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ABSTRACT 

 
       The objective of the study is to explore the direction of causality between money supply and agricultural 
prices in Pakistan. Two definitions of money supply, i.e., Ml and M2, and three measures of agricultural 
prices, i. e., prices of wheat, rice and food are used. The annual data for the period 1960-61 to 1996-97 is 
analyzed to check the causal relationship between money supply and agriculture prices. The econometric 
techniques of cointegration and error-correction modelling are employed to analyze the direction of causality. We 
find evidence of feedback relationship between money supply (M2) and prices of wheat and food. The 
unidirectional causality runs from money supply (Ml ) to price of wheat. The money supply (MI) as well as 
(M2) affect the price of rice hut no feedback is found. 
 

1. INTRODUCTION 
 
       Agriculture sector of Pakistan is the largest sector of the economy. It contributes 24% to 
GDP and accounts for half  
of employed labor force. It is also the largest source of foreign exchange earnings. The 
growth rate of agriculture sector over the last five decades has remained around 4% per 
annum. During the current year 1996-97 this sector suffered a setback in growth. Realizing 
the importance of the sector the Government has announced a comprehensive package of 
incentives to induce growth in this sector. This package is expected to reduce the country's 
dependence on food imports which is of $ 2.00 billion per year on the average. In recent 
literature on macroeconomics of agriculture, there has been a growing interest in the dynamic 
responses of farm output prices and change in money supply. During 1960s Pakistan economy 
witnessed low inflation, whereas the 1970s and early 1980s have observed prices, for example 
CPI, increasing at an annual rate of about l2%. It was also concluded that the real farm prices 
of wheat and rice during 1967-71 rose significantly [ Mohammad (1985) ]. Following 
reasons of the high rate of inflation were offereed by Jones and Khilji (1988) : 
 

i) There was considerable worldwide inflation during the 1970s and early 1980s. it  
was possible that a large part of inflation in Pakistan was imported. 

 
ii) The services sector increased in size relative to other sectors of the economy 
            during that period, and it is generally assumed that the services sector is 
           more liable to experience inflation than the commodity producing sectors of 
            the economy. 
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iii) It could be that the increase in money supply due to monetization of high  
government deficits has caused the prices to rise. 

 
       In case of agricultural prices, one type of inflation is crop push inflation. i.e., due to failure 
of' a crop in a season. Money supply is expanded to accomodate crop failure that leads to rise 
in food prices and as a result the general price level rises (Porter 1962). Another reason of' 
increase in agricultural prices was that the farmers were paid better prices to facilitate the 
adoption of new varieties of crops [Mohammad (1985)]. 
 
       The issue of causality between money supply and farm prices is important because policies 
to stabilize agricultural markets must consider the sources of volatility in the sector. Numerous 
studies have been conducted to study the behaviour of farm prices for countries other than 
Pakistan 1. 
 
       Hathaway ((974) argued that real supply shocks were the most influential in effecting 
the agricultural prices in US whereas Schuh (1974) emphasized that exchange rate was 
responsible for rise in farm prices. Houthkker (1975) and Van Stolk (1976) argued that rapid 
growth in international monetary reserves in the late 1960s was the cause of inflation in US. 
 
       Shei (1978), using an open four sector general equilibrium model for US economy, 
showed that the dollar devaluation was a significant source of increase in crop and livestock 
prices. whereas domestic monetary expansion had a greater effect on the sectoral prices and 
the aggregate price level. Chamber and Just (1982) were of the view that an increase in US 
money supply caused an increase in general price level than a depreciation in exchange rate and 
finally an increase in exports, which raises domestic agricultural prices. 
 
       Some economists. for example Bordo (1980), Bessler (1984), and Devdoss and 
Meyer (1987), tested the proposition that farm prices respond more rapidly than industrial 
prices to money supply shock. Bordo (1980) was of the view that agricultural commodity 
prices were more responsive to monetary changes than manufactured product prices because 
agricultural products are traded in well-developed auction markets on shorter contracts. 
 
       Bessler's (1984) empirical results for the Brazilian economy over the period 1964-8 1 
were inconsistent with the Bordo (1980) theory that agricultural prices adjusted faster than 
industrial prices. however. Devadoss and Meyer (1987) study about US economy strongly 
supported the proposition of Brn•do (1980). 
 
       The Quantity Theory of money asserts that money is the causal variable and the price level 
is the resultant variable. Robertson and Orden (1990) argued by using the data from New-
Zealand that monetary shocks shifted relative prices in favour of agriculture in the short run 
and permanently raised nominal prices. Lapp (1990) had tested the impact of monetary policy 
on relative prices of agricultural commodities and his results indicated that variations in the 
L,rowth rate of the nominal money supply had not been an important influence on the average 
level of prices received by farmers relative to other prices.   
 
 



 



 



 



 



 



 



 



 



 



 


