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Introduction:

While trying to explaind {or commiéant) ahout 1hs movements of prices in Nepal,
it bas been the genmeral tendency of the Eeonomists to put frequently the ghost of
Tndian inflation foreward and, leave the domcsfuc po]zcy “and policy makcrs un‘touched

as they are unable to check it

This paper attempts to deve!cp a model of price level for Wepal, whose
explanatory power ( measured by R# ) and the significance of parameters (checLed by
T - ratio) provide an ample basis to conclude that our domestic factors - are also
responsible as well, While developing the model, Indian peices are also considered as
well alopg with the generalization of quantity equations. More importantly, the model,
derieved by using the cencept of demand & supply functions of momey introduces
lagged effect of money supply on price by allowing systemetic inequalities between

demand for snd supply of meney. And also, cxp:ctcd level of future prlces have '”_cgn

used for cost of holding money baianc'cs ror rest of the paper sectlon i diSCUSSGS'i

Campus, Trlbhuvan Umvemty Thls work ‘iz based ‘om: has_
submitted to the mstltute of Humamtles and Social Sc:cnces

fulfilment of the requsrcments fox his M. A, dcgme in gcon‘
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short the qﬁanﬁty equations and its defects and section II- outlipes the alternative
specification of the Demand - supply (D - 5} model in a more general form and then
the wedel is switched towards Nepalese condition. In soction IIf emperical definition of
the argnements are presented and the model is estimated by wusing ordinary least
squares (OLSQ). Finally section IV previds some tentative conclusions & Recommendations.

I.  Analytical Frame work: The System of Quantity FEquatiiozs.

Let us consider the system of Fisherian varsion of the quantity equations:

Md—PY (demand for Money)........ {1

Ms—MVY (supply of Money).......... 2)
Md=Ms (egbm. condition)............ (3

Where:

Md —nominal demand for money,
Ms —Supply of nominal money,.
Y —an index of final goods & services produced in the economy.
P ~an index of prices of Y.
"+ M=Total stock of money in the hand of the public.
V:':'PY/M',_"'the income velocity or the number of times that one unit of money

::__Be_caii‘ljé,:_ income during the specified period.
Solving (3) for price, _P',_'_ﬁ'sing (1) and (2) yields
P2t (@)
k. Simiiilaﬂy,' tbs' Cambridge system. 'o.f".équati.oﬁs is:

S Md=KPY (demand).. ... .. (5)

R Ms =M (Gupply) <. i viee ©
S Md=Ms {eqb. condition) .. .(7)

Where:' Md, Ms, M, P & Y are same as in Fisherian version and,
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1 wmd
K = o 2T e : i
Y PY, a oxogencously detsrmined constant.

Solving (7) for price level F, using (5) (6}
Yields:
PeM/EY..cvoinnns {8

Economic properties of (4) and (8) are virtually the same, if we mamupuolate

them in a counventiomal way, ‘both will yield:

P M .............. (9) .

Therefore the conchuent pelicy saggestion would be to regulate] the stock of
money supply.

But the implication of the quantity theory in this form, or in short the
usefulness of gquantity equations will ultimately rest upon the assumptions (implicit and

(or explicit) that are made.

If we analyse the system of quantity equatioss, no matter of the versions, wc._-_.'f.'

find that money is regarded as a specific type of commodity which possesses: }the-._'_'_."".

following characteristics.

Md

a. The dersand for real money bwlanceé P }, as implied by mone demand functlon
is independent of monetary veil, so that any change in moneta actors ‘éan not

affect it. Specifically, the expected loss of holding money balancs haz __x_io-_ tole 1o

play.

b. Money is neither a lugury for as inferior gocd.',-:'a's": implied by bgfij'exogcnity of
Vv or /K, so that the desired ratio of-real'"'-__f' o isj.'c'd;:{ic'_.' {in combridge

version) or the velocity (in Flshenan Vfcrsm_ )

by changes in real

ncome elasticity of

income. Or, in othet words, K & Y

demand for nominal money: is exacti'
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¢.  There is mo money illusion, as implied by the egeilibram condition, so that aoy
change in the supply of the opominal money siock 15 atonce realized by the public

& adjusted instantanecusly.

Unless emperically verified, these assumptions are vanecessanly restrictive and
therefore, in a genmeral form quaniity equations way become unstable; if any of the

particular assemption is not satisfied, it could nuilify the simple quantity theory results.
Therefors in the next section the unnecessarilly restrictive assomptions will be made
more liberal, which permits us to express an alternative specification of the demand—supp]yw
model for price to a more general form, consistant with boib the obeserved economic

Phenome-non and, the concept of quantity equations,

1I. The D -8 Modsl : An Allernative Specification.

A. The demand for money

“Let us assume that the public is a rational unit, it always tiies to mazimize

"thé"ﬁﬁl'it'y- sibject to the informatipn it receives. Thep it can realisticaily be assumed

' "that the publlcs desired ratio of real cash to real income in the shortrun is determined,

for at any perlod by thc following implicit functional form:

: Mdt L
K:PtY - mF (X“ XZ( xnt)......(iO)
Where Xlt';_'_-:.'_ree_il_'__Tr‘_x_éé_n_q_e",:_-'é_:';:'pected cost for holding money balances and other
(n =2) information like tbis.
Lei us further ass"u'm'e'_'-- t'h'ét'_”the'i 'élélsticity coeflicients of K with respect to Xf

'are contant overumc (for ai i 1s), Then ‘the functional form can be explicitly

:cxpressed in a log linear form ast

N _"P s-Y; ZE bi In X+ 1a Dt-""-""’_(“)_
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Where 1) iz the error due io ihe loglinear approximation of the some other

implicit functional form. If the true relation is loglinear then D, =0, And, biis the
clasticity cocfficient of the fupction asscciated with the variable Xi Since randem vari-

ations or pure raise in the dependent variable may. ogour which has no systematic

ex;ﬁ?anation and, therefore for situations the cavsal relavionship (IT)can be expressed as:

In Mdt):: n X . .
T fl bi ln Xit +1n Ditln gt...o.oooo (12)

Where f§ accounts for ‘pure noise’,

£q. (12) accounts for all the causal relationship between the dependent variable
K and, ali conceivable variables that could bave caused change in it. Let us further
assume that, except the level of real income Yt & expected cost of holding mopey

balances, say Cg, all other variables exzert least influences and are noi obserable and

quantifiable teo, Then eq (12) expressed in terms of the two measured variables alens

may be writien as:

Mdt) b, lo ¥t — b, In C, +ln Xt4+ 1o Dt loft ... {13)
Pt Yt '

Where Xit—Yt, Y2t—=Ct. and,

n SRR
=== biIn it=InXt.
i—3 T
Let us P express the Variable InXt and the error. of approximation InDt, as -
deviations from their respective means, then rewritting (13) ési';--'._-_- R
In (Mdt b la ¥, —bylnC 4 (X Rt
Pt ¥t S
4+ (T -+1in dt) T ‘“9t..,._',..,.(14):-- L
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In "H 4 laxt=1axt" and, -
Where .
In T + indt—lndt.

In this case toxt & Indt are deviations from their respective means, and

@t s a random error, their meéans zero.

By fcarraunging (14) as:

"Mda e b + b In Y, —b, I C, e,
"ETTT TR - (15)

Where Inbo—=In X~ + o T and,

et — loxt - Indt + m@a

and E (et) —

Eq. (15) is a general form of money demand function expressed “{as in Vogel '10)
in terms of a rcgressmn equation w;.th two mdependmt variables ¥t & Ci. Sinee a
rise in expacted cost of holding money balance is expected 1o have. uevatwe effect on
the desired ho]dmns, therefore bs has appeared with negative sign. Here it is xmportant
1o nofe’ that: m (ES) 1f bz, and by both are not staustu.:d]ly different fmm zeto, then
the substltutlon ofK for bo, whxch represents . the mean effect of all left out variables
that affect. it and ylelds eq {3y of thc .cambridge version. Also till new, it has not been
defined, what actually &he cost of holding money balance is. The expected cost of
hoIdmw money balance is mo ‘more than the expected maximum flow of income foregone
by hotdmg money mstcad of  holding: other assets. Economic theory - and researches
spscmﬂy ‘developed and excecuted in the context of developed economies, have a general

mnvennon (smce there is:no. such- universal asset which for all time could beregarded as

: yleldmg a ma}umum flow of income), to use the rite of interest on ~bonds or bank
: depostts rites as'a proxy for the expected tost of holding - money balances. But “for an

.uuderdeveloped country like Nepal, where the relevant market interface is between
money markcts and goods markei" (Fry (3) B, 42), the alternative form to holdmg money
can uot be rcprcsen{ed by financial papers and/or deposits, - therefore, the . ‘opportunity
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cost of holding money  balance  can. 0ol be representad by  the raie of
jpterest in papers of deposits, which is under govi, control foo, ipstead may hettar be
approximaied by the gxpecied ascline im the value of wmoney self: that is by ibe

expected level or prices. Therefore, substituting Ct by Pi* in and rearrangiog the terims

in eq (15} obtain the demand for nominal money balance as:
tn Mdt = Indo 4+ (¢ + by) In¥t — bglaPi‘"" + Pt -+ etl ........ (16)
Whers, Pt* is the e:::p;;med lgvel néo;f' {'}riqles_, fo_ii:ﬂ:lé pé:;.igd'_'-'-"-
-+ 1) in the period t.

B. The Supply of Nominal Money Stock

Assune that the supply of nominal money stock is exogeneously determiued

by the monetary authority then,
‘ in Mst = lIoMt...... o (17)

Whexjé M1y iz the observed money stock at thg begining of the_n ;t;th period,

C. The D—S relationchip:

It is the general convention in emperical research to equate the demand for money

function with bupp\y of money function. This may not be a true specification of the
D § relationship. when there exisis money illusion, because, the market informations

recew\,d‘by the public might be distorted and then, the adjusfir-"ent- may mot be coms
plete over the. same period. Therefore, following the prcpo%a'i of Starleaf [9] show
{11, Feige [2] and” Otani [6]. This paper does. ot constramed the relanonsmp as usuab
: _"mstcad allows the possibility of systametlc mequahty b@twccn the dcmand for ‘and
'."-"supply of mooey functions, 50 that. the’ dcglee of money 1llus:on czm make roem for

'Zcﬁ"ectmg the D—S functions, whxgh turn, ln aﬁects pm,es :

G TO p___ceed on, 18! us assurne that therg emsts a ‘logrun &emand for money
M -’fOf aﬂy Pened t, such tha R - |




F&E Fant: An Anelyvsiz of the fevel Prices in Negaf

In AT == 1a Mst ... .. (1)

Where Wdt® is determived by the following relationship-
o Mdi* = (<) (la Mdi+bin M% - 140 1n M%-24........(19)

Where b is the elasticity Coellicient of money iilusion such that

i ab e i®
And if we do not allow mnﬁe‘yf illusion of any kind- to eiist
i, e if b=0, eq. (19) reduces to

i Mdi* = In Mdt = laMst........ (203,

In chow [i}, Feige [2] and Otani [6] b is defined a partial adjustment coefficient,
such that ¢ < b =< 1, Howcvex this has been criticized by Starleaf [9] as overadjuslment;
coeﬁamem and he defined the D—S relatmnsmp as:

In Mdt = (1 - b) {lnMst'+ b inMs, , +b% fn Ms ..., L)

By deﬁmng bas—-1 <b <o satisfies h]S condltmn for relation (18) and (19),
but thls may “not be truc for hyper inflation cases. Therefore for all situation it would:

'ﬁ)c morc approprk\fa m dﬁﬁnc bas-lab = 1 For more de!alls sﬂe Starleaf [9].

Substltutmg (19) in: (18) and Applying Koyck transfermation yields,

I Mst—bln Ms -3_;-_{1-&)) InMdt........21)

By rearré;ngiﬂg: -the_'t’é’rms' ':fy'i'cl'd-:

G

Cla Mdt = g e (22)

. ln Mst -+ b——:-i-_ln Mstﬂ_1

bothtbacaeﬁcmnts (.i_l_.i.))& (b b l} are: positive fractions

( b _)is'in'e'gat”iw when 1 > b> o,
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however in 2)} situatiens both seem to unity., The implication of negative” & positive
cosficients when 1 b ™0 may be tbat when there is a case of hyper inflaction, people
are highly sensstive with respect 10° present or currsni chaoges. »

Mow substituting (16) and (17) in (22) and solving for Price yields:

iePt = —Isbe 4 1 laMt+4 - b loM

=% =1 -t

(4 by) Yt + bylaPi* - et........ (23

Eqg. (23) expresses ths ganerai level of prices"as: a func%j;'mn of both the present &
one vear lagged mohey stock supplied, real income and the expected leve) of future

prices (i. e. the opporiunity cost of holding money balances).

Several emperical studies bave documented a strong relationship between money
supply and price level, in many other economies: For example, in 'a recent study of
chilean inflation Lioi [6] pl6 bas ascepted the hypotheses that “........for an inflation ’ -
of the magnitude, of chﬂean one, the main lopg run factor will be found to be the

increase in the quantity of money.......;”’

D. The D -8 Model and Nepalese inflation : S S o

“Nepal Iike many othcr_. economics -has experieticed a rising rates of inflation
accompanied by similar growtbs in money stock svpplied. Now the question arises, can
we use explicity the equation (23) to estlmate and exp[am and the mﬂanonary tenden(:]es in
Nepal 7 In otber words, are all ths detcrmmams of Nepa ese’ mﬂanon in eq (23) 71f
the answer is yes, perhaps then, we fail to incorporate an important feature of Iﬁgcpalese:.
economy in our analysis. The reason is - as:- ' ' R
Meiselman (5: P. 74) Writes: .

“In an economy with fixed exchange rates, "reiceiVed theory holds that iniér’hati&.:_;z

“onal trade is essentially like interregional trade, so. that there is no important autonomy'_'_':'

L for an individual country Prices at least thosc of mternatmna]iy traded goods after.{--

'_'..;'f"adjustment for transportat:on costs and the hk¢ are given by world not dcmestic,"
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markets. Indeed, because prices tend to uniformity through speculation and arbiirage
there aré no impertant distinctions betwesn world and domestic markeis. An individual

country if small, is essentially a price takeg”,

The same liné of arguements have been sxpressed for Napal by different
economists. For example Dr. Pant in an emperical study of Mepalese inflation

(7: P. 20; concludes that -~

""v;';""""changes in prices in Nepzl are cansed by the structural changes in the .
economy rather than by changes in money supply, Perhaps, as most of the trade is
_th India (combmcd with free convertibility of Mepalese currency vis - a - vis Indian) ~
currency) is uprestricted and free, changes in money supply in Nepal may have been.
reﬂected in {as the trade ‘md payments with other countries except India is controlied) thes

balance of payment position with India instead of bemg reﬂected on pnces .

And Dr. Fry rites (3: P 4l-2)

“Nepal like most other: countries, has experienced rising rates of ioflation over the
past few years.: Tt seems common]y beld view in Nepal that the Nepalese economy is |
so closeiy tled to Indla that inflation in Nepal is solel a result of inflation in India. :

No. room’ cxlsts for mdepcndent policy for Nepal”,
Smnlarly, Dr Pradhan (8 P 4) States

“Ncpal ‘has however an open economy with virtually no restrictions on the

movements of most the goods across the border. Substitutes to almost all domestic

| "'-'-produuts are easily available from India. This would mean that a rise in the level of -

domesuc prices will quickly invite ap import of Indian substrites thereby restraining

‘Qhe domesuc pr1ces to nse further Thls would also mean that the Nepalese price

: -_"s:tuatlon 1"-1nt1mately Imked with the End:au pnce sitnation”,

L __.-:3'_-"2:{_1"-':1__\'_7@6-f_'é_l‘nalysé":t'hc'se views seriously, we find that in Nepal, rising trends of
'p'r'i'cé.s';i._'-'ré'sii.l’t'i'n'g-f"."fl"dni' cincreased monetary “demand, will induce the business -
sccmr to reducc the:r cash balance & -import more from India because, rising prices
means, hlgher expected cost of holding money balances. '
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An increase in impérts from India meapns two things. Firstly, there will be a-
réduction in the aggregate monelary demand eguivalent to the amount exchanged for .
Indian currency in order to finance bigher volumes of imports, provided that- 1mp@rts
are not financed by additional menetary-expansion. And secondly, even if i is financed
bj}’ additiopal monetary expaasion, the supply of outpﬁt will be increased accordingly
so that excess demand for goods could be absorved. This whole means that we are "
successful in experting our inflationary pressure to India, and stabilizing owur - prices

provided that Indian prices are -not rising and. overail balance of paymeut is in surplus.

However, the upshot of this line of resoning rests beavily on the assumption
that any increase in aggregate demand is either for imported goods or can be satis- '
fied by substituting imported goods. This means the volume of imperts frem India is
directiy proportional' to the quantity of money supplied. We can_"no'_c reject that increase
4s M are followed by increase is the volume of imports from India; while atthesame
time we can not accept that they ‘aré proportional. This is rather rigid. lo fact, the
extent of increase in the volume of imports is limited by the possibility of subsitution, L gt
which depends on the cross elasticity: between domestic preduct and imported goods.
If the cross elasticity is at least unity, then the upper limit to the domestic price level
resulting from incrcasiﬁg demand, which in turn is a result of increase is M, is fixed
by Indian markét cenditions. Howc#er “if . the cross elasticity is -zero, then the
rising prices for domestic coods cannot be checked by importing more from Indxa,_
rather it will be determined by the domestic demand and supply condumns ‘But for
the intermediate case, i, e, if the cross-—e!as“mty 11cs between. zero: and - umty, then
the price in MNepalese markets will joined: be: determmed by Indla pnccs “and ‘Nepaless
demand and supply conditions, Even if “there 1s-pc1fect._ submtutabxhty ‘initial . push is.-.

given by domestic conditions. ot il

Given these condltlons therefore 1mphes that the e]ast,city of pnces in Ncpal-

with respect to Mt and M -1 will never sum to unny as in (23), but 1nstead wnlI'.

lie. between zZero and’ umty Hence inorder to Judge the snuatmn w1thont a prljudice, :

the actual influsnce of Iandianm markeﬁ
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Furthermore, Indian .prices can be regarded as exogeneounsly dstermined for
Nepalese markets, because, a small country like Mepal, does not bhave monopsony
power to affect it And, et us assuome that the adverse impact of higher Indian prices,
if any, are reflected directly in the domestic price index throngh foreign trade sector, then on
the basis of these modifications, instead of eg. (23) the generalized model for Nepaless

price level can be written as:

In pt=— Inbo + By lth—[—_BzIth_l — (L4 by)In Yt + by In PL*
4 by In1Pt—et........Q24)

Where,

IP = an index of Indian Price.

bg = elasticity of Pt with respect to IPt,

~and By and By are the relative elasticities of Pt with respect 't.a Ivit and Mt—E
respectively, resulting  from ~ “the structural: impact of Indian prices,

such that 0By -+ By <1 and By >0 & By 20

i Emperical Resulls

A. Estimating Equation:

Since eq. (24) is purley a theoretical model derived by reformulating the qua:ntity
equations to a more gensral form together with the structure of Nepalese Economy. The=
- refore, in ordgr. to verify the relation impefical]y and to ensure a mean-ingful tess
éf'signiﬁcancc the eq (24) is.transformed into an estimating equation which reads;

Pt 8g +ay oMt da lnMi~1+4 agln Yt + a, In Pi* .

e TP L Ve (25)

— in bo
By, a4y — By

= (14 by),. ag = by
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‘and iherefore vt follows the same property as followed by ei: which as a random vanate
"& is assumed to be independent of all independent variables in (25). If eg. (24) is a
‘good approximation to the truth then, the following aiternative hypotheses aboui the
'significance of the parametér will be verified with a high multiple correlation coefficient

A‘adquted for degress of freedom (% %). Specifically the statistical bypotheses are:

®ull Atterate

By Ay = 0 21 % 0

iy ag = 0 a; #0

iiiy ag = 0 a; =/=0

ivy 84 = 0 ag #0 -

v g = 0 85 /=0 einiiithiann el (26)

with. expected signs:
2y P0,as 20, ag <0, 3, 70, a5 FO0..... S T (27
These hypotheses will be tested by using “t-ratio at .05 level of 'sign%ﬁcance.

.B FEmperial definition of the variables

And, for the purpose of the present study the following definition of the arg;ieQ

‘ments has been employed.

"a. An overall weighted price index for the whole country is not available, therefore

weighted consumer price index for Kathmandu has been used to measure the price

level, by chapging the base year to 1964/65.

b. Regarding the ~definition 'of money supply following the traditional approach, i
snarrow’ definition has been employed and ther the money supply ‘figures at - the -
end of the year (¢t _ 1) is used to compute the index of money supply for pé:ir'idd_ f,

asseming figures for the year 1964/55=100..

c. GDP at constant psice has been used to calculate -the pmxf index for teal income
whose base is 1964/65. | o o
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d. While defining the Indian prices. in a more practical way, following Dr. Pant’s
{P. 17} propesal, 3 monih lagged wholessle price index has besn used by changing
the base year o 1964/65.

Lastly, various expectational hypotheses are vailable in econometric literature, However
for simplicity it is assumed that the expectations are gemerated by exirapoiative
hypotheses, which asserts that expectation of future inflation equal the current rate of

inflation together with a correction which is added to allow for the trend in the infla-

tion rate over the post period. The expected rate of future inflation Pt** can be define

252
P =Pt 4+ q®t—0Py_ _ Jeenoiils, {28)
For brevity replacing q by unity, which does not alter the significance of (28)
and integrating both side of (28} with respect to time vields:
pe = YR, e (29)

* Where, g is 2 numerical constant & the primed variables represent the time

derivatives,

Thcré'fdré,' ﬁﬁ: .t.h'c basig-éf_-- equation {29), the expected level of price has been

wade observable here 'amd’is"uséd"toi compute the required inputs.

C. Emperical Rcshl'té__ PR S

Using thess deﬁﬂition's}'_()"f_'__-t}je'Vai‘iablerﬁis'alii'tﬁé:___ i_ﬂ_'_c.'_l'i:'c::es calculated then were
changed inte natural logs. Then dfdiﬁéﬁry_ least Sq_uafc__"(OLS'Q):_e's'timates of the eguation

- §25) were estimated. The rclcVaétﬁ summary statistics_*'a'ré '_'gi_ifé'ﬂ_-.: bel:éw.
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Table - 1
OLSQ Regression resulis of egquation (25)
Estimated coefficient of Estimator Estimates Standard Error T - valee
constant 8,% 45358572 o R
In My a;* 0778551 1032076 1538698
o My 4 | ay® L1755613 0612709 2.8653292
In ¥y : az* . -1.0265032. 522245 -6 7433507
I Pps . N Vi 6534998 0424955 15.378094
m 1P, ag 1203862 0462607 2.6023428
= , ", 9993368
52 | SvP, .0000332

## Jpsigpificant at .05 level of signiﬁcamcé;-

The regression results presented in Tab. 1 show that all estimates flor all
parameters have appreared: with theoretically e‘ipected sign, which issubject to usual
intrepretations. And, the computed t—va!ue for all parameters have exceeded the crmcai
value 2.571 and therefore we reject a)l sull hypotheses set in (26) at .03 Bevei of
mgmﬁcance aud accspt the correspondmg alternative hypotheses that they are stansncaﬂy
different from zero except 26 (i). The computed t- ratio for, the c}ast;cny “coefficient of
-pr1ce with respcct to the current money stock falls short of mgmﬁcance and therefore;

needs gome explanatlon Two alternative reasons can be put forcward of’ justlﬁcatmn JL

1, Esthcr ‘there exists a high degree of money 1”!]8!01’1 at work in. the economy_}___-:

(i, o, b - —1) so that, the public. cannot reahze the total increase. in: the m; oric

stock over ‘the’ same period. As a’ result, aggrcgate dcmand has . ot

proportlonatc]y and the increased demand’ resu!ung from the reqllzcd:""'portlon of h
mcreased money stock 1s sat;shed by a hcavy 1nﬂow of goods from
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effect has been captured by IPt variable iiself. Therefore, the eclasticity coefficient of
Mepalese price level with fespect 10 current money stock had appearsd as statistically

insiganificant, or,

2. The second alternative is: there is no money itlusion af all, allowing for money
Hlusion in our model (24) we are misspecifying the estimating equation (25). Therefore,
the variance of the estimatas have increased and, the precision of fihe estimates  wag
~reduced. In order to get into the fact, which is correct let us test whether the squaiion

with ‘money illusion explains more or not.

The test - of money illusion

- If we assume that there is no money illusien at all io the economy, then the
estimating equation reduces to -

!ﬂ PEII'-—-"Q() -+ 31_111 Mt -+ ax In Yt“i* g in Pt*
+ az ln IPt + Vt.,..',,...,...v...n(3ﬁ)

. Using the same estimating procedures & definitions of the variables, the OLSQ
estimates of q (30) obtained are given in Tab, 2,

ORI
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Table - 2

OLSQ results of squation (30}

Estimated coefficients of Estima.wf Estimates S‘tandarﬂ Er's'or_.: T - valug
Constant L ap® _ 4.i883065-

o Mt ag®  -.3543463 © 054254 6.5312474
In Y3 as®  —8798109 212722 41359657
In Pr¥ aq® 5532023 0357555 15.471809

In TPt : a5% 0522907 .588921 3879068%%
i . ® 3* 998543

o2 = ¥ 0000731

wH .lnsigniﬁcant at 0.5 level of significance.

Regression results presented in Table 2 aiso show that all estimates of the
parameters bave appeared with expeted sign, which needs no further elaboration. But,
the smore important, against the results presented in Table 1, estimates of the elasticity
coefficient a.* is statistically defferent from at 05 level of significance, whereas, the

estimate of the elasticity coefficient a;* falls short of significance. And the other two

estimates ag® and a,™ were changed drastically, with increase in staridatd error ofag
and a slight decrease in the standard error of a,*. The R—% statisties is slightly reduccd :
but is overall, is equally competent, which of the two results are correct 7 Or, ' 1/}

other words, is there money illustion ?

In order fo decide it, let us hypothesmc tbat regression results pfescmcd-:': :
Table 2 represent the truth. So that we can state our aull and altcrnatwe hypothesss

as:

HN :as =0; Implies no money illusion, therefore eq. 2518 the" ir__ﬁ't_‘h'..j.
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A cap=£0; Tmplies 2 money iilusion, and therefore eq. 30 is the truth,

2l If HHM is true, then the test statistic defined as-

(ESSHN - ES54,) | d

fd "——kz nnnnnnnnnnnnnnnnnnnnnnnnnnn .
d, n BBS ook L @

is an F variable with d, and (n - k) deprees of freedom, such that
Prob (Fd, n-k « Fd0 9%, n-k) = 0.95..............ooiuiiii . {32y
Where, ES5S=the sum of squares of the residuals in the regression equation,
d=The no. of restrictions imposed by HN.
and 11—];:='degrces of fresdom in HA.

i—‘- :" Since the calculated value for Fi, 5, which is 8.2 is greatcr than the critical value
g 661 gwan by any standard table on E - distribution, the therefore according o (32)

‘we ICjGCCt HN a,=0, and accept the alternative HA: 4 #0. This proves that there
R money 1Ilu51on at work in the economy. This meens the eq. (25) is better specified
than__eg-.__-(SO),._whrch again means, regression results presented in table 1 explain the

movements in' Nepalese price level with minimum error.

D. Findings:

On the baSIS of tests & results presented above, we can sum up our tsntative

ﬁndmgs as:

kl Bccause of the openncss of the economy and wmeney illusion at work, changes

. m the Ievel cf moncy stock has no swmﬁcant eff:ct on the same period, but produces

«a lagged eﬁ'ect on prices. Every 10% increase in the money stock produces a mean

':"eﬁ'ect of 18/, inerease in prices.

2 The mean income elasticity of prices is not significantly differént from exactly
minus onc Thcrcfore, gvery 109, increase in GDP at constant price of 1064-85 has
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a mean negative effect of 10°% vpon the level of prices or, in other word, it will

reduce the price level by around 109,

3. The mean elasticity of Mepalese price with respect to a change in Indiap price
bas been found to be plus 12. This means, every 10% rise in Indian wholesale price

pmducés 1.2% rise in MNepaless price Index.

4, Lastly, the mean elasticity of MNepalese prices with respect teo the change in
_people’s future price expectations has been found to be plus. 69. This means, cver'y

10% increase in future expectation produces 6.5% rise in actuzal price index.
[¥ Summary Conciusion & Becommendations

A. Summary and conclusions

This paper is esseantially a prelimaniry attempt to explore some facts about
the determinants of price level in MNepal. At the same time this is an acid test of ‘
the analytical framework provided by simple quantity 2héory, Specifically, this is .aﬁ.
attempt to determine to tht extent money matters m explaining & stabilizing the

prlcc fluctuations in the Nepa]ese economy.

The overa]l fit of the model coupled with significance of parameters have'

varified that an increase in the level of money stock supplied raised the level of pnccs"

with a lsg. But at the same time, the significant response of Mepalese prices to a change

in Indian prices demonstrates that the supply of money stock is mcapable to stablhza
prices, so for as Indian prices are rising. Iuslabﬂny in Indiam markets W:il d:rectly' :
intervene the Mepalese markets, through foreign- trade sector. Tn fact, the direct adverse'_: ;

effect of Indian price is very little. A 10% rise in Indian price prbduces 1.2% rise"i'n'}."

Nepaissc price Index and, can be regarded as the cost of: our ever expanding money;" ]

supply, fres convertibility and “free trade’. But its mteractmns with domestic varlables'z

e ""gcncrates yolatile’ ‘consequences, and can not be Chccked easﬂy Let me spccnfy the

”"':_:'mechamsm through which it develops.

A small percemage rise in domcstm pnce level resulting from Iudian mﬂatlon_.:_fz‘.-.

'”n'o doubr raise thc level of expected puces The mﬂat:omsts the tradmg clas
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will very soon realize that the cost of holding money balances are increasing, (ot atl
lesst increased), This means, they will at once reduce their cash balance and instead,
will be holding real goods, This will at once create artifical shortaves of goodw in the

- domestic markets. On the other hand, the coosumers fnd that Drices  are showmg
rising trend, and goods are disappearing from the market over a night. Maturally, they

will also start making more purchases, which wili raise the level of prices. Which
means, a rise 1o price expectations aod which again means, an increase in  expected

cost of holdmg money balances, which in turn means, a further rise in prices; and

thus, the chain upsurge of prices will be continued,

In fact, this proccss of disequilbrium will disappear when the price level
finds, its eqmlnbnum ievel “autometicaily?? throuoh either one or bath of the following

two process.

1. :  Thc prics ]cve} will be stablhzed when the consumers find upable 1o be
exp]oited by the traders more, of in theoretical jargon, when the marginal ut:llty of
money becomes equat to or greater than the marginal satisfoction they can g@t from'
addional purchases. Th:s w111 restrain the aggregate demand more painfally and inp turn
prices to rlse further Tl:us is why, the price of even the so called ‘scarce geod’ can

not’ nsc mde:ﬁmtcly

2. The prlc'-s w:!l a!so be stabilized, when the abnormal level of profits invites

p0551b]e subst 1£utes from Tndlan nnrkets This will restrain prices through increase in

- aggregate supply Hoaner-. _f' thare is no substitote of the scarce good /or goods at

all and ,Ior if there is also hortage of the same good /[ or goods in Indian markets,

then pnces will be stablhzed through the first process,

The mechamsm is equally opcrauve, when there is complete stability is Indian

markcts and Nepatesc price level has been mcreased sub)ect to the change in domestic

vauablcs uame]y, dcclmc in GDP and Jor increass is prlcc expectations and / or increase

in’ money supply

Thls who]a mechamsm indicates that Nepalese inflation rates are fluctuating _

erratically not soicly b»causc money stock has becn increased in a varying rtate and [ or
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rate of growth of GDP is flucimating and [ or Indian inflation rate are fluctuating, but
mainly because the expectitions are erratic and therefore, the desired ratio of cash

balance ratio changss, which means, irequent and erraiic changes are ocouring im
velocity

.........

B.  Recommesndations

In order to avoid  prics fluctuations we have in general
two types of policy options. The first one is related to economic planning & wpolicy
of the govsrnment and is rather a long term measure. That I3, our economic policy,
in order te stabilize price, should be designed im such a way that, it could nsusralize

the initia} impnlse in the price indsx, so that the price ezpectations and inturn velocity
de not get chance to fluctuate at all,

This goal can be achieved through pegging money supply with GDP and pace
of monetization in the economy and paralizing the effects of Indian markets through
border control, trade resirictions and trade diversification accompanied by inte.grating
different pockets of the ecomomy. Even if we can not paralize the economy out of

Indian effoets, the GDP level should be increased at least to the extent sufficient to

depress the price index by the same amount as the Indian prices and [ or money ..

supply are geunsrating.

And for the 1mmedsate use, thc sccond policy option open to"us :1s'i:0' supr

stock pilling. Wh1ch agam re'thscs

ratie of cost balance, which means a decline is vcloc

b
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