrcady noted that traditional industry groups recorded lower growthin
outputinthe rceent period. Significantly cnough, thescindustry groups witnessed
higher labour productivity (ratio of value added to workers) and higher capital
mtensity (capital/ labour ratio) during the period 1974-75 1o 1985-86 (scc,
P.S.Raikhy and Deepak Gupta, forthcoming). This suggests that the dececleration
in cmployment can be traced to increasing capital intensity and resulting higher
labour productivity in these groups. |

The Indian industrialisation process has been undergoing a structural
change over the past four decades by and large in a historically well-established
pattern from primary raw material bascd 1o metal based and presently (o
industrics using processed intermediates and inputs. The transition (rom the first
tothe sccond and then to the third type of industricsimplics amovement to higher
technology and the conscquential incrcase inlabour productivity. Itis likely that
the combined effect of this movement could result in decline in employment
potential of output growth. The slow-down in employment growth in organised
nanufacturing could, to some exient, be attributed 1o this structural change. As
regards employment clasticity, it may be scen (rom Table 2 that barring food
products, textile products and metal products, the clasticitics in other groups,
though positive, have become smallerin 1983-84 10 1987-88 as against the carlier
period (1977-78 10 1983-84), indicating higher degree of mechanisation.

‘ From the above, it emerges thatinerease inemployment elasticity in some
of the industry groups, e.g., food products, textile products and mctal products,

* The clasticity parameter has-been derived by using the following equation,
LogY=a+blogx
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has been more than of fsct by a decline in elasticitics in a number of industrics.
It appears that a slower growth in cmployment than in output/valuc added was
mainly causcd by technological change within individual industry groups and
structural changes as such may not have had more than a limited contribution to
this phcnomenon.  But it is surprising,. as some of the recent studics (scc,
T.S.Papola, 1989) reveal, thatthere has been a declining trend inthe average size
of cmployment per factory even though there has been some increase in total
employment and output. This indicates that ncw units in most industrics are of
relatively small size. Besidcs, it scems that over the period, there has been an
incrcase in sub-contracting where large factorics have found it more cconomical
for various reasons, particularly for cffecting reduction in labour costs, to
subcontract a sizable part of their work to smaller units, which may cither be
factorics or cven smaller establishments that could Iegally be designated as
factorics. Insofar as the latteris the casc, the employment figures reported in the
factory scctor [ail to represent the total employment generated in producing the
reported output. This has also been corroborated by Sarath Davala (1992) who
argucd that full timecemploymenthas been declining and various forms of insccure
work such as contract, temporary and casual labourhas been on theincrease. As
regards the view of the industry sources that decline in organiscd cmployment is
ducto the phenomenon of labour legistation, Papola (1991) has discounted such
apossibility by citing certain casc studics and pointed out that there scemslittle
substance and cvidence in favour of the contention that the deccleration in
cmployment growthand decline inemploymentclasticity in theorganised industry
has been caused by the highly protectedlabourlegislation. Industry scemstohave
become more capital intensive in the wake of modemisation and the emergenceof
high technology segments. Entreprencurs, one could argue, seem (o be making
decisions on the use of echnology in response 10 demand in the domestic and
intemational markelts,

SECTION HI
Public Vs. Private Employment

Ananalysisof cmployment growth in non-agricultural cstablishmentsin
the private scctoras well as in public scctor during 1973 to 1987 givces interesting
findings (Table 4). During 1973 10 1977, employment in the public scctor has
increascd at an annual average rate of 3.56 per cent as against a marginal growth
0f 0.07 per centin the private sector. This has to be viewed against the domestic
regulatory industrial policy framework imposing restrictions on the entry of -
privatcentreprencurs through licensing, rescrvation of industrics forpublic sector
and other control measures in operation during the above period.
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The second period of 1977 to 1983 witnessed a decelerationinemploy-
ment growth in the public scclor, whereas the private sector registered a
substantive increase in the growth of employment. During the last period 1983
through 1987, the public sector has scen a further decline in the growth of
employment while there has been a negative growth of cmployment in the private
sector. Asaresult, growthof overall employment, declined during 1983 to 1987
as compared to the earlier period of 1977 to 1983.

As regards the ecmployment clasticity with reference to rcal GDP, it has
declined in the non agricultural establishments in the private scctor as well as in
the public sector; this clasticity has come down from 0.56 during 1977 to 1983
1o 0.28 during 1983 t0 1988 (Table 5).

Implications

The decline in the growth of public scctor employment during 1977-83
and 1983-87 with asimultancousincrcase in the private scctorcmployment (1973
to 1983) can be explaincd in terms of a shift towards dercgulation, dclicensing,
decontrol of theindustrial sector that took place during the above two sub-periods.
This has facilitated to a considerable extent the private sector entry in the
industrial arena, resulting in highcer employment growth in the organiscd private
sector. However, in the later period (1983 to 1987), there was negative growth
in employment in the private scctor suggesting a shiftin factor mix in production
in private sector. Given the present public scctor’s resource crunch and the
accentuationin the declinein public expenditure, the brunt of future employment
growth has to be bome mainly by the private scctor, which has to change the
negative employment clasticity scen in the most recent period, 10 a positive one.

SECTION 1V

Against the analysis conducted above, the Eighth Plan paper’s calcula-
tions to achicve full cmployment by 2000 AD scem to be ambitious as itassumcs
that in the manufacturing scctor, output growth in the small industry sector (at
10.0 per cent per annum) would be much larger than that of the organised sector
(atabout 5.0 percent), thusimplying that cmployment clasticity and cmployment
growth would be significantly higher than what has been the recent experience in
this regard. On this basis, the Plan proposcd that the overall employment growth
in the manufacturing sector be doubled from the present 2 per cent to 4 per cent
perannum. This is not going 1o be casy since in the first place, the difference in
growth rates as between any two industrics has never been so large. Secondly,
all indications suggest that following structural reforms, the organised industry
is likely to grow atarelatively fast rate than in the past, consume a higher amount
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of capital and gencratc, if the recent expericnee is any guidc, less of employment.
Theemphasisonnon-houschold, tiny and micro-enterprisc sectors forimplement-
ing promouonal policics would therefore have 1o be the answer but it would take
. a while before the series of physical handicaps they are faced with arc got over.
Howecvcr, if the Eighth Plan’s targets fail to materialise, the scenario willbe much
more depressing as visualised in the following Table.

Table :Backlog and the Employment Need
(In million pcrsons)

Beginning 1990-91 1990-91
of T to to
1990-91 1994-95 1999-2000

1. Estimated employment , 300 - —
2. Growth in labour force

{per cent per annum) - 2.2 22 22
3. Backlog of unemployment : 28 —_— —
4.  Increase in labour force - 7 37 8

5. Total number of persons requiring

employment at the end of the period - 35 65 106
6.  Implied growthrate of employment if the

goal of full employment is to be attained —_ 3.0 30

by 2000 AD ' per cent per cent

per annum per annum

7. If the present cmployment growth rate of '
1.55 per cent continucs, the size of 4.7 . 235 47.0
employment absorption
during the period.

8. Estimatcd backlog of ecmployment, if the
present trend exists 303 41.5 59.0

Source: Data compiled from *Employment, Past Trends and Prospects for 1990s’ Working
Paper, Planning Commission, May 1990.

The Eighth Plan paper points out two disconcerting fcatures regarding
manufacturing cmployment. First there is a deccleration in the growth rate to
around 2 per cent during 1983-88. And sccond, the relatively favourable figure
of employment growthin the manufacturing scctor has mainly been the result of
ahigh growthinthe unorganiscd sector. Furthermore, withinthe organiscdscctor,
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the cmployment clasticity with respect to output has been higher in respect of
small scale scctor. Thercfore, for the manufacturing scctor in particular, the
futurcemployment stratcgy would have toplaccemphasisonsmalland decentralised
scgments of the manufacturing scctor as a major source of industrial and
cmployment growth, particularly in the production of consumption goods and
manufacturcd cxports along with large scale programmes of construction both of
infrastructure and residential accommodation. Howgver, thishas to be integrated
with the overall development strategy which should emphasize in addition to the
above (a) a rapid and geographically diversificd growth of agriculture (o cnable
the hitherto lagging regions to account for a major sharcin the agriculure growth
during the 19908, (b) diversification of agriculture into non-staple high valuc
crops, particularly in arcas of rclatively developed agriculture,(c) development of
an appropriatc support and policy framcwork for the growth of non-agricultural,
particularly manufacturing activitics in rural arcas including rural towns, and (d)
cxpansion and strengthening of social infrastructure, cducation and health
particularly in rural arcas. Itis only when these clements arc addressed, will the
goal of full or ncar full cmployment be approached in the next 8-9 years.
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Table 2: Emplnyment Elastlcnty with respect to Output (1980-81 prues) in
various lndustry Groups

Code Industy Group 197374  1977-78  1983-84 197374
no. ' ) : to 1] to {0
197778 1983-84  1987-88 1987-88

20-21 Food Products 1.006 -0.264 0.066  0.142
22 ° Bevcerages, Tobacco ctc. 0453 - 0.261 - 0.202 0.604
23 Cotton Textilcs 0303 0038 2029  -0.266

24 Wool, Silk Textilcs 0.428 0.395 0.323  0.406
25  Jute Textiles 0.103 0309  -0.106  0.041
26  Textile Products o 0.626 0.021 0256 0412
27" Wood, Fumiture eic. -0.057 0765 02718  -0.152

28  Paper,Printing ctc. 0.283 0.518 -0.108 0.241
29  Leather & Fur Products 0.787 0.596 0412 0.797
30  Rubber,Petrolcum ctc. 0.335 0.444 0.280  0.400
31  Chemicals cte. 0.605 0.443 0268 0477
32 Non-metallic Products 0.243 0857  -0.015 0479
33 Basic Metal Industrics 0.431 0442 0025 0444
34 Metal Products 0.538 0.121 0357  0.186
35 Non-Electrical Machincry 0.367 0.369 -0.027 0.354
36 Elcctrical Machincry 0.208 0.402 0192 0336
37  Transport Equipment -0.453 0696  -0.107  0.409
38 Other Mnfs. Industrics 0.034 0.054 0.199 0.118
40  Elcctricity | 0.618 0.498 0036  0.564

41  Gas & Stcam 0.298 0.192 0.241 0.207

42 Water Works & Supply 0.105 0.533 0620 0356
74 .Storage & Ware housing 0.486 0.879 0.383 0.671
97  Rcpair Scrvices 0.797 0.112 -0.094 0272

Total 0.439 0.237 0093 0276

Source: Annual Survey of Industrics, Summary Results for Factory Sector, various
issucs.
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Table 3: Employment Elasticity with respect to Value Added (1980-8 Iprices)
in various Industry Groups

Code Industry Group 1973-74  1977-78.  1983-84 1973-74
no. 10 to 10 10
1977-78 1983-84  1987-88  1987-88
20-21 Food Products 0.839 0232 0.568 0.064
22 Beverages, Tobacco ctc, 0.042 0.123 0.496 0.354
23 Cotton Textiles 0.476 0.091 0.184 -0.180
24 Wool, Silk Textilcs 0.549 0.340 0.403 0.391
25  Jute Textiles 0.107 0295 -0.286  0.129
26 Textile Products 0.681 0.069 0.289 ‘ 0.368
27  Wood, Furniture cic. 0.036 0.091 -0.011 -0.095
28 Paper, Printing etc. 0.418 0489 -0.032 0302
29  Lcather & Fur Products 0.764 0.220 0.191 0.636
30  Rubber, Petroleum cic. 0.401 0.501 0.100 . 0.344
31 Chemicals etc. 0.863 0.329 0409 . 0.463
32 ' Non-metallic Products 0.204 0.518 -0.003 0.402
33 Basic Mctal Industrics 0.212 0333 -0.347 0.432
34 Mcul Products 0.620 0.049 0.377 0.158
35 Non-Electrical Machinery 0.394 0.382 0.159 0.346
36  Elecctrical Machinery 0.320 0.303 0.248  0.316
© 37 Transport Equipment - <0312 0.587 0.324 0.425
38 Other Mnls. Industrics 0.019 0.043 0.098  0.100
40  Eleetricity 0390 0371 0015 . 0.529
41 Gas & Stcam 0.132 -0.242 0.176 0.157 .
42 Water Works & Supply 0.044 0.364 0.551 0.128
74  Storage & Warc housing 0.510 0.686 0.331 0.562
97 Rcpair Scrvices 0.706 0.486 -0.148 0.183
Towal 0.614 0.193 -0.067 0.264

Source: ‘Annual Survey of Industrics, Summary Results for Factory Scctor, various

issucs.
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Table 5: Employment-GDP elasticities in Public Sector, Private Sector and
Total Industry

Industry Group 1973-77 1977-83 1983-88 1973-88
Public Scctor 0.48 046 025 0.40
Privatc Scctor* 0.03 0.36 -0.04 0.18
Total Industry 0.47 0.56 0.28 0.49

* Relates to non-agricubral establishments in the Privaie Sector employing 10 or
Morc persons.
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BOOK REVIEWS

Economic Liberalization : No Panacea, Edited by Tariq
Banuri, Clarendon Press, Oxford, 1991, pp. xvi + 238, Price Rs.360

The papers in this volume were presented at a Conference on Global
Macro-Economics held at the World Instituie of Development Economic Re-
search (WIDER), Helsinki, in August 1986. The volumc is a collcction of six
articles by cminent economists focussing their attention on the dubiousncss of
certain assumplions of ncoclassical libcralism like the assumed  positive
relationship between openness and cconomic performance, export success and
exchange rate policy. Maintaining that cconomic liberalism is no panacca for
economic performance, they arguc that there is need for pragmatic judgement
in particular country situations and that no single universal policy frame -
whether that of openness or dirigism - can provide blanket solutions to the
problems of all countrics at all timcs. To substantiate their arguments, they cite
responscs of numerous countrics in their economic behaviour to specific poli-
cies/policy changes bascd on inter-temporal as well as cross-scctional analyscs.

_ In the introductory Chapter, Tariq Banuri takes a critical view of the
arguments that flow {rom the ncoclassical orthodoxy in favour of cconomic
liberalization. He claims that the various articles indicated in the book take as
their point of departure the fairly obvious shoricomings of the stratcgy of
economic liberalization - its theoretical weakness, the dubious cmpirical support
forits assertions and the inappropriateness of translerring cconomic policics
from onc historical contcxt and institutional context to another.

The ncoclassical argument for liberalization rests upon a willingness to
believe in the efficacy and optimality of frec markets, the touch-stoncof cconomic
libcralization and efficicncy of economic system. The authors of articles included
in thisvolume, however, belicve that the current allempts at seeking a universal
approach to the problems of Third World cconomices based on ncoclassical
presumptions of liberalization and openness are scriously misguided in theory as
they ignore the important role of institutions and history -as opportunities as well
as constraints. Recognition of these factors would Iead onc to cxamine more
closcly the special circumstances of each country or region in order (o discover
its particular strengths and weaknessces and to chart out a desirable dircction for
social change. Byimplication, thc authorsseck to convey thateach country should
be able to choosc anoptimal degreec of openness to international cconomy which
would allow utilisation of benefits from trade without exposing the cconomy to
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excessive dependence upon cxternal events beyond its control.

In Chapter 2 cntitled "Policy, Governance and Conflict Management”,
Edward J. Amadco and Tariq Banuri undcerlined the nature of governance
(preferring neither a soft nor a ‘hard” authoritarian State) that is needed. The
authors prefer to follow the Keynesian perspective of governance and feel thatit
would be more appropriatc o look at the Statc as amediator of social conflict and
as an agency which can create the basis for co-operative actions cven by groups
whosc immediate interests arc opposcd to cach other. This perspective helps to
distinguish bctween a (more problematic) situation where the State is characterised
by intense differentiation and tcnsion and onc where the conflicts are relatively
muted. Thus, the authors advocate a more responsible State rather than the
‘native’ solution of ‘rctum to the market’. Illustrating this point, the authors point
to the Latin American countrics which arc generally characterised by resistance
to lowering of wages as wcll as trade openness; South Asian countrics by wage
resistance but not financial openness; and East-Asian countrics by neither. They
thus conclude that policy cffectiveness should, on this reckoning be the highestin
East Asia and the lowcest in Latin America and any objcctives of cconomic, rather
adjustment, policy will thercforc be more difficult to pursue in Latin Amcrica.
This distinction, thcy maintain, is the csscnce of making the choice between hard

and soft options.

Examining rccent macro-cconomic developments in nincteen countrics,
Alan Hughes and Ajit Singh in their thought provoking article on “The World
Economic Slowdown and the Asian and Latin Amcrican Economics: A
Comparative Analysis of Economic Structure, Policy, and Performance” qucs-
tion the validity of many cmpirical assertions which include the argument for
liberalization. They sct aside the contention that Asian countrics were hit hard by
external shocks as a misinterpretation of cvidence, since such an argument
ignores “positive” shocks to these countries (remittances, Middle East trade), as
well as the singular adverse cffect of capital market shocks - interest rate
cscalation, capital flight, and debt strangulation - in countrics with open financial
regimes, such asin Latin America. The authors maintain that the positive shocks
in terms of workers” remittances and cxpansion of cxports were significant for
Asian countries in the “scventics and carly’ cightics. For India, workers’ remit-
tances as a proportion of exports increased from a little over S per centin 1974
toncarly 15 per cent in 1978 and about 25 per cent in 1980. Similarly, India’s
share of cxports to oil cxporting countrics increased from 2 pereentin 1965 to
7 per cent in 1983, The authors also question the argument for liberalization
emerging from the neo-liberal orthodoxy that there is a positive relationship
between exchange rate policy and export performance. It is Joffi rcy Sachs (1985)
who singled out cxchange ratc as one of the most important determinants of
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cconomic performance of the Asian and Latin American countrics. Drawing
heavily on the export performance history o the UK, West Germany andthe USA
overlong periodsas well as for sub-periods during 1956-76 and quoting cmpirical
cvidence (based on a study of developing country data) provided by Brailovsky
(1981), the authors present contrary cvidence 10 vicwing CXport success as a
function of cxchange rate policy.  Another assumption, which the authors
qucstion, is theexpected positive impactof aid on development. Theircomparison
ol large countrics - China, India, Brazil, Mexico - revealed that cautious attitudes
towards forcign borrowing and reduction of exposure to world financial markcts
are the contributing factors 1o superior macro cconomic performance. In short,
they felt that the Latin American countrics did not use forcign borrowing (o
develop a resource base in tradable goods, especially in cxport industrics,
adequate lorfuture debtservicing. Hughesand Singhalso set aside the supposcdly
posttive relationship between trade openness and vulnerability to external shocks
by illustrating the experience of Latin America which witnessed a much higher
ratc of cconomic growth than Asian countrics, despitebeing subjectedtorelatively
larger exogenous shocks.

In Chapter 4, which discusses “Economic Openness Problems 10 the
Century’s End”, Lance Taylorintroduces animportant distinction between trade
openness and financial openness o evaluate the relationship between openness
and cconomic performance. Using a cross-scctional frame-work and covering
f1lty developing countrics, he shows that while financial openness is related o
grcater vulnerability to extemal shocks, the emergence of financial crises and
painfuladjustmentepisodes, the relationshipis reverse of what is suggested by the
proponents of liberalization. He also found that neithertrade openness nor absence
ofdistortionsexphinsuperior growthofadjustiment performance afiercontrolling
for other explanatory factors (c.g. size of the country). He finally refutes the
neoclassical contention by referting to the structuralist models in which higher
trade and financial flows can often lead to stower growth and morc costly
adjustment.

Inhis brilliant article "Somc Reflections on comparative Latin American
Economic Performance and Policy,” Albert Fishlow fecls that the increasingly
divergent East Asian and Latin American cconomic performances in the
1970’s and 1980°s provide a rich cxperience not only 10 academics but also 10
© policy makers. He advocaies reconstructing of a development state which secks
(0 manage rather than (o suppress or ignore social conllict, and encourages the
construction of institutions which facilitate this task. Fishlow, therefore, argucs
for a stable and credible compromise between capital and labour, strengthening
of labour movement and to incorporale it into national cconomic decision making
sO that a large number of social decisions can be reached in a co-operative rather
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than con{lictual manncr. Similarly,thn it comes to assct markels, it is prefer-
able for the Statc 1o lake a co-ordinating rolc by maintaining some form of
regulation over the financial scctor, some form of control or restrictions over
intcrational capital movements and maintaining a policy regime whichcan kecp
up with the development of informal financial institutions. He concludes that
the faulty exchange rate or trade policics were ncither the key to lagging
performance nor the central clement of Latin American industrial strategics inthe

1970’s.

*“Inthe final Chapter ,“Worlds Within the Third World : Labour Market
Institutions in Asia and Latin America”, Tariq Banuri and Edward Amadco
try to pursuc Fishlow’s idca of rcconstructing development State in Latin
America, by focussing on the differences in the structurc and evolution of labour
markct institutions in promincnt Latin Amcrican, South Asian, and East Asian
countrics. The analysis indicates “hysteresis’ in the labour market, whereby the
naturc of current cconomic relationships as well as the feasible range of
ingtitutional change arc limitcd and constrained by the history of conflict and
accommodation. As a result, prescriptions for liberalization which are increas-
ingly scen as requiring de-unionization as a nccessary accompaniment, are found
1o be not only undcsirable in socictics with a long history of social and political
mobilization but also not fcasible.

_ To sum up, this volume is an cxcellent attempt at sketching the experi-
cnces of cconomic liberalization and pointing out the limitations of universalized
approach. The overriding tone of the articles, is that ‘cconomic liberalism’
is not cnough unless vetied with ‘pragmatism’.  Fishlow opincs that a State
modclicd on the Keynesian perspective of governance provides the best solution.
Apart from cxamining the theoretical underpinnings of the ncoclassical ortho-
doxy, the volume provides a rich reference material 1o both students of interna-
tional cconomics and policy makers. Itincludces technical appendices, one of the
best among them being on wage sctting institutions. The latter is included to
facilitate the readerin relating the country specific experiences to the prevail-
ing institutional and historical sciting.  Besidces, the book presents  massive
statistics on various macro-cconomic variables rclating to a numberof countrics.

Undoubltedly, the empirical results presented in the articles throw uscful
signals for skillful management of the structural adjusiment process. Viewed -
inthis perspective, the policy stance of the Indian cconomy which incorporatcs the
major institutional and historical perspective in its development strategy augurs
well for the success of structural adjustment programme in India. Thus *hyster-
FSiS' is imperative if we lay credence to Lance Taylor's argument that “some
1mportant cconomic variables - such as real wages or the real exchange rate -
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represent underlying social and institutional arrangements, and oficn cannot be
determined by policy alone”. Yetthercisa need for continuousmonitoring of the
pace and sequencing of policy reforms to see if there arc structural shifts and o
bring about policy corrections, if necessary in the mid-course of the reform
process.

D. Anjaneyulu *

* Shri D. Anjaneyulu is Dircctor, Department of Economic Analysis and Policy.
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The book under review is a collection of fourteen different papers
running (o ncarly three hundred pages. Together, these papers throw some very
uscful light on application of thcorctical methods to economic development. This
collection of: essays is an outcome of the Indian Statistical Institute (IST)
Conlcrence (first three mectings @ 1986-88) on Economic Theory and Related
Mathcmatical Methods. In keeping with the principle that rescarch has to be
rccogniscd without regard 1o already cstablished reputation, ISI decided that there
would be no invited papers at these conferences. Submissions were requested
cvery year, and all contributions were subjected 10 a process of referceing. IS1
received submissions from all overthe country and from abroad. The resultso far
has been ascrics of lively conferences withwidce spread participation. The articles
sclccted for publication have a bearing on broad issucs in cconomic development.

There arc four broad sub-categorics under which the articles are placed
: Macro Economics, Industrial Organisation, Planning and Public Policy, and
Intericmporal Economics. Macro Economics scction compriscs of four articles
highlighting issucs rcgarding agricultural shocks, pricc control, industrial
cmployment and (cchnical progress.

In the article, “Pricc Income Fluctuations and Agricultural Shocks in a
Scmi-Industrialised Economy”, A.Bosccxamincshow vulnerable(i.c. sensitive)
or robust (i.c. inscnsitive) in the short run arc the given variables P (price of food
in units of the industrial product) and Y (non-food output) to harvest shocks.
Following the work of Kalecki, the author has developed an abstract modcl
signilying the income cxpenditure structure of an cconomy having wage goods
and industrial goods scctors. Two cascs arc analysed - asituation of laissez-faire
and thc onc where the govemment plays an active inicrventionist role. In the
market model, aharvestshock isa supply shock forthe industrial sector. Harvest
failures reducc industrial activity and raisc food prices as long as rich farmers
have a positive marginal propensily to save. The smaller the saving propensity,
the smalleris the impact on industrial activity and larger is the impact on prices.
In the mixed model, with aconstant cost of sclling tothe govermment, a harvest
shock is a demand shock for the industrial scctor. At any given open market
price, the open market supply curve is independent of the agricultural service.
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Hence changes in the service lead to cquivalent changes in procurementby the
government and thercby in the net addition to Government stocks. Any change
that takes place inthe level of industrial output operates through the demand side,
as a result of the change in the budget deficit brought about by the change in the

value of government procurcment.

Itis sometimes observed that bumperharvestdoes not significantlyaffect
food consumption. The mixed model provides a theorctical explanation of this
phenomenon. However, it may be pointed out that the paper isexplicitonly about
the short period effects of an agricultural shock. It docs not address to problems
of growth or structural change and confincs to only a closcd economy.

D. Dasgupta, in his article, “Thc Macro Economics of Price Controls™,
highlights the economic implications of a government’s policy of conserving vital
resources including forcign exchange, through administered price increases with
and without accompanying quantity restrictions. The study proceeds in the
footsteps of Kaldor and Kalecki and relics heavily on saving - investment
adjustments via price and quantity multiplicrs.

In the modecl the private scctor produces non-wage goods and the
workers’ consumption goods. The public sector ,i.c. the sectorunder government
manage ment too is subdivided into two broad departments. The first of these
produces the final good (or service)in thenature of a public (consumption) good,
made available free of charge to the populace at large. The remaining
govemment sector is the sole supplicr of an intermediate input indispensable for
production of the non-wage goods. Itis argucd that the administercd price policy
happened to have expansionary cffccts and these worked cither through a rise in
the output, and hence input use, or through a re-distribution of income in favour
of profits.

A Sarkarinhis study, “A Long-run Model of Economic Development;™
advocates that an increase in transfer payments by the govemment leads to
contraction of industrial cmployment. In the Kaleckiantradition, his analysis has
been confined to stationary states and acomparison of stationary states. Thus the
focus is on the long run equilibrium. Itis shown that unproductive expenditures
by the government aimed at increasing the purchasing powerof the non-capitalist
class will reduce industrial cmployment. This sharply contrasts with the result
obtained in shor run demand constraint modcls of cconomic developmentthat an
increase in the purchasing power of the non-capitalist class has atcndency 1o
increase industrial employment,
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P. Sarkar’s cssay, “Tcchnical Progress, “Elasticity Pessimism’ and
Terms of Trade of a Labour Surplus Peripheral Economy : A Macro Static
Approach”, concludes the first section. The paper examines the impact of
tcchnical progress on the size of the ‘reserve army of labour’ and its conscquent
clfects on the barter and factoral items of trade of a peripheral economy.

The author presents a number of very simple macro-static modcls of a
labour surplus economy in a Keynesian framework. The study concludces that in
alabour surplus cconomy, saddled with “clasticity pessimism’, animprovement
inlabowr productivity Iecads todcteriorationnot onlyinthe net barterterms of trade
but alsointhe factoral terms of trade, given other things (i.c. the import price and
forcign factor productivity); given the inclasticity of cxport demand, income
terms of trade also deteriorate. Furthermore, a raw matcrial saving techno-
logical change may lcad 10 a fall in both the barter terms and the facloral icrms
of trade for any finitc clasticity of cxport demand.

The sceond part of the book deals with issucs on industrial cconomics

like technical change, profitability, product differentiation and market
structure.

In the essay, ““Technical Change and Markcet Expansion : Modelling
some Aspects of the Indian Experience”, C.P. Chandrasekhar and A. Sanyal
providc an analytical framcwork for understanding the actual process of
technical change in a situation of alomistic decision making. Much of the early
litcrature relating to technology and development focussed on the question of the
appropriate choiccof technique in alabour surplus cconomy. Litilehas been said
to explain the actual process of technical change. The authors provide a positive
analysisof the process ol diffusion of new techniquces under certain circumstances
typical of developing countrics in gencral and India in particular.

‘Verdoom's Law’ emerging from the study of P.J. Verdoomn of the
statistics of industrial production in a number of countries states that there is a
positive relationship between productivity growth (p) and output growth (q) and
which can be expressed in the form p = a + bq where a and b are constants, and
b>0. The aythors’ conicntion is that onc of the ways in which productivity
increascs occuris through the displaccmentoflabour which can be absorbed with
additional machines if output is growing rapidly. Onc can visualise a situation
where ecmployment remained constant or even falls, but output and productivity
increasc rapidly.

The article by B. Dulta, S. Gangopadhyay, D. Ray and K. Scngupta,
“Profitability and Concentration : Entry Deterrence in a Model of Location”,
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deals with the question of why middie men activitics, suchas wholesale trade are
often monopolised by a singlcentity, despite the existence of high profitmargins.
They have developed a model to examine the conditions under which location
choices that may be feasibly used (o deter entry arc also optimal choices.

L. Leruth in his article, "Product Differentiation and Congested
Goods", focusses on some issucs in the study of congested (acilitics - through a
modecl of ‘vertical differentiation’. It is shown that unlikc in the case where the
quality of the goods is cxogenous, a monopolist will always differentiate prices
and thus Icvels of congestion (or qualitics). This result implics that a planncr
would also increase the total welfare of the socicty by providing such a pricing

scheme.

In the paper, "Leaming-by-Doing and Industrial Market Structure .
An Overview", D. Mookhcrjec and D. Ray aticmptiorcview some of theliterature
on ‘lcaming by doing ", particularly inconnection with theorics of oli gopolistic
market structure. The central theoretical point is that analytical predictions
regarding the clfects of Icaming by doing in an oligopolistic coniext cannot be
madc without first making cxplicit one’s assumptions about stratcgic behaviour.
Having donc this, howcvcr, onc nceds o go further. It is relevant to ask the
question, *“ what is the correct  specification of strategic behaviour in these
contexts 2" . The speed of learming may well be endogenous and affected by the
degrce of concentration.  The two-way intcraction between Icarning and
concentration would be a natural topic for [uture rescarch.

The papers in Part I of the book arc devoled to analyse some recent
devclopmentsinthe theory of planning and public policy. The new literaturc sceks
to make explicitimplementation constraints on desirable policics, resulting from
asymmectrics of information between planners and cconomic agents.

In the paper, "Cost Sharing Local Games in Dynamic Processes for
Public Goods”, P. Chander deals with the problem of designing a dynamic,
decentralised planning procedure 1o decide on the allocation of resources
between private and public goods. The planner’s problem is o decide on the
allocation of resources to production of the public good, and ona wayof financing
such expenditures, without knowing exactly what the willingness 1o pay for the
public good is for different consumers in the cconomy. It is postulated that the
reallocation at cach step in a non-tatonnement process which involves reference
whether the allocations would be acceptable 1o the agents at cach step, should be
justiliable as the outcome of some kind of a bargaining discussion or social
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intcraction among the agents at that siep.

Processes having such a property may be considered in some sensc as
more decentralised or socially morc acceptable. It is shown that if a particular
cost share rule, viz. the proportional cost sharing ruleis adopied, thenthese games
arc convex and that the imputation induced by the process at cach point of its
trajectory, is the shapely value of the corresponding local game.

The theory of implementation is primarily concerned with the design of
schemes ormechanisms which willinduce individual agents to-correctly reveal
privaicly hcld information for public usc. In vicw of the primacy given 1o
individual scIf interested behaviour in much of nco-classical cconomics, it is
natural to arguc that individuals will voluntarily reveal their private information
only ifitisin theirinterest todoso. However, the objective or goalofthe ‘planner’
(altermmatively, mechanism-designer) need not  coincide with those  of the
individual agents, although it will typically depend on the agents® privale
information. The necd toinducc agents to reveal thenecessary-information may,
therefore, act as a constraint both on the choice of the procedures which can
be used as a decentralised decision procedurcs as well as onthe lypc ofobjective
function which can be achicved or implemented.

B. Dutta and A. Scn in their paper, "Implementation with Perfect
Information : A Survey" discuss some of the main results in the literature on
implecmentation when agents are fully informed about the state of nature. They
advocate that the future rescarch on implementation must and will pay as much
attention to the nature of the mechanisms used as to the objective implemented.

Clcarly, this will make the results richer, from a theorctical as well as practical
point of vicw. '

S. Gangopadhyay and 1. Gang in their paper, “Govemment Policy for
Forcign Direct Investment”, address directly the issuc of control. Much of the
litcrature on Joint Venture fails to distinguish clearly between foreign direct
investment (FDI)and forcign indircct investment (FII). The essence of FDIisthat
the owner controls the forcign resources whercas under FlI the owner mercly
provides funds/or carrics some of the risks. Theorics of FII typically cxplain
investment flows by intemational differencesin the costof capital. They cannot
readily be uscd to cxplain FDI because they do not address the issuc of control.
In particular, they do not explain why the forcign investor prefers (o hold a
controlling intcrest in a few forcign operations rather than spread his risks more
widcly by holding minority stakes in a much lasger number of operations. It is
shown that vying fordomecstic control of a joint venture with a forcign firm is
not optimal for the host cconomy. The overall distortion in input use that
results from local investor’s control is sufficient o reduce the surplus accruing
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to the host cconom y. Even though the private tax discourages the total amount
ofinvestment made by the multinational enierprisc, the governmentshould cnsure
that this amount is sufficicnt for the multinational cnterprisc to become a
majorily quantity holder. This , the government can do by increasing the debt-
equity ratio. Effcctive control by the multinational cntcrprisc can be achicved
invarious ways. Inadditiontolargerdebt holding, the govemment can encourage
theissuc of non-voting stock, participation by nationaliscd bank s that refrain from
intervening in daily.. operations  of the plant, or participation by many local
investors, numerous cnough 0 prevent any block voting.

In the paper, “Somc Results on the Transfer Problem in an Exchangc
Economy”, M. Majumdar and T. Mitra revicw some resulls on the transfcr
problem in the context of a general equilibrium exchange model with “m' agents
and “n' commaditics.  The positive clfect and welfare cffect are gencerally
discussed. However, their primary interest is in the ‘welfare effeet”, i.c. how will
the post-transfer cquilibrium welfare of the agents compare to the pre-transfer
levels ? The main result asserts that the statement * for every fcasible transfer, the
donor is no better off in the post-transfer cquilibrium’ is cquivalent to the
statcment ‘forevery distribution of endowment, there is a unique cquilibrium’.
Itis also indicated that the donor is worsc-off after the transferif (a) all goods arc
‘nct substitutes’ for the donor, (b) all goods arc ‘gross substitutes’ {or all other
agents and (c) all goods arc ‘normal” for all agents.

The final part of this collcction deals with aspects of Intcricmporal
Economics. Onc of the richest devices for the study of intertemporal cconomic
issucs is the usual growth model coupled with a scquence of generations, instcad
of a single planncr. This model permits the analysis of the nature of bequest
bchaviour, of the time consisiency of various plans, of monctary and  fiscal
policies of the development of wealth incqualitics and many otherissucs. This
part consists of two articles which deal with the efficiency of market outcomes
and the nature of bequest behaviour in the context of a model with overlapping
generations of cconomic agents.

The bounded coreis the sctof allocations which cannot be blocked by any
coalition formed by agents of a finitc number of gencrations. The core provides
an intuitive way of characterising a sct of allocations which is a subsct of the sct
of Parcto-optimal allocations and contains all the competitive cquilibrium. The
distinction buwun the core  and bounded corc is analogous 1o the distinction
between Parct(H)pumahly and weak Parcto-optimality, focusing on the long and
theshortrun. Inthearticle, “Core, Bounded Core and Efficicncy in Overlapping
Generations Economics™, J. Esteban has examined the notion of Bounded Core
for overlapping gencrations cconomics. The main results are that a set of
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Walrasian allocations is a subset of the set of bounded core allocations, but that
this sct contains incflicient and wasieful allocations as well.

P. A. Streufert’s Work, “Consistent Preferences and Intergencrational
Equilibria in Markov Stratcgics”, highlights at a very basic level the specifi-
cation of intergenerational preferences. Itis demonstrated that the equivalence of
two alternative specifications of inlcriemporal preferences @ one, preference
ordering over infinitc consumption strcams beginning with the generation’s own
consumption level, and another, where cach gencration’s utility function repre-
senting a preference ordering over consumption sircams from its own consump-
tion (scalar) and ncxt generation’s utility , is obtained under a condition called
summability. Itis shown thatthe Markov Perfect Equilibria of theintergencrational
gamc (under the above cquivalence) yicld the same sct of allocations as that -
obtained by maximising the utility function of the first gencration.

On the wholce, the papers in the collection are gencrally abstract.
Economists who arc notintimately involved withmathematical cconomics, would
find this volume difficult to chew and digest. The book is, therefore, highly
rccommended to specialist readers, ranging from lecamers who could usc it to
comprehend the problem and complexitics in development cconomics, Lo policy
makers who need atheoretician’s imagination to provide the necessary theoretical
underpinning to the various policy options that they encounter.

While onc would expect that the papers in this collection will stimulate
rcaders (0 take the work further, it would have been more uscful if some of the
essays had taken note of the present mood on development dilemmas, and dealt
wilth issucs such as stabilisation and growth, cxtcmal shocks and adjustment
process, growth and cnvironment, -

Tapas K. Chakrabarty*
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