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ABSTRACT

"Inflation in Developing Countries: The Case of Jordan"

by
Hasan Mohammed El-Nader

Since the early 1970s, Jordan like many other developing
countries, has experienced significant inflationary pressure in
the course of economic development. However, the overall aim
of this thesis is to identify analytically and empirically the
factors which have contributed to the process of inflation in
Jordan, and consequently it is hoped to contribute to the
debate on the cause and effect of inflation in LDCs.

This objective, achieved throughout many analytical and
empirical investigations, begins with analysing the
difficulties which arise in studying inflation in developing
countries, and at the same time, highlights the theoretical
and practical argument for and against inflation in these
countries.

Thus, the thesis has taken a selective review of the
theoretical and empirical explanation of inflation in LDCs.
Moreover, it has also investigated some of the literature,
concerning the relationship between inflation and - economic
growth in LDCs, at the same time, providing an analytical and
empirical examination with reference to inflation and economic
growth in Jordan as well as identifying the main factors which
have led to the rapid economic growth in Jordan. With respect
to the cause of inflation, the thesis has submitted an
analytical and empirical examination of the contributing
factors which are held responsible for the inflation process in
Jordan. :

In addition, the cause of inflation in Jordan has been
analyzed by producing and testing a replica of the monetarist
model, structuralist model, combined model and by conducting
some forms of modification by either utilizing Ordinary Least
Squares, or by utilizing Cochrane-Orcutt method when it becomes
necessary.

Finally, it has also offered a recommendation for both
policy makers and planners, on the grounds of empirical
findings and also the current economic climate that has
prevailed in Jordan.
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CHAPTER 1

Introduction

Inflation appears today to be a world-wide phenomenon, and
in many LDCs it has become more than a passing phenomenon. The
'reason may be that government in these countriés see inflation
as a means of promoting growth. 1In fact, the long history and
the way inflation is developed’ in LDCs led two groups of'
economists (i.e. monetarist and structuralist) in these
countries to suggest that the entire area is subject to a type
of inflation pressure peculiar to LDCs which needs a special
theory to explain it. But the attempt to identify the
underlying cause and cure of inflation in these countries has

still remained a very controversial issue.

The importance of price stability in economic development
in these countries has come under intensive scrutiny by many
economic planners and other policy makers. Hence, inflation in
these countries poses a grave threat to both the economic and
the political system. 1Inspite of the fact that Jordan, like
many other developing countries has tried to maintain economic
growth and price stability at the same time, price increases on
the other hand have become one of the most pressing economic

problems facing Jordan since the early 1970s.

1.1 Purpose of the Study

To the best of our Kknowledge, the present study is

motivated by the fact that no elaborate study that involves
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analytical and empirical investigation has so far been made for
the purpose of identifying the cause of inflation in the course
of economic development in Jordan. However, the overall aim of
this study is to explore, in more detail, the contribution
factors (regarding some structural as well as the monetary
factors) and consequently it is hoped to contribute the debate
on the cause and effect of '1nf1afidn in LDCs. Moreover,

special attention has been given towards the following issues:

(a): To conduct a review of the importance of studying

inflation in LDCs.

(b) To examine the theoretical and empirical explanation

of inflation in LDCs.

(c) To explore the analytical and empirical relationship
between inflation and economic growth and what are the
main factors which have led to the rapid economic

growth in Jordan.

(d) To provide an analytical and empirical examination of
the contribution factors which are held responsible

for the inflation process in Jordan.
(e) To produce and test a replica of the monetarist model
structuralist model and combine model, and conduct

some forms of modification.

(f) To. provide recommendations to policy makers and
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researchers in Jordan on the grounds of the empirical

findings.

1.2 Scope of the Study

The period of the study is based on annual data for the
period between 1966 - 1955. For the analytical investigation
we have chosen the years between 1966 - 1985, while the
empirical investigation we have chosen the years between 1968 -
1985. The reason for this selectioh is, because it reflects
the sweeping economic changes, as well as the fact thét‘the
period has experienced a rapid socio-political and
institutional arrangement. At the same time, it provides a
lengthened time horizon for reflection and assessment of the
economic activities, and problems that have taken place in the
Jordanian géonomy. In fact, tﬁe selection of this period is
also because the availability of reasonable dat# and reasonable
"empirical result respectively. Thus, the period 1966 - 1985
has been chosen intentionally to reflect the lagged dependent

- variable in the empirical investigation.

Moreover, whatever the data and general information permit,
our prime interest will be the behaviour of the inflation in
Jordan, many factors will also be examined. These factors
include the behaviour of gross domestic product, the role of
government, the money supply, foreign prices, wages and food

shortages e.g. food price increases.

Data for the analytical and the empirical investigation
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were obtained from several sources. For example, the
publication of the Central Bank of Jordan, the Department of
Statistics in iordan, the Intebnatiénal Labour Organisation,
Food and the Agricultural Organisation of the United Nations,
the International Trade Statistics of the United Nations and
from the international financial statistics published by the

International Monetary Fund.

1.3 Methodology of the Study

The methodology adopted in the study has set out to address

the following issues:

(a) The first issue addresses the difficulties which may
arise in the study of inflation in developing
countries and at the same time, highlights the -
theoretical and practical argument for and against

inflation in these countries.

(b) Theoretical and empirical issues, which involves a
selective review of the explanation of inflation in

LDCs.

(c) Reviewing analytically and empirically the issues
concerning Jordan's inflation and economic growth as
well as analysing the factors which have led to the

rapid economic growth in Jordan.

(d) To submit an analytical and empirical examination of
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the contribution factors which are held responsible

for the inflation in Jordan.

(e) Produéing andl testing é replica of the monétafist
(Harberger) model, structuralist model, énd.combined
model and conducting some forms of modification by
either utilizing Ordinary Least Squares (OLS), or by
utilizing Cochrane-Orcutt (CORC) method when it

becomes necessary.

'(f) : Offering a recommendation for both policy makers and

planners, on the grounds of the empirical findings.

1.4_ Organisation of the Study

This thesis consists of eleven chapters, however, the
objective of the current chapter'(introduction) is_to state the
problem in hand, the purpose, the scope, the methodology énd
the organisétibn of the thesis. PFollowing this introduction,
chapter two 1investigates the problens which - may arise in
studying inflation in developing countries and why it is
considered to be so important. It also provides an examination ‘
rof the theoretical and practical argument between inflation and
economic development, which implies an inquiry into whether
inflation is a necessary condition for development. At the
same time, it discusses the problems facing inflationary

development policy.

Chapter three provides a review of the theoretical
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literature of the origin and the nature of the inflation in
LDCs, which implies an examination of the structuralist -
monetarist explanation of inflation in the LDCs and the debate

between them.

The research moved then to chapter four where it is mainly
devoted to a review of the empirical evidence concerning the
cause of inflation in LDCs. This involves a selective review
of some of the most important empirical studies for both the

structuralist, monetarist, and both combined.

Chapter five deals with the relationship between economic
growth and inflation in Jordan. This chapter presents a
general view of'the behaviour of the prices in Jordan for the
period 1966 - 1985, which implies that an inquiry into the
conditions surrounding the price level. It also provides a
COnc;se review of fhe literature on the relationship between
economic growth and inflation in LDCs. At the same time, it
establishes an empirical examination of the impact of inflation
on the growth in GDP as well as the impact of the growth in GDP
on the inflation in Jordan for the period 1968 - 1985, and
assesses the ﬁaln factors behind the rapid economic growth in

Jordan.

Chapter six, then attempts to examine the role of the
government in the inflationary process in Jordan, which
involves an inquiry into some analytical and empirical
arguments related to the contribution of government expenditure

and the inflationary process in Jordan. It also provides some
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insight of the revenue and the impact of direct and indirect
taxes on the inflationary pressure in developing countries,
identifying the feature of the tax revenue system in Jordan and

states the reason behind the growing domestic revenue.

Chapter seven presents an examination of the contribution
of the mdnetary expaﬁsion to theN inflationary process in
Jordan. It involves an'inquiry into the parallelism between
the annuai average rate of chahge in the money supply and the
annual average rate of change in the price level. In * this
chapter, one tries'to explain the reason behind the expansion
of the money‘supply in order to be able to judge whether or not
these increases in the money supply are as a result of domestic
policies or of external factors. Apart from this, an empirical
study of the contribution of money supply to the inflationary
process has been conducted with the aid of regression analysis.
Thus, this chapter is also devoted to an examination of the
composition of the money supply and the relative importance of
its component to the money, the behaviour of the commercial
banks and monetary authorities. At the same time, it
investigates the nature of the activities of the commercial

banks.

Following this account, chapter eight is sét out, to
examine the contribution of foreign trade prices to Jordan's
inflation. This involves a review of historical changes which
maj have contributed to world inflation and also involves an
examination of the argument related to inflationary process as

a result of .changes in the price of traded goods. Thus, this
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chapter also provides an investigation of the impqrtance of
foreign trade in LDCs and with special reference to Jordan.
Moreover, the investigation also covers to what extent domestic
prices may be influenced as a result of Jordan's international
transactiong with the rest of the world, this relationship

however, has been tested with the aid of regression analysis.

The study then proceeded to chapter nine, where it has
tried to identify in a broader sense the other contributory
factors which could be held responsible for the inflationary
process in Jordan. However, the firse section of this chapter
involves an examination of the nature of the labour market and
its impact on the movement of the price level. It also
involved an inquiry into the conditions which have led to wage
increases. Moreover, an empirical investigation |using
regression analysis has also been applied to measure to whet
extent the general price level may be influenced as a result of

wage increases.

The second section ef this chapter involves an
" investigation of the relative importance of the agricultural
sector in economic development, and also identifies the factors
behind the shortages in food production and at the same time
provides an examination of the impact of food shortages in the
general price level. This relationship has been tested with

the aid of regression analysis.

Chapter ten is devoted to presenting an empirical

investigation into the causes of inflation in Jordan. However,
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the empirical investigation of this. chapter involves an
examination of thé-monefarist hypothesis using a replica of
Harberger model. as well as the interpretation of the results
obtained by either utilizing Ordinary Least Squares (OLS), or,
by utilising the Cochrane-Orcutt (CORC) method. Followed by an
integrated model of inflation which embraces both structuralist
and monetgrist ideas (using the basic Harberger model appended
by the structural factors), the structuralist argument has also
been empirically examined by ﬁsing a regression analysis in
order to identify the most significant variables underlying the
cause of the inflationary prdcess in Jordéh. and then‘ the

contribution factor model has been also"enpirlcqlly assessed.

Finally, chapter eleven provides a summary of the work and
its conclusions and offers some suggestions on the grounds of
empirical findings for future researchers and policy makers.
In addition, it also outlines the need for further research on

this topic.



2.1

CHAPTER TWO

Why the Study of Inflation in Developing Countries is Important

In this chapter, we will mention some of the main problem§
which may arise in studying inflation in developing countries
and we will examine the main theoretical and practical
arguménts .between inflation aﬁd economic development, which
impliesl an inquiry }into whether economic development
necessarily involves inflafion or indeed; whether inflation is
a necessary condition for economi¢ development. We will also

discuss the problems facing inflationary development policy.

2.1 Introduction

First of all, like many economic concepts, the prbblems
associated with inflation arise not from an explanation of it
but rather from trying to define it. In fact there remains no
single definition of inflation that is generally accepted.(l)
However, the most popular definition of inflation is made by .

Laidler and Parkin (1975)(2) where they defined inflation as

"a process of . continuously rising |©prices, or
equivalently, of a continuously falling value of
money" '

(Laidler and Parkin (1975), p.741)

(1) See, for more details H Frisch (1983), Theory of
Inflation, Cambridge University Press, Cambridge, p.9

(2) D E W Laidler and M J Parkin (1975) "Inflation : A
Survey", Economic_Journal, 85(340), p.741 - 809.
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This definitionf however, refers: to tﬁe symptoms of
inflation but tells nothing about the causes and effects of
inflation. However, Killick (1981)(1) has also pointed out
that this definition must imply that a rise in price of some
particular commodities is not inflationary if compensated by
falls in other prices. He also added that a once-and-for-all
rise in the general price level is not inflationary unless it
is accompanied by resﬁonses which generate a process of pricé
rises continuing over time. A persistent rise in the general
price levels means that a givén sum of money will purchase a
smaller quantity of goods than.was formerly the case. This
indicates an alternative way of defining inflation, as a

continuous decline in the purchasing power of money.

Although it has been customary in the past that inflation
is seen as an economic phenomenon, nowadays it has witnessed a
growing awareness that the study of its causes and consequences
cannot be confined to economic analysis alone. Hence it has
been argued by Hirsch and Goldthorpe (1978)(2) that inflation:
"pervades the political structures of the society and
may become embedded in those structures”
(Hirsch and Goldthorpe, 1978, p.1)
Above all, the analysis of inflation in LDCs cannot be
isolated from the more general problem of underdevelopment.
(1) For more details see Tony Killick (1981), Policy

Economics: a Textbook of Applied Economics on Developing
Countries, London, Heinemann, (chp. 7, p.157)

(2) F Hirsch and J H Goldthorpe (1978). The Political Economy
of Inflation, Oxford, Martin Robertson.
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However, any attembt which involvesAkeeping away the discussion
of .social, political and institutional factors will merely
conceal the real issues involved. Thus, it not'only hides the
real issue, but it will also be a miscarriage 6f justice'in
reducing a complex economic and social-political problem to a

simple technical one.
Therefore, Hirschman (1981)(1) has been argued that:-

"It has long been obvious that. the roots of inflation,
whether in Western Europe, the United States, Latin
America or elsewhere, lies deep in the social and
political structure in general, and in social and
political conflict and conflict management in
particular.... it - would be difficult to find an
economist who would not agree that "underlying" social
and political forces play a decisive role in causing
both inflation and the success or failure of
anti-inflationary policies."” (Hirschman 1981, p.177)

There are, however, many difficulties which arise when.one
attempts to study the rate of inflation in Lpcs. (1)  First of
all the data on price increases in LDCs should be treated with
some caution, hence data in most LDCs are still characterised
by paucity, inadequacy, and even when it is ava;lable, it is

hard to obtain accurate data which have been objectively

estimated.

Moreover, the majority of LDCs do not compile GNP

deflators but the only available price series are the cost of

(1) For more details see C H Kirkpatrick and F I Nixson (1976),
"The Origins of Inflation in Less Developed. Countries: a
Selective Review" in M Parkin and G Zis (eds) Inflation in Open

Economies, Manchester University Press, p.126 - 174.
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-living index énd the wholesale price index. Both of these
measures_aré, however, subject to their own peculiér serious
shortcomings. The wholesale price index is constructed ffom
prices at the level of first significant commercial
transactions, and is frequently heavily weighted'with the price
of exports and imports, which tend to be measures of
equivalents of foreign prices rather than measures of domestic
prices. In contrast, the cost of living index is usually based
upon a limited Sample of goods and services purchased in major
urbén areas and hencé is not a clear representation of the
_cdnsumption patterns of the population residing in smali urban

centres and rural areas.

Thus, studying inflation in LDCs is not an easy task.
Particularly when one tries to apply the concepts and theories
whigh have originated in the economic and institutional setting
of western, industriali;edvéconomies. These difficulties has
virtually become: a major concern because of a number of basic
characteristics which are common to LDCs such as the widespread
disguised unemployment or underemployment, factor immobility,
market imperfec;ion, rigidities and disequilibrium between.
demand and supply in different sectors of the economy,
dualistic structure of production, rapid growth of populétion
rigidity in the tax structure, inadequacies of money and
financial markets and widespread government control of wages,
price, exchange rates, import and subsidies and incentives
which are often misplaced. Applying these concepts and
theories of inflation on the LDCs may lead to a faulty analysis

and incorrect policy prescriptions.
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2.2 Inflation and Economic Growth

The issue of whether inflation is inevitable in the growth
process has made the topic of @ inflation and . groﬁth SO
interesting to many economists and inflation itself |is
currently considered of global significance, affecting both the
developed and less developed countries (LDCs) in varying
magnitudes. While developed countries are faced with different
tasks of maintaining full employment with price stability, the
developing countries, committed to a development prograﬁme
which is considered to be a major national objective, are
confronted with the problem of maintaining high rates of
economic growth with reasonable price stability, and hence the
process of eéonomic development which is likely to trigger off

- inflationary pressures.

It is aléo argued that the LDCs are more prone to
inflation than developed economies. The reason for this is
that many governments in LDCs see inflation as a means of
promoting growth. Thus, as emphasised by Thirlwall (1978)(1)
given the level of income distribution and low per capita
inconme, voiuntary savings would not come to the level required
to achieve the high growth target as a result of governments in
LDCs who resort to money and credit creation to finance the
excess investment over saving. This is often referred to as

"forced" savings (Thirlwall (1978), p.258).

(1) A. P. Thirlwall (1978), Growth and Development, second
edition, London: Macmillan Press.
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It has been agreed by many economists that a high level of
economic development will necessarily generate inflation.
Among these are the structuralist writers who are often accused
of favouring inflation as a means of accelerating economic

growth.

Accordiﬁg to this view; economic development can generate
structural imbalances in fhe economy, barticularly when some
sectors in the economy are underutilized and suffer from
inadeqﬁate démand which coexists with other sectors who
experience excess demand and other sectors characterised by‘
inelasticity of supply, coupled with a rdpid urbanisation and
rapid industrialisation which eventually will have profound
effects on the composition of aggregate demand. This will, in
turn, Jead to the sectoral inflation which may spread through the
economy and consequently produce a general increase in price

levels.

Thus, structuralists are also concerned with the problem of
making price stability compatible with development, but tﬁey
argued that price stability can only be  achieved through
economic growth which is a long run process. And yet, they
emphasized that inflation cannot be curbed in the short run
without imposing heavy social and economic costs retarding the
processes of structural change which is necessary for long term
growth and development. For this reason they prefer inflation
" to stagnation, and inflation is regarded by them as the lesser

of two- evils.
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Other economists also argue in favour of a mild rate of
inflation on the basis that it will eliminate the slackness in
the economy by generating more employment and investment

opportdnities where capital formation will take place.

Also, rapid economic growth requires a higher rate of
investment in productive capital. Thus, it is argued that
inflation can provide incentives to investment, since inflation

is considered to increase the profitability of the firms.

Inflation, according to the Keynesian income redistribution
approach (which is derived from the work of Keynes, Tract on

Monetary Reform (1923), Treatise on Money (1930), and The

General Theory of Employment, Interest and Money, (1936) |is

said to promote economic growth by redistributing income from
wageiéarners_who are suppoged to have low marginal propensities
to save and invest, to profit earners who.are supposed to save
and invest. Redistribution forces can therefore increase the
aggregate marginal propensity to save which implies an
effective increase in the savings ratio S/y. Where S is saving
and Y is gross domestic product (GDP). Hence investment would
increase with a subsequent increase in output. But this will
depend on meeting the requirement that investment GDP (I/y)
ratio increase with inflation and that growth inéreases.with
investment - GDP ratio. If these requirements hold then

investment - GDP ratio (I/y) will increase with inflation.

The Quantity Theory approach affirms that inflation assists

economic development by reducing the purchasing power of money
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as it has been emphasised by Johnson (1967)(1) that:

"Inflation imposes an "inflationary tax" on the holdings of

money, which consistsin the reg] resources that the holders of

money have to forgo each period in order to restore the
real value of their moneyho]dings".
(Johnson, 1967, p.286)

Thus it is argued that the existence of this tax, in turn,
would encourage the public to reduce their holdings of money,
which implies money held by the public will dictate less of the
available resources, which in turn lead to release more real
resources for use in the public sector. Therefore, if the
public sector made use of these resources. in development
programmes and if they are used for investment, thén'this may
lead to more employment and output. For this reason, it is
believed that inflationary policy may accelerate economic

growth. Inflation can therefore be used to implement

development.

Likewise, the decline in the real wage due to rising
prices, may lead to wage lags, which implies that there will be
an increase in the investable profits, if they are used for

development purposes. This may lead to economic growth.(z)

(1) H. G. Johnson (1967) "Is Inflation the Inevitable Price of
Rapid Development or a Retarding Factor in Economic Growth", in
H. G. Johnson, Essays in Monetary Economics, London, George
‘Allen and Unwin Ltd. p.281-291. '
(2) For more details see, R de Oliveira Campos (1964)
"Economic Development and Inflation with Special Reference to
Latin America", in O0.E.C.D. Development plans and Programmes,
0.E.C.D. development Center, Paris, pp. 129-37. Reprinted in
G. M. Meier, (1976), Leading Issues in Economic Development,
3rd edition, New York: Oxford University Press.
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Thus, there are many economists who advocate maintaining
inflationary policy on the grounds that inflation éncourages
saving and capital formation which eventually leads to a higher

rate of economic growth.(l)

Harberger, however, is in favour of bias towa?ds inflation.
Since he argued that inflation has a lower welfare cost in
terms of unemployment of 1labour and capital. and he also added
" that it may not only lead to increases in capital formation but

also to efficient use of existing capital stock. (2)

This, however, leads us to emphasise that.the pressure of
inflationary demand allows the full utilization of manpower
and resources, whereas an attemﬁt to curb inflation, may be
'requlred to eliminate the excess demand. This may, however,
lead to serious consequences, which involve bringing down
empléyment and resource utilization and which may subsequently

lead to an increase in thé bottleneck factors in the economy.

The LDCs are, however, inclined to adopt inflation as a
major "tax" to finance public expenditure in order to
contribute to ecohomic development, because of the inability of

developing countries to raise enough revenue by taxation or'by

(1) See: U. Tun Wai (1959) "The Relation Between Inflation and
Economic Development: A Statistical Inductive Study", I.M.F.
Staff Papers, 7(2), pp. 302-17.

(2) Arnold C. Harberger (1964) "Some Notes on Inflation", in
Werner Baer and Issac Kerstenetzky, eds. Inflation and Growth
in Latin America, Homewood III: Irwin, pp. 319-51.




borrowing from the public. This is because the tax revenue as
a proportion of GNP is low and the tax elasticity with respect
to income is always less than unity. Given certain demand for
money assumption which implies a relatively smaller 'use of
money than in common advanced countries, therefore, inflation

can be used to raise revenue.

In addition to revenue promotion, others in favour would
argue that governments of LDCs may try to be less obliged to
depend upon foreign resources and that this may lead to serious
implications for their economy if they stay dependent wupon

foreign resources.

Thus, tﬁe success of inflationary financing will depend
- upon the scope and range of financial institutions that exist.
It has been argued that inflation, as a means of finance, could
promote tAe groﬁth of financial institutions and that such a
growth would imply that they may persuade the public to hold
financial rather than physical assets which in turn would

release real resources available for economic growth.(l)

There.are many economists who would, on the other hand
argue against inflation as a means for economic growth on the
grounds that the disadvantages of inflation afe greater than
its advantages and that the end result has a devastating effect
on development. Hence, the nature of inflation is such that it

(1) A. P. Thirlwall (1974), Inflation, Saving and Growth in
Developing Economies, London: Macmillan, p.15.




has social and economic consequences. Moreover, if inflation
is left unhalted, then at the end of the day, the result will

be painful and its implications costly for the economy.

If is generaily argued that many LDCs' governments engage
1n‘ inflationary development policies which is likely to- be
under strong political pressure to protect certain sectors of
the ecohom& from the effects of inflation through imposed
prices and controlé on food, rents and urban transport fares,

and so on.

This argument.was emphasised by Kahil (1973)(1), in which -
he aréued that the factors prospectively responsible for
inflation were political rather than economic. Since the main
policy objectives of the LDCs government in the 1950s were to
genérate a rapid industrial base and the winning of the loyalty
of the urban masses while at the same. time protecting other

political interest of influential groups in the economy.

Likewise, Goode (1984)(2) also argued that

"For a time inflation may perform the political
function of avoiding a direct confrontation between
interest groups that press demands beyond the
economy's capacity to meet. By public spending and
increases in money income, the -government can seem to
satisfy the conflicting demands and thus avert strife
and possible violence. Later people will realise that
their gains were illusory and the feeling of having
been cheated may heighten bitterness and intensify
strains on the political system" (Goode 1984, p.228)

(1) R. Kahil (1973), Inflation and Economjc Development in
Brazil 1948-63, Oxford: Clarendon Press. p.330.

(2) R. Goode (1984) Government Finance in Developing
Countries, Washington D. C. The Brookings Institution.




2.12

Therefore, it is argued that the most dangerous factor to
economic development that is brought about by a high inflation
rate is the threat of social upheavals which are capable of

wrecking the whole process of economic development.

This argument has been emphasised in recent sociological
theories of inflation.(1) For example, Egypt (1979) and Sudan
(1985) have witnessed.political unrest due to the removal of
subsidies, which in turn has led to high rises in the price of
rice and staple foods. Riots in protest against food prices
have increased and have led thé government to reinstate the
subsidies to keep the peace. These events in Egypt and Sudan
underscoring the importance of price stability in the context

of economic development.

Another argument against inflationt is distortion and
misallocation. Such consequences of inflation may arise if
the government imposes price controls in an effort to repress
inflation or to protect certain sectors of the economy. Thus,
such controls may restrict or even discourage the expansion and
development of certain activities in the economy,. i.e.
discourage investment in basic industries and infrastructural
services, which required to be produced in bulk,'or require a
long gestation period (especially the agricultural production

and the agricultural techniques and wutilities). Besides

(1) See for more details: J. H. Goldthorpe (1978), 'The
Current Inflation: Towards a Sociological Account', in F.
Hirsch and J H Goldthorpe (eds), 1978, op. cit. p.186 - 216.
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control may be satisfactorily effective for short periods, but
usually the result in the long run is a shortage, black market

and inefficient production and distribution.

Others add that the situation may become even worse, when
governments call for subsidies for these activities, in order
to keep the pripe control going. This, however, implies that
govefnment expenditure will most likelyto increase. Therefore, a
means of finance has to be found to finance its expenditure,
then governments may hgve to resort to borrowing and also have
to raise the real interest rate to atfract savers which may,
in turn have an adverse effect -on the budget‘ deficit and'

invéstment and consequently on economic growth.

Above all, it has recently been argued by many economists,
notably Aghevli and Khan (1978)(1), Goode (1984)(2), Heller
(1980)(3), and Johnson (1984)(4) that a rapid rate of inflation
may increase government expenditure, while government tries to

sustain its expenditure in real terms. This will, however,

(1) B. B. Aghevli and M. S. Khan (1978), "Government Deficits
and Inflationary Process in Developing Countries", I.M.F. Staff
Papers, Vol. 25, September,pp.383-416.

(2) R. Goode (1984) op. cit.

~(3) P. S. Heller (1980), "Impact of Inflation on Fiscal Policy
in Developing Countries", I.M.F. Staff Papers, Vol. 27,
December, pp. 712 - 48.

(4) Omujunde E. G. Johnson (1984), "On Growth and Inflation in
Developing Countries", I.M.F. Staff Papers, December 31(4),
p.636-60. ' .
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have a lasting effect on the budget deficit, and on the
inflationary process because government revenues‘ afe always
behind invreal terms in many developing countries due to the
collection légs, the form 6f expenditure and government. revenue

reaction to inflation and other factors.

This, has 1ed Tanzi (1978)(1) to emphasise that governments
in developing countries which have resorted to the use of
“inflation as a means of finance in order to generate growth,
should take into account the effect of inflation on the
gxisting tax éystem.(z) He has also further argued that
inflation may reduce the reql value of. tax receipts.
Governments in developing countries should therefore

incorporate this reduction in their account.

It has also been argued by Johnson (1967)(3) that the real
interest is likely to be negative during a high rate of
inflation, when it is evéntually accompéniedvby interest rate -
control. This may discourage saving and, given the condition
of low levels of saving in most pDCs, saving will be reduced.

even further.

(1) V. Tanzi (1978), "Inflation, Real Revenue and the Case for
Inflationary Finance: Theory with application to Argentina",
I.M.F. Staff Papers, Vol. 25, September, pp. 417-51.

(2) PFor more details see V. Tanzi (1982), "Fiscal
Disequilibrium in Developing Countries"”, World Development,
Vol. 10, December, pp. 1069-82.

(3) H. G. Johnson (1967), op. cit.
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At the same time, a high rate of inflation may distort
confidence in the stability of the value of money and may lead
to a reduction in its real value. Consequently peoples'
savings held in money form will be reduced and, if tﬁe real
level of consumption is to be maintained, then saving will be

further reduced.

It is generally argued by Shaalan (1962)(1) that inflation
may have a detrimental effect on economic growth, because a
rapid rate of inflation may induce people to invest in
non-productive sectors of the economy, such as hoarding of
gold, precious stones, foreign exchange, real estate,
inventories of goods and materials. ‘This occurs because
investment .in these sectors would hedge against the
" depreciation of the external value of the currency, ensures a
high rate of return and does not, necessarily, require the

ability to predict or even to manage it.

This has also been emphasised by Ghatak (1978).(2) In times
of high inflation, people may speculate in unproductive sectors
(because among other factors people do not have the confidence
in monetafy assets) and that this may lead to a weakening or
prevention of the growth of banks and financial institutions.
(1) A. S. Shaalan (1962), "The Impact on the Composition of

Private Domestic Investment", I.M.F. Staff Papers, 9(2),
pp243-63.

(2) S. Ghatak (1978), Development Economics, London: Longman.
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Furthermore, inflation may discourage the inflow of foreign
capital and this may create more difficulties for governments
in LDCs both in the financing and maintaining of expenditure

and its effects on domestic institutional organisations.

The social consequences of the redistribution of incémes
caused by inflation may arouse public hostility against the use
of inflationary policies. Furthermore it may add to the
existing inequalities in the distribution of income in many
LDCQ since it is argueq that inflationary financing often tends
to redistribute income in favour of profit earners rather than
wage earners. Tﬁus, more inequality may arise when profit.

earners use these resources in unproductive sectors.

Meanwhile, it is also argued that, given the high marginal
prdpensity to consume by wage earners, their real consumption
is likely to fall. Hence, many economists argue that
consumption could also have a favourable effect on the growth

of the economy in LbCs. (1)

{1) For more details see:-

J. A. Mirrlees (1975), "A Pure Theory of Underdeveloped
Economies”, in L. G. Reynolds, Agricultural Development Theory,
New Haven: Yale University Press.

A Foxley (1976), "Redistribution of Consumption: Effects on
Products and Employment: Journal of Development Studies, 12
(3), pp.171-190.

C.J. Bliss and N. H. Stern (1976) "Economic Aspects of the
Connection between Productivity and Consumption", University of
Essex Discussion Paper No. 67. ‘




Another adverse redistribution effect of inflation arises
when -a transfer of wealth from creditors to debtors occurs
where creditors attempt to safeguard their wealth. Nominal
interest rates will rise with inflation, and this may in turn
effect investment and consequently economic growth. A high

rate of inflation may therefore jeopardise the economic growth.

Inflation may also.depress labour productivity through a
loosening of industrial dlscipl;ne. Innovation may be reduced
as a result of less incentives by businessmen due to rapid
changes in inflation rates whiéh could cause an increase in
uncertainty about future price movements which may imply that
they will require a larger return to induce them to adopt cost
cutting innovation. Harberger (1964)(1) has, however,

emphasised the above argument against inflation.

It has been argued that, if redistribution happens, then
the reason regarding its social effects should not be used in
the case of a mild raté of inflation since it may enrich the
process of development. This argument is emphasised by

Thirlwall (1974)(2);-

"The distribution consequences of inflation which are often
uppermost in people's minds and constitute one of the main
arguments against inflation in developed countries are hard
to assess. The consequence depends on so many
characteristics of individuals and are so widely diffused
that it is difficult to make a firm judgement on whether
inflation increases income inequality or not, let alone to
say whether the distribution is "better" or "worse". The

(1) A. C. Harberger (1964), op. cit.

(2) A. P. Thirlwall (1974), op. cit.



. evidence " is equivocal... on some grounds an individual
might gain from inflation, on others, lose. The net result
may be zero. It cannot be said that the existing rich will
necessarily get richer, and the poor poorer. In the
context of developing countries, the possible,inegalita;ian
distribution consequences of demand inflation should not be
allowed to constitute an argument against the use of mildly
inflationary policies if one of the objects of the policies
is to create additional employment... The old who suffer
most from inflation.... are frequently cared for 1in
extended family systems in the developing countries and a
large number of people in self-employment and farming are
in a position to defend or insulate themselves against
market trends. The major beneficiaries of inflationary
finance should be the unemployed which represents a move
towards a more egalitarian structure of incomes.

(Thirlwall, (1974), p.33-34)

Thus, it is argued that inflation in typical LDCs may
proceed at an unsteady and unanticipated rate. Such variations
in the rate of price increases may cause distortion in economic
calculations and make planning more difficult because of the
risk and uncertainty which accompany inflation. Hence, it has
been argued that to finance a long run fixed capital investment
(such as building a hospital) is difficult. On the other hand,
dropping such a project may have serious consequences on long

run investments.

Finally, there is also another reason against a high level
of international trade. Thus it is also added that any
developing countries undergoing a rapid rate of real Gross
"National Product (GNP) will have to confront a pressurq on
their balance of payments, as well as when governments try to
curb inflatioh. Therefore this na& lead governments in LDCs to
undertake remedial aétion. Moreovér, such action may aggravate
the problem. Action such asiimporf cqntrols. devaiuatlon and

Import Substitution Industrialization (ISI).
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However, import controls and devaluation remedies can be
ineffective, if the demand for foreign products is inelastic.
Thus import controls usually»imposed by high tariff rates which
will evenfually lead to a higher domestic price. This may be
due to the tariffs themselves or because they stimulate black

market activities.

Also, éovernments sometimes undertake dévaluation policies
in order to éncéurage more exports and to reduce thevlmports,
_but such action is not likely to succeed, because developing
‘countples #re heavily dependent on imports of intermediate and
.capital goods required for production and investment.
Consequently this may lead to probiens in financing expenditure
on imports and eventually create more problems for the balance

of payments.

Furthermore, the use of Import Substitution Industries
(ISI) policies are usually accoﬁpanied by problems for the'
balancé of payments'since it may lead to more imports and less
exports because the ISI usuaily'concentrate on production of
consumer goods which are heavily dependent on foreign supplies
of intermediate and capital goods, where in turn, the re;ults

will be a diversion of resources away from the exports.

Thus, such industries may be confronted with a problem (due
to shortages of supplieé, or import bills cannot be paid) which
may lead to their 'collapse and, conseduently. to more
difficulties for the balance of payments. Since governments

should pay for its import expenditure in foreign exchange to
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implement its ISI, this may be considered as a diversion of
income to foreign countries and, bearing in mind the
consequences of foreign influence on the industry, may be

subjected to political tactics.

In reality, government in LDCs may resort to the use of
protective tariffs, this may involve an increase in the
industries' costs which consequently lead to higher prices.
Thus, if the result of increasing protection is in terms of
higher prices for domestic goods than for those paid for
imports, then the consequence of the industry is socially

inefficient.

Therefbre any LDCs suffering from long term balance of
payments deficits should be very careful 1in using the
inflationary policies. Since it may reduce the competitive
power of a couhtry in export markets, eventually the result may

price itself out.

Moreover, there 1is another problem against inflation,
namely, the growing disassociation between inflation and
economié development which 1is also emphasized by Johnson
(1967)(1), and Harberger (1964)(2) who do not support either
extreme view of inflation as a necessary condition for economic
development or inflation as a factor impedes economic

development.

(1) H. G. Johnson (1967), op. cit.
(2) Harberger (1964), op. cit.
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Despite the increasing number of empirical studies on
inflation and growth, it is still inconsistent in findings.
thnson'(1967)(1) sums up the debate that the viable historical
and comparative evidence on this point, whether inflation is:
associated with .rapid or slow economic growth, is fairly
conclusive, as there is no convincing evidence of any ciear
association, positive or negative between the rate of inflation

and the rate of growth.

Johnson also concludes that the question of inflation and
growth .relations should go beyond the simple correlation of
growth rates andl rates of price changes. This may not,
howevef, be an easy task since it concerns the fundamental
causes of economic growth which may be many and varied, and an
even more controversial problem is the question of the causes
of inflation in the LDCs. Thus it is sometimes difficult to

isolate the influence of inflation on growth.

Finally, the conclusion derived from this chapte? is that
inflation by no doubt can create social and economic problems
for society if it is left unchecked. Thus, policy makers
should be aware of such cohsequences and it should become their
responsibility to restrict the growth in the rate of inflation
within tolerable limits to the society which implies within the
limit that it does not create serious and harmful effects on

the social and on the economy.

(1) H. G. Johnson (1967), op. cit.
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Consequently this has led Johnson(1) to emphasize an upper
limit of 10% as an annual average rate of inflation, but this
naturally depends on the country's social economic structure.

Hence it differs in different countries.

(1) H. G. Johnson (1967) op. cit.
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CHAPTER THREE

Review of thé Theoretical Literature of Inflation in LDCs

Haviﬁg stated in the previous chapter the ‘importance . of
studying inflation in developing countries, in this chapter our
main objective will be to examine the structuralists and the
monetarist explanation of inflation in LDCs, and we will

highlight the debate between them. (1)

3.1 Structuralists

In this section we will attempt to analyse the worldwide
phenémenon of inflation in many LDCs, where it has become more
than a passing phenomenon. Thus, the LDCs have also witnessed
a long history of inflation, which has led a group of
economists, in these countries to suggest that there is a type
of infiationary pressure peculiar to LDCs, and therefore; it
requires a special theory to explain such a phenomenonf
However, these economists, generally known as sfructuralists,
which have emerged in Latin America in response to the

rejection of the theories of the Demand Intlation and

(1) For a comprehensive study of both theoretical and
explanations of inflation in LDCs see C. H. Kjrkpatrick and F.
I. Nixson (1976) "The Origins of Inflation in Less Developed
Countries: A Selective Review”, in M Parkin and G Zis (eds)
Inflation in Open Economics, Manchester University Press,
p.126-174 and C. H. Kirkpatrick and F. I. Nixson (1987)
'Inflation and Stabilization Policy in LDCs', in Norman Gemmel]
(ed.) Surveys in Development economics, Basil Blackwell,
Oxford, p.172-202.
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Cost—Inflation'which is dominant in the Western Countries; they
also believe that it is only applicable to countries at a high

stage of development.

Therefore, inflation in LDCs in their wview cannot be
explained as something divorced from the problems of
underdevelopment and development. Thus inflation in LDCs can
also be complex to untangle since it can be intensified by many

‘factors, namely economic, political and social conflicts (for
exanple class struggle between conflicting interests,; between
government business and labour to defend their economic

positions).

However, there are many advocates of structural inflation,
.most notably; Seers [ (1962)(1), (1964)(2)], Grunwald
(1961)(3). Prebisch (1970)(4), Sunkel (1960)(5). and Felix

(1961)-(8)

(1) D Seers (1962), "A Theory of Inflation and Growth in
Underdeveloped Economics Based On the Experience of Latin -
America", Oxford Economic Papers, 14(2), June pp174-195.

(2) D Seers (1964), "Inflation and Growth: The Heart of
Controversy", in W. Baer and I Kerstenetzky Inflation and
Growth in Latin America Homewood, Illinois Irwin pp 89-103.

(3) J Grunwald (1961), "The Structuralist - School on Price
Stabilization and Development: The Chilean Case”, in A. O
Hirschman, (1961), Latin America Issues: Essays and Comments,
New York: Twentieth Century Fund pp 95 - 123.

(4) R Prebisch (1970), "Structural Vulnerability and
Inflation", in G. M. Meier (1976), in Leading Issues in
Economic Development Studies in International Poverty New York,
Oxford University Press, pp 238-41

(5) O. Sunkel (1960), "Inflation in Chile: An Unorthodox
approach”, International Economic Papers No. 10 pp 7-31

(6) D. Felix (1961), "An Alternative View of the "Monetarist" -
"Structuralist" Controversy” in A. 0. Hirschman op.cit. pp 81 -
93
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The structionlists seek the causes of inflation basically
on the supply side. Thus, their argument is based on the
forces underlying the inflationary pressure from the real side
during the growth process. Also, their explanation of
inflation in LDCs is based on the reference of sevéral unique
characteristics.

However, a less developed economy is usually subjected to a
number of economic, technological, sociological and political
constraints. It is also chgracterised by the absence of bgsic
structural reforms, and growth and development which may not be
expected to proceed smoothly. 1In addition, the less developed
economies and societies are characterised by a dualistic

structure.

Also, many LDCs resort to development strategies, which are
based on consumer goods, and Import Substituting
Industrialization (ISI), in which there is a heavy dependence
on foreign capital and technology which is usually capital
intensive. Besides that, these countries are characterized by
rural-urban migration, which has led to the neglect of their
rural sector, particularly in agricultural production for the
domestic market. In addition to that, it is also characterised
by an unequal distribution of income and many LDCs have pursued
inflationary policies which have made income distribution even

more unequal.
Hence, it is emphasized by Sunkel (1960)(1) that the

(1) Sunkel (1960) op. cit
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"Basic inflationary pressures. These are fundamentally
governed by the structural limitations, rigidity or
inflexibility of the economic system. In fact, the
inability of some productive sectors to adjust to changes
in demand - or 1in short, the 1lack of mobility of
productive resources and the defective functioning of the
price system - are chiefly responsible for structural
inflationary disequilibria."”
(Sunkel (1960) pp110)

However, the structurlists argued that the root of
inflation in many developing countries is caused by many
obstacles, bottlenécks_and constraints. Many writers notably
Pelix (1961)(1), Balassa (1982)(2)  johnson (1984)(3), Goode
(1984)(4) Arnolt (1985)(5) Kirkpatrick and Onis (1985)(6) and

others have made an extensive list of obstacles, bottlenecks

and constraints, which are as follows:

(1) The inelasticity of food products, which may imply that
food products fail to expand output in response to arise in

demand ;

(;) D. Felix (1961) Op.cit.

(2) B Balassa (1982), "Disequilibrium Analysis in Developing
Countries: An Overview", World Development 10(12) pp 1027-1038.

(3) 0. E. G Johnson (1984), "On Growth and Inflation in
Developing Countries”, I.M.F Staff Papers December 31(4) pp
636-60. '

(4) R. Goode (1984), "Government Finance in Developing
Countries”, The Brooking Institution Washington D.C

(5) H. W. Arndt (1985), "The Origin of the Structuralists”,
World Development 13(2) pp 151-159.

(6) Colin Kirkpatrick and Ziya Onis (1985), "Industrialization
as a Structural Determinant of Inflation Performance in I.M.F.
stabilization in Less Developed Countries", The Journal of

Development Studies 21(3) April, pp 347-361.
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(ii) The unavailability of foreign_exchange, due to the
weakness of international trade sectors;

(iii) The rigidity in the tax structure and government
expenditure, due to the income inelasticity of tax system,
or budget constraint and the inability to raise enough
internal saving;

(iv) The factor 6f immobility and downward rigidities, and
{(v) the inability to supply various intermediate inputs
such as fuel, fertilizers, transport facilities and credit

availability.

Thus, the structuralist school of thought is divided
between two main groups, the old structuralists and the new
structuralists. Also, it has been argued by Balassa (1982)(1)
that there is a substantial difference in the analysis between
the new structuralists and the old structuralists on the
grougds of sfructural constraints, aﬁd the appropriate policy

response to thenm.

However, the old structuralists have demonstrated that the
structural constraints are an inevitable result of the pressure
of growth on LDC's economic structures. They also argue that
market reform alone is not likely to generate the appropriate
supply response, since there is an existence of.ihmobility in

resource, market segmentation, and institutional rigidities.

(1) B Balassa (1982) Op.cit.
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In contrast, the new structuraiists have demonstrated that
the ;upply ‘constraints are the result of the markét
distortions, which may be caused by price and exchange rate
rigidities, monopolies, tax subsidies and trade festrictidns.
Consequently, the new structuralists are in favour of the
liberalizationof financial and trade markets, which in practice
can be seen as a means of supplementing demand management

policies

However, let us'now-explain in more detail the obstacles,
bottlenecks and constrainté which are believed to be behind the -

inflationary process in LDCs.

(i) The agricultural sector in most LDC's are characterised by
primitive technology and low supply response, uneven land
distribution. Absentee ownership and other institutional
stiructural factors also contribute to the relative
backwardness of agriculture. Hence, Sunkel (1960)(1) has
pointed out this with respect to Chile (the country iﬁ
which the structuralist analysis originated) that:

the stagnation of global agricultural production,
cannot be attributed to market demand, and\or . price
conditions, but must be due to factors inherent in the
institutional and economic structure of the main part of
the agricultural sector itself.”

(Sunkel 1960 pp115).

Thus, there are .other factors that have hindered food

production and made it rigid and unresponsive to demand

(1) O Sunkel (1960), Op.cit.
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pressure, such as government policies which are in favour
of industrial growth at the expense of agriculture, or a
system of imposing price controls which serve to discourage

food production.

These, however, have led to cause an inelasticity of food
supplies, -which constitutes a structural inflationary

factor.

The structqralists} argument is based on the concept that
the demand for food supply is a function of popuiation
gréwth,the growth of per capital income and the degree of
urbanisation. Thus, they also argued that agricultural
sector in LDC's doesn't respond adequately to the rising
demand for food product during the process of economic
development and the consequent industrialization, taking
into account the ex;stéﬁce of inelasticity of supply of
food and inelastic demand for food. This, inevitably will
créate excess demand for food product, and as a result this

~will lead to a rise in the level of prices.

Also, the rise in prices may create a demand for higher
wages, since it causes a fall in real wages, and if wéges
also rise, this 13 likely to squeeze the profit margins in
industry, due to the rise in labour cost. Therefore, the
industry will also increase its prices and will eventually

pass it on to the consumers in still highér prices.
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This, 'however, has been emphasized by Kalecki (1976)(1)
that the supply of food in LDCs may be fairly rigid and
that the inelastic supply of food will, if aggregate demand
increases and raises food prices, such an increase would
cause a decline in real wages, énd eventually will generate
an inflationary price wage spiral. Therefore, rising food
prices caused by the agricultural sector are claimed to be
the prime mover in inflationary pressures and are supposed
to be the main source of wage pricevspiral as food occupies

a very important place in the total spending of LDC's.

(ii) The second major bottleneck identified by the
"structuralists” is the foreign exchange bottleneck, which
arises because the rate of growth of total foreign exchange
receipts (earnings from exports and capital inflow such as
aid and private investment) is not sufficient to meet their
rising imports demand which is generated by accelerated
development efforts, rapid population growth and
industrialization effort which has taken place within an
environment of technological limitation, structural

inbalances and imperfect factor mobility.

Thus, this may imply that inadequate foreign receipts can
form an effective structural constraint upon the growth and
development of the economy as pointed out by Chenery and

strout (1966)(2), since:

(1) M. Kalecki (1976), Essays on_ Developing Economies,
Hassocks, Harvester Press.

(2) H. Chenery and A. Strout (1966), "Foreign Assistance and
Economic Development", American Economic Review 56(4) part 1,
September pp 679-733.
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rapid growth requires a large increase in the
supplies of machinery and equipment, raw materials and
other manufactured goods that are typically imported
~in a poor country. The more rapid the rate of growth,
the larger the reallocation of labour and capital away
from traditional patterns that will be needed to

prevent bottlenecks developing. If this reallocation
is not sufficiently rapid, shortages of imported goods
will provide a limit to further growth quite apart
from the investment limitations. The import limit
reflects the inability of the economy to provide the
composition of output. from domestic sources plus
"imports that is required by its level of income, rate
-of investment and pattern of consumer demand. In
cases of acute shortages of imported goods the economy
will be unable to transform potential saving into
investment because of insufficient supplies of
investment goods (Chenery and Strout 1966, p.682).
The similarity of "the gap ~ analysis" of foreign aid

- requirements and the foreign exchange constraint
interpretation of inflation in LDCs."

Thefefore, the foreign exchange bottleneck aréuuent implies
that typical LDCs will experience persistent pressure on
the balance of payment, with a permenent tendency for the
foreign balance to move into deficit. Eventually, balance
of payment difficulties force the LDc to devalue their
currencies and this in turn adds to domestic inflationary

pressures especially when the elasticity of demand for

import is very low.

Also, the decline 1n. their external position provokes
import restriction and import substitution. Thus, via the
mechanism of excess demand associated with the rise of

import price, this will add to the inflationary situation.

Hence, Baer (1967)(1) has emphasized that

(1) W Baer (1967), "The Inflation Controversy in Latin America:

a

survey", Latin American Research Review (Spring) 2(2),

pp.3-25.
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"...control of imports will create shortages of many
formerly imported goods. The relative domestic price
of these goods will rise and thus contribute to the
inflationary forces..... balance of payment
difficulties will sooner or later force countries to
devalue their currencies; this will also have the
effect of an immediate upward push on the price level,
especially if imports consist of many consumer goods,
including basic foodstuffs, which the agriculturally
inelastic country might be forced to import."
(Baer 1967, p.9)

Besides that if a policy of import substitution is pursued:
behind high tariff walls, and pressed forward with less
regard for dynamic comparative costs, then this can also be
a potent source of inflation in developing countries.
Since the imposition of tariffs on imported manufactured
goods force up the price level to the domestic consumer as

compared with the previous situation.

Also, the danger behind such a policy is, when it
eﬁcourages the establishment ot. industries of limited
market, because it has to operate on an inefficient scale,
or have to be monopolized to achieve a more efficient
economies scale. Thus when monopolies are operating in a
protected market, this can be a source of inflationary
pressure since this is no incentive for them to be "cost

conscious”.

Another effect of import substitution industries is, to
turn the domestic terms of trade against agriculture and
adds to the problem in the agricultural output (due to the
lack of investment in agriculture éector) and this would

have an adverse effect on agricultural exports, which is
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considered to be an important source of foreign exchange.

However, the structuralists in the LDC's havé also attached
a considerable importance of the instability of wofld
demand for primary products and consequent fluctuations in
export earnings. Thus, the earnings from exports may
decline not because of a decline in real exports, but
because of reduced world market prices, due to the fact
that their eprrts consist essentially of primary products,
and this is subject tollow incoﬁe elasticity of demand, and
faced with competition from synthetic substitutes as a
result of technology. On the other hand their inports from
industrialised countries are of high income elasticity of

demand.

Thus, it also added that the instability in foreign sectors
of developing countries can create an inflationary
pressure. Since, an improvement in foreign sector |is
likely to be accompanied by a rise in per capital income,
and écononic'activity and this will generate.a demand -
pull inflation. Also, the deterioration in the foreign
séctor may exert cost-push inflationary pressure, due to a

rise in import volume and import prices.

However, both typeé of inflation afe said to exist in
developing countries. Furthermore, it has been argued that
instabiiity of export 'proceedg may be inflationary,
especially when it leads to a reduction in -government

revenue and this therefore forces governments to resort to
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deficit financing to maintain its expenditure.

(i1ii) Some structuralist writers, but not all, have identified
a third'bottleneck, that is the lack of internal financial
resources. The structuralists argue that rapid development
efforts 1increase the range of necessary government
involvement in the economy, mainly in the social and
physical infrastructure facilities, but government revenues
rarely expand rapidly enough to meet the growth of
'government expenditure. Thus, the government in LDCs
usudlly ﬁre forced to play a larger role in capital
formation, because many LDCs are still characterised by the
low rate of private capital formation and its preference
for saving in non-productivé investment. Meanwhile the
inability. of tax revenue in LDCs arises from their tax
structure which 1s characterised by regressive and
‘tax-collecting bureaucracies and are described sometimes as
inefficint and corfupt.(l) ' Howéver, .the 1insufficient:
gove:nment revenue is usually solved by recourse to deficit
financing(z) which is . bound to . havg inflationar§
consequences. Moreover, the budget deficit and credit
expansion ca.n lead to an increase in the money supply.

Whereas the increase in the money supply is seen by the

(1) for more details see W. Baer (1967) Op.cit.

(2) for example, Olivera 1964 doesn't accept this as a
structural bottleneck, for more details see J. H. G. Olivera
(1964), "On Structural Inflation and Latin American
'Structuralism' ", Oxford Economic Papers (November) Vol. 16
No. 3 pp. 321-332. ’
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structuralists as a permissive factor which allows the
inflatidnary spiral to manifest 1itself and Dbecome
cumulative, thereby the money supply is considered to be

passive and treated as dependent on real factors.

Therefore, the increase of money éupply is a symptom of the
structural rigidities which give rise to the inflationary
pressures rather than the cause of inflation itself.
However, they argued that the increase in the supply of
money is a necessary condition for the rise in the general
level of prices, but it.is not regarded as a sufflcieﬂt
condition. Therefore, they would argue that the sustaining
forces behind this increase may be economic, political and
social which have led the monetary authorities to expand

the money supply.

(iv) Also, the structuralists identified another contribution
factor to the. inflationany process, such as the factor
" immobility and downward rigidities. The first one to spell
out this role was the United Nation World Economic
survey(1) in which it stated that:-

"An additional key element in inflationary pressures
underdeveloped countries is the high degree of
immobility of resources which prevents the structure
of production from adapting 1itself sufficiently

rapidly to the pattern of demand" - (2)

However, this has led many economists to believe that

structural inflation has resulted from the general

(1) United Nations (1957),"The United Nation World Economic
Survey 1956", Department of Economic and Social Affairs New
York,

(2) Ibid pg.8.
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immobility of factor of production, the presence of
monopoly power in industry and bottlenecks that hinder the
equilibrium of demand and supply and the inequitable

distribution of wealth.

" Therefore, the lack of mobility and adaptability on the
part of work forces makes expansion and diversification of
the :ecbnomy more difficult and expensive. Since the
existence of the weak structure of ;ndustry and lack of
COmpetition give mbnopoly power to established firms and
hence allow them fo charge ﬁhat the market uill bear.
Thefefore, firms with.monopoly power generally produce less

and charge more than firms in pure competltioh.

(iv) Finally, some strucuralist also identified other
bottlenecks which 1is considered to be of importance in
giving rise to inflationary pressures. This however, has

been pointed out by Myrdal (1968)(1) that:-

"Other bottlenecks such as lack of adequate
electricity, fuel, imported raw materials, transport,
repair facilities and credit facilities are important
in given rise to inflationary"

(Myrdal 1968, pp. 1928-29)

In addition to these basic inflationary pressures, Sunkel
(1960) also identified exogeneous inflationary pressure.

These would include upward movement in the price of

(1) G. Myrdal (1968), "Asian Drama: An Inquiry into the Poverty
~of Nations", Volume III, Allen Lane The Penguin Press London.




imported goods and services and majbr increases in public
expenditure arising out of natural disasters and political

pressures.

Moreover, Sunkel (1960) also argues that cumulative
pressures are influenced by inflation itself. These
pressures are identified as an increasing function of the
éxtent and the rate of inflation and they include the
orientation of investment, expectations, the negative
impact of inflation on productivity including distortions
brought up by price controls and the lack of export

incentives.

So far the outlined structural constraints above give rise
to price increases, which in turn lead to a rapid and
continuous increase in price levels, there must be an effective
transmission or propagation mechanism which allows for the

various inflationary pressures to reveal themselves.

This however, has led Lewis (1964)(1), to distinguish
between factors that start a price rise and a spiral process
that keep prices rising. According to Lewis, the process of
inflation may be described as a mechanism which may be
triggered by a number of factors, which include increases in
money supply, rise in the price of domestic food stuffs, etc.

He also added that if these or any factors cause the cost of

(1) W A Lewis (1964) "Closing remarks", in W Baer and 1
Kerstenetzky (1964), Inflation and Growth in Latin America,
Homewood III, Irwin.
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1iving to rise:-

"Then the mechanism starts wages rise, and this raises
prices more, wages more, prices more, and so on.
Secondly, in those countries where the marginal ratio
of government receipts to national income is below the
the average ratio, the price rise opens up a budget
deficit because government costs rise faster than
government revenue. This gives an extra twist to the
spiral. Thirdly, the rise 1in ©prices forces
devaluation and, this raises import prices
proportionately to the devaluation, and domestic price
in somewhat smaller proportions.... so that with wage
pressures, budget deficit and devaluation, prices may
rise continually and at a high rate for reasons which
have nothing to do with the original cause".

(Lewis 1964, pp 21-22).

However, the structuralists are very articulate in their
diagnosis of Latin American inflation, but their policy
recommendations are far less explicit, and do not go beyond the
structural changes, which by themselves, are characterised by a
long-run nature, and cannot be serviceable recipes for the

short-run cure of inflation.

Therefore, the structuralist tends to advocate gradualism
in anti-inflationary programmes and proposes land reform as a
ﬁeans of expanding agricultural output and to remove the supply
rigidities in the agricultural sector. Thus, they propose
export acceleration and diversification, and import
substitution as a means of widening the import capacity
bottleneck. They suggest that removing 1illiteracy and
improving education as a means of weakening the tendency for
labour mobility to act as a ratchet.on moﬂey wages. They also
suggest that the taxlsystem should be reformed in order to

strengthen their fiscal system.

Given these measures, the structuralist explanation of



inflation in the LDCs has been criticised on a number of
grounds. " First of 'all. it fails to provide a formal
explanatign of the fact that an increase in the relative price
of food leadstoanon-going inflation, since it requires that the
relative price of food increases continuously and at an
increasing rate in order to account for inflation. Also, the
structuralist hypothesis for the existence_of bottlenecks in
- food production and their inflafion consequences have been
criticised on‘the grounds of empirical evidence, which implies
‘that agriéultural production does respond to price incentives.

It has been suggested by Goode (1984), however, that:-

..Agricultural production ' is responsive to price
incentives and that farmers will accept new and improved
seeds and cultivation methods when they are available and
profitable. Domestic food production can be supplemented
by imports, which, of course, have to paid for by exports”

(Goode 1984, p. 271)

| Secondly, it neglectg fhé wage resistance and industrial
prices to downward pressure, the role of inflationary
expectations, which are considered to be an important factor
in the inflationary process. However, recent empirical studies
in industrialisedA.countries show that the expectation about

inflation cannot be taken for granted.(l)

Thirdly, their explanation of inflation leaves the role of
aggregate demand (or money supply) unspecified which may be
evident in their objeétibn to the use of fiscal and monetary

restraint as a means of dealing with 1nfiat10n, and also

- (1) For more details see for example .
J A Trevithick and C Mulvey (1975), The Economics of Inflation,
Martin Robertson, London, pp.106-125.




" because of their disapproval of the role of monetary policy in

the LDCs as a possible factor in the growth process.

Finélly, one should point out that many of tﬁe étructural
rigidities which are indicated by the stfucturalists which
prevent an economy from achieviﬁg maximum output constitute the
very essential part of being underdeveloped, which are common

in most LDCs.

3.2 Monetarist

In this section we will examine the monetarist approach,
which claims that the cause of . inflation should be sought in
the source of excess demand. According to them, the
development brocess in a less developed country leads to ‘a
mpnetary expansion rate ﬁhat is greater than the rate of
increase in real output. Consequently such expansion will

create an inflationary préssure in the cquntfy.

Thus the mongtarist schoél of thought emphasizes that the.
pressure of monetary demand is the domineering factor in -the °
inflationary pressure. Also they believe that the lnflatipnary
pressures whether gengrated by supply shortages, wage increases
in any other way cannot be augmented themselves into a general
price level and continue to raise prices unless monetary
expansion occures lh fhe economy, or income velocity rises
(which by 1itself is. assumed to be greafly influenced by

monetary expansion).-



This, however, has been emphasised by Friedman (1970)(1)
that:

"...Inflation is always and everywhere <a monetary

phenomenon... and can be produced only by a rapid increase

in the quantity of money than in output."
(Friedman (1970) p.24)

Above that, he also argued that there are many different
reasons for the increase in the quantity of money but he.also
emphasised that nothing will produce a sustained rise in the
price level unless it produces a more rapid increase in the
money supply than output and nothing will halt inflation unless

it causes an end to the exessive rise in .the money supply.

It has also been argued that the relationship between the
quantity of money and inflation may be closer in LDCs than in
the deveioped countries, because the LDCs usually possess a
ﬁuch less sophisticated financial structure and consequently

favour money substitutes.

Therefore, the nature and the causes of inflationary
pressure "~ in LDCs may possess characteristics peculiar to
themselves, which thereby requires different policy

prescriptions.

(1) M. Friedman (1970), "The Counter Revolution in Monetary
Theory", Institute of Economic Affairs occassional paper No.
33.
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Furthermore, let us now examine the main source of monetary
lexpansion in a developing economy. The monetarists, however,
have considered the role of budget deficit as a major
source. (1) Hence, the aim of these countries 1is to
indﬁstrialise and develop, which in fact 1leads these
governments to resort to deficit financing, thereby a sefious

unbalanced budget can cause inflationary pressures.

- Meanwhile, the mqnetarists emphasise that in a country
whére real resources are limited, inflation is bound to be‘
initiate.d, Af govermngnt emphasis is on securing additional
resources withouf other sectors in the economy being willing to

reduce their share of national output,(2)

Hence, the monetarists stress that governments in LDCs
usually finance expenditure by borrowing from the central banks
and this leads to an increase in the money supply and borrowing
from the banking system will expand the private credit as a

result of rising bank reserves.

(1) See for example, A. C. Harberger (1964) "Some Notes on
Inflation", in W. Baer and I. Kerstenetzy (eds), Inflation and
Growth in Latin America, The Economic Growth Center, Yale
University, p.322 and E. Gudin (1962), "Inflation in Latin
America", in D. C. Hague (ed) Inflation, Proceedings of a
Conference held by the International Economic Association,
London, Macmillan & Co. p. 343. -

(2) See for more details E. M. Bernstein and I. G. Patel (1952)
"Inflation in Relation to Economic Development", I.M.F. Staff
Papers, 2(3), p.368.
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Thus, many LDCs have attempted to use some policies in
order to encourage éxports and discourage imports which are
seen through the use of multiple exchange rates. However,
multiple exchange rates usually mean that the central bank is
required to subsidise the diference between import and export
exchange rates. Such action will involve the bank paying more
to exporters for their foreign exchange than it receives from
importers. The result of this policy is that the money supply

will increase.

However, Kjrkpatrick and Nixsn (1976)(1) have summarized the
monetarists analysis of inflation in LDCs by saying that :-

"Inflation originates in and is maintained by expansionist
monetary and fiscal policies, comprising government deficit
spending (coupled with the operation of inefficient state
enterprises and uneconomic pricing policies), expansionist
credit policies and the expansionary exchange operations of
central banks."

E (Kirkpatrick and Nixson (1976), p.136)

The Latin American monetarists also argued that the
effective way of reducing the rate of inflation is curbing the
excess demand through monetary and fiscal policies, control of
wage increases and the elimingtion of over value exchange rates.
Further, they argue that the dominant source of growth in the
money supply is central bank borrowing by the central
government and the most effective way of rate of growth of the
money supply is to block off this source of growth. This can

be done either by eliminating the central government deficits

which the borrowing is being used to finance or by

(1) C. H. Kirkpatrick and F. I. Nixson (1976), op. cit.
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substituting privéte sector borrowing for central bank
borrbwing. However, given the primitive state of LDCs' capital

market, the former is the only real alternative.

Above all, we should also consider the
structuralist-monetarist controversy of inflation in LDCs, and
we should take into account that a rigid separation between

them could be a hazy separation.

However, it is important to note that thé monetarists do
not deny the existence of sfructural rigi&ities and bottlenecks
in LDCs but they emphasize that they are . not structufal or
autonomous in nature. Rathef, they are a result of the price
and exchange rate distortions which are created by inflation

itself and government endeavours to reduce price increases.

For example, Campos (1964)(1) argued that the alleged
structural inelasticity of food supplies is, ip fact, the
result of the frequent administrative control of food prices
imposed by governments in order to protect the urban consumers

and avoid growing pressures for wage increases.

(1) Roberto de Oliveira Campos (1964) "Economic Development and
Inflation with Special Reference to Latin America", in G. M.
Meier (ed) (1976) Leading Issues in Economic Development, 3rd
edition, New York University Press, pp 316-321.
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Such interference in the operation of market forces has had

a discouraging effect on food producers, but this distortion is
induced by fhe administrative controls and is not. inherent in
the structure of land ownership. Also, unfavourable input
pricing has consistently undermined profit opbortunities in
agriculture which has led to low investment in agriculture.
Moreover, they suggested that high prices for some items such
as food are necessary to attract an adequate supply, but this
should be done within the context of overall control of the'
'lmoney supply and the reallocation pf resources should be done
-through market forces. Hence, high prices fbr such items are
compensated by low prices for others, and as a result,

inflationary pressures are not generated.

The monetarists also emphasize that the reason behind the
slow growth of exports 1s policy induced rather than

structurally induced. Thus, Campos added that :-

"the inelasticity of world demand for primary export would
tend to lower the export capacity below import requirements
for growth, rendering necessary an accelerated process of -
import substitution. But, at least initially, import
substitution tends to be inflationary because of the
relative inefficiency of the new industries during the
learning period, this cost pressure being aggravated by the
need for exchange devaluation in attempt to restore
external balance (1976 p.318).

In general, the monetarists believed that the exchange
rates are typically over valued and the development efforts are
used to emphasize the'lmport substitution of'industrlalization
(inward-looking) rather than outward looking policies which are

aimed at maxmizing traditional exports and developing new

lines.
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Nevertheless, the monetarists accept the existence of
constraints and bottlenecks, but the causal relationship is
reversed. Moreover they believe that bottlenecks in the
economy prohibiting growth will be eliminated when inflation is
brought under control. This, however, is based on the argument
that inflation leads to a great waste of resources and produces
distortion which in the long-run might slow down or even stop

economic growth (depending upon the intensity of inflation).

Also, the majority of monetarists recognize the social
priority of development but argue that stable and sustained
growth can only be achieved in an environment of monetary

stability. (1)

Yet, the monetarists have been criticised on the one hand
on the grounds that it 1is too strong to be adopted (in
controlling the money supply), since controls will involve
restrained investment, consequently generate unemployment and
even losses in real output, and will augment the supply
problem, thereby creating political unrest. On the other hand,
some would argue that it is too weak to be adopted (in
controlling the money supply), because without the influence of
fiscal policies it does not essentially control excess demand
nor does it go to the core of the problems generated by the
structural and institutional problem, such as the very limited

financial markets which are dominant in the LDCs.

(1) R. De O, Campos (1967), Reflections on Latin American
Development, Austin and London, University of Texas Press.
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3.3 Summary and Conclusions

Finally, let us summarise and conclude this chapter. First
of all, the LDCs have experienced a long history of inflation
and that LDCs are more prone to inflationary pressure than
developed countries. Thus, the two main schools of thought
were &iécussed which mainly conéefn the origins and the nature
of inflation in LDCs. The structuralists on the one had has
claimed that the basic 'forces of inflation in LDCs are
structural in nature and that inflation is a supply phenomenon.
Thus thg struéturalists have argued that inflation in LDCs was
as a -result of a number of ‘obstacles, bottlenecks and.

constraints, that have prevailed in these countries.

Moreover, the structuralists do not deny that 1nf1ation
could not be sustained without monetary expansion but regard
this as irrelevant. Hence, price stébility would only be
achieved by monetary means at heavy costs such as stagnation
and underemployment resources. In the structuralists view, a
reduction in the money supply would only attack the symptoms of

inflation, but not the underlying cause of inflation.

The monetarists, on the other hand, argue that the causes
of inflation in LDCs arise as a result of the monetary
expansion in excess of real income growth. Also, the
monetarists hold the view that: the only effective way of
reducing inflation, is curbing the excess demand through
" monetary and fiscal policies, control of wage increases and the

elimination of over value of exchange rates. Thus, the
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monetarists do not deny the existence of strucfural rigidities
and bottlenecks in LDCs but they argue that most of the alleged
supply inelasticities and bottlenecks are not autonomous or
structdral in nature, they are instead, a result of price and
exchange rate distortions which are created by inflation itself

and by government at;empts to reduce it.

The overall conclusion which might be suggested is thaf
neither structuralist nor monetarist explanations are
sufficient enough by themselvesvand what we actuallyvneed is to
draw attention to the fact that'inflation in LDCs could be a
result of the combination of both demand and supply factors,
and the problems of inflation in LDCs cannot be divorced from

the problems of underdevelopment and development.



CHAPTER FOUR

Empirical Studies of Inflation by the Strﬁcturalist,

Monetarist and Both Combined

Having earlier explained the theoretical argument of the origin
of inflation in the lLDCs by both structuralists and
monetarists, in this chapter we will review some of the most
important empirical studies for both the étructuralist and

monetarist and both combined.(1)

4.1 Empirical Studies of Inflation: Structuralists

Edel (1969)(2) has investigated the inflationary experience
process which emerged from food supply bottlenecks in qight

Latin American Countries. He tests two main propositions, the

(1) As we noted in an earlier chapter, for a comprehensive
study of both theoretical and empirical approach to inflation
in LDCs, see:

(1) C H Kirkpatrick and F I Nixson (1976) 'The origins of
Inflation in Less Developed Countries: A Selective Review', in
George Zis (ed) Inflation in an Open Economy, Manchester
University Press pp. 126 - 174.

" and

{ii) C H Kirkpatrick and F Nixson (1987) 'Inflation and
Stabilization Policy in LDCs in Norman Gemmel (ed.) Surveys in
Development Economics, Basil Blackwell, Oxford, pp. 172 - 202.

(2) M Edel (1969) Food Supply and Inflation in Latin America,
(New York, Praeger).
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~ first one inVolved that food has lagged behind the required
rate of growth. Secopdly, whether the agricultural iag is also
associated with inflation, balance of payment problems 'and
inflation.- Thus, he also defined the adequacy of food supplies
as the rate of adtonomous growth of production (which may arise
from the adoption of new techniques, increases in labour
forces, and the expansion of production areas etc) sufficient
to satisfy the demand without creating a change in the relative
prices given, income elasticities of demand and growth in real

income.

On this basis, Ede1(1) has also shOwn. that in Mexico,
Brazil and Venezuela, that food production is shown to be
sufficient over the period 1953 ; 62, while in Chile, Columbia,
Peru, Uruguay and Argentina, food production falls beneath the
required level. He also concluded that:

"The trend or autonomous rate of growth of food output

would thus seem to be a more important determinant of the

adequacy of a country's agriculture than the existence of a
positive response to prices... it may be incorrect in these

countries to speak of "inelastic supply" as the central

aspect of the problem, it seems justifiable to speak of

"inadequacy” of production trends in Chile, Columbia, Peru,

Uruguay and Argentina and add inelasticity as a factor,
perhaps in the last three" (Edel 1969, p.41 - 42).

Furthermore, Edel did not find a perfect relationship between
_ food supply and inflation but has concluded that

"...the direction of the relationship is the one indicated
by the structuralist theory that 1less adequate food
production means more inflation, as well as relative rises

in the food prices,. more food imports, and slower growth in
other sectors of the economy” (Edel 1969, p.135-6).

(1) M Edel (1969) op. cit.
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Another example of an empirical study of the structuralist
approach is Kahil (1973)(1) where he has studied inflation in
Brazil for the period 1946 - 63. This study was, however,
mainly to examine the four alleged structural bottlenecks,
namely the agricultural sector bottleneck, the inadequate
mobility of capital, the external bottlenecks, and the effect

on demand and costs of rapid urbanisation. He concluded that:

"the structural weakness of the economy cannot have played
a significant role in the evolution of the price level from
1945 to 1964, and that their aggrevation towards the end of
the period was more an effect than a cause of the
acceleration of inflation" (Kahil 1973, p.327).
Kahil also added that price rises were caused by
"...large and generally growing public deficits, together
with too rapid expansion of bank credit in the first years
and, later exaggerated and more and more frequent
increases in the legal minimum wages" (Kahil 1973, p.329).
He also argued that these factors interacted in such a way that
it was impossible to distinguish cause from effect and the
basic cause of inflation
"Appears to be simply parts of its propagation mechanism -
merely passive elements in an uncontrollable process which
seems to have a life of its own, and dominates the whole
economy" (Kahil, 1973, p.329 - 330).
Finally, he qualified his monetarist conclusion by arguing
that the factors ultimately responsible for inflation were

political rather than economic. Hence, the two policy aims of

the fifties in Brazil where rapid industrialization and the

(1) R Kahil (1973) Inflation and Economic Development in

Brazil, 1946-63, Clarendon Press, Oxford.
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winning of the allegiance of the urban masses whilst at the
same time serving the interests of other politically important
groups such as big industrialists, bankers, merchants and

contractors. (1)

The work of Argy (1971)(2) is also another example of.the
empirical study of the structuralist in which he has provided,
to some'exfent, an econometric analysis of structuralism. In
this study, unlike 6ther. earlier studies, Argy has specified a
forﬁ which is suitable for hypothesis testing. Thus, his
empirical study was mainly to assess the contribution of
structural elenenfs in inflation using cross section data for -

22 developing countries for the period 1958 - 1965.

He has computed a variety of indices, in order to examine
the four structural hypothesis, namely, the demand shift
hypothesis, the foreign exchange scarcity hypothesis, the
export instability hypothesis, the agricultural bottleneck
hypothesis. He also added two additional variables to some of
regression, there were the government budget rate and the rates

of change in money supply.

(1) Kahil (1973), op. cit. p.330:

(2) V Argy (1970) 'Structural Inflation in Developing
Countries', Oxford Economic Papers, 22 (1), pp 73 - 85.
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Argy has, however, found little statistical support for the
four alleged structural bottlenecks, but obtained a much
stronger result when the monetary variable was included as an

independent variable.

Argy's empirical study acknowledges the difficulties
involved in testing'the structural position. Hence it is very
difficult to specify correctly and construct indicators which
represent adequately the four alleged structural bottlenecks.
For example, in order to test the Foreign Exchange Scarcity
hypothesis, Argy uses
(1) The average annual percentage change in terms of trade, and
(ii) the average annual import ratio (import over GDP).
However, these measures are inadequate and do not represent the
capacity to import, and consequently are not sufficien; to test

the balance of payments constraint.
There 1is also reason to believe that a significant
multi-collinearity between the explanatory variable used in the

regression analysis is likely to be in existence.

4.2 Empirical Studies of Inflation : monetarist

Harberger (1963)(1) has examined the dynamics of inflation

in Chile during 1939 - 58. Ever since, his work has become the

(1) A C Harberger (1963) "The Dynamics of Inflation in Chile",
in C Christ et. al. (eds) Measurement in Economics: Studies in
Mathematical Economics and Econometrics in Memory of Yehudi
Grundfeld, Stanford, Stanford University Press, pp 219 - 250.
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most influential and the best 'known empirical study of
inflation inlLatin America. His model is based on a reduced
form single—equation. Thus he used the traditional liquidity
preference function to express the demand for»money. In this
premise, the demand for money is assumed to be stable and a
function of the price level, the level of real income and the
cost of holding money. Thus, the money supply is assumed to be
exogeneously determined and in an equilibrium situation the
price will adjust to equate the demand for money to an existing
supply, provided the level of real income and the cost of
holding money are all held constant. Tnen. the price level is.
expressed as a function of the qunntlty supply of noney, the
level of real income and the cost of holding cash. Thus, the
effects of increases in the money supply on the price level are
assumed to take place over a period of time and thus, the money
supply is included in the equation in the form of distributed

lag.

Hence, Harberger was mainly interested in analyeing the
rate of inflation rather than the price level. Therefore, he
has used the rate of inflation as the dependent variable and
regresses it against the percentage change in money supply
during the present and preceeding year, and the percentage
‘change in real income during the present change. Thus, changes
in velocity caused by expected changes in the cost of holding
idle balances are allowed by intreducinz past changes in the

rate of inflation as an additional independent variable.
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He also attempts to allow for the influence of
structuralist factors by including a wage variable and uses
wage changes as an additional independent variable in

regression equations.

The empirical findings obtained by Harberger appear to
support the monetarist explanation of the causes of inflation
in Chile with sign, magnitude and statisticélly significant at
5% level of each coefficient agreeing with Harberger's
. expectations.- However, Harberger does not adopt a strict
'monetarist position which as a résult seems to support the
argument that:

"These results suggest that one of the major roles of wage
variables was indeed as a "transmitter" of inflation from
one period to the next, responding to the monetary
expansion. of the past period and inducing monetary
expansion in the subsequent period. The wage variable does
not significantly alter the predictions... and in this
sense one does not "need” it... The wage variable does not
add significantly to the variation in the rate of inflation
explained by monetary factors; in- this... one does not
"need" it. But none of this denies that if wage changes’
had tended in the period to be unaccompanied by monetary
expansion, prices would nonetheless have responded. Nor
does it deny that prior wage rises were an important factor
in inducing monetary expansions during the period. It only
says that during this period monetary expansions were .
typically great enough to "finance" prior wage changes, and
that on the top of this, monetary expansions had
independent variations, which also influenced the price
level in much the same way as if they had been accompanied
by wage changes". (Harberger 1963, pp 246 - 47)

Diz (1970)(1) has also used the Harberger model for
studying the relative causes of inflation in Argentina covering
the period 1935 - 62. Using both wholesale prices and the cost

of living indexes as dependent variables. While the

{1) A C Diz (1970) "Money and Prices in Argentina 1935 - 62",
in D Meiselman (ed) Varieties of Monetary Experience, The
University of Chicago Press, Chicago and London, pp 71 - 162.
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independents are variable: the money supply with two
definitiéns whereas one includes and the other excludes savings
and time deposits; real income, an index of nominal wéges, the
official exchange rate; and a measure of price expectations,
represented by the lagged inflatioh as a proxy fof the cost of

holding money.

The empirical findings obtained by Diz appear to show the
expected signs of the coefficients of the money supply, real
income, and expectations énd are all significant at 5% level.
While the wages coefficient are found to be insignificant and
exchange rate coefficients , although significant, suggest a
high inelastic response of prices to changes in the exchange

rate.

The conclusion which can be derived from the Diz empirical
finding is that changes in money supply have a substantial
‘impact on the rate of inflation and this, however, can be
considered evidence in support of the monetarist view of the

causes of inflation.

Furthermore Vogel (1974)(1) has also extended the Harberger
model to 16 Latin American countries and his study which covers
the period 1950 - 69. Using the consumer price index as a

dependent variable, while the independent variables are the

(1) R C Vogel (1974) "The Dynamics of Inflation in Latin
America 1950 - 1969", American Economic Review, Vol. 64, No. 1,
March, pp 102 - 114.
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money supply (which is defined as currency plus demand
deposits), real income (which is defined as nominal GNP
deflated by consumer price index) and finally past changes in
the rate of inflation (as a proxy for the expected cost of.
holding real balances). Thus, all variables are annual and are
expressed in the terns of the percentage change. Also, the
strucfufal.variables such as ﬁﬁée changes and exchange rate

changes are excluded from a model.

Vogel's findings are based on the pooled data and show a
high lével of overall explanatory power, and the estimated
coefficients of the explanatory vhriables have ‘exhibited the‘
correct sign and are statistically aiéniflcant with the
exception of the lagged changes in the inflation rate of
variables. But his findings on the basis of the individual
countries were less favourable and they revealed considerable

cifferences between countries.

Finally he concluded his study by saying that:

"The most important of the present study... 1is that a
purely monetarist model with no structuralist variables,
reveals little heterogeneity amongst Latin American
countries, in spite of their extreme diversity. The
substantial difference in the rates of inflation among
these countries cannot, under the present. model be
attributed to structural differences, but must rather be
attributed primarily to the difference in the behaviour of
the money supply". (Vogel 1974, p.113)

Vogel's attention, however, was aroused while he was
reviewing earlier work by Harberger (1963)(1) and Diz (1970)(2)

a1 inflation in Latin America.

(1) A C Harberger , 1963, op. cit
@) A C Diz, 1970, op. cit.
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He has found that extremely different_ conclusions had been
reached from  similar findings about the
monetarist~structuralist controversy. The three of them came
to the .same conclusion that nonéy supply may not be exogenous
in every Latin American country and have suggested that further
research was needed on the determination of the money supply

and that structural variables could be added to the model.

4.3 Empirical Studies of Inflation: Combined Model of Both

Structuralist and Monetarist

There has been a growing dissatisfaction with the sharp
division between monetarists and structuralist models. This,
however, has led many researchers to integrate both elements of

approaches.

Thus Seers (1982)(1)  has enﬁhasiéed the need for
integration of both elements in a hybrid model. In the light
of this Akhtar (1975)(?) has constructed a general model to

"explain the causes of inflation, with special reference on the
structure of developing countries. (This study covers the

period 1951-70 for India and 1951-72 for the Philippines).

(1) Dudley Seers (1982) 'Inflation: The Latin American
Experience', Bulletin of Latin American Research, 1, (2) May
pp. 79 - 88.

(2) M A Akhtar (1975) "The Inflation Problem in Developing
Economies, India and the Philippines' The Indian Economic
Journal, Vol. 23 (2), October - December, pp. 144-165.
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However his empiricél analysis is geared to concentrate on the
monetarist éxplanation of inflation, the contribution of fiscal
deveiopmept variable (budgetv deficit) to . inflation; the
influence of foreign tradé variable on inflation, and finally,
the simultaneous application of all relevant explanatory

variables of inflation.

‘The empirical findings from his study suggest that the
monetarist model yields considerably better results for the
Philippines than for India. The regression coefficients of
current rates of growth: in money subply and lagged pates of
growth in the money supply, and current rates of growth of real
inéome, and the past changes in the raté of inflation explain
about 65% of the observed variance of the rate of inflation in
the Philippines. The estimated coefficient of the explanatory
variables have exhibited the correct sign and are satistically
significant at the 5% level. The additional lagged of one year
in the rate of growth in income (as a proxy for a permanent
income in the model) increases R2 to 0.721 and its regression :
coefficient exhibit the correct sign and is sigqificant at the
5% level but its inclusion decreases the regression coefficient

of the cost of holding real balances.

The empirical findings of the simultaneous applications of
the relevant explanatory variables of inflation (i.e: the
monetarist explanation of inflation, inflation and development
and inflation and the forgign sector), vyields a significant
improvement in the explanation of -inflation in bqth India and

Philippines than in the basic monetarist model.



 The results also indicate that all three types of vériables
have exertéd some pressure on the rate of inflatioﬂ in India.
In particular "the rate of growth in the money supply, laéged
one year, remains the most Significant explanatory variable of
the rate of inflétion in India. The current'rate of growth of
industrialisation is a very close second. The remaining
variables do not appear to be important in contributing to an:

explanation of inflation in India". Akhtar 1975, p.160)

.While the empiricél findings of simultaneous application of
~all three Variables in the case of .the Philippines revedls that
the inclusion of non-monetarist variables produces somewhat
less improvements in the explanatlon of inflation it appears
that the inclusion of the foreign trade variables (the rate of
change of import prices) is insignificant. But the inclusion
of the rate of change of the ratio of total imports to total
ihcome to the monetarist ﬁodel, accompanied by the lagged one
year in the growth rate in real inéome  (as a proxy for
permanent income), produces a significant increase in the

adjusted R2.

Thus, the questions relating to whether or not the money

supply is exogeneously determined has emerged from his work.

He argued that:
"if the money supply increases in response to other forces
such as wage rates, industrialisation, etc., some inflation
is an inevitable result of the structural factors
underlying changes in the money supply. The evidence in
this study strongly suggests the existence of powerful
structural influences on inflation in a developing econonmy.
(Akhtar, 1975, p.163)

He also partially attributed the inadéquacy of the basic

monetarist model by arguing that the degree of inflation may be



a necessary consequence of the mobilisation of economic
resources through attempting development policies and he
addresses the growing concern of the effect of openness on

inflation.

Another example of the integration of both approaches can
be seen in the work of Wachter (1976)(1) in which she has
developed a reformulated structuralist model, in which the

relative prices affect inflation rates from a clearly specified

theoretical framework. In her analysis, food prices are
assumed to be more flexible than non-food prices. She has
argued that:

"If prices rise in agriculture, even if aggregate demand is
not excessive, inflation results in the short run. This
comes about as follows: if excess demand prevails in
agriculture, balanced by an equivalent amount of excess
supply elsewhere, agricultural prices will rise in response
to the excess demand in that sector, but prices outside of
agriculture will not fall an equivalent amount.... Once
inflation becomes anticipated and these expectations are
validated by monetary and fiscal policy, an ongoing
inflation is possible at the equilibrium expected rate"
(Wachter 19768, p.136)

This inflation rate cannot, however, proceed in the long
run without changes in government policy namely, an increase in
the rate of monetary growth. Wachter emphasizes this by saying
that:

"...for the higher inflation rate to be méintained, money

supply must respond; but it is quite possible that money

_supply is passive and does respond to higher prices".
(Wachter 1976, p.136)

(1) 8 M Wachter (1976) Latin American Inflation: The
Structuralist-Monetarist Debate, Lexington, Massachussettes
D C Heath.
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Wachter has also tested the monetarist (Harberger) and the
reformulated structuralist models for four Latin American
countries (Argentina, Chile, Brazil and Mexico). The
conclusion derived from her study reveals that:

"the empirical results... support a broad model of

inflation. The findings of significant coefficients with

anticipated signs for the demand-pull and expectational
variables in the Harberger and Phillips curve equations are
consistent with the Latin American monetarist argument that
excessive aggregate demand is responsible for inflation.
" However, the reformulated structuralist model 1is also
substantially supported by the finding... of a significant.
and positive coefficient for the rate of the change in the

relative price of food". (Wachter, 1976, p.137)

Thus, by using a technique developed by Sims, she has
tested the existence of a passive money supply in a two-way
regression between prices and money and has concluded that "the

structural hypothesis of a passive money supply cannot be

rejected for Brazil, Chile or Mexico" (Wachter, 1976, p.137).

The results also reveal that structural disequilibriums had
an impact on the Argentinian inflation rate in the.short run,
but in the long run, because the monetary authorities rejected
to accommodate structural inflation, the existence - of
structural constraints did not result in a‘perslstently higher
rate of inflation. Moreover, Lowinger (1978)(1)‘has tested a
new modified version of the Harberger model, by including an
(1) T C Lowinger (1978) "Domestic Inflation and Exchange Rate

Changes: The Less Developed Countries' Case",
Weltwirtschaftliches Archiv, 114, p.85-100.
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additional independent variable (exchange rate variable) to the
model and also data from four LDCs (Brazil Colombia, South

Korea, and the Philippines).

The conclusion derived from his empirical results indicate
to some extent a considerable agreement with earlier studies by
Harberger and Vogel. He also argued that:

"For open economies, the naive quantity theory model is

‘inappropriate and that allowance must be made for

economies' interactions with the rest of the world".

(Lowinger 1978, p.96)

Because it seems to indicate that for relatively open
economies, a variable exchange rate would impose an additional

cost and consequently would contribute to the inflationary

process of a country.

Af terwards Leventakis-(1980)(1) investigated the causes of
inflation in Greece for the period 1963 - 1977 using quarterly
data following the monetarist hypothesis as well as a

combination of monetary and cost-push factors.

However, the result derived from the monetarist model is
consistent with the findings of several earlier studies (e.g.

Harberger, 1963; Vogel 1974; Lowinger, 1978).

The empirical findings of the combined model suggesf that

import prices and wages are significant but do not

(1) J A Leventakis (1980) "A Monetary Interpretation of
Inflation: the Greek Case", Weltwirtschaftliches Archiv, 116,
p.551 - 559.
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substantially improve the overall explanatory power of the

model.

Levantakis has also paid attention to the question. of
whether or not the money supply is exogeneously determined. He
argues

"despite... that inflation and changes in the money supply
are highly correlated, no definite conclusions can be drawn
about an underlying cause, because part of the money supply
may not be exogenous. In particular, changes in cost
variables may create pressure on monetary authorities to
accommodate, that is to react by raising the money supply".

(Leventakis, 1980, p. 556)

A recent study of the combined model has been tested by.
Bhalla (1981).(1) In this approach he has basically included
structural variables such as the percentage change in the
relative price of food and the percentage change of import

prices to the basic Harberger monetarist model to form what he

so called a "hybrid reduced form model".

The model applied to annual time series data for 29

developing countries, covering the period 1956 - 75.

The conclusion derived from these empirical results is that
for all the countries in question, the hybrid mbdel' was a
better prediction than the basic Harberger monetarist model,
' and the structural variables turned out to be important factors
as contributors to inflation. . Thué, the money supply
variables aré significant in both models (Harberger and the
(1) S S Bhalla (1981) 'The' Transmission of -Inflation Into
Developing Countires', in W R'Cline and Associates (eds) (1981)

World Inflation and Developing Countries, Washington DC : The
Brookings Institution, pp. 52 - 101.




.hybrid).

The main short coming of a so-called hybrid model of inflation
may emerge from the existéncé of multicollinearity between the
structural variaﬁle and the supply variables.. Hence, the
introduction of the structural variables affecting the
coefficients of the money supply variable. Thus, they (hybrid
models) may be insufficient to test the structuralist argument
concerning the causes and controlling the inflationary process;
by herely adding proxy variables for structural factofs to the
 basic monetarist (Harberger). Although the;r inclusion will
‘almosﬁ certainly increase the overall explanatory power of the

equation.

However, when it comes to identifying and measuring
structural constraints the problems remain. One of these being
how‘to relate them to the prdcess of growth and change which is
occuring in  the LDCs; more especiﬁily ﬁith respect to-
industrialisation - and then constructing a genuinely

structuralist model of inflation.(l)

Recently, anéther empirical work of the combined model has
been investigated by Saini (1982)(2) using data taken from'the
experience of six Asian countries (India, Philippinés, South
7 Korea, Sri Lanka, Taiwan and Thailand) and using different
types of measurement for both income (actual and permanent) and
the money supply (Mj; and My definitions).

(1) see C Kirpatrick and F Nixson (1987), op. cit. p.183
(2) Krishan G Saini (1982), "The Monetarist Explanation of

Inflation: The Experience of Six Asian Countries"”, World
Development, Vol. 10, No. 10, p.871 - 884,



The conclusion derived from this study is that earlier
studies on inflation (using basic monetarist Harberger model)
which has concentrated on the experience of a high inflation
rate in Latin American countries. But they were in avbetter
position in terms of predicting that when this type of model is
applied to the six Asian countries, which have experienced both
low and moderate inflation rates. The empirical results,

however, reveal that:

"The growth of the money stock was not the primary source

of inflation in these countries".

(Saini, 1982, p.871)

He also attributed the failure of the basic monetarist
model to explain the prices in Asian countries to:

"partly to monetization of these economies which makes the

growth of the money stock endogenous, and partly to its

rigid specification which excludes the impact of the

various domestic and external cost pressures" (Saini, 1982,

p.871).

However, for testing for the validity of the impact of
structural variables (such as the behaviour of prices of
imported goods on inflation) by including it to the monetarist
model, provide a support for the view that import prices can
play a major factor which intensifies the inflationary pressure
in developing countries. The conclusion can also be derived
from Saini's study that "monetary discipline may be, by and

large, 1ineffective 1in controlling inflation in moderate

1nf15t10n countries" (Saini, 1982, p.871).

Nugent and Glezakos (1978)(1) were, however, unhappy with

(1) J B Nugent and C Glezakos (1978) "A Model of Inflation and
Expectations in Latin America", Journal of Development
Economics, 6 (3), pp 431 - 448.
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the existing model for explaining inflation in developing
.countries. They have therefore constructed a model which they
_belieﬁe to be more realistic in explaining inflation in Latin
American countr;es. Their model is appending a simple model of
expectations formation to a simple macroeconomic simultaneous

equation model of aggregate supply and demand.

Using simultaneous equation estimation techniques, i.e. two
stage least squares (TSLS) and ordinary least squares (OLS),
to a pooled sample of time series data for 16 Latin American

countries for the period 1950 - 1969.

The conclusion obtained from their empirical study is that:

"(i) Among the developing countries of Latin America there
are similarities 1in the process of inflation among
countries grouped by common characteristics, but these
patterns vary significantly between groups.

(1i) Attempts to explain or predict short-run behaviour in
less developed countries with theories based on
institutional and soclo-economic characteristics of
developed countries or long-run relationships such as the
monetarist model of inflation may not always succeed.

(iii) In contrast to the results of earlier studies...
Changes in exchange rates and in the opportunity cost of
holding money play important roles in the inflationary
processes of certain countries.

(iv) Permanent income seems to be a more significant
determinant of the demand for money and hence of prices
than transitory income". (Nugent and Glezakos, 1978, pp.
445 - 446).

Thus, the conclusion obtained from their empirical work is
that they have supported their revised hypothesis and have
given new insights of how the relationships between the actual
and expected rates of inflation, the rate of income growth and
the growth rate of the monéy supply are determined in

developing countries.
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As we earlier pointed out, studies by Harberger, Diz and
Vogel, have indicated that the moﬁey supply may not be
exogenous in every Latin American country and the importance of
the role of money suggests that further research is needed for

its determination.

Another example of an attempt to combine the monetarist and
structuralist model is found in a study done by Dutton (1971(1)
in which he has incorporated an endogenous money supply and

formulated a hypothesis to comprise the whole systenm.

However, this model is based on four equations: the rate of
change in the price level, the rate of change in the money
stock, the rate of change in monetary base and the rate of
deficit expenditure in nominal terms which are simultaneously
determined. The money supply stock used in Dutton's model is
defined as currency outside banks pius demand deposits held by
the public. The monetary base includes currency held by the
public plus bank resepves. Government deficit is expenditure
minus tax receipts of the central government and the price

level 1is measured by the consumer price index.

The expected rate of price changes has been used as
additional explanatory variables in the price equation. The
period of investigation by Dutton is the second quarter of 1958
through the fourth quarter of 1966, and the model was tested on
(1) D S Dutton (1971) "A Model of Self-Generating Inflation:

The Argentine Case", Journal of Money Credit and Banking, Vol.
3, May pp. 245 - 262. ‘
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data taken from Argentina. He éoncludes that the system of
fodr_equatlons under the assumed institutional structure has
performed - reasonably well in describing the inflationary
process in Argentina for the period covered, with sign,
magnitude and significant at 5% level of each coefficient in
the model agreeing with Dutton's anticipations. However, the
conclusion derived from his study

"on the effects of the rate of monetary expansion on the

rate of price level change.... implies that an increase in

the money supply increases the price level after some time
lag, and that after about two years over 95% of the effect
of the money supply increase on. prices has been felt"

(Dutton (1971), pp. 61)

The work of Aghevli and Khan (1977)(1) has been considered
to be another influential example of é combined model of
inflation explaining the origin of the inflation process in
developing countries. The model applied on data taken from
Indonesia for the period 1951 - 72. Their approach is mainly
an attempt to stress the role of feedback between inflation and
increases in the money supply. However, they have even argued
that inflation in Indonesia was basically a monetary phenomenén

and that monetary expansion of itself is linked to the rate of

inflation through the influence of government budgets.

The Aghevli-Khan model, like that of Dutton, uses four
relationships. Their model is based on four first order
differential equations determining simultaneously the rates of

change of price, real government expenditure, nominal tax

(1) B B Aghevli and M S Khan. (1977) "Inflationary Finance and
the Dynamics of Inflation: Indonesla_ 1951 - 1972" American
Economic Review, 67 (3), p.390 - 403.
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-fevenues and fhe money supply by using the Full Information
maximum likéllhood (FIML). Thus, they defined the real value
of government expenditure as a constant fraction of real 1nc§me
while they defined the desired level of nominal taxes as a

constant fraction of nominal income.

In comparison, price level, money supply, deficit and
monetary base were endogenous variables in Dutton's model.
While price levél, real government expenditures, nominal tax

revenues- and goney subply constitutes endogenous variables in
.Aghevll—Khan's model. The deficit, therefore, is brokeh down
‘into §ariab1es (ie expenditure  and tax fevenues). In the
Aghevli-Khan model each is tqkén separately as dependent
variables while in Dutton's model the deficit is not
disaggregated. Both models have the same definition of money
and basically use variables which are pre-determined. The only
difference being that 'ln' fhe AghevlL-Khan model, the lag
structure 1is estimated whilst the Dutton's model Iags are

arbltrdrily imposed.

Their empirical result revealed that all parameters in the
model have the expected signs and are significantly different
from zero at the 5% level. However, the conclusion derived

from work is:

"The resultant budget deficit increases the money supply
and induces further inflation pressures...This model seems
to explain the Indonesian 1inflation quite well".
(Aghevli-Khan, 1977, p.401) :
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Aghevli and Khan 1978(1)  have also éxtended the model
proposed‘ by them to Indonesia (1977) to investigate the
government deficit and inflation process in four developing
countries (Brazil, Colombia, the Dominican Republic and
Thailand) for the period 1961 - 74, Except Brazil, which
covers only 1964 - 74, due to the limited availability of data

on government revenue and expenditures.

In general, the empirical result has demonstrated that it
had supported the theoretical expectations regarding the ;alues
of parameters, the behaviour of the price level, and the
dynamic stability properties of the estimated model during the

period covered by the investigation.

However, their conclusion has also provided support for
their earlier work on the dynamics of inflation in Indonesia
(1977), that fiscal deficit can play an important role in the
‘original force and the propagation mechanism in the
inflationary process in developing countries and government
deficit tends to perform a destabilizing role. Therefore, the
deficit in turn can be explained by the fundamental difference
which arises from the behaviour of government expenditure and
revenue during an inflationary process. This has been
emphasized by Aghevli-Khan by saying that:

"Even 1if government fully recognises the need to restrain

expenditures during periods of inflation, they find it

difficult to reduce their commitments in real terms. On
the other hand, in contrast to the situation in most
developed countries, where nominal revenues often more than
keep pace with price increases in developing countries
(1) B B Aghevli and M S Khan (1978) "Government Deficits and

the Inflationary Process in Developing Countries", I.M.F. Staff
Papers, 25, pp 383 - 416.
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they lag substantially behind. The contrast arises both
because of low nominal income elasticities of tax systems
and long lags in tax collection in developing countries.
In any event, tax systems in developing countries depend
rather heavily on indirect taxes and, in particular, on
foreign trade taxes....Further, indirect taxes in
developing countries are often specific and even when they
are ad valorem, the adjustment of base values for some of
these taxes is not frequent enough to keep pace with
inflation"
(Aghevli and Khan, 1978, p.391).

Inflation does, however, perpetuate itself through an
initial inflationary shock, which ip turn, leads to an
exbansion of budget .deficits and consequently leads to an
expansion in the money supply.- The increase in. the money
supply results in an increase in price levels. Therefore,
inflation induces fiscal deficit, which can Be explained in
terms of the structural constraints on the fiscal system, which
is prevailing in LDCs, and therefore, has become one of the
dynamic forces behind sustaining inflation in developing

countries.

The Aghevli and Khan model can be criticiséd by the
étructuralist view for presenting a somewhat superficial and
mechanical explanation of budget deficit and has failed. to
identify the determiﬁant factor for both government
expenditures and revenue and also, of'failing to take into
account the characteristics of the inflationary situation in

developing countries. (1)

(1) For more details see P S Heller (1980), "Impact of
Inflation on Fiscal Policy in Developing Countries”, I M F

Staff Papers, 27, pp 712 - 48.
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Batavia and Lash (1983)(1) is also another example to
substantiate the earlier work of Dutton, and Aghevli and Khan.
Their investigation is based on the annual data taken from

Turkey for the period of 1950 - 1975.

The model consists of five equations and an identity.
Thus, the relationships are estimated simultaneously using
three stage least squares (3SLS). However, the first equation
measures the impact of prices on government expenditure. The
second equation measures the impact of prices on tax revenue,
the third equation measures the iﬁpact of inflation on
agricultural State Economic Enterprise (SEEs). The fourth
equation posits that public sector deficits are financed
primarily through the creation of a monetary base by the
central bank and thus through increases in the money supply.
The fifth and final equation links the money supply ana prices.
Theirelatiohship is, however, determined by using the demand
for real balances, which are taken to be a function of two
major variables, i.e. the real GNP and inflationary

expectations.

The conclusion derived from the findings provides support
for their expectations that

"Turkish inflation has a feed back mechanism. Thus,

the Bank of Turkey's monetization of public sector deficits
causes inflation, an increase in inflation causes a further
increase in public sector deficits, thereby causing yet
another round of inflation. The results of the Sims test
support this hypothesis of two-way causation. The primary

(1) Bala Batavia and Nichalas A Lash (1983), "Self-Perpetuating
'Inflation': The Case of Turkey", Journal of Economic
Development, Vol. 8, Part 2, pp. 149 - 66.
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cause of this inflation is the relatively slow adjustment

of government tax revenues to higher levels of inflation.

Actual government expenditures adjust to desired

expenditures instantaneously while tax revenues have an

average lag of 0.5 vyears. Inflation also was found to
increase the deficits of the State Economic Enterprises
directly financed by the Bank of Turkey. Both deficits,
once widened, seem to impel an increase in the money supply
which increases an increase in the price level".

(Batavia and Lash, 1983, p. 164)

To conclude this chapter(l) we begin by criticising the
argument which has been put forward by both monetarists and
structuralists. On the one hand the monetarist can be
criticised for fhe treatment of high correlation between the
monetary variables and the inflation rate as a means of
evidence of causation, and also for failing to explain the

fundamental causal relationships which exist between structural

constraints, monetary expansion and inflation.

On the other hand, the structuralist can be criticised for
the fact that they often devote insufficient attention to the
propagation mechanism in general and the expansion of the money
supply in particular (which however 1is considered to be a
necessary condition other things being equal for the-
manifestation of the spiralling price rises). The
structuralist expresses the opinion that an increase in the
money supply is merely complaisant and tends to conceal the
broader social economic framework whether this policy option is
adopted or forced upon the economy by the government. Both the
structuralist and the monetaris; have~ accepted the argument

that changes in the money supply happens as a response to

(1) See C Kirpatrick and F Nixson (1987), op. cit.‘p.181
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political factors but the basic question remains unanswered as
to whether or not these changes are actually permitted or are

they a cause of the inflationary process.

Furthermore the various studieé described abové reveal the
difficulties that <can arise in attempting to identify
empircally the relative importance of the structural and
monetary factors that characterise the inflationary situation
in LDCs. Hence, the problem of inflation cannot be separated

from the problems of underdevelopment and development.

Thus, the empirical studies on inflation in developing
countries by the monetarist model and the combined model have
been derived from the money demand function, which has also
been surrounded by the following issues: the appropriate
definition of the money supply, choosing the appropriate number of
lagged periods in money supply, the stability of money demand
functions, the appropriate measure of the cost of holding
money, the monetization rate, choosing the appropriate income
deflator, choosing between the measure of income and the
appropriate measure of permanent income, whether or not the
money supply and real income are exogeneously determined (which
implies whether to use single equation models or simultaneous
equation models), and whether or not to assume the economy is

closed or open.
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CHAPTER 5

The Relationship Between Economic Growth and Inflation

v Having earlier reviewed the empirical studies of inflation
in LDCs, in this chapter we will examine the behaviour of the
prices in Jprdan for the period'1966 - 1985, which implies that
an 1nquify into the conditions surrounding the price level. We
will also examine the impacf of inflation on the growth in GDP
. as well as the impact of the growth in GDP on the inflation in
Jordan for the‘per;od 1968 - 85, and the factors which could be

responsible for the economic growth in Jordan.

5.1 Historical Background of Inflation in Jordan

Before we examine the rises in the price level in Jordan
let us state that the availability of price data in Jordan has
restricted us to choose the cost of 1living index as an
indicator of the general price level. Although this does not
actually represent the inflationary experience of the entire
counfry, hence, the cost of living index is based on a limited
sample of goods and services purchased in major urban areas and
is therefore unrepresentative of the consumption patterns of
the majority of the Jordanian population résiding in rural
areas. Therefore, the 1ndéx is usually criticised because it
fails to reflect the quality chahges taking place in consumer
goods as well as the addition of new products, and that it
reflects the lower prices from improved methods of distribution

very slowly.
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Thus, it 1is aiso difficult to interpret, and this
difficulty may arise by the practice of the Jordanian
government which involves direct subsidies and price controls
on some essential commodities that play a key role in the
consumer price index, causing a downward bias in the general
index. Despite our'acknowledgement of its shortcomings, the
cost of 1living index in Jordan still remained the only
consistent series of data available and the most accurate and

meaningful measure for a general use.

However, during the fifties and sixties, up to the outbreak
of the Arab-Israel war in 1967 Jordan was enjoying relative
price stability with prices increasing at an average rate of

inflation of 2%.

With regard to the period 1966 - 1986; the cost of living
index in Jordan (1975=100) is represented in Table 5.1 and
whereas the general price level has risen from 51.96% in 1966
.to 225.30% in 1985 this represents a compound growthrate of 8.03%
during the period (1966 - 1985). It is worth mentioning here
that this inflation took place inspite of generous subsidies
and price controls on rent and essential commodities by the
government. Therefore, if inflation had not beeﬂ officially
repressed, price increases would have been much more pronounced

than actually recorded by the cost of living index.

During this period, Jordan has witnessed unprecedented

changes. One of these changes has emerged from the political
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instability in'particular, the consequence of the Arab—ISraeli
War (1967),' which has presented new social and economic
problems to the economy. For example, the absorption of
refugees into the economy haé forced the government'to'increase
its expenditure in order to meet the population needs, given
the fact that government resources are limited. Thus the
absorption of refugees has created a demand for housing in
towns which consequently implies high rents and the absorption
of refugees in géneral has also increased the demand for food

and consequently put pressure on food prices.

Dufing this period and especially aftef 1973, Jordan has
launched a three and five year developnent programme after a
period of stagnation and recession that has prevailed in the
Jordanian economy. Implementing these programmes has generated
an excess demand for goods and services which in turn has

created inflationary pressure.

Thuﬁ,,during this period and in particular after 1973, the_
world has witnessed a sudden . jump in the = international
commodities priceg; followed by a sharp increase in oil prices
by OPEC which has two main repercussions on the Jordanian
economy. One of these repercussions is the cost of impofted
crude oil which has increased sharply and consequently has
triggered off inflationary pressure. The other reprecussions
which arise from an linCrease in o0il prices means that oil
revenue in Arab oil producing countries has increased and this
~ has meant an increase in the economic activities in these

countries. This has subsequently led to an increase in demand
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for Jordanian products and labour (migration of Jordanians to
Arab oil producing countries has increased) and thereby prices
and wage levels in Jordan have been affected by the excess

demand which was generated from abroad.

Let alone the effect that has arisen from the increasing
remittances of the Jordanians working in these countries, which
has resulted in rapid growth in the money supply, and
consequently has put some pressure on the availability of
resources in the Jordanian économy as well as increasing ihe
demand for imported goods and thereby has contributed to the

inflationary pressure.

Moreover, during this period Jordan has experienced a rapid
increase in money supply which in turn has a result of the
érowing net foreign assets, credit to the private sector,
credit to municipalities and public entities, and by the credit
to- the government. Thus, during this period, (1966-1985),
monetary expansion couldn't be absorbed and consequently this

may be reflected in price rises.

As for the role of the 1nd1vidug1 components of the cost of
living index (1975 = 100), the price of foodstuffs has
increased from 37.32% in 19668 to 192.675% in 1985. This,
however, represents an annual average growth rate of 9.02%
during the period. This growth in food prices has taken place
inspite of generous subsidies and price controls on essential
commodities such as sugar, wheat, rice, oil etc. Thus, the

"price of foodstuffs has taken place inspite of government
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attempts to secure availability of foodstuffs by direct
involvement in resorting to import foodstuffs. Therefore, if

all these policies are not in practice, foodstuff prices would

have been more pronounced than actually recorded.

" However, the growth which occurred in the prices of
foodstuffs still  remained the largest increase in the
‘ componeﬂts'of the cost oflliving index (9.02%). Thus, it is
also .important because if there is a small change in the price
of foodstuffs, then it‘ would be significantly felt in the
' general price level. Hénce. it weights 48.2% in the.basket of
the cost of 1living indek. Therefore, the most significant
annual rate of change in the price level of foodstuffs has
occurred in 1969, 1973, 1974, 1975, 1876, and 1977 and recorded

16.69%, 19.46%, 31.07%, 17.18%, 14.62% and 14.19% respectively.

Moreover, the growth in the prices of foodstuffs can be
attributed to many factors, namely because during this period,
Jordan has, and is still suffering from limitéd water
reéources, coupled with fluctuations in rainfall and dry
weather conditions (i.e. drought) which has 1limited the
expansion of agricultural broduction. Hence, the agricultural
production in Jordan depends heavily on rainfall. Therefore,
any fluctuation in agricultural output implies that one would
expect food prices to fall during years of good hafvest, and to

rise sharply during drought years.

In addition, during this period Jordan had experienced a

rapid growth 1in per capita income, a rapid growth in
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population, and increasing demand in the Arab neighbouring
countries for Jordanian products. In particular the demand for
vegetables and fruits in 1977. This, however, has put
signifidant pressure on the demand for foodstuffs and

consequently on the domestic price of foodstuffs.

Moreover, the political instability during 1967 - 71 has
played a significant part in the escalation of food prices.
For example, in 1967, the Arab-Israeli War resulted in the
occupation of the West Bank ﬁnd the 1loss of a thriving
agricultural sector there. This was followed by thé shelling
of the East Ghor Cannal (Irrigation area, the country's major
development project and the most productive area) by the
Israellis. Consequently, this forced farmers to flee, and
subsequently has contributed to expansion of agricultural
defic;f and thereby has geﬁerated a pressure on the price of

food.

The second major component of the cost of living index is
the price level of other goods and services which includes
transportation, medical care, personal care, education and
recreation and others. As to the price of other goods and
services (1975 = 100), these have increased from 68.96% in 1966
to 315.81% in 1985, This, however, represents ’a compound

growth rate of 8.33% during the period (1966 - 1985).

Therefore, the most significant annual rate of change in
the price level of other goods and services has occurred in

1970 and between the period 1974 - 1982 have been recorded
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respectively as 7.868, 6.28%, 14.75%, 12.13%, 18.42%, 14.92%,
16.59%, 19.98*,'9.70%, and 13.13%. The growth, however, was a
result of mény factors, namely the rapid increase in the demand
for education, accompanied by a rise in the transpdrtation cost

of import and communication fares.

The third major component of significant importance in the
cost of 1living index, is the price 1level of clothing and
footwear. However, the price of clothing and footwear (1975 =
100) has witnessed a rapid increase from 58;77x in‘1966 to
264.81% in 1985. This, hdwever, represéﬁts an annual average
growth rate of 8.24% during the pefiod. Therefore, tﬁe most
significant annual rate ofl change in the price 1level of
clothing and footwear has occurred in 1977 and also in 1981 and

is recorded as 29.50% and 23.57% respectively.

The fourth major component of importance of the cost of
living index, is a rise from the price level of hoqsing (1975 =
100) which has also witnessed an increase from 69.45% in 1966
to 230.297% in 1988. This, however, representsﬁ a compound
growth rate of 6.51%. It is worth mentioning here that, this
growth does not represent the true picture, hence fuels are
subsidised by the government and old rents are fixed by Law.
In Jordan, however, a property owner cannot increase the rent
or evict a tenant as long as the latter 1svregu1ar1y paying the
rent. In reéent years, the go;ernnent has allowed some
adjustment on the oldbrent, but it‘still remains very small.
However, rent increases have théreforé bgen reflected:malnly in

newly constructed housing. Therefore, if the government adopts
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a relaxed policy towards subsidies and rent control, then the
increase in housing prices would have been more pronounced than

actually recorded.

Therefore, the most significant annual rﬁte-of change in
the price level of housing ha§ occurred in 1970, 1974 and
between the period 1976 - 1980, and also between the period

1982 - 1983, which respectively recorded, 6{62%. 8.35%, 6.81%,

7.45%, 10.40%, 28.48%, 7.70%, 7.95%, 7.95&, and 8.83*.v

| The zroﬁth, however, was attributed to many factors, ﬁamely
because during these periods Jordan has .witnessed a rapid
increase in the demand for construction material and housing
~following the implemention of the three and five years

development plhn.

Thus, during this period ihere has been a rapid increase in
income, migration from rural to urban areas and élso an
increaée "in the inflow of Lebanese refugees after the 1976
civil war which has pldyed ah important role in creating a
shortage of not only available 1living quarters but also
construction material as well. The result was an upward pise

on priges of both construction and housing costs.

Thus during the period Jordan has also experienced a rapid
increase in the demanﬁ for housing as well as an increase in
the price of land following the rapid increase in the
remittances of Jordanians working abroad, which tends to prefer

investment in land because it would be a slgnificant means of
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protecting against inflation as well as the fact that <land
trading was not subjected to heavy taxes, and, to a certain
extent, this can be attributed to paucity of alternative
investment opportunities stemming at least, in part, from
controls by central bank on interest rates which can Be paid on
commercial deposits rendering these unattrpctive outlets for

remittance.

Moreover, during this pgriod, remittances was challenged
towards investment in land and in luxurious housing, which was
considered to be unproductive and does not add to the aggregate
supply but at the same time, it increases the demand for land
and housing materials and consequently it would add to 1land
prices escalating and a shortage in housing materials, and the

result was an upward rise in housing prices.

5.2 Economic Growth and Inflation

This topic was a hot issue 'in most LDCs in the 1960s, and
has been examined by many economists notably, Tun (1959)(1),

Bhatia (1960)(2), Lewis (1963)(3), Dorrance (1966)(4), Johnson

(1) Wwai U Tun (1959), "The Relation Between Inflation and
Economic Development: A Statistical Inductive Study", IMF Staff
Papers 7 (2), pp 302-17.

(2) R J Bhatia, (1960), "Inflation, Deflation and Economic
Development"”, IMF Staff Papers, Vol. 8, Nov. pp. 101 -114.

(3) W. Arther Lewis (1964) "closing remarks'' in W Baer and I
Kerstenetzky, (ed) Inflation and Growth in Latin America,
Homewood II Irwin, pp. 21-33.

(4) G. S. Dorrance (1966), "Inflation and Economic Growth: The
Statistical Evidence", IMF Staff Papers, Vol. 13, March. pp. 82
- 102.
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(1967) (1), wallich (1969)(2), Mikesell (1969)(3), Thirlwall

and Barton (1971)(4), corbo (1974)(5),

However, in order to determine the relationship between .
lnflation on grdwth in Jordan, we should first find the
association between these variables. Therefore, the
neasurement of these variaples are also based on the percentage
. rate of chahge in the consumer price index and the percentage
rate of change in Real Gross Domestic Product (y) where as
Grosé Domestic Product gt market price is deflated by Consumer

Price Index (CPI).

Looking at the result of the correlation matrix which is
represented in Table 5.2 for the period 1968 - 1985 makes it
very interesting. 1In 1968, the inflation rate was only 0.19%

but § was 18.75%. This may be due to lower deflator and at

(1) H. G. Johnson (1967), "Is Inflation the Inevitable Price
of Rapid Development or a Retarding Factor in Economic . Growth",
in Essays in Monetary Economics by H G Johnson, George Allen
and Unwin Ltd. London, pp. 281-291.

(2) H. C. Wallich (1969), "Money and Growth: a country
cross-section analysis", Journal of Money Credit and Banking,
Vol. 1, pp. 281-302.

(3) R. F. Mikesell (1969), "Inflation in Latin America", in C.
J. Nisbet (ed), Latin American Problems of Economic

Development, The Free Press, New York, pp 143-189.
(4) A. P. Thirlwall and C. A. Barton (1971), "Inflation and
Growth: The International Evidence", Banca Nazionale Del Lavor

Quarterly Review, No. 98, September, pp. 263 - 75.
(5) V. L. Corbo (1974), Inflation in Developing Countries: An

Econometric Study of Inflation, North Holland Publishing Co.
Amsterdam, Oxford.




TABLE 5.2 - %

THE RELATIONSHIP BETWEEN INFLATION

(p) RATE AND REAL GROWTH RATE OF

GDP (V)
YEAR INFLATION REAL GROWTH
RATE RATE QF GDP
(p) (y)
1968 .190 18.750
1969 6.810 9.998
1970 6.930 -11.066
1971 4.730 1.945
1972 5.680 5.295
1973 11.240 -5.286
1974 19.410 -5.132
1975 12.100 12.586
1976 11.477 21.177
1977 14.530 6.486
1978 7.070 14.827
1979 14.110 4.380
1980 11.100 17.650
1981 7.690 . 9.820
1982 7.430 5.630
1983 5.010 2.550
. 1984 3.870 1.468
1985 3.010 1.860
Mean 8.466 6.275
STD DEV 4.770 8.715
p y
Correlation -
matrix p 1.0
y -0.12047 1.00

Source: Central Bank of Jordan (CBJ)

(1964-1983 ) Special Issue No. 20, 1984

and CBJ Statistical Bulletin 23 (6),

June 1987.



some time to an increase in GDP frbm the previous year. The
year 1970 has ﬁithessed a decline in GDP. Also, 1973 and 1974
witnessed an'increase in thelinflation rate which may have led
to the decline in the real GDP. Looking at the mean and
standard deviation of both the inflation rate and §, we can see
that there is enough variability in the real rate of growth of
GDP, .and inflation rate, which makes it worthwhile to

investigate even further.

The result of the correlation matrix indicates that there
is a negative relationship between b and §, but we shoﬁld also
point out that regression and correiation tgchniques differ, in
that .the correlation techdique refers to the notion of
co-movement rather than looking at explanatory power (as the R?
does) it simply measures the extent to which the variables
move together, thus the correlation technique does not involve
an implicit assumption of causality, while regression

techniques do.

Anyhow, using the regression technique ordinary 1least
squares (OLS) using data for the period between 1968 - 1985,

in which y is a function of constant («) and p;

y=8.18 - 0.23 p
(1.87)  (-0.5) RZ = .015
R 2= -.046
N = 18
F1,16 = 0.247
DW. 1.31

The numbers in parenthesis are T- statistics.

The goodness of fit R? is near to zero while the adjusted

R-square (i.e. adjusted for the degree of freedom) is even
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negative. It does generally happen when R? is very close to
zero. In fact, R? may actually fall if the additional
explomatofy‘power generéted by an added variable is more than
compensated for by the adjustment process. Therefore, the

negative effect of the adjustment is larger than the positive

effect of the added variable on the RZ.

Thus thg éstimated coefficient (ﬁ) is negative but not
"gignificant at the 5% and the 10% 1level. Thus, the F
statistics (0.247) indicate that every partial regression
COefficieﬁt does have a value of zero. The value of DW lies in
ﬁhe region of inconclusive. The model thefefore indicates
that there is only 1.5% of the variation in y is explained by
p. This may suggest that the nodel is incomplete, 1i.e. there
"is an important variable missing or it shows a failure of the
estimated regression line which is not useful to describe the
relationship between p and- § or the relationship may be a
curvilinear fashion on but not in a linear or, it may be that
the residuals between D and y are large relative to thedeviations

of y from its mean.

However, an autocorrelation test using the Cochrane-Orcult
Technique (CORC) for correcting first order serial correlation

of the error has been used which gave the following result:

vy =12.0 - 0.83 p

(1.88) (-1.56) 5:= 0.14
: R = .083
F1,16 = 2.45-
DW = 1.89 '
Final Value of Rho = 0.52
T-statistic of Rho = 2.50
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Having used the correction method for the first order auto
correlation, the estimate of B is slightly improved but still
insignificant at 5% and 10% level, and the value of DW
indicates that no autocorrelation exists. Once, again with
some limitation, that it is not a ceteris paribusvexperiment,
the above result does not hold for argument that an inflation

like Jordan is inevitable to promote growth.

Meanwhile regressing b'on « and § using OLS for the same

period we get the following result:

p=8.890 - 0.0675 y

(6.28) (-0.50)

R? = 0.0152
R? =-0.46
F1,16 = 0.247
D.W. = 0.76

N =18

The above result shows that D.W. 1is quite 1low, which
indicates the existence of autocorrelation among the error
terms. Therefore, an autocorrelation test using the CORC for
correcting first order serial correlation of the error has been

carried out which gave the following result:

p = 10.02 - 0.2126 y

(3.48) (-2.15)



R? = 0.236
R? = 0.185
F1,16 = 4.63
D.W. 1.86
Final Value of Rho 0.69
T Statistic of Rho 3.96

The test indicates a significant improvement in all statistical
cr;teria. 'However, it shbws that about 23.6% of the variations
in the p are explained by v. The estimated coefficient (%) is
negative and significaht at 5% level. Thus, the F-statistics
indicate that every ﬁartial regfession coefficient. does not
have a value of zero. Also. the value of D.W. indicates the
absence of autocorrelation among residualg. The conclusion of
this model reveals, however, that an increase in the rate of
change in the real output can play a significant role in
reducing the rate of change in the price level. For e*anple,
every one percent increase in the rate of change 1in real
output, there is a decrease of 0.2126 per cent in the rate of
change in the price level. Thus, the model may also suggest
that there are other important variables which could have an

influence on the inflationary process in Jordan.

However, the direction of the correlation between y and p
has been questioned by Tun (1959)(1) on the grounds that correlation
between p and y may indicate the direction of the
relationship, i.e. positive, negatlvé or even zero, but does

not represent a causal relationship.

Also, the direction of the correlation between & and p has

(1) W. A. Tun (1959) op. cit.



been questioned by W. Arther Lewis{1) on the basis that:

"Economic growth will cause the general price level to rise
through the effects of the expansion of some sectors...
The classical case is where extra income derives from an
increase of exports. Part of the proceeds of these exports
is spent on other sectors and in so far as the output of
these other sectors is inelastic and not completely
substitutable by the imports, prices rise in these sectors.
Prices will rise if demand puts pressure on supplies but
prices may also rise sympathetically without such
pressure." (Lewis (1963), p.26)

Besides the direct pressure of demand on output stagnating
sectors, then we should be aware of the sympathetic upward

movement of income on rising prices.

Thus, Dorrance (1966)(2) found some interesting evidence

that:

"while a declining price or unduly low price increase
appears to be associated with low rates of growth, and
while relatively slowing prices particularly in wealthier
countries may have a stimulating effect. Beyond a certain
rate, rising prices discourage economic development and
rapid inflation seriously inhibits growth".

(Dorrance (1966), p.94)

In addition to that Wallich (1969)(3) has found a negative
relationship between inflation and economic growth and
concluded that inflation depressed growth through its effect on
investment since it leads to deterioration of the quantity and

distribution and the cost of investment.

(1) W. A. Lewis (1963), op. cit.
(2) G. S. Dorrance (1966), op. cit.
(3)H. S. Wallich (1969), op. cit.
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In spite of that it should be emphasised that the result
should be interpreted with some awareness, because of a low

degree of confidence of regression coefficients.

Meanwhile, some interesting results emerged from the study
by Thirlwal]l and Barton (1971)(1) when they split the sample
according to the level per capita income and the rate of
inflation. For 17 developed countries with per capita incomes
in excess of $800 all of which experienced mild inflation
ranging between 3% and 8% per annum, they féund a positive
relationship between inflafion and growth, and changes in the
inflation explained about 48% of‘ changes in the rate of
growth. But the evidence concerning LDCs was inconclusive
although there appears to be a negative relationship between
inflation and growth for countries which experienced an annual

rate of inflation in excess of 10% per annum.

Therefore, Thirlwall and Barton have concluded their
studies by arguing that the outcome of the relationship between
inflation and growth will eventually depend on the economic
level of social preference under the analysis and its

socio-political conditions.
Thus, Glezakos (1978)(2) has also empirically tested the

{1)A P Thirlwall and C A Barton (1971) op. cit.

(2) C. Glezakos (1978), “Inflation and Growth: A
Reconsideration of the Evidence from the LDCs", The Journal of
Developing Areas, Vol 12, January, pp 171 - 182.




felationship.between inflation and growth using cross section
data for 41 LDCs for the period 1953 - 68. But he has included
a measure of unanticipated changes in the rate of inflatlon as
an explanatory variable to explain variations in the.rate of
growth. However, the empirical findings from his study show a
statistically significantly negative relationship, which may
indicate that fhe rate of inflation has a negative effect on
. growth, but.still remains 1nsign1f1cant at 5% level. He also
concluded his.study by arguing that

;it should be recognised that each countr& has

its own economic, social and institutional

characteristics. .Furthermore, economic growth

is the result of the combination of a wide

variety of contributing factors."

‘(Glezakos 1978, p.179)

A recent empirical study by Hanson (1980)(1) who has
investigated the long standing question of the relationship
between growth and lnflation-for five Latin American countries,
over the period 1950 - 74 using aQuisi—rétionaI or consistent
expectation approach and, the conclusion derived from his
finding is that he has drawn the distinction between expected
and unexpected inflation, and found the increasing growth
during the short-term disequilibrium is caused by unexpected
inflation. His empirical findings also show a posifive

correlation between unanticipated inflation which has been also

contrary to earlier findings by Glezakos (1978).

(1) J. A. Hanson (1980), "The Short-Run Between Growth and
Inflation in Latin America: a quasi-rational .or consistent
" expectations approach", American Economic Review, 70, pp 972 -
89. ' '
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A more recent empirical study of the relationship between
growth and inflation is done by the International Monetary Fund
(1.M.F) (1982)(1) and the data is taken from 112 non-oil
developing countries for the period 1969-81 and the.concluslon

derived from this study is that:

"For the most part, it has been found that relatively
low inflation rates have been associated with
relatively high growth rates and that reductions, or
at least relative reductions, in inflation have been
associated with an improvement or relative improvement
in growth rates”

(I.M.F. 1982, 134)

It is also concluded that there are

"many factors besides inflation affect a country
growth performance - its endowment of natural
resources, the skill level of its labour force, the
size and quantity of its capital stock, the commodity
composition of its output, the weather, the terms of
trade, the balance of payment and investment and
saving characteristics of the economy"
(I.M.F. 1982, p.134)

Thus, we should also point out that there are a number of
complicating factors in the economy besides the inflation rate,
which are difficult to capture adequately in the regression

models. One possible difficulty may also arise when one

attempts to test the relationship between growth and

(1) International Monetary Fund (1982), "World Economic Outlook:
a Survey by the Staff of the IMF", Occasional Paper No. 9,
Washington DC IMF.
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inflation by a linear regression technique, where actually the
pelationship which is in existence is a U-shaped relationship,
i.e. non-linear. Another possible difficultyvarises with the
interpretation of the result in particular, the interpretation
concerning the direction of the causality between inflation and

growth.

Therefore, it is a well known fact that the rate of growth
of #n economy is influenced by a number of important factors.
However, let us examine the main factors which have led to the

rate of growth of GDP in Jordan.

First of all, let us examine the general performance, the
obstacles, and the factors which have contributed to the
economic growth in Jordan-(1) During the period 1966 - 85
Jordan has enjoyed a bouyant economic growth. 71¢ we look at
table 5.3 we can see the GDP at current prices increased from
170.5 million JD in 1966 to 1573.3 million JD in 19§5 whereas
the real GDP increased from 328.137 million JD in 1966 to
698.313 million JD in 1985. But the annual average growth rate
of GDP at current prices.was 12.4% while the compound growth
rate of real GDP was 4.1% during this period. However, this
period has witnessed the introduction of development planning
into Jordan which has succeeded in establishing the basis of

infrastructure and a number of industries.

(1) For more details see John Rébert (1984), "Jordan Economic
Growth in the 1970s: Policies for Responding to the External
Stimulus”, Development Policy Review, 12 (2) Nov. pp. 154 -
179.




TABLE 5.3

NOMINAL AND REAL GDP AT

MARKET PRICE FOR THE PERIOD

(1966 - 1

985)

YEAR

GDP AT
MARKET
PRICE

REAL
GDP

*

1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985

170.500
131.200
156.100
183.400
174.400
186.200
207.200
217.300
247.300
312.100
421.600
514.200
632.200
753.000
984.300
1164.200
1321.200
1422.700
1499.400
1573.300

328.
247.
293.
323.
287.
293.
308.
292.
.211
312.
378.
402.
462.
482.
.909

277

587

623.
658.
675.
685.
698.313

137
407
796
171
409
002
517
208

100
194
725
438
692

700
854
642
565

* Deflated by CPI

(1) CBJ Yearly Statistical Series
(1964-83), Special Issue No. 20, 1984
(2) CBJ Monthly Statistical Bulletin,

Vol 23, No. 6, June 1987.
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Jordan has‘beeﬁ performing well in spite of the 1limited
natufal resources and dependence on outside friends support,
which in recent years has been coming incréasing]y from
oil-Arab countries, and with almost 20% of its lébour force

working abroad.

Thus Jordan's achievement was very successful inspite of
many disruptions in the economy. Let us examine the impact of
these disruptions. Firstly, the Arab-Israeli War (1967), which
.has presented a new social and economic pfoblels lto the
economy, for example, the ébsorption of fﬁe refugees into the
economy. The government was then'faced with the problem of
improving services for the- population without a matching
increase in resources. Besides that, the annual average growth
rate of the Jordanian population (East Bank only) had reached
the level of 4.8% during the period of 1961 - 1979.(1) This
growth in the population rate placed Jordan amongst the highest
nations in the world. Such problems have created a high demand
for housing in towns which implies high rent and an increase in
the demand for food, as well as creating a shortage in water,
at a time when water resources are insufficient. Any shortage
of water supplies have, therefore, had a negative impact on
general development efforts and consequently, the shortages in

the water supply have become one of Jordan's most crucial problems.

(1) A. Zaghal (1984), "Social Change in Jordan" Middle Eastern
Studies 20 (4), October, p.53
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In addition, June 1967 also witnessed the arrest of the
development momentum and increased the allocation of scarce
resources to military expenditure at the expence of the

development efforts.

Other economic consequences of the war, were the loss of
the West Bank to Israel, and the loss was not only of efficient
farming and fertile agricultural land but also of significant
importance, the growing tourist industry which was a very

important factor in eafning. i.e. foreign exchange.

Thhs, Jordan's trade (1967-73) relations, especially the
sale of phosphates (the main natural resources) to Turkey and
Europe, were hindered by the 1967 war because of the closure of
the Suez Canal. Moreover, the post-war period witnessed
shelling by the Isrealis of the East Jordan Valley,
pafticularly the East Ghor Canal Irrigation area, the country's
major development projecfs. Farmers wéfe férced out of the -
Jordan Valley, the most productive area, and consequently,
delgys occurred in the further development of the area. This

has affected the cbntribution of agriculture to GDP.

We should indicate that the instant problems brought by.the
War 1n‘1967 were met bj aid from Arab countries, otherwise the
country would have faced severe problems beyond recovery. It
should also be pointed out that Jordan's economic future in the
long-run will eventually depend on the nature of a peace
settlement with Israel. Hence, peace in the area could

encourage more foreign investment into Jordan, increase the GDP
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contribution through earnings from tourism expansion and an
increase in agricultural exports, and will allow Jordan to
reduce 1its defence burden which could release substantial
resources to be invested in the productive sector and

consequently on economic development.

The Jordanian economy was also disrupted between 1968-71
due to the domestic hostilities between the Palestinian
commandos and the Jordanian Arly which brought economic lifé to
a standstill in an atmosphere of suspicion as well as the
consequence that aid was suspended and cut off altogether by
Kuwait and Libya in 1971. Moreover, thg period witnessed
clashes with Syria which were followed by the closure of the

Syrian border until 1972.

The economy was similarly disrupted by the October 1973 War
between the Arab and Israelis, although Jordanian territory was

not directly involved.

Much of the increase in GDP at current prices since 1973
has been caused by rising prices, particularly as a'consequence
of rising oil prices. The 1npa§t of this consequence is
pointed out by Jorgenson (1982)(1). His argument is that the
growth of GDP for the economy as a whole can be broken down

into the contribution of capital, labour imputs and

(1) D. W. Jorgenson (1982) "Energy Prices and Productivity
Growth", in Lars Matthiessen (ed) (1982) The Impact of Rising
~ 0il Prices on World Economy, Macmillan, p.28.




5.26

productivity growth. Thus, the 1970s have witnessed an
increase 1in the price of energy. The impact of such an
increase; therefore, may slow the growth of productivity
relative to other productive inputs, i.e. the

relative price of capital labour, energy and material inputs

have changed completely.

The énnual average grbwth rate of real GDP was, however,
4.1%  dur1ng the 1966—1985' period whereas the country has
-witnessed a high rate of inflation during the 1970s (19.4% in
1974). This h&s influenced the growth rate of GDP in Jordan.
Also, the implications of inflation has aroused concern in
Jordan and consequently to the creatlon‘ of a Ministry of
Supply, in order to deal with the problems resulting from

inflation such as price regulation and food stuffs subsidies.

The 1980s have witnessed a decline in both Arab and USA
aid, which has had a very negative impact on the Jordanian
economy, 1.e. the successive balance of payments deficit
between 1982 - 1985, which has registered a 118.27 Million JD,
141.32 Million JD, 104.13 Million JD and 99 Million Jb
respectively. Hence it has forced Jordan to make greater use
of international financial markets, to finance its budget
deficit. The decline in Arab aid was due to.the'refusal to
pay by Libya and Algeria fbr ideological reasons, and money
stopped coming from Iraq towards the end of 1982 because of the
.cost of their War with Iran (Gulf War). Thus,-the budgetary
contribution from ;he U.S.A. ceased in 1981, due to the refusal

by Jordan to participate in the Camp David Accords.
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The period has also witnessed a fall in the price of oil
and a recession in the Arab o0il producing countries(1) which
has had adverse effect on the demand for the Jordanian product,
especially in the Iraqi market. Thus, the fall in the
remittance earning by Jordanians working in these countries

have a negative impact on the growth of Jordan's economy.

The purpose of this next section is to examine the factors

which have contributed to the economic growth.

. 5.3 The Contribution of the Foreign Sector

Jordan is an open economy (see Table 5.4) and the trade
sector plays a major part in the national economy both in
terms of its contribution to the GDP and in meeting its

requirement for both for consumer and capital goods.

Consequently, the role of imports is considered very
"significant in terms of the social, political and economic
factors. Hence, importation has created a number of jobs,
through the need for distribution and the sale of foreign
goods. Thus, there are also some writers who even believe that
the availability of goods has helped to reduce the inflationary
pressure and consequently to Kkeep away a popular causé of

discontent.

(1) See for details, (1986), Lloyds‘Bank (1986) Jordan Economic

Report.
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Looking at Table 5.4 it shows that the value of commodity

imports in current prices_have increased from 68.21 Million JD

in 1966 to 1074.5 million in 1985. This, however, represents

an annual average growth rate of 15.61% which outstripped the

average growth rate of GNP of 12.8% per annum for the period of

1966 - 85.

However,~thére is reason to believe that the growth in the

value of~1mpotts may be due to the following:

(1)

(2)

(3)

(4)

(5)

The increase in income, especially the
contribution of reilttance from workers abroad

and other transfer payments.

Rapid economic development, which itself
increases the demand for capital and intermediate

goods since it is essential for a large‘

industrial investment, the growth of domestic

manufacturing and construction activities.

The world witnessed a rise in commodity prices,
accompanied by oil prices, which have affected

the world prices as a whole.
A Rapid increase in the demand for food and other
consumer goods, as a result of high growth in

population.

The government has adopted a liberal policy.



(6)
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The country has also witnessed a demonstration
effect which can be shown by the change in the
course of consumption, i.e. luxury consumption

goods and non-essential commodities. (1)

Whereas the value of domestic commodity exports at current

prices increased from 8.76 million JD in 1966 to 255.35 Million

JD in 1985. This increase represents a compound growth rate of

19.4% per annum. While the value of re-exports increased from

1.64 Million JD in 1966 to 55.54 Million JD in 1985, this

represents an annual average growth rate of 20.03% during that

period.

Anyhow, the reason behind such an increase may be due to

the following reasons:

(1)

Jordan attempts to strengthen its relations with
Arab countries, the geographical importance for a
transition point and service centre, especially
when the civil war in the Lebanon was started.

Such moves have been very important in terms of

(1) ¢c. B. Millham and M. S. Amerah, (1977), Rationalization of

Imports

in Jordan, Economic Research Department, Royal

Scientific Society, Amman, Jordan, p.13.
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exports, and its contribution to GDP, for example
in 1980 and 1981, has witnessed an increase as a
result the Iraqi expenditure on imports from
Jordan and of transit facilities. This hasb
thereby led to a rapid demand in exports and
consequently, a massive boost to the Jordanian
economy. From loéking at Table 5.5 we can see
that Jordan'g exports to Arab countries have
increased from 5.65 Million JD in 1966 to 131.53
Million JD in 1985. This represents an annual
average groﬁth rate of 18.02% during the period.
In general, Jordan's>exports with Arab countries

as a proportion of total exports is very high.

(2) Phosphate plays an important role in domestic
exports, and particularly in 1974-75, which has
witnessed an increase in 1£s demand and its world

prlces.(l)

(3) The reopening of the Suez Canal in 1975, which
has facilitated the trade with Europe and North
America through the only port in Jordan (Aqaba)
which has expanded and reduced ;he costs of land
routes whichvhave in the past affected the flow
of trade on the development of the Jordanian

economy.

(1) M. P. Mazur (1979), Economic Growth and Development in

Jordan, Croom Helm, London, p.123.



TABLE 5.5

GEOGRAPHICAL DISTRIBUTION OF DOMESTIC EXPORTS DURING

1966 - 1985 in Million JD

5.32

YEAR DOMESTIC ARAB OTHER TOTAL 4 x 100
EXPORT COMMON ARAB EXPORT N

(1) MARKET COUNTRIES TO ARAB

(2) (3) COUNTRIES

(4)
.1966 8.760 2.600 3.050 5.650 '64.500
1967 9.980 2.250 4.240 6.940 65.030
1968 12.170 2.680 5.490 8.170 67.130
1969 11.920 3.110 5.390 8.500 71.300
1970 9.320 3.000 4.170 7.170 76.930
1971 8.820 2.760 3.930 6.690 75.850
1972 12.610 3.670 5.480 9.150 72.560
1973 14.010 4.420 5.650 10.070 71.880
1974 39.440 5.930 12.500 18.430 46.730
1975 40.140 7.030 9.870 16.900 42.100
1976 49.550 10.080 12.830 22.910 46.240
1977 60.290 13.620 22.440 36.060 59.810
1978 64.130 16.440 26.180 42.620 66.460
1979 82.560 25.930 29.810 55.740 67.510
1980 120.110 42.450 30.460 72.910 60.700
1981 169.030 . 74.750 39.730 114.470 67.720
1982 185.580 80.560 42.750 123.310 66.450
~1983 160.080 30.580 56.470 87.050 54.380
1984 261.050 72.050 60.520 132.570 50.780
255.350 74.170 57.360 131.530 51.510

1985

SOURCE

CBJ : Yearly Statistical Series (1964-1983) special issue, 20

CBJ : Monthly Statistical Bulletin, Vol, 23, No.6, June,

1987.
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(4) Ther composition of domestic exports have
| exberienced a basic change, as well as the
motivation for expéndihg exports ﬁa; attributed
to the development plan for the lndustriél
sector. Thus, the impact of labour shortages in
the market in the 1970s have produced the use of
a comparatively sophisticated and capital
intensive technology in many of the industries
whichvhave provided the Jordanian products to be
strong enough.to conpefe successfully in foreign
markets, especially 1g those neighbouring Arab
countries which have witnessed a massive imports

bill.

Likewise, the balance of trade deficit has
increased from 57.81 Million JD in 19668 to 763.61
million JD in 1985, which represents a compound
growth rate of 14.55% during the period (1966 -

85) (see Table 5.4).

5.4 The Contribution of the Productive Sector

Table 5.6 represents a detailed account of the components

of Jordan's GDP and relative importance to GDP.

On the productive sector, we can see as for the commodity
producing seétors, the agricuiture lpcone in current prices
increased from 27.6 Million JD in 1966 to- 113.1 Mjllion JD in 1985

represents a compound growth rate of 7.7% during the period
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1966 - 1985, while the share of agriculture in GDP is

declining.

This increase was achieved in spite of successive drought -
seasons (i.e. the agricultural sector depends largely on the

weather conditions).

This " iﬁcrease was a - result of significant developments
during the period 6f the 5 years development plan. Most
_noticeably the expansion of irriggted areas and the rise in
productivity, which was due to the application of modern
techniques which in themselves have reduced the effect of

weather fluctuation on output.

Improved marketing has also helped to increase the exports
of vegetables and the government has encouraged farmers by a
guarantee to buy all products at subsidised prices and offer

them other incentives.

The income from the industrial sector has also increased
from 17.3 Million JD in 1966 to 245.9 Million JD in 1985, which
represents an annual average growth rate of 15% during the

period.

This increase is due to the tremendous expansion in
establishing new industrial firms such as o0il refining cement
- and processing phosphate rock (which has increased in actual
output and a rise in export prices, particularly in 19786).

Also the sector has witnessed the use of modern techniques such
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as the capital intensive. Above al;. the -government has
encouraged potentiai investors in industry through the
exemption of investment. We should also point out that the
share of manufacturing and mining sectors in GDP have risen
from 11.6%, 20%, 18% in 1966, 1981, and 1985 respectively and
this sector has outstripped agriculture as the main contributor

to GDP and this trend'is likely to continue.

The construction sector has also increased from 9.3 million
JD in 1966 to 124.4 Million JD in 1985, which represents a
compound growth rate of 14.6% during the period. The share of
construction in GDP also increased from 6.2 Million JD in 1968

to 9.1 Million JD in 1985.

This increase is very significant to the development
process. Inspite of the fluctuation in the price of materials
and iébour cbsts which has undergon; a rapid increase, the
increase in this sector was a result of an increase in economic
activity by the government and the construction boom due to the
" demand in housing which has greatly increased and the overflow
of petro-money into Jordan which has reflected itself in the
construction sector. In addition to that, the Civil War in
Lebanon in 1976 which made Jordan a refuge for both persons and
capital, have caused a land and construction bod-'as w911 as
adverse effect on this sector, by speculation in real estate

and consequently a sharp increase in rent and housing costs.

The income from the total productiveAsectors have increased

from 56.2 Million JD in 1966 to 514.9 Million JD in'1985. This
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represents an anndal average growth rate of 12.3% during the
period while its share of GDP was effected due to the many

disruptions of the economy particularly during the period 1968

- 73.

On aggregate the income from the service sector has
increased from 93.4 Million JD in 1966 to 886.7 Million JD in
1985. This represents a compound growth rate of 12.6% during
the period. While its share in the GDP was stable, except the

period 1968 - 73 which was almost 70% of the GDP.

In 1985 the picture remains .alnost . unchanged aﬁd the
Jordanian economy is still. predominant by services sectors.
This increase was a result of participation of all sectors.
One important factor in the service sectors is the financing
and real estate service which witnessed an increase from 2.8
Million JD in 1966 to 153.3 Million JD in 1985, which

represents a compound growth rate of 23.4% during_the period.

This increase was due to the rapid growth in both the size
and sophistication following relaxed control. Additional
specialised credit institutions such as investment companies,
which includes several insurance companies, postal-saving
‘systems, social security fund and the financial market were
being established to ~diversify the éervice avajilable by
channelling financial resources into productive investment.
Thus, the period has Also witnessed an increase in the volume
of trade which is accompanie& with-an_increase.of.financing

trade transaction.
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Thus, thé expansion of the banking sector also attributes
to the economic creditabili;y of Jordan in western businesses,
i.e. gaining access to the VEuro dollar market for credit.
Thus, it is also due to the expansion of finanéing facilities,

which itself is a result of a high degree of liquidity.

In addition to that, the period has witnessed a rise in
budget support»frbm friendly countries and workers remittance
~abroad and the budget deficit itself was accompanied by a rapid

incfease in the money supply and the banking system.

There are other major factors which made ﬁ significant

contribution to GDP at market prices.

The period has witnessed rapid changes in net indirect
taxes which have increased from 20.9 million JD 1in 1966 to
205.4 Million JD in 1985. This represents an annual éverage

growth rate of 12.8% during the period.

Another major féctor into the GNP is the net factor income
from abroad (including remittance from Jordanians working
abroad) which have increased from 15.2 million JD in 1966‘to
275.9 Million JD in 1985, which represents a compound growth

rate of 16.5% during the period.

5.5 The Expenditure Side of the Economy

We should also look at the expenditure side of GDP which
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represents the demand side.

Looking at Table 5.7 we can see that there is a rapid
increase in private expenditure on consumption from 149.50
Million JD in 1966 to 1414.7 Million JQ in 1985, which
represents an annual average growth rate of 12.56% during the

period.

At the same time, its share of GDP at the market price

increased frop 87.68% to 89.9% in 1966 and 1985 respectively;

Whereas the government expenditure on consumption has
increased from 39.2 million JD in 1966 to 405.9 Million JD in
1985, this represents an annual average growth rate of 13.0%
.during the period. Thus, the period also witnessed an
improvement in its share into (with respect of) GDP at market
prices, which represents an increase from 23% in 1966 to 25.8%
iﬁ 1985. Hence, a high level which represents a weakness in
the national economic structure may reveal the failure of
output to meet the domestic demand and consequently this may
give the external factor a role to play. Hence, imports reduce
the pressure on the output response of domestic economy and, at
the same time, contain inflation by removing a source of excess
demand despite its adverse affect on chronic deficit in the

balance of trade.

However, the increase in both private and government

sectors on consumption expenditure is due to the increase in
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the population size, foreign aid, remittance from Jordanians

working abroad and income.

We can also see that capital formation is an important
factor in the development process and has witnessed a rapid
increase from 27.7 million JD in 1966 to 426.8 Million JD in
1985. This represenis a compound growth rate of 17.8% during
the period, at the same time, its share to GDP at market prices’

also increased from 16.25% in 1968 to 27.1% in 1985.

This increase is due to a massive economic and social
project which was implemented by the development plan 1976-80.
We should also point out that the massive increase in
government expenditure sustained investments shows the
existence of powerful demand side influence and if it is to be
effective, it requires a sdpply side response, and at the same
ti-e..without expenditure incentives the sﬁpply side would not

grow at a remarkable level.

5.6 The Contribution of the Foreign Resources

Let us also examine the impact of foreign resources (i.e.

aid investment and remittance) on the GDP.

The inflow of foreign resources is considered to be very
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important for ‘the economic development in most LDCs(l), and
Jordan's case is nb'different. It is important because it
finaﬁces imports of capital and intermediate goods which are
essential to sustain economic deVelopment. Besides this, it
also increases the supply of resources available to the countfy
and consequently reduces the bottlenecks in the supply side.
At the same time, it contributes to purchasing power through
the multiplier effect and consequently to the acceleration of

potential economic growth.

In addition to thét. foreign aid repnesents'the main source
of finance for government déficit, cherwise it would find it
difficult to finance expenditure ﬁnd would then force the
government either to reduce iés expenditure or to impose taxes
and increase its borrowing. Such enforcement may have an
adverse effect on economic growth and possibly, on political

stability.

On the other hand it has reduced the tax efforts and-
hastened consumption which has, thereby, increased demand for
imports and consequently increased trade deficit. It has thus
made Jordan very dependent on foreign aid, the continuity of

which it has little say in and thus is politically determined.

(1) For more details see:

P. N. Rosenstein-Roden (1961), "International Aid far
Underdeveloped Countries", Review of Economics and Statistics,
Vol 43, No. 2, pp. 107 - '38.

H. B. Henery and A. M. Strout (1966), "Foreign Assistance and
Economic Development”, American Economic Review, September,
Vol. 56(4), Part 1, pp. 679-733.

R. McKinnon (1964), "Foreign Exchange Constraints in Economic
Development and Efficient Aid- Allocation”, The .Economic

Journal, June, Vol. 74, p.388-409.
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~ We should also point out that the association between
foreign aid ;nd economic development has been examined by many
economists both on theoretical and empirical grounds but it is
still, nefertheless, a controversial issue and beyoﬁd the topic

of investigation in this thesis.

With regard to this issue it has, however, been argued by
Khatib (1987)(1) in an empirical study, that foreign aid has a
favourable effect on economic development and consequently on

_the economic growth of Jordan.

Loéking at Table 5.8 which shows that the net total of
foreign inflow increased from 44{69 Million JD in 1966 to
1 624.98 Million JD in 1985, would represent an annual average
growth rate 14.9% during the period. We can see the volume of
these foreign resources increased rapidly in 1975, accompanied
by the start of rapid econéiic growth. Also, the inflow of
spending power from abroad was very significant in relafion to

GDP.

Moreover, the balance of payments has traditionally been
characterized by a huge balance of trade deficit which was
partly offset by the increase in the net total foreign inflows,

which consequently improves the position of the balance of

(1) F Khatib (1987), Foreign Aid and Economic Development in

Jordan: An_ Empirical Investigation, paper presented at
. Conference on Politics and the economy of Jordan, convened in
the University of London (S.0.A.S.) on the 19th May, 1987,
p.12




5.45

: 2861 T4y S4I 3l
9361 ¥330L20 ‘D1 "ON ‘ZZ 10A NILITWNG THIILSIIYIS ATHINOW rdd
0Z °"ON 3nSSI WIJAS

(€861 - P961) S3TYIS THITLSIIBIS ATdHIA NUOJOr 40 SNHI THAINID :373N0S
suotsuotjestuebug Jsyyg 03 pry pue syioddrg 3abpng juawuiasog sapnioul xx fiueutwryeud x

g4°6E  ObBTI8  DOE"ELSI 019°€9%2-  086°FC9 0/6°60E 0G6°26 0Z6°¢0b 0I0°GIE 081°16C

0E8°€C 0ES°CZ  09€°9C OPS2IE  GBOTxx
0i2°er  090°¥8  00F766P1 069°082-  09¢™959 00S°42€ 005726 000°GF 0927828 0027192 090°41 O08°E  098°0C 095°C8¢ bB6Ixx
DE6'EP 010°0L 002°ECkT 0€2°268-  0E0°SZY 001°0EE 008722 006°20F 0E6 b6 0957682 0€°S  098°1 0€Z°¢  062796C €861
0Eb°2S 0Sk°99  00C7ICEl 026°228- 0927269 0p°61E 00P°29 028°18E 06C7ELE 0Z2°E9E KS'6  00°C  Op9°IT  09E°GE 2861
028°19 0OP1°69 00Z°PITI 028°F0B-  069°61¢ 0687882 000°ZS 068°0bE 008°0CP 0cE"SIb 0p°ST 09971 OEI°21  09p°Zeb 1861
083°6G 0427301 00EP86 00b°bS-  OEP"68S 089°061 000°% 089°9€C 0GZ2°86E 0S8°06E 006°¢ 0SZ°¢Z  OSI'0T 000°10v (0861
0€5°29 OIETI0T 000°ESL 022°P9- 0587020 0Z-"951  000°kC 0ck 081 OEP°PIE 0S0°8I€E 029°€- 09C'9 0p9°C  069°0ZE 6261
006°8E 0187939 00Z°¢E9 0E0°B9E-  068°SkC 0BE"6ET 000°0C 08E°6ST 0157901 0g9°20t 088°€ 049°0 0SS°p 0817201 8261
0k 6  2I1°ZTT 002°PIS 02p°2l¢-  085°S0E 0S2°6ET 000°SIT 0G2°PST  BEE"SIT 0b6°991 o1r°1- 026°¢ 01871 0G2°891 2461
02€°¢9 0LE726 009712 050°02¢- 0967292 01p"9€1 - OIP"9E1 0S5°9C1 0627221 008°E  00E°T 001°S  0S8°¢21 9461
038713 0IE'POT 0O1°CIE 020°G81-  0SO°E6l 0SC°ES - 0SC°€S  00876ET 010°8€E1 06271 095°0 0SE°¢  09€°0b1 G261
DES'bP  DG3°COT O0CE “2kC 092°901-  0Z8°011 0El"ve - 0EI'PC  0Op2™98 (1 ] gIe’e¢  011°'0  02k°Z 0S8°S8 K26l
0EE'9S  0E8°38 00E’8IC 022768~ 00t "6l 002 °pI1 - 00£°PT 00979 060°19 0IS°E - 015°¢  009°p9 €461
0ES°92 08973 00Z°20¢ 00€E "82- 004762 1] - oIr°2Z  06C789 096°59 oee’e - OEE"Z 062789 461
O0SE"Zc  082°E€9 0027981 061°59- 085" 1k 026°F - ®6F  01979¢ 06 "SE 0t - 1740 | 019°9c 161
06b°92 000738 00k 'PI1 012°€S- 061 "9 0FS°S - oSS 08970 080°6E 02571 - 04571 059°0F 0261
06S'6¢  02E7201 00 °E8I 000°ES- 092°bS 026°9 - 026°9  OPE" 062 "S5k 0sS°1 - 0S5°1 obE"2P 6961
DES°2E  O00S'SET 0017961 0EC"Eb- 085785 001°p - 00I°F  08¥°PS 020°€S oTF"1 - o1p"1 08F"bPS 8961
060°9F OEET3ET 00C°IET 022 "Eb- 08k "09 05579 - 0G5°9  OE6°ES 085715 0se’e - 0Se°¢  0E6°ES 2961
01¢'9Z 00E"22  00S°041 018725~ 069 kb 009°01 - 009°01  060°FE Ok"1E 059°¢ - 069°Z  060°kE 9961
&) (P+E)=S (9] ©) @ 49 MOINI
(6) AL ) MOIINT - MO MOTNI 13N MOO4LN0  ROTINI - "WIOL
b 8  J101dd €)) (945)=¢ IN MO4ING - SS0d9  HIO0L 13N INJWNIIA0I SS049 3N
001X QoTx JEPEL ] JINGT69 MOTINI . TH4INTD . d1bhIdd
l L 14 d09 E 151 NII 304
TH10L 13N JINHLLIWNIY ¥ 0IY

SQr NOITTIN NI (S8 - 9361)
(0T334 3HL SNIdNA MOTINI NOIFH04 40 FINULIS0MNI ATIHTE FHL
8°c 1Ml



payments. We should also point out that without the huge
remittance earning by Jordanians working abroad, then we would

expect the imports to be much lower.

However, the increase in foreign aid was a result of an
increase in the price of o0il which has benefited the Arab-oil
countfies{ as weli as making them generous to grant aid to
Jordan.' Hence, it has a geopolitical position as confrontation

with‘Israel.

Thus, the'rap;d growth in remittance into Jordan was due to

the expansion of economic activity by the Arab Gulf State which

embarked on a course of ambitious devlopment. This
consequently led to an increase in employment for Jordanian
workers, the high wage rate in the Arab oil-exporting
countries, and the improved facilities and incentives offered
by the Central Bank of Jordan to the worker by sending and
bringing back their money into Jordan.(l) This is also due to
the security and the attraction of investment climate in Jordan
in particular the industrial sector, land and the housing

sector.

5.7 The Contribution of the Labour Force

The contribution of thé labour force into the growth of the

Jordanian economy was significant}

(1) For more details see B Saket (1983), Economic Use of

Remittances: The Case of Jordan, Royal Scientific Society,
March, Amman. '
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Manpower has increased in size and in its. efficiency and
quality. Given the lack of natural resources in Jordan it
gives manpower an important role to play in the econonmy.
Hence, .manpower is considered to be the most treasured of

natural resources.

Besides this Jordan is playing an important role in
providing manpower services to the Arab gulf states which is
estimated at 250,000 (Five Year Plan 1980-1985) and most of
them are a skilled labour force. Their remittance has,
however, helped to sustain economic érowth in Jordan, but
their absence has helped to reduce the unemployment and
consequently this has <caused a shortage in manpower,
particularly in the agriculture and construction sectors and
the country became an importer of unskilled labour which has
caused -a depression in wages in the country which may have been
consiaered to be of benefit to a .specific sector of the

economy.

"5.8 The Policy of Environment

The growth in the Jordanian Economy was attributed to the
policy of environment which has been set up by the government.
Hence Jordan adopted an economic system based ‘on a free
enterprise system. Thus, the growth is due to the maintenance

and the cooperation of both the private and the public sector.

The government plays a significant role in promoting the

private sector, by creating a political climate and the
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econonmic condjtions'intended to encourage private investment,
i.e. by granting incentives such as the exemption from income

and social welfare taxes.

Moreover, the government took an active role in the basic
infrastructure of the economy which is unattractive to the
private sector due to its limited financial resources and in
some cases, faces the threat of bankruptcy. Thus, the
government undertook an initiative to participate in the large

industrial projects.

This was also an incenfive and an appropriate
entrepreneurial climate for private investment (5 Year Plan
1981-1985, p.2). Hence entrepreneurship was widely recognised
by the government as a major role in promoting and sustaining
economic growth in both the commodity producing service and

notably, the financial sectors.

Thus, the 19708 have witnessed significant changes which
have affected the growth of the Jordanian economy, ie the
liberal monetary procedure by 1lifting exchange controls in
order to adjust to the external shocks and to relax constraints
on the development of foreign currencies and the import regime
‘of liberalisation which attempted to meet the demand  for
capital and intermediate goods which ére essential for the
development pfocess.vThe government also adopted a policy of
encouraging foreign investment asA well as what was already

being gctively sought for it [encourage and investment law
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1972(1)], by creating facilities such as a tax haven and

exemption from the customs duties.

5.9 Conclusion

We conclude our analysis by recapitulating that the
availability of data on price levels have restricted us to
choose the cost of living index as an indicator of the general

price level, in spite of its limitations.

| During 'the 19508 and the 1960s, Jordan was enjoying
felative price stability, with prices 1ncre$slng at an average
rate of 2% whilst during 1966 - 1985, Jordan has experienced a
~significant rise in price increases with prices increasing at
an average rate of 8.03% in spite of government interference,
for example, government subsidies on essential commodities and
rent control. At the same fiﬁe, during 1966 - 1985, Jordan has
enjoyed a bouyant economic growth iith an annual averagé growth
rate of 12.4% and 4.1% at current prices and at constant prices

respectively, inspite of its lack of raw materials and fuel.

As for the result of the association between the percentage
rate qf change in the consumer price index and the percentage
rate of change in real GDP using the correlation matrix is
found to be negatively related. While using the regression

analysis ' (ordinary least squares) indicates that the

(1) See, for more details An_ Encouragement of Investment Law,
1972 and 1984, Ministry of Indua;ry and Trade, Amman, Jordan.
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inflation rate has a negative impact on growth rate of real
GDP, but the inflation coefficient isEfound to be insignificant

both at the 5% and the 10% level.

With regard to the estimated result of the impact of the
growth rate of real GDP on inflation (using CORC) in Jordan is
found to be negatively related and significant at 5% level.
However, the conclusion derived from this model is that an
increase in the rate of change in real output can play a
significant role in reducing the rate of change in the priée

level.

However, the relationship between economic growth and
inflation "wiil" entirely depend on the level of economy and
its socio-political condition and hence both are determined by

many different factors.

Finally the reason behind a rapid growth in Jordan may be
attributed to several factors, namely political stability which
is enhanced by loyalty of the army despite the existence of
divisions in social and political issues; Therefore, without
stability then the country would not be able to meet the needs
and the ambitions of its people, neither would it achieve rapid

economic development. (1)
The growth also attributed to economic factors which has

emerged from the rapid increase in government expenditure which

(1) R. F. Nyrop (ed) (1980), Jordan: A Country Study, The
American University, Washington DC.
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is maintained by investment activities in both public and

private sectors.

In addition to that it was a result of successful means of
getting foreign resources in the form of grants and loans to
finance its government expenditure and consequently to enhance

the process of economic development.

Thus, the growth in'theleconomy was a result of enjoying an
- adequate international reserve, which was due to the inflow of
externai resoufces, i.e. the growing remittance of Jordanian's
working abroad and the aid frdl the Arab o0il producing

countries and also other friendly countries (USA) to Jordan
which is still a major contribution to the balance of payment

surplus and into the economy as a whole.

Furthermore, the rapid growth is also attributed to
government policy in encouraging indigenous entrepreneurship
and foreign investment. Hence the government has realised the
rolevwhich it can play in the process of economic development.
Thus, the strength and stability of the Jordanian currenéy
which was a result of an increased level of foreign reserve
which has proved to be very important in its support for the
development process, not to mention the quality and the skill
of the labour force which is also very significant to the

Jordanian economy.
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CHAPTER 6

The Contribution of Government to the Inflationary Process in

Jordan

Having earlier, in chapter 5..invest1gated the relationship
between inflation and economic growth in Jordan, 1in this
chapter we will examine the roie of the government- in the
inflationary process in Jordan. This will involve an inquiry
into some analytical and empirical arguments related to the
contribution of government expenditure in Jordan. This chapter
will also provide some insight of the characteristics of
revenue and the impact of direct and indirect tax on the
inflétionary pressure in developing countries, identifying the
featuresbof the tax revenue system in Jordan and the reason

~ behind the growing domeétic revenue in Jordan.

Thus, the inquiry also involves a citation of the empirical
argument related to the influence of inflation on government
expenditure revenue and the budget deficit, and the question of
the impact of budget deficit on inflation which will be
associated with an inquiry into the question of financing the
budget deficit, the reason behind the growing fiscal deficit in

LDCs, and the budget deficit in Jordan and how it is financed ?
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It is widely accepted by many economists that an increase in
government spehding tends to contribute to the inflationary

process. (1)

According to the Keynesian formulation, it is argued that an
increase in government expenditure will induce more
inflationary pressure, through the increase iﬁ the aggregate
demand, unless it is compensated by tax increases or by tighter

monetary policy.

Thus, it has also been proposed by the monetarist formulation, .
that an increase 1in government expenditure will only be
conducive to greater inflation if it 1is supported by an

increase in the money supply.

We should also point out that an increase in government
expenditure per se will not necessarily lead us to expect more

inflation. Indeed, it also depends on many factors, namely,

(1) the nature of financing government expéndlture which
can be financed by taxation (ie direct and indirect);
or by borrowing (from either foreign or domestic), or

by resorting to printing money;

(1) For more details see G. Maynard and W. Van Ryckeghem
(1975), A_World of Inflation, New York: Barnes -and Noble,
Chapter 6. :
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(ii) The cbmposition of government expenditure;

(1ii) The'general state of the economy; and the relative
1mp9rtance of government full-employment objective,

(iv) In the long run; the relative effect of government
expenditﬁre on consumption and output'depends on, i.e.

the marginal propensity to consume (1)

6.1 Government Expenditure in Jordan

Let us examine the'government expenditures in Jordan

Government expenditure in Jordan is under two headings:
(1) current expenditure

(2) capital expenditure.

Looking at Table 6.1 we can see that defence and internal
sechfity, financial administration and social services, and the
form of wages and salaries are the main component bf the
current expenditure. 1In light of this, the current expenditure ‘
has increased rapidly from 28.307 million JD in 1966 to 541.662
million JD in 1985.' This, represents a compound growth rate of
16.8% during the périod, but in percentage terms, the current
expenditure of total government expenditure has witnesged
fluctuations, i.e. 73.33%, 57.89% and 66.64%, in 1966, 1977,
and 1985 respectively! This is an average of 66.5% during the

period (1966 - 1985).

(1) For more details see A Peacock and G K Shaw (1971), 'The
Economic Theory of Fiscal Policies', University of York,
‘Studies in Economics, No. 5, and J Barkley Rosser, Jr. (1983)
'Infrastructure Investment and Inflation in Saudi Arabia,
Economic Forum, Summer, Vol. 14, Part No. 1, pp.143 - 147.
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Likewise, developmént projects and the repayment of foreign and

doméstic loans were the main items in capital expenditure.

Thus, capital expenditure has also increased from 10.293
million JD in 1966 to 271.186 million JD in 1985. This,
however, represents an annual average growth rate of 18.8%
during the period. The share of capital expenditure in the
aggregate government expenditure has increased and witnessed
fluctuations of i.e. ze.efx, 42.11% and 33.6% in 1966, 1977 and
1985 respectively. But on average 18.33.5% during the period
(1966 - 1985). This, is due to the declining 1mpoftance of
defgnce expenditure, which belonés to qurrent _expenditure.-
Moreover, it is also due to.a structural change which reflects
itself in the intensified development and which is greatly
enhanced by the continuing access of foreign grants to finance

it.

Total government expenditure at current prices has, at the same
time witnessed a rapid increase from 38.60 mlllion JD in 1966 .'
to 812.848 million JD in 1985. Despite the recent sudden drop
in the income in the form of aid from Arab Couﬁtries. This,
however, represents a compound growth rate of 17.4% Which has
far exceeded the compound growth rate of the price level
© (8.03%) during the same period (1966 - 1985). But this
increase is not entirely real. Indeed, some of it is du; to
higher prices which occurred in 1974 and 1975, and hence, as
prices rose real govérnment expenditure fell. Therefore, real
government expenditure has 1nbreased from 74.288 million JD in

1966 to 360.784 million JD in 1985. This represents an average
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growth rate of 8.7%, which is almost half the nominal annual
average growth rate and has also exceeded the annual average

growth rate of price level during the same period.

The increase in government expenditure at currént,prices can be
better viewed if we measure it égainst GDP at market prices.
This ratio has witnessed rapid changes, where 22.64%, 68.48%
and 51.66% in 1966, 1979, and 1985 respectively. But on
average the proportion of government expenditure to GDP at

market price during the period (1966 - 1985) is 53.1%.

This, ﬁowever, represents a very high ratio if it is compared
with most other developing countries. This is due to the

direct participation of government in economic development.
Therefore, the greater the degree of government participation,

the greater is the spending pressure.

In view of that, the major'factoré which were responsible for

the rabid'growth in government expenditure are(1);

(i) Jordan has experienced huge military expenditures due to
the politica;. threat following the 1967 ‘war and the
internal disturbance in 1970 - 1971. However, defence and
internal security has increased from 17.12 million JD in

1966 to 323.417 million JD in 1985. This, however,

(1) See Issa J. Ibrahim (1983), The Structure of Jordanian
Economy : An Econometric Investigation, unpubl;shed thesis,
University of Southampton, U.K.
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represents a compound growthrate of 14.7% during fhe period,
whereas the share of defence and intérnal security in total
government expenditure was declining (except 1968). 1i.e.
44.4%, 47.8%, 36% 28.6% in 1966, 1968, 1974, and 1985
respectively. We should also point out however that the
share of defence spending would be higher if military
equipment costs were included.

(ii)Jprdan has witnessed a rapid increase in population. This.
increase is due to the natural growth of the population and
influx of Palestinian refugees as a result of the June 1967
War. The 1970s have also witnessed ﬁn increase in internal
migration and a rapid growth in urbanisation and
consequently an increase in the demand for expenditures on
health, education, housing and other services.

(iii)The rapid increase in government expenditure is also
attributed to the rising rate of inflation and the increase
iﬁ the price of oil. This has meént that a higher payment
has to be made for the same volume of goods and services
and a higher cost of government operations. For example,
high price levels, have intensified the demand for higher
wages and salaries by government employees. In addition
the actual number of government employees has also
increased. Salaries, wages and allowances have thus
increased from 37.714 million in 1977 to '112.87% in
1985(1) This, represents a compound growth rate of 14.7%

during the period.

(1) CBJ Monthly Statistical Bulletin, Vol. 23, No. 5, May 1987.




The share of éalaries, wages and allowances in the total
‘gqvernment expenditure is increasing i.e. 11.2%, 12.1% and

13.9% in 1977, 1980, and 1985.

(iv)The government was very active in implementing the Five

(v)

Year Economic Development plan, which, in turn, requires a
higher 1level of government expenditure on development
projects. - Thus, government current expenditure also
increased due to the need for maintaining the operation of
these projects, which is considered to be essential for the
process of the economic growth of the econbny.

The rapid growth ih government “expenditure is also
dependent on the availability 6f money .to finance if. This
has, however, been met. through the continuing access of
foreign resources and, by the same token, government
expenditure has increased as a result of the increased

obligation of the repayment of loans and interest.

(vi)Another reason behind the growth of government expenditure

was the rapid growth in subsidies for essen;ial foodstuff
and petroleum products which have taken place sincé 1974.
But we should also point out that not all subsidies were
registered in the budget, due to the accounting
difficulties. However, the aim behind these subsidies were
political and economic factors. The political objective
can be gained through increasing public expenditure and_

reducing taxes, which consequently contributes to the
public syhpathy»with the reginé, thereby to increase the

political support and consequenfly to political stability.



Whereas on economic grounds, it has been used to insulate
the poor household from the impact of rising prices and

consequenfly to achieve overall price stability.

However, the vast increase in government expenditure comes
through the relative increase in demand, which itself was a

result of the increased income, and inter alia.

Eventually, the effects of these expenditures thfough the
mulfiplier, will force the government to expand the money
sﬁpply-and will generate a flow of additional income, output,
trade, consumption and augmenting the tax bases as well as
creating an excess demand and therefore contributing to the

inflationary pfocess.(l)

To measure quantitatively the contribution of government
expenditure into the price level in Jordan we therefore can

specify this relatinéhip in the following form:

aInPt = « + By Aln GE¢, By > 0
where
AInPt = the difference in the natural logarithm,

which represents a continually compound

relative rate of change in the price level.

.(1) See for more details, M. Said Nabulsi (1977), Inflationary

Pressures in the Arab World, a paper presented - to the
Conference on Monetary Affairs held in Cairo, 15th January
19717.




aInGE¢ = the difference in the natural logarithm, which
represents a continually compound relative rate
of change in the value of the government

expenditure.

Applying ordinary least square technique (OLS) using annual
data for the period 1968 - 1985 the estimated result however is

as follows :-

AInPy = 0.0513 + 0.2106 GE¢ R = 0.312
(3.69) (2.69) R2 = 0.269
- F1,16 = 7.24
D.W. = 1.43
N =18

Figures in barenthesls are t-statistics.

The estimated result by (OLS) indicates that about 31.2% of
the variation AInGEy, the estimated coefficient had the
expected positive sign and reveal significant at 5% level.
Also the value of D.W. indicates the absence of autocorrelation

among residuals.

The conclusion, however, can be derived from the empirical
result. that an increase in A In GE¢ can contribute to the
inflationary process in Jordan. Such evidence is supported by
the fact that government expenditure was growing at a rate of

17.4% per annum which outpaces the compound growth rate of
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price level of 8.03% per year over the period 1966 - 1985.
Thus, the goodness of fit of the model reveals that there are
other important variables which could play an important role in

generating the inflationary process in Jordan.

6.2 The Nature of Government Tax Policy in Developing Countries

This next section will examine the impact of government tax
policy on inflation rate. But before we go any further, let us
examine the nature of revenue in developing countries with

special reference to the taxation system in Jordan.

In édvanced countries, the tax structure is.widely based,
and the major part of tax revenue is attributed to a
progressive income tax. While in most developing countries,
the tax structure is narrow based, and inelastic with respect
to changes in income and the bulk of tax revenues comes from
regressive indirect taxes rather than progressive direct

taxes.(l)

The reasons behind their dependence on indirect tax is
because it is easy to collect and easy to administer than

direct tax.

(1) For more details see S Ghatak (1978) Development Economics,
Longman, London pp. 91 - 93.
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Thus, it appeals more than the ‘income taxes in most
developing countries, because it is related to spending rather
than earning. Hence, it effects consumption and, moreover,
will affect directly the consumer demand and, consequently, the
aggregate demand. Thus, it is believed to have a less harmful
effect on saving and. investment which in turn is considered to

be an essential part of economic growth.

In addition, most LDCs'arg heavily dependent on indirect
taxes. This is because there is quite a small proportion of
wages and salaries in the national income. This has also made

it difficult for any potential increase in income taxes.

Among these reasons, indirect tax could be made
progrqssive, especially when it constitutes items éuch as
luxury goods which are either home produced or foreign
produced. Therefore it 1is subjected to a higher level of
excise or import duties. Thereby, any levy of these taxes on
~ imported luxury goods ﬁhich entails to discourage the demand
for it, and consequently reduce the foreign exchange constraint

which widely prevails in most LDCs.

And yet, the tax system in LDC is commonly characterised by

the following features :

(i) Most of the indirect taxes were based on the value of
goods and services. Custom and excise duties are
examples of indirect taxes. But most of these

valuation are 2 - 3 years old.



(ii) - Widespfead price control by the government on basic
pfoducts which are the hainvsource of taxation. Thus,
it is widely dominant in LDCs during the inflation-to
impose import control through exchange licensing

systems, due to insufficient foreign exchange.

(ii1) Long collection lags which occur between the tax
assessment and the actual payment of taxes; and also
the taxes are not frequently adjusted to keep up with

the rate of inflation.

(iv) The structural administration is very weak and perhaps
the tax officer is incompetent and enjoys a high
degree of discretionary power, in addition to that,
the low wages in most LDCs makes it an easy target. for

temptation by taking bribes.

(v) The eyasion of tax is widely common in most LDCs,
only honest taxpayers pay, but this is.é very small
proportion of the population. Apart from that, the
taxpayer is not confident in the government, neither
does (s)he agree with government policies nor believe

the promises made will be implenented.(l)

(1) For more details see Md. Akhtar Hossain (1986), 'Dynamics
of Inflation in Bangladesh Economy', Discussion Paper 13/86,
August, School of Economics, La Trobe University, Australia and
A. Hart (1970) "Fiscal Policy in Latin America", Journal of
Political Economy, Vo. 78, pp 857 - 889.
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Invlight of the characteristics of revenue in LDCs, it
has been argued by many structuralists that the cause
of inflation in these countries is due to its
structural rigidity, i.e. the inability to raise

adequate revenue.

Thus, it has also been argued by Lewis (1964)‘
that the marginal tax/GDP ratio in LDCs is less than
" the average ratio. ' This means that any increase in
VGDP'would cause tax revenue to dccline as a percentage
of GDP which will eventually 1eave‘ behind more
purchasing power in the economy and thereby contribute

to inflationary pressure.

Thus, the impact of direct taxes in inflationary
preSSure has been examined by Kabir (1984)” where he

stated that:

"a higher direct tax reduces pressure on prices
in two ways. First, the higher direct tax
reduces the disposable in¢come and thereby reduces
demand for final goods. Prices in general go
down in response to the lower demand. Second, a
higher direct tax increases the tax revenue, and
for a constant level of government spending,
reduces the magnitude of budget deficit. Thus,
the money supply is reduced and that has an
additional downward pressure on

(1) W. A. Lewis (1964), "Closing Remarks", in
Inflation and Growth in Latin America (ed) W. Baer and
I Kerstenetzky, Homewood II, Irwin, pp. 21 - 23.

(2) M Kabir (1984), "an Anatomy of Inflation in

Bangaldesh" Journal of Economic Development, Vol. 9,
Part 2, pp. 111 - 43.
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prices. This latter result would, however, be reversed if
the additional tax revenue were used to increase government
expenditure instead of decreasing government deficit"

(Kabir, 1984 p.127).

Given the dependence of most LDCs on the ihdirect taxes,
particularly the cumstom duties, it has been argued by Downes
(1985)(1) that it can also contribute to the inflation
pressure. Hence, it has a direct effect on consumption. But
this, however, depends on fhe degree of elasticity of deﬁand
for goods and services. As the elasticity falls, the impact of
indirect taxes is likely to increase, and thereby any sustained
increase in indirect tax will have an effect on the rate of

inflation.

6.3 The structure of Domestic Revenue in Jordan

Let us examine the features of the tax system in Jordan.

(1) It has been stated by Dajani (1983)(2) that
"taxes... are not a part of the country's heritage, except
for Zakat, a religious tax which is one of the five basic

tenets of Islam" (Dajani, p.31).

(1) A S Downes (1985), "Inflation in Barbados: An Econometric
Investigation", Economic Development and Cultural Changes,
April, 23 (3), pp. 521 - 532.

(2) Mazen K Dajani (1983), “"Taxation and Investment in Jordan",
Bulletin for International Fiscal Document, Amsterdam, Vol. 37,
No. 1, January, pp. 31 - 34.
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Thus, some religious people would rather pay the Zakat for
poor people than to the government. However, these
payments are not recorded in the domestic revenue. Also,
some taxpayers resent the payment of income tax for their
lack of copfidence in the government promised policies and

in the allocation of tax burdens.

- (2) MostAbusinessmen avoid tax, by using complicated methods
and consequently .thié makes it difficult for the
administration to identify and measure their income, i.e.

Fraud !

(3) Thus, most capital gains and all agriculture income and the
income of Jordanians working abroad are excluded from
income tax by Law.

Also, the Jordan system is characterised by administrative
weakness i.e. some tax collectors lack of competence and
inefficiency. Problems arise from understaffing which
. makes it difficult to manage; pay and the morale of
assessors is low, tax officers enjoy excessive
discretionary power, and sometimes unclear lnstructiqn aﬁd
inadequate penalties on overdue paynent.(l) Above all, the
corruption factor may have also added to these problems.
However, in tackling these problems, the'governnent have
come up with a New Law,'and have suggested the dismissal of
most of the tax officers and to recruit new staff to

replace them. (2)

(1) See M. P. Mazer (1979), Economic Growth and Development in

Jordan, p. 57, Croom Helm, London p.57.
(2) See M. Dajani (1983), op. cit. pg. 31.



However, looking at Table 6.2 we can see that domestic
revenue is derived' from two main sources, namely the tax
revenue (direct and indirect taxes) which, on average
contributed 73.76% during the 1966-1985 period while non-tax

contributed 26. 24% during the same period.
6.3.1 Direct Tax

The direct tax includes income tax and taxes on property

sales, departure fees and 30% stamp duties.

And, inspite of the structure of rigidity in the tax
system, direct income tax witnessed an increase from 1.962
million JD in 1966 to 67.368 million JD in 1985. This,
however, represents a compound growth rate of 20% during the

period.

Thus, the proportion of direct tax in the total tax revenue
has increased from 10.95% in 1966 to 21.23% in 1985 and on
average is about 15.15% during the same period which is lower
than that of indirect taxes (on average 84.85%. This,
however, is characteristic of most developing countries. Thus,
the share of total direct tax in the total domestic revenue is
also increased from 8.42% in 1966 to 15.57% in 1985 and on
average is about 11.23% during the same period (1966 - 1985).
In spite of the resulting consequences of June 1967, which
deprived Jordan of a major source of public revenue in the West

Bank.
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Thus, the total direct tax in GDP in terms of percentage
has increased from 1.15%Ain 1966 to 4.28% in 1985 and 2.7% on
average during the period. But this very small ratio is due to
the characteristics of the tax system in most deQeloping

countries which Jordan's tax system is no different.

Above all, the increase in relative importance of direct
taxes to total tax revenue, and GDP can be considered as an
indication of an improvement in the tax system especially after

the introduction of the new income tax law in 1982.

6.3.2 Indirect Tax

Like mahy other developing countries, Jordan is heavily
. dependent on indirect tax, which includes custom duties,
excise, and licenses. However, indirect taxes have witnessed an
increase from 15.965 million JD in 1966 to 249.957 million JD
in 1985. This, however, represents an annual average growth
rate of 15.6% during the period. While the proportion of total
indirect tax in the total tax revenue declined from 89.5% in
1966 to 78.77% in 1985 (and on average during the same period
is still véry high 84.85%). Thus, the share of total indirect
tax in domestic revenue has also decreased from 68.49% in 1966
to 58.88% in 1985 and on average is about 62.52% during the

same period.

But the percentage of the total indirect tax in the GDP has
increased from 9.36% in 1966 to 15.89% in 1985 and on average

is about 14.39% which is higher than that of direct tax (2.7%
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on average) during the period.
6.3.3 Non-Tax

The main source of non-tax revenue is derived from the Post
Office, telegram and telephone services, and interest earned by
the Céntral Bank on foreign ekchange reserves, and also the
governmént share of profit in participating in companies, and

miscellaneous receipts.

Thus, the total non-tax revenue has increased from 7.936
millioﬁ JD in 1966 to 107.207 million JD in 1985. This, ’
however, represents a compound growth rate of 14.7% during the
period. While the share of non-tax in the total domestic
revenue has witnessed fluctuations. Among other things, this
was a result of the cancellation of the payment of Tapline
transit fees in 1974 and consequently it has affected the
domestic revenue and through the period (1966-1985), on
average, its contribution to domestic revenue is still greater
than that of direct tax, which is 26.24% for non-tax and 11.23%

for direct tax respectively.

In spite of the improvement in the domestic revenue,

Jordan's domestic revenue depends on other major factors:-

(1) Jordan is an open econoay, so it is bound to be affected by
the world outside, and particularly the income from the
indirect tax which comes mainly from custom duties, which

itself is determined by the price and income elasticities



(2)

(3)

(4)
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of demand for imports which prevails in the international
market. However, the rapid increase in imports which have
become more predominant since the 1970s and consequently

have led to the increase in the income from import fees.

Thus, there is élso another factor which could influence
the domestic revenue. The Jordanian economy has witnessed
a rapid increase in income which has arisen from the
increase in economic activity which has been accompanied by
a rise in the number of employed, which in a'sense. may
have contributed to the total income taxes. Thus, the
economy also witnessed an increase in investment and
savings which are dominated by the non-wage income group.
Consequently, this may have increased the income business
phd subsequently to pfofit and thereby to the total income

taxes.

Also, domestic revenue can be influenced by the rapid
increase in remittance of Jordanians working abroad who
have assigned a large part of it in investment in land and
real estate as a means of protection against inflation.
Apparently, this has contributed to the total income tax
through tax on property and the sale of propéfty and at the
same time, a large part of the remittances were assigned
for consumption purposes and in particular on imported
durable consumers goods which are heavily taxed and

consequently added to the income from indirect tax.

In addition to this, through the 1970s Jordan has witnessed



(5)

(6)
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a rapid incréase in the rate of inflation which has

>f1uctuated. This, however, may reduce private consumption

and consequently lead. to 'a decline in 'receipts from
indirect tax. At the same time, the increase in inflation
has moved taxpayers to a higher income bracket and

consequently to higher payments in direct income tax.

Thus, the high rate of inflation during the 1970s has
increased the government tendency to impose price control
on basic product, which are a major source of taxation.
However, the governmenf has 1ntervenéa in the market, i.e.
price controls on foodstuffs énd subsidies on petroleum

products which have taken place during 1974.

Domestic revenue is also influenced by the economic
acFivities in Jordan such as the contribution of domestic
product in terms of excise and licenses have increased and
consequently the income increase from the tqtal 1nd1rect
tax. Thus, domestic revenue can be influenced by the
contribution of export taxes. But, the tax frqm exports in
Jordan is insignificant. This may be due to the nature of
products which are highly concentrated on primary products.
And the supply of some of the products depends on the
weather conditions and at the same time, on political
instability, i.e. the closure of thé Suez Canal and the
Syrian border have affected expérts and consequently have

had an effect on the income from'indirect tax.

Furthermore, political instability has been a very



(7)

(8)

(1)
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important'factbr in determining the domestic reveﬁue and,
in particular, on the income which is derived from direct
taxes.- The conseduence of the June 1967 War, was the
dlsruptioh of the economy as it deprived Jordan of a major
source of public revenue and, as a result revenue has

declined.(l)

Thus, the Exemptions Law can affect the growth of domestic
revenue. Under the Encouragement Investment Law of 1972

which involves most of the imported capital, intermediate

.goods and foodstuffs have been exempted from tax, except on

luxury goods. In addition, the éxenption has been extended
to include a foreign lnvestnént “"tax haven" for certain
years. The reason behind the exemption was that it was
considered_an essential part in promoting investment in the
economy and, subsequently, to economic development.
Moreover, the exemptions did not stop here, extending even
to those who have great political power acqompahied by high

income.

The growth of domestic revénué is alsd inflﬁenced by the
tariff policy, but at the same time it may also be
recognised as a means to correct the position of ‘the
balance of payment, to protect infant industries and to
encourage import substitution. Consequently, this would
affect the income from custom duties, import fees, and

would thereby effect the growth of domestic revenue.

CBJ: 5th Annual Report 1968, Amman, pp 22—23.‘
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(9) Finaliy government attitudes may have been relaxed towards
the enforcement of income tax, due to the inflow of foreign
aid, despite a continous claim by the government to_reduce
its reliance on foreign aid. Pillai (1983)(1) hasL
however, found that the flow of foreign aid in general
exerts a negative impact on revenue in Jordan. It can also
be added that the flow of foreign aid depends on political
consideration in which Jordan has no say in its control,
and therefore, the gdvernment should be aware of any
disruption of this source. Hence, without the continuous
flow of foreign resources, the fiscal system in Jordan

cannot be run smoothly for any longer.

6.4 Budget Deficit

The consensus among economists is that budget deficit is a
sign of excess demand in the economy, which has been generated

by the expansion of government spending.

Thus, a substantial increase in budget spending can be seen
as a source of inflationary pressure, unless the economy is
undergoing substantial slack, excéss capacity and unemployment.
But the essential thing is how this deficit is financed, and
this depends on the structure of government expenditure. The
1mpéct of government deficit spending will, therefore, depend
on the relative effects on consumption and output.

(1) Vel Pillai (1982 - 1983), "External Economic Dependence on

Fiscal Imbalances 1in Developing Countries: A Case Study of
Jordan", The Journal of Development Studies, Vol.19, pp 5-18.
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The neo-Keynesian however takes the view that deficits are
.inflationary only if the economy is at or near full employment.
Under these conditions, therefore, the direct crowding effect

of the budget deficit will be accompanied by inflation.

Monetarists, on the other hand, take the view .that
deficits are infiationary if "the deficit is covered by new
money creation. For example, an advance from the Central Bank
to finance governmént expenditure will generate income, and the
result will be inflationary in terms of the expansion in money
supply. But it is not inflationary if this deficit is financed
through the sale of debt, particularly when goyernment allows
interest rates to rise and the public are encouraged to buy
bonds by making them more attractive, accompanied by the
condition of the availability of funds to the private sector.
This will eventually have a negative impact on investment or
consumption demand and therefore will .exert downward pressure
on the aggregate demand and more specifically on the increase

in demand coming from the government deficit spending.

This kind of crowding effect therefore, involves changes of
one thing for another and consequently an equivalent amount of
private sector and the deficit does not exert a noticeable

impact on the excess aggregate demand.

Moreover, government budget deficits can also be financed
through the borrowing from thé commercial banks. But the
impact of this type of finance depends on the conditions in

which the borrowing has taken place.
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However Thirlwal](1974)(1) has pointed out that ignoring
compulsory savings by taxation, there are five main ways of
financing a budget deficit:

"...the issue of new currency; net borrowing from the

Central Bank, net borrowing from the commercial banks, net

borrowing from the public, and running down foreign

exchange reserves, or borrowing from abroad. What effects
these different methods of borrowing have depends on
whether the funds represent transfers of current saving or-
an increase in the money supply and/or its velocity of
circulation. The issue of new currency and borrowing from
the Central Bank are normally regarded as the most
inflationary, followed by borrowing from the commercial
banks. Borrowing from the public is assumed to be the
least inflationary. In fact, borrowing from the public can
be as inflationary as borrowing from the banks if it merely

activates idle money and does not cut down the current
consumption of the public" (Thirlwal] 1974, p.14).

As to the borrowing from abroad, it cannot be directly
inflationary, hence it may lead to more command over the
additional supply of resource in the ‘form of imports. But it
may be inflationary if the borrowing from abroad leads to the
increase in domestic money supply without paralleled increase
in real output. Such 1hpact would also prevail if accompanied
by a weak policy of sterilization. Similarly, the running down
of foreign reserves can be inflationary but that depends on how
the reserves are used, whether they are used to finance imports
of capital equipment which are considered essential for
economic development, or used to finance unproductive items
such as consumer goods which tends to contribute to the

inflationary process.

(1) A. P. Thirlwall (1974) Inflation, Saving and Growth in

Developing Countries, Macmillan Press, London.
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Hoﬁever. the argdments of the .structuralists emerge from
the characteristics of the tax system which has prevailed in
most LDCs -such as stagnant or slowly growing revenue,
accompanied.by not having the cﬁoice between borrowing either
from the banking system or from private individuals due .to
limited income and an absence of a well developed financial
market. This has led the government in LDCs to resort to
borroﬁing from tﬁe Central Bank to finance the deficit which
has arisen from the ever increasing expenditure and given
supply inelasticities in some sectors and downwardly rigid

prices in others, such financing leads to.perpetual inflation.

it has also been pointed out by Heller (1960)(1) that
government expenditure and revenue are themselves influenced by
the inflationary process. In fact empirical studies by Aghevli
and Khan (1977, 1978)(2) and Dutton (1971)(3) have demonstrated
that in many LDCs inflation may augment the government deficit,
because under these conditions (inflationary), government

expenditure adjusts more rapidly than government tax

{1) P. S. Heller (1980), "Impact of Inflation on Fiscal Policy
in Developing Countries”, I.M.F. Staff Papers, Vol. 27, No. 4,
pp.712 - 48.

(2) B. B. Aghevli and M. S. Khan (1977) "Inflationary Finance
and Economic Growth", Journal of Political Economy, Vol. 85,
"No. 6 Dec. pp. 1295 - 1307. Also, (1978) "Government Deficits
and Inflationary Processes in Developing Countries", I.M.F.
Staff Paper, Vol. 25, No. 3, Sept. pp 383 - 416.

(3) D. S. Dutton (1971) "A model of Self-Generating Inflation:
The Argentine Case", Journal of Money, Credit and Banking, Vol.
3, May, pp. 245 - 282.
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and non-tax revenue, and this will widen the budget deficit.
Thus, the budget deficit is financed through the extension of
Central Bank credit. This may be considered a prime cause of

self-generating inflation pressure.

The reason why government éxpenditure adjusts more than
government revenue under inflationary circumstances in LDCs,

has been pointed out by Aghevli and Khan 1978.(1) They argue:

"Even if government fully recognised the need to restrain
expenditure during periods of inflation, they find it

. difficult to reduce their commitments in real terms. .
...Real'government expenditure cannot be reduced as revenue
declines, hence a large share of government spending are
assigned to the payment of wages, salaries and social

security benefit.(2) " on the other hand, in contrast to

the situation in most develqpéd countries, where nominal
revenues often more than keep pace with price increases, in
developing countries they lag substantially behind. (3) The
contrast arises both becauseof low nominal income elasticities of
the tax system and 1long 1lags in tax collection 1in
developing countries. In any event, the tax system in
developing countries depends rather heavily on indirect
tax, and in particular, on foreign trade taxes. Further,
indirect taxes in developing countries are often specific,
and even when they are ad valorem the adjustment of base
values for some of these taxes is not frequent enough to
keep pace with inflation" (Aghevli and Khan, 1978, p391).

This, however, has been confirmed by many writers, most

(1) B B Aghevli and M S Khan (1978) op. cit.Parikh et. al.
(2) The words in italic are the authors.
(3) For more details see V. Tanzi (1977), "Inflation Lags in

Collection and Real Value of Tax Revenue", I1.M.F. Staff Papers,
Vol. 24, March, pp. 154 - 67. '
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noticeable Sundrem (1973 ,(1) Batavia and Lash (1983)(2) and
Parikh et. al. (1985) 3) for Indonesia during the Soekarno
era. Parikh et. al. have indicated that:

"the mounting inflation, culminating in hyper inflation, of
Soekarno years was triggered off by the revenue shortfalls
in the 1950s... The government of the time was neither
willing nor able to prune expenditure and instead resorted
to money creation to finance the budget deficit. Once the
inflation had begun government attempts to maintain real
expenditure levels in the face of rising prices to further
an increase in the budget deficit and further monetary
expansion" (Parikh et. al. 1985, p. 407)

In addition it has also been indicated by Dutton (1971)(4)

that

"nominal government expenditures increase as the price of
goods and services increase even if real expenditure
remains fixed, but the nominal value of sale taxes, income
taxes, and property taxes are paid at their assessed
nominal levels. The payment of these taxes is sometimes
deferred a considerable length of time after their
assessment, so that by the time they are paid their real
value has depreciated. The result of this institutional
characteristic is that a positive rate of price increase
over the period causes the nominal deficit to be larger
than it otherwise would have been". (Dutton 1971, p.245)

Therefore, we should indicate that there are many factors
behind fiscal deficit in LDCs. These factors may be a result

of either a political or structural weakness in the economic

institution, or social-political structure of the economy

(1) R Sundrum, (1973) "Money supply and  ©prices: A
Reinterpretation”, Bulletin of Indonesian Economic Studies, 9
(3) November, pp 73 - 86.

(2) B. Batavia and N. N. Lash (1983) "“Self-Perpetuating
Inflation: The Case of Turkey", Journal of Economic

Development, Vol. 8, PT 2, Dec. pp. 149 - 66.

(3) A. Parikh, B. Booth and R. Sundrum (1985), "An Econometric
Model of the Monetary Sector in Indonesia", Journal of
Development Studies, Vol. 21, No. 3, pp. 206 - 221

(4) D. S. Dutton (197%t), op. cit.



6.33

which are beyond the complete control of government at least in

the short run.(l)

Thus, Tanzi (1982)(2) has also classified the factor behind

the fiscal deficit in LDCs, in which he has considered the

following:
" (1) export boonm;
(11) pricelinelastic tax system;
(1ii) public enterprise performance;
(iv) ‘increased expenditure produced by political
| exigencies or administrative weaknesses, and
(v) worsening terms of trade" (Tanzi, 1982, p.1069)

6.4.1 Budget Deficit in Jordan

However, looking at Table 6.3 we can see that the overall
budget deficit in Jord#n has rapidly increased from 5.407
million JD in 1966 to 200.516 million JD in 1985. This,
however, represents a compound growth rate of 20.9% during the

period.

The reason behind this increase is due to the fact that

government expenditure has increased faster than domestic

(1) Por more details see T. Morrison (1982) "Structural
determinants of the government budget deficit in developing
countries, World Development, Vol. 10, No. 6, pp. 467 - 473.

(2) See for more details V. Tanzi (1982), "Fiscal
Disequilibrium in Developing Countries”, World Development,
Vol. 10, December, pp. 1060 - 1082.
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TABLE 6.3
THE OVERALL BUDGET DEFICIT IN JORDAN (1966-1985)

YEAR REVENUES TOTAL TOTAL THE
GOVERNMENT OVERALL
DOMESTIC FOREIGN REVENUE EXPENDITURE BUDGET (-)
REVENUE GRANTS *1 SURPLUS (+)
*2
1966 23.310 9.883 33.193 38.600 -5.407
1967 25.497 40.409 65.906 68.155 -2.249
1968 26.269 40.113 66.382 » 80.520 -14.138
1969 32.520 38.377 70.897 88.410. -17.513
1970 30.260 35.424 65.684 80.706 -15.022
1971 35.755 35.387 71.142 83.148 -12.006
1972 42.559 44.455 87.014 101.452 -14.438
1973 46.182 43.608 89.790 119.511 -29.721
1974 65.744 57.651 123.395 146.622 -23.227
1975 82.628 100.609 183.237 204.864 -21.627
1976 107.587 66.238 173.825 262.484 -88.659
1977 142.249 122.202 264.451 337.839 -73.388
1978 158.488 81.699 240.187 361.510 . —-121.323
1979 187.895 210.302 398.197 515.664 -117.467
1980 226.148 204.834 430.982 563.144 -132.162
1981 309.199 206.312 515.511° . 647.100 -131.589
1982 362.042 199.582 561.624 693.545 -131.921
1983 399.968 196.682 596.650 705.274 -108.624
1984 411.671 106.108 517.779 720.805 -203.026
1985 424.532 187.800 612.332 812.848 -200.516
*1 budget support and economic and technical assistance
**2 Narrow definition which is based on the difference between

the total revenue (Domestic Revenue + Foreign Grants) and

the Government expenditure.
Source: CBJ Yearly Statistical Series (1964 - 1983) Special Issue No. 20
1984, and CBJ Monthly Statistical Bulletin, June 1967, Vol. 23
No. 6, June.
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revenue. Thus, the budget deficit has also increased
inspite of the increase in the flow of foreign budget support

which is accompanied with an increase in domestic revenue.

But we should also point out that the 1nfiow of aid in the
form of budget support (from Arab oil producing countries and
from other donors) is very important in determining budget
defiéit in Jord;n. However, among other factors, the recent
fall in the price of oil has reduced the assistance which has
been promised by the Arab oil producing countries to Jordan.
Consequently this has léad_to an incredse in the recent budget

deficit.

6.4.2 FPinancing the Budget Deficit

The opportunity to finance the budget deficit by domestic
borrowing from the private sector non-bank are very limited in
most developing countries and Jordan is no exception.(l) The
reason behind this could be due to the nature of the followiné:
(i) In LDCs, personal saving relative to income is smaller than

those in devéloped countries; |
(i1) savers in LDCs preferred to put their saving in land, gold

and in foreign exchange in order to protect theﬁselves

against inflation. While buying government securities at a

prevailing rate of interest would involve a negative rate

of return,

(1) see for more details, . . .

Richard Goode (1984), Government Finance in ~ Developing
Countries, The Brooking Institution, Washington DC pp 198 -
200.
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(iii) Also savers in most LDCs are not familiar with government
securities. But, even if they are, they are doubtful in

dealing with them.

Given that we can see from Table 6.4 that the government
main source of finance is coming partly from domestic borrowing
(mainly in the form of an advance from the Central Bank,
Treasury Bills and Government Bonds), and from foreign grants
in the form of budget support and economic and technical
assistance, and by foreign borrowing in the form of develoément

loans, and from domestic revenue.

6.5 Conclusion

We may conclude our analysis by recapitulating that an
increase in government expenditure per se will not necessarily
lead us to expect more inflation, hence it depends on many

factors.

However, government expenditure in Jordan has witnessed a
rapid increase, with an average growth rate of 17.4% which has
also far exceeded the average growth rate of the price level of
8.03% dufing the period 1966 - 1985. Thus, on average the
proportion of government expenditure to GDP was 53.1% during

the same period.

In fact, the growth of government expenditure in Jordan was
a result of many significant factors, namely the political
threat, increase 1in population, inflation, the government's

active role in implementing the three and five year development
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programmes, the availability of foreign resources, and
increasing government subsidies for essential foodstuff and

petroleum products.

With regard to the empirical findings of the regression
analysis, of aAInPy against AInGE{, using annual data for the
period .1968 - 1985, wﬁich reveals that an increase in
government expenditure can have a considerable impact on the
inflationary process iﬁ Jordan. Thus, the empirical evidence
(goodnqss of fit of the model) éxhibits that an iﬁcrease in
government expenditure ﬁlone is not enough to explain the
1nf1ationary process in Jordan, hence it is 6n1y explained
31.2% of the variation in AInP¢ and 68.8% would be due to other

factors.

Thus, we have highlighted the characteristics of revenue
and the impact of both direct and indirect tax on the
inflationary pressure in developing countries, and'also the

features of the tax system in Jordan were also identified.

However, direct tax, indirect tax, and non-tax has
witnessed a rapid increase with an average gfowth rate of 20%,
15.6% and 14.7% respectively during the period 1966 - 1885. 1In
addition, the relative importance of direct tax in the total
domestic revenue, and in GDP has increased during the same
period. This, however, represents an improvement in the tax
system. But, the relative importance of total indirect tax in
domestic revenue has fallen, while relative importance in GDP

has increased.
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Therefore, there are many significaﬁt factors which could
influence Jordan's domestic revenue, namely, the openness of
the Jordanian economy which, accompanied by the price and
income elasticities of demand for imports which prevails in the
international market, the increasing income from the increasing
economic activities, remittance, inflation, political
instability, exemption law, tariff policy, and government.

attitudes which is associated with the inflow of foreign aid.

In our analysis, we have also stafed the argument that
budget deficits can be considered to be a sign of excess demand
in the economy which is generated by the expansion of
government spending. Thus, the impact of the increasing budget
deficits on inflation depends on the state of the economy as
well as the nature and condition of financing the .budget

deficit.

Moreover, we have cited some empirical arguments related to
-the effect of inflation on government expenditure, revenue and
budget deficit and we have also indicated that there are many
factors behind fiscal deficit in LDCs. These factors however
may be a result of either a political or structural weakness in
the economic institution, or the social-political structure of
the economy which are beyond the control of government,- at

least in the short run.

Furthermore, the overall budget deficit in Jordan has

increased rapidly, with an average growth of 20.9% during the
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period 1966 - 1985 inspite of the increasing inflow of foreign
budget support. Given the limited.opportunity to finance the
budéet deficit' iﬁ Jordan, the size of the overall budgét
deficit will be dependent among other factors, on the future

inflow of budget support.
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CHAPTER 7

The Contribution of the Monetary Expansion to the Inflationary
Process in Jordan

Having earlier explained the contribution of goverhment to
the inflationary process in Jordan, our main concern in this
chapter is to examine the contribution of monetary expansion to

the inflationary process in Jordan.

This, however, will involve an inquiry into the parallelism
between the annual average rate of change in the money supply

and the annual average rate of change in the price level.

In this chapter, we will try and explain the reason behind
~the expansion of the money supply in order to be able to judge
whether or nof these increases in the money supply are as a
result of domestic policies or of external factors. Apart from
this we will conduct an empirical study of the contribution of

money supply to the inflationary process.

Thus, we will try to examine the composition of the money
supply and the relative importance of its component to the
money supply, the behaviour of the commercial- banks .and
monetary authorities and finally, investigate the nature of the

activities of the commercial banks.

The monetarists take.the view that inflationary pressure in
the economy will arlse'as a result of an excessive growth in

the money supply which has exceeded the growth of real output.
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Yet, in an expanding economy, the money supply should be
increased to keep economic transactions running smoothly. But
if the money supply increases greater than the needs of the
economy, then it is likely to have an inflationary tendency.
Although an increase in the money supply may appear to be
inflationary, much of it depends on the overall state of the
economy. Hence, the capacity of the economy to absorb the
increase in the money supply is determined by the real output

and money-income ratio.

Looking at Table 7.1 we can see that the annual rate of
change in money supply (M; definition) is greater than the
annual rate qf changing price levels, except in 1971, 1984, and
1985. On average the annual rate of change in the money supply
'durlng the period 1966 - 85 far exceeded the annual rate of

change in price levels, i.e. 15.81% and 8.13% respectively.

Prior to 1973, the annual rate of change in M; was fully
absorbed by the rapid annual rate of change in nominal GDP.
This trend can be seen in the ratio of the money supply (Mj) to
nominal GDP, which has increased from 32.86% in 1966, 58.34% in
1970, and 55.51% in 1972. Thus, befween 1973 - 75, the annual
rate of change in My rapidly increased and excessively exceeded
the annual rate of change in nominal GDP. This may indicate
that the annual rate of change in M; could not be fully
absorbed by the annual rate of change in nominal GDP, and this
has been reflected in the prices (i.e. inflation rate was the
highest during this period 11.24%, 19.41%, and 12.1% in 1973,

1974, and 1975 respectively).
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Thus, this trend can also be seen in the ratio of the money
supply (Mp) to nominai GDP, which has registered a significant
increase from 63.79%, 69.53% and 71.96% in 1973, 1974 and 1975
respectively. But on average, the annual rate of change in the
money supply (M;) during the period (1966 - 1985) is greater
than the annual rate of change in nominal GDP, i.e. 15.81% and

13.21% respectively.

Also, on average, the annual rate of change in the money
supply (Mj) during the period (1966 - 1985) has exceeded the
annual rate of change in Real 'GDP, i.e. 15.81% ‘and 4.65%
respectively and this may indicate that the monetary expansion
could not be absorbed and that this therefore may be reflected

in price rises.

Bgf we should also poiht out tha; the parallelism between
the annual average rate of change in the ﬁoney supply and the
annual average rate of change 1in price level is not quite
strict, hence an increase in the money supply is not always
sufficient to explain inflation rates. Inflation may,
therefore, also be explained by many other factors in the

economy.

In relating the annual growth rate in the moﬁe& supply to
the annual growth rate in price levels, we have to take into
consideration the annual rate of change in Real GDP and also
the velocity of money in circulation in the economy and the
possibility of lags between the annual fate of change 1in price

levels and the annual rate of change in the money supply.
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However, the period between 1973 - 77 has witnessed a
deciine in the velocity of money in circulation. Such a
decline may indicate the effect'of the money sﬁpply on prices
(and this can be seen by looking at the rate at which 1nf1ation

has rapidly increased).

Thus, the period 1981 - 85 has demonstrated an increase in
the velocity of money in circulation, which has accompanied a

decrease in the inflation rate.

The point we would like to make is that the impact of money
supply on prices depends on whether there i8 a rise.in the real

output or a decline in the velocity of circulation of money.

Thus, we should also indicate that the velocity of money in

circulation can be influenced by many factors:

(1) GDP may have increased due to price increases,
particularly when there is a bad harvest. Followed by
an 1increase in demand for agricultufal output,
consequently, shortages will arise and this will be
likely to create a higher price 1level. So price
increases can push up the velocity.

(11) process of monetization in the economy can influence

the money suppiy and consequently the velocity.(l)

(1) For more details see A G Chandavarker (1977),
"Monetization of Developing Economies", I.M.F. Staff Papers,
Vol. 24, No. 3, pp.665 - 721 and ‘

B. B. Bhattacharya (1974), "Demand and Supply of Money in
Developing Economy: A Structural Analysis for India", Review of
Economics and Statistics, Vol. 56, .No. 4, pp. 502 - 510.
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(iii) changes in velocity can be a result of the rapid
economic development of the banking system, which may
come through the implementation of development
brogrammes, i.e. Five Year Plan, which -enfalls an
expansion of monetary gxpenditure by the public and
the private sector. (1)

(iv) political stability and confidence in the national
cufrency can have a najdr 1nf1uencé on the velocity.
Hence, an increase in confidence of the national
fcurrency will lead to an increase 1in therliqpidity
preference b& the publié, and consequently, the

velocity will decline.

7.1 Factors Leading to the Expansion of the Money Supply

If inflation is partly caused by an excessive increase in
the‘money supply then the next step is to examine the source of
this increase. Thus, b& doing so, we ﬁduld be able to judge
whether or not these increases in the money supply are as a

result of domestic policies or by external factors.

Monetary growth in Jordan was affected by the following
factors. Namely, the net forelgn assets, credit to the priVate
sectors, credit to muhicipalities and public entities, and by

the credit to government.

(1) For more details see J. Melitz and H. Correa (1970),
"International Differences in Income Velocity", Review of
Economics and Statistics, Vol. 52, No. 1, pp. 12 - 17.
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Political stability in recent vears has enormously
increased Jordan's ability to borrow from abroad, and also to
increase its attractiveness to foreign investors. Hence the
inflow of capital is not determined by interest rates in the

usual sense, but by political consideration.

Looking at Table 7.2 we can see that throughout the years,
net foreign assets in Jordan are considered to be very
important factors in deterhlning the expansion of the mﬁney
supply. However, net foreign assets have increased from 64.216
millions JD in 1966 to 425.588 millions JD in 1985. This also
represents a compound growth rate of 10.46% during this period.
Thus, this growth was mainly attributed to the inflow of
foreign resources in the form of transfer payments and foreign
‘loans, or in the form of remittance by Jordanians working

abroad.

Whereas the relative importance of net foreign inflow in
terms of the proportional annual average of net foreign inflow
to ﬁoney supply (M;) is 50.19%, the relative importance of net
remittance in terms of the proportional annual average of net
remittance to the money supply is 24.85% during the period 1966

- 1985.

In- general, the impact of foreign resource inflow on the
money supply and inflation has emerged from providing
liquidity to the banking sector, which in turn has made it
- possible for the banking system to provide credit, and

consequently to an increase in the money supply. Thus, by



7.8

9867 48q0300 ‘01 "ON ‘ZZ "Top ‘urjaling [eorystieds firyjuoy :rg)
anss] [etoads ‘0 “ON "EB61 - b6 SSTIS5 [013STIRIS ALIEaA 1([D) UEPJOL Jo fUeg [ejus) f30n0g

uorjestuebug sayjg 03 pty pue spioddns jebpng quawuiaach sspniou] xx pas1Ady x
abeany

061°05 058°bC .

0ST 28 0bS"9€ 222°8v8 010°S1€ 026°60E 609°b2E £b6 201 b1°6921 885G G861
0S2" 1€ 0862k 16£°828 09282 00G°22€ b T11E £ el P12°P0ZT S92 10k 861
026 €€ 026°2€ 21b°698 056 P62 001 "O€E 18€°082 826801 HE01 b2 b9k €861
00k *2k 025 "0k £05°28¢ 062 "€2€ 02p°61E 18p G2 980°E6 GI0°G/8 08¢ "9k 2861
00b"19 0211k 959°10¢ 008°CEP '068°882 8€8°002 600°b9 62€°20¢ G1Z'8sk  » 1861
0b0°29 090°2€ 122 °¥65 062 "86€ 089°061 026691 622 €S W9 1bS £06°E2b 0361
025793 060°€E 25922 0ck "P1€ 02v"951 9ep 021 b1 bk 866 "bhb Gb8E£9€E 6261
02€°82 0E1"2€ 02€°G2E 0157901 08€"6€1 160°GI1 €10°2k 262°EIE 625 *00€ 8261
001 °08 022 "2k 286°0SE " 0E8°591 06 "6€1 868°78 - 295°1€ 918°62¢ Z£2°062 2261
012Gk 022 "6k 698792 056°921 0Tb"9€1 655" 19 Ep°12 82r 961 2617821 9261
0bZ°Z3 012°€Z b09°bZZ 008 °6E1 062 €S 0698 926°11 0E8 021 698°£91 Q261
Obb *0G 0£0°F1 k96" 121 Ok 98 - 0ETbE 86€°2b 01076 £62°18 QEEIT b6l
06€ "9k 095°01 AT 009°H9 002 b1 980" K875 117685 886°€01 £261
02€ °65 Obk "9 b20°SI1 06289 (1] AP 686°22 (g bES b 82926 2261
006°ES 009 b 2667201 019°9€ 026°b S22 b bSZ € 616"k b9 68 1261
0S8 052G 29S0T ©089°0p 0bS°S SIZ°El 628°C $19°Eb 189°€6 0261
002 "6 06172 12279 - e 026°9 A PA] 9862 a9 b 881°G6 6961
026°19 049°'F 226728 08k kS 001 b - b89°E 61€°6€ 692 501 8961
089712 012°8 26262 DE6'ES 0S5°9 - 1262 228°9€ 952°68 2961
0r8°09 02681 ££0°95 060°bE 009°01 620°0 626°C b0Z 2€ 912°k9 9961

: suoTInyrisu]  Sa1gIqug
by by o % (14N pob-1was 3 oT[gng pue  030a5  jassy
00LX —  00LX — CTW) moqur ;e ) JUaBUIAA0] sarjrfedrotuny ajeAtiy ubtaoy
IN I fhrddng heuoy ubraso4 jaN  aouejjIEay 38N 03 3Ipas) 0} 31pas) 0} 31pau) I8N o3y,

G861 - 9961 00I¥3d 304 * SNOITIIW NI AlddNS A3NOW OINI 33AN0S33 NSI3C4 A0 _..E.Ezm. Hi 0
FONYLI0WI ATIHTIE FHL 0L ONY AWddNS AINON 0 NOISNHAXI 3HL 01 ONILNGTAINGD 5301364




7.9

providing foreign exchange currency, it'consequently increases
the potential for the government to increase its expenditure
and, thereby exerts pressure on the price level. Its impact

does, however, depend on the nature of the sterlization policy.

Moreover, many monetary theorists have emphasized that the
inability of monetar§ authorities to neutralize the inflow of
foreign exchange leads to an increase in the domestic money
supply, generating stock disequilibrium in the money market
which consequently increases the price level. (1) Meanwhile,
if there is a strong steqi 1ization policy, then the impact of
inflow of foreign exchange on money supply and inflation will

reduce this to a minimum.

But Medio (1984)(2) has argued that
"sterilization of'money inflow by means of open market
operation required sophisticated and well-developed
money and financial markets which are largely non
existant in most LDCs" (Medip 1984, p.65)
With regard to weak sterlization policy, Jordan 1is no
different from the rest of the developing countries. This,
however, has been emphasized by Assa.(3) Thus, it is also

argued that this weakness of sterlization has emerged due to

the following reasons:-

(1) PFor more details see E. J. Sheehey (1979), "On The
Measurement of Imported inflation in Developing Countries",
Weltwirtschaftliches Archiv, 115 (1), pp. 68 - 79.

(2) A Medio (1983/84),"World Inflation and LDCs", Economic
Forum, Winter, Vol. 14, Part 2, pp: 59 - 95.

(3) Por more details see Assa, J. Ibrahim (1983), op. cit.
p.140
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(1) ste;ilizétion presented real difficulties in the
197bs, because the surplus in the balance of payments, which
was mainly due to the capital inflow. was a fesult of large
transfer payments.

(ii) thus, Jordan in the 1970s witnessed a large inflow of
remittance from Jordanians working abroad.

(iii) limited effectiveness of the instrument of monetary
policy which has emerged from the limited size and under
developed nature of the financial market and the non-flexible
interest rates.

(iv) the weak control §f the central bank over money supply .
has emerged from the existance of.high liquidity and reserves
of the commercial banks. (This is discussed in more detail

later).

Thus, one of the main factors behind the increase in .the
money supply in Jordan is the increased demand for bank credit
in the private sectors which includes loans and advances, bills
discounted, overdrafts, corporate bonds and domestic
investment. Apart from its contribution to the,honey supply
the rise in bank credit to the private sector could create
excess demand for goods and services and consequently, price
levels will increase. However, credit to the private sector
has increased from 37.204 million JD in 1966 to 1269.147
million JD in 1985. This representg a compound growth rate of

20.4% during the period.

This rapid growth was mainly a .result of Aincreasing

participation of the private sector in the country's economic
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dévelopment, and, Dbecause it was widely recognizea by
government aé a major role in promoting and sustaining economic
growth in both the commodity producing service and notably, the
financial.sectors._ Thus, thellow cost borrowing made borrowing
more attractive. Also, the rapid expansion in bank credit to
the private sector was because tﬁe commercial banks experienced

a rise in liquidity and reserves.

Moreover,-thé expansion in the money supply was also due to
an increase iq credit.to municipalities and public entities,
which includes ;oans and advances. However, credit to
huniciﬁalities and public entities have increased from 2.579
million JD in 19668 to 147.943 millions JD in 1985. This
~represents an annual average growth rate of 23.75% during the

period.

Another factor whichvaléo.led to the_expansion-of the money
supply was due to government and semi-government borrowing from
the bahking system (which includes advances, Treasury bills andA
government bonds) which has effectively started to take place
since 1969, and na§ witnessed an increase from 7.714 million JD
in 1969 to 324.609 million JD in 1985. This, represents a
compound growth rate of 26.3% during the period. Thus, £his
growth was as a result of increasing government reliance on the
banking system to finance the increasing demand of their

expenditure on the development programme (3 and 5 Year Plans).

In comparison with the rest of the factors, this indicates

a high growth rate. But this does not represent the true
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picture, éince it only takes the period 1969 - 1985, while the
growth rate of the rest of the factors takes the period of 1966
- 1985. Therefore, in order to consider which are the most
important factors that led to the expansion of the money

supply, we should be aware of this fact.

There is another reason to believe that the expansion of
the money supply in many LDCs was as a result of the absence of
effective monetary and finéncial discipline. Such disclpiine.
has emerged from stagnant or slowly growing revenues, and an
under-developed financial market. Therefore, governments in
these countries have resorted to printing more money in order
to finance the increasing demand of their expenditure. Thus,
such a means of finance is considered to be inflationary and
this will, therefore, have an affect on their expenditure.
Consequently, the government is forced to increase the growth
rate of the money supply in order to keep lntereét rates down

and to sustain the real value of their expenditure.

However, to measure quantitatively the contribution of the
money supply to the inflationary process in Jordan, we can

therefore specify this relationship in the following form:
AInPt =« + Bl AInMSt By > 0
where aInPy = the difference in the natural logarithm,

which represents a continually compound

relative rate of change in the price level.
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A In MSy = the difference in the natural logarithm,
which represents a continually compound
relative rate of change in the value of the

money supply.
Applying ordinary least square technique (OLS) using annual
data for the period 1968 - 1985. However, the estimated result

 of both honey supply definition (M; and M) are as follows:

aInP¢ = 0.0298 + 0.375 MSy (My)

(2.13) (4.22)

Figures in parenthesis are t.statistics.

RZ = 0.527
R2 = 0.497
F1,16= 17.81
D.W. = 1.67

AINPy = 0.0163 + 0.385 MSy (M)

(0.867) (3.73)

Figures in parenthesis are t.statistics

RE = 0.464
RZ2 =0.43
F1,16=13.88
D.W.= 1.93

The empirical findings indicate that money supply M,

definition has better prediction of the relationship between
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money supply and price level and also reveals that about 52.7%
of the variation in AInPy are explained by the aInMS; (M;) and
the estimated coefficient had the expected positive sign and
revealed to be significant at 5% level. Also, the value of

D.W. indicates the absence of autocorrelation among residuals.

The conclusion,. however, derived from the empirical
findings is that an increase in aln MS¢ can plan an inportanf
factor in the inflationary process in Jordan. Such evidence is
supported by the fact that on a#erage the annual rate of change
in money supply (M; definition) during the period 1966 - 85 has
far exceeded the annual rate of change in the price level, i.e.
15.81% and 8.13% respectively. Thus, the empirical evidence
(goodness of fit of the model) also shows that the model is
incomplete which may also explain that there are other important
factopé whiqh could play an important role in producing

inflationary process in Jordan.

7.2 The Composition of the Money Supply

It is not sufficient to relate inflation to the overall
money supply or 1its growth rate without 1looking into the
composition of the money supply and the relative.ilportance of

its component to the money supply.

Table 7.3 shows the component of the money supply in
Jordan. However, the money supply (M;) which is defined as
currency in circulation and demand deposlts. have witnessed a

rapid increase from 56.033 million JDs in 1966 to 848.222
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million JD in 1985. This, however, represents a -  compound

growth rate 15.37% during the period (1966 - 1985).

But this increase may not represent thg true bicture.
Hence, the money supply has witngssed a decline in 1985. This
was partly due to the drop in foreign exchange reserves which
was the result of the reduction in the Arab aid, accompanied by
. a low levellof eqonomic activitieé which pusﬁed down the demand

deposit and uitimatelyvboosted saving deposits.

With regard to quasi-money (whiéh is defined as time plus
saving deposits) which has also witnessed a rapid increase from
19.785 million JDs in 1966 to 1026.621 million JD in 1985, and
. this represents a compound growth rate of 23.1% during this

period.

Meanwhile My (which is defined as Ml-plus-quasi—money) has
also witnessed an increase.from 75.818 millioh JD in 1966 to
1874.843 hillibn Jb in 1985. This, however, represents a-
compound growth rate of 18.4% ﬁhich exceeds the growth rate of

M; 15.37% during this period.

However, this increase in the growth rate of Mo was
attributed to the rapid increase in quasi-money. This can be
seen by looking at the ratio of quasi-money to Mj;, which
increased‘from 26.1% in i966 to 54.76% in 1985 and on average,
the proportion of quési—money to My 1is 30;85% during the

period.
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Also, let us examine the impact of currency held by the
public aqd the demand deposits on the money supply. Money
supply (M;p) is the sum of the total of the currency held by the
public plus the demand deposits. Therefore, the volume of
currency can be determined by the behaviour of general public
holdings, while the level of demand deposits can bé influenced
by banks' behaviour. Also, the monetary authorities can
influence both the currency with public and demand deposits.
The increase in demand deposits ratio (demand deposits as a
proportion of the money supply (Mj) ) equals the decrease in
the currency ratio (currency held by the public as a

proportion of the money supply (M) ).

Moreover many economists and bankers in the LDCs have paid
attention to the currency held by the public and its
- significant role in determining the volume of money supply.(l)
However in the banking system, the bank reserve is considered
to play an important part in their operation and on the basis
of fractional reserves, the commercial banks reserve will be
determined by the flow and withdrawal of currency into

commercial banks.
Therefore, a higher preference. for holding currency by the
public will reduce the flow of deposits, banks reserves, and

consequently will thin out the monetary base (which is defined

(1) For more details see J. Danial Khazzoom (1966) The Currency

Ratio in Developing Countries, Frederic A Praeger, New York
p.3.
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as the commercial banks reserve plus currency in the hands of
the public) and eventually, exert a contractionary effect on
the monéy supply. Whereas low preference for holding currency
will add to the flow of demand deposits and bank reserves, a‘
rise in the actual commercial bank reserves would encourage
the commercial banks to grant credit. This will have an
expanéiOnary effect on the mone& éupply, unless it is offset by
changes.in legally_requifed reserves, which are determined by
the  tota1 deposits, or b& changes in the excess of bank's
reserves which are mainly influenced by the following factors.
Namely, the interest rates on bank loans, Central banks'

discount rate, economic and non—ecbnomlc. and total deposits.

Thus, Khazzoom(1) has argued that there is an inverse
relationshlp between the economic growth and the trend in the
currency ratio. This belief is based on the growth of banks,
which in turn, is associated with economic growth: Therefore,
a decline in the currency ratio may be as a result of the

increasing degree of economic development.

Generally speaking, the behaviour of the currency ratio is
also influenced by many other factors, namely, the process of
monetization, the growth of the banking system, inflation,
geographical factors, i.e. rural areas and ﬁrbanlzation, and

income distribution and political stability.

-(1) J. Danial Khazzoom (1966) op. cit. p.8
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Jordan has witnessed a high currency ratio during the 1967
- 1973. The reason was attributed to the political instability
and economic situation which has prevailed in Jordan during

that period.

For example, the 1967 Arab-Israeli war and the Civil War in
1970 was reflected in a situation of uncertainty and
consequently encouraged the public to hold more cash. Thus,
the impact of the Arab-Israeli war on the Jordanian economy was
the occupation of the West Bank of Jordan. Apart from that,
the Jordanian Dinar became the legal and preferred 6urrency for

the people in the West Bank.

Also, in 1967 and 1970 we have witnessed a drop in demand
deposits, because of the public withdrawal of bank deposits and
their 'desire to hold cash instead.' Hence it may be less

risk-taking during these periods of war.

Besides, fixed and low interest rates on saving deposits in
Jordan made it unattractive to the public given the fact that
Jordan had also experienced a high inflationary period,
i.e.19.1% in 1974 and the maximum yield on savings deposits did
not exceed 6.5%. This had therefore added to its
unattractiveness because the rate of return on déposits,will

not be positive.

While the currency ratio was steadily declining during 1975
- 85, the reasons were due to the use of currency in

circulation becoming less attractive, particularly when this
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involved large aﬁounts, of money ﬁnd the increase in price
speéulation on land and buildings which has taken place sinée
1975. The country has also experienced political stability,
the public becoming more confident in the banking system as
well as receiving higher incomes. The public were now more
prepared to give up cash holdings in favour of deposits during

this period.

7.3 The Behaviour of the Commercial Banks and the Monetary

Authority

Let us examine the behaviour'of the commercial banks in
Jordan through its 1liquidity ratio, reserve ratio, excess

liquidity ratio and excess reserve ratio.

First of all let us begin with a definition and a

calculation of these ratios.

The required liquidity ratio is a certain percentage‘of the ,'
total deposit of commercial banks. While the total (actual)
liquidity ratio is calculated on the basis of the total
liquidity assets of commercial banks to its short term
liabilities. (1) However, the total 1liquidity assets of

" commercial banks is to include the following items such as.the
domestic assets (vault cash, balances with CBJ, balance with
local banks énd Treasury bills and government bonds), foreign
assets (balances witﬂ banks abroad; investment abroad and cash

(1) For more details see Assa. J Ibrahim (1983),op. cit.
p.164.- '



7.21

in foreign currency), while the total short term liabilities is
to include public - sector deposits (government and
semi-government deposits. municipalities and public
corporatibns' dgposits). Aprlvate sector (reéldent and
non-resident) loans from CBJ and from localrbanks and bills

payable.

Also, the total (actual) reserve ratio is defined as the
balances with~C§J divided by the total deposit of commercial
_banks, and thg required reserve ratio is defined as a certain

‘percentage of the total deposits of commercial banks.

Historically speaking, monetary authorities had imposed a
~ reserve requirement on commercial banks in order to protect
themselves against insufficient liquidity. But it has been
increasing in use as a means for controlling the money supply
and credit and in order ‘fo reduce inflation.  Hence, an
increase in the legal reserve requirement will limit or even
reduce- the capability of commercial banks to grant credit
facilities, and consequently will have a contractionary effect
on the money suppiy. While a reduction in the 1legal reserve
requirement will expand the capability of commercial banks to
grant_credlt facilities, and consequently this will havé an

expansionary effect on the money supply.

Looking at Tablé 7.4 however, we can see that actual
(total) liquidity has registered a significant decline in 1969,
1973, 1976 and 1979, and this may attribute to the following

events such as the introduction of Treasury bills in 1969, the
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introduction of government bonds in 1973, increasing a measure
of Central Bank of Jordan to curtail credit expansion in 1976

and 1979, and the establishment of the Amman Financial Market.

All these, however, have contributed to the decline and
this may also indicate the availability of Treasury biils.
Government bonds have made it possible for the commercial banks
to invest fheir excess liquidity and consequently have made it
bengficial for the‘fiscal‘authoritles, through providing them
with money, to finance their budget deficit and, at the same
time, have channelled their financial resources to productive
projects. Above' all, the establishment of Amman Financial:
Markets have made it possible to direct private liquidity away
from speculative investments 1like real estate and into

productive enterprise.

While the legal 1liquidity ratio of (25%) was initially
imposed by CBJ for the first time in 1969 and has been raised
to 30% in 1975 in order to reduce the excess liquidity ratio of
commercial banks, the legal reserve requirement, which was set
up in 1969, was raised to 10% in 1971 and 12% in 1974 in order
to curtail credit expansion and excess reserves and thus to

cope with inflation.

Thus, the CBJ has also gone even further by adopting the

argument which was put forward by Brimmer (1971)(1) that the

(1) A. F. Brimmer (1971), "Central Bank and Economic
Development: The Record of Innovation", Journal of Money,

Credit and Banking, 3, pp. 789 - 792.
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legal reserve requiyement in developing counfries should be
linked to differentiate between the composition of the total
deposits of commercial banks in order to influence the
allocafion of credit in favour of the productive sector, and

also to limit and control bank credit.

This kind of policy discrimination between the composition
of total deposits was adopted by the CBJ in 1976, (15% on
demand deposits and 12% on saving deposits) specifically to
curtail credit expansion. .In 1979, the legal reserve
requirement was also increased to 16% on demand deposits and
13% on savings deposits in order to reduce credit facilities

and to reduce inflation.

During the 1980s, the CBJ has adopted a reduction  in the
legal ¥eserve requirement, i.e. 14% on demand deposits and 11%
on time-saving deposits in 1980, in order to enable the
commercial banks to grant credit facilities for those in the

productive sector.

However, the monetary policy in influencing the volume of
credit and money supply in Jordan has not proven to be
effective through the required liquidity ratio and required
reserve ratio, because commercial banks have always maintained
high actual 1liquidity and reserves which far exceeded that

required by the csJ. (1)

(1) For more détails see Marwan Hayék and Sami Zreikat (1976),
The Financial System in Jordan, Economic Department, Royal
Scientific Society, Amman, Jordan.
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Moreover, commercial banks in Jordan maintain an excess

liqﬁidity and reserves could be due to the following factors:

(1)

(11)

(iii)

(iv)

(v)

Jordan witnessed political uncertainty in the 1967.war
and the civil war in 1970. Under the state of

uncertainty bank management became over-cautious.

Commercial banks_have adopted a conservative policy in
credit extension. This, however, is a reflection of

their demand of large security for grantinglloans to
customers and 1n.particu;ar to.those in agricultural .

and industrial projects.

Jordan is still characterised by limited size and the
underdeveloped nature of money markets. The structure
of interest rates and their levels are also
characterised by inflexibility (i.e. very low yield on

bank lending).

Commercial banks in Jordan are no different from those
operating in many LDCs, they find it difficult to
predict the behaviour of the demand for currency.
This, however, has forced commercial banks to keep a
higher ratio of actual reserves, in order to meet  the

different possibility of changing demand for money.

Until 1974, the CBJ used to pay interest rates on
commercial bank's reserve deposits with the CBJ. This

has consequently reduced the cost of keeping a large
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excess in reserve.

7.4 Commercial Bank Credit and Its Allocation

Let us now examine the nature of commercial banking

activities.

The banking system in Jordan has witnessed considerable
changes in the Qolume of credit extended to economic'sectors.
~Thus, oné of the features of credit facilities extended by the
'coemereial banks was mainly in a form of loans and advanees to

both the private and public sector.

Looking at Table 7.5 we can see that credit facilities by
the commercial banks have increased from 38.981 million JD in
1966 to 1247.416 million JD in 1985. This, however, represents
a compound growth rate of 20% during th;s period. The reason
behind this growth was, however, mainly due to the fellowing'
factors(1):

(1) The increese 1niprice§ may have to be matched by more
credit, and in particular, to financing the increasing
demand for imports. Likewise, when the econemic
situation is faced by rising prices, domestic economic
transactions require more credit.

(ii) The state of the economy has a role to play in the

‘credit expansidn. Prior to 1973, Jordan underwent an

(1) For more details see National Planning Council (1976)
General Report, of the Jordan Development Conference held in
Amman, May 31-June 2, Working Papers, Vol III, p.10.




7.27

2861 aunf ¢(9) £Z uIja[Ing red13sTies Ayquoy :rg)
pue ‘gz “oN anss] [e10ads ‘(£861-pI61) SOTUeS [ea13sTIRYS ifuesy :pg) :eaunog

Q9 €2 006°GE 082701 0S8°0 0es°¢ 022°9 wmmgwum
210°92  69S°IEE 0IZ'bZ GGG°80E O0EE"ZT  G91°2G1 005°C 020°2€ 090°¢ 862°9¢ 061’6 8817211 09672 91k "k2CT 5861
0GE"¢Z2  SGO°KZE 000°GZ 2607962 OI0°CT  22€72k1 01E°C 9Ip"2¢  021°¢ 659°G6¢ 08172 F90°G8 086 k1 GZ8°F8IT k861
02€°9Z GbE°1Z 0£8°92 069°92Z2 00S°IT  8Zk°8I1 000°¢C PS80 082 9¢9°5C 05€"9 FEF"G9 00291 2¢Z670E0T €861
0cbbZ  EG2°912 OI1°2E bb6°b8C 00T°IT  CZEG°86 08G°1 690°FT  022°¢ 0e9°ke 02272 66k P9 000°ee 1217288 2861
04972 907102 DUE"IE  164°GCZ 0Cb°II  2EF°Z8  0S6°0 22879 089°¢ 38£°61 0bZ 9 000°S 0g6°¢2 2IET1Z2 1861
090°ZE 9G2°081 O0I19°6Z 9667991 08I°2T 812°89 02270 2SE°P 0S0°€ S0g°2l 0r9°S 158" 1€ ope-1e 9G8°€9S 0861
02F°2C F66°0GT 098°8C 9EZ°FET OkITCI  XP°9S 09870 g8e0’p 0es’E 19e°21 096°S 95228 Ob2"6E 650°S% 661
Q1Z°0c IPSTO0T 00Z°0E  TES°00T 000°TI1 82679 0IS°O |4 PR 02¢8°€ 302721 1] Y £20°pe 09%€°"9¢E 66¢°CEE 8261
056792 bP82°59 (Q9E°EE  ¢22k°I8  006°01 665°9¢ G600 €eco 105 11€°8 orE"2 616721 058721 SS0°bC 2461
0912 Zb0°0S OIF'6E FRISTI8 O0SS°01 808°IZ 091°0 CEED 06k ¢ 291°S 026°S 19¢°¢1 00k €9 160°20¢ 961
op8°kZ  16P71E  O0EG0OF 22E°1S 002711 1E8°PI  022°0 £82°0 088°¢ 809°¢ 0TS 18272 00 "6k P92l G661
00S°EZ  996°61 0/9°GE C2O0E"0E 0J8°I1 280°01 ObP'O 12E°0 0or v Ské°E 0r6°S 90"S 0k -2€ 0S6°F8 k26l
03€°eZ2 kPl 0J5°0F 6R20°GE  00G76 £28°G 0¢9°0 93€°0 OEe’e 190°¢ ox6°S €29°¢ o00Zec 218°19 €261
0s0°1Z2 129701 OIbek 8Sk°IC  009°8 PSE’F G570 16€°0 06571 F08°0 1174 209°E 00872 065°0S 26l
03c¢c 90S0T OIF0Ob P96°8T OPE™S 916°¢E 0eb"1 22970 0021 66470 0sk "9 6¢0°€ 0e0°e 8269 1261
0S9°k2 822°I1 08072 068°91 0pr8°8 620°F 009°1 6¢2°0 032°1 €85°0 0129 628°¢ 0SE"0 85"k 0261
0F9°sl 66072 000°¢Fr 6S0°61 02678 S0’k 0ee 0 ¢sl°0 08571 212°0 0% "9 9e6°¢ 01201 68E "G 6961
0S8°F1 06079 059°1F 920721 082°6 rA {1l 200 01070 009°1 bS9°0 086°8 ¥89°¢t 0cp 'S 26670k 8961
016°¢1  220°S 029°kb  ZSE°JT  088°01 CECTP 9c0°0 k1070 0261 29270 Q18°¢2 126°¢ 0rZ "0- 988 °8E 2961
03E’8 29¢°E ORI"ZS 228702 OlI*¢l  E£28°p 080°0 0e0°0 . 026871 €19°0 019°9 645°¢ 186°8C 9%1
aJeyg ¥ anfep aJeys ¥ anfep asmeys 7 aniepy aJeys y anief amyg 7 an[ejp aseys 7 anfej
abueyy
UoT3aNAISU0] apeu) ubtauoq ainynotuby uotrjeuodao] otiqng pue 4o ajey - 31pau)
J0 aseys a1qs8wo jo areys hujsnpup jo aseys butury  jo aueys jo aueys arqirediotuny jo aueys [enuuy 7 ®301 de3d),

GR61-9961 00IYId JHL 304 (SQF UOT[TIW UT) LIOFH] NuG WIJYIMWOD SNIONYLISING 40 NOILNGIALSIO WA01I3S
52 3184l



7.28

021°S 02¢°2 00071 020°¢ 00Z°k abe.ary
081 122°€5 000°01T  €95°¢22T go1°¢ €€6°92 opE"C 52876 0¢0°S 6c0°P9  S861
oocr  E1670§ 0S2°0T  6Sk 1T 00s°¢ 266762 00a°2 912°€C ob6 b a8r°es k86l
0l'r 8667 00S°01  960°801 08k ¢ 2€9°G¢ 005°¢ €89°G¢ 006°p £8P°0S  £861
o9k KLTIR 0-8°2 965769 01°¢ 209761 01€°¢ S8k 02 012°€ 288°¢CE 2861
0SE’b I2pIE 0Ek'8  bEBT09 00E"1 65E°6 00¢°2 068°ST DEZ°E 982°EC 1861
009°€ &7 098°9  Z212°8E 05"t 669°8 o1°2 eIl 095°¢ 6k 7Pl 0861
002°€ 280721 08E'9  ¢99°6C 020°1 95¢°p 00°2 259°6 008°¢ ov0°€l 6461
008'c  ZZe'el (120" B4 P 4 09€°0 10! 08671 2199 01s8°¢ 6/€°8 8261
00b'9  219°SI 0SE"S  G20°ET oo G85°0 00k "1 P E oks°p €80°11 2261
009°9  £G9°El 08F°S  G9ETTT 0¢°0 45670 012°1 81s°¢ 0S2°E 62272 961
089°c  993°F w3’ 2ob7e g9z 0 9ee"0 00k°1 £82°1 016°¢ 169°€ G261
010°€  6585°¢ 0p8°9  GI8'S 08°0 6EL°0 06271 2¢5°1 0EZ™9 £62°5 k6l
0G8°¢ 8571 09%€"L G857 06°0 665°0 0ec e 62€°1 0bS°E 261°¢ £261
019°€ 62871 00L°¢2  P6BTE 083°0 <PED 0e8°1 be6°0 08°p k2 &6l
08z°F  800°¢ 000°2  8¢°E 05°0 2=l 088°1 988°0 0/6°S 919°¢ 1261
0%€’€  0ES’T 0016 Zklbk . 000 P8I 0 o1°Z 8670 0ZE"S A4 0261
0bZ°Z1  855°G 0549 990°€E" 0ck 0 gel°0 1] tArd £00°1 1742 3 bas°l 6961
0S8'6  6EO°F 0009  95k°C 09%°0. 88170 oEr°2 666°0 09E°p 68271 8961
099°8  69E°E 00S°S  8El°C 005°0 9%1°0 0€8"e 101°1 09s°p bl 2961
0kF 9271 094°S  2kE7C - 08870 0EE"0 | 24 £66°0 00S°S WF1°C 9961
odeys ¥ aneh aJeys 2 anief aJeys o angeh oJeys 2 anfen alys ¢ anren
S[ENPIATPU] 83eATId pue  suoTqn3Iysu] - sjue.ne}say pue STa30H
4843 JO aueys [PUC1SSaj0Ud 4O aueyg [e1ouRUT 4 40 aueys ‘wSTN0]  §O aUeyg uotjejiodsued) jo areys @3y

L*°° 7" "03NNILNOD S°¢2 Tl



7.29

economic slack, which was mainly due to political
instability; i.e. the 1967 Arab-Israeli war and the
civil war in 1970. Moreover, this period of economic
stagnation was accompanied by a decreasing or low
growth rate in credit extension, i.e. 0.24% and 0.35%
in 1967 and 1970 respectively while, after 1973,
Jordan exﬁerienced an economic boom which was
accompanied by political stability and reflected in a
high growth rate. This growth was, however, a result

of implementing the Three and Five Year plan for
economic development which required a lérge credit
extention in order to finance large projects.

(iii) Interest rates in Jordan are fixed and relatively low
in relation to high inflation rates. This can be
explained in terms of the low returns on bank deposits
(which in a sense.reduces bank costs and consequently
enaﬁles them to reduce their chﬁrges on bank loans).
Thus the private sector is encouraged to borrow money
from banks, especially when they expect prices to
rise, because they prefer to be in debt rather than in
credit. The real interest rate could be very low or

even negative.

The inflationary effect of the increased bénk credit to
economic sectors emerged not only from the increase but also
from its concentration in unproductive sectors. Hence it
creates excess demand in these sectors of the economy and
consequently this may have an ‘efféct on their prices.

Therefore, maldistribution of commercial bank credit could
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eventually add to'the inflationary process.

With fegard to sector distribution of credit by the
commercial banks. One striking feature of .their credit
allocation is their preference to finance domestic and foreign
trade. This can be seen from the high relative share of bank
credit extended to domestic and foreign trade. However, this
ratio (see Table 7.5) accounted for 52.14% in 1966, 44.62% in

1967, 42.41% in 1972 and 40.57% in 1973.

But the relative impdrtance of cre&it in this sector has
started to decline since 1975 and éccounted for 28.86% in 1979,
and 26.83%, 25% and 24.21% in 1983, 1984 and 1985 respectively.
The decline, however, was a result of a continuous pressure
adopted by the CBJ since the beginning of the Three Year Plan
in 1973, by urging the commercial bank to increase c;edit
facilities for the productive sector at the expense of the

trade and commercial sector. (1)

Thus, it is -also significant to note that on average the
share of bank credit going to finance domestic and foreign
trade was 35.9% during the period (1966-1985). This, howeQer,
leads us to say that the commercial bank credit went to finance

" the domestic and foreign trade. This was very significant

(1) For more details see:
CBJ Tenth Annual Report (1972) p.110-11, and
CBJ Eleventh Annual Report (1974), pp. 33 - 36.
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since it was labelled first in terms of the order of the

allocation for commercial bank credit.

Regaraing the construction sector, however, the felative
share of the commercial bank credit going Ato construction
accounted for 8.38% in 1966, wﬁich then started to increase
steadily until 1970. This increase may be partly due to the
~ natural grohth of the population ahd by the'inflow of refugees

when they exert pressure on the demand for housing.

Thus, the period between (197374 1981) has also witnessed a
rapid increase in the relative share of commercial bank credit
in this sector. This was mainly due to the boom in the
purchasing of land and the building of residential and luxury
housing. Alsd, this period has witnessed the implementation of
Three and Five Year Plans,'which have required a large amount
of money to finance the housing projects. But the period
between 1981 - 1982 witnessed a decline whiéh was mainly due‘
to the decrease in construction activities. However, on
average the share of bank credit going to finance construction '
was 23.46% during the period 1966 - 85. This may, however,
indicate that the construction sector's share of credit was
significant and labelled a second in terms of the order of the

allocation of commercial bank credit.

Concerning the 1ndﬁstrial sector, and despite the early
stages of industrial dévelopnent in Jordan, the relative share
of the commercial banks' credit going to the industrial sector

account for 12.11% in 1966, and then started to decline
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steadily until 1972. This decline was associated with
political instability which made it unattractive to finance the

industrial sector.

But the relative share of credit to this sector has risen
betwen 1972 - 1974. This was mainly due to the attention given
by the commercial banks which was the result of various
policies by the CBJ and government to encourage
industrialisation. Thus, the period between (1977 - 80) and
(1983 - 85) has also witnéssed an increase in the relgtive
share of credit to the industrial sector. This may be
attributed to the emphasis of the Five Year Plan on the
importance of the role of the industria{ sector in achieving
economic development. However, on average, the share of bank
credit going to finance the industrial sector was 10.78% during
.the period (1966 - 1985). This may reveal that the industrial
sector share of credit was significant, and labelled a third in

terms of the order of the allocation of commercial bank credit.

There is also another striking feature of commercial banks
credit allocation, which is that they are reluctant to finance
the agricultural sector. They believe it involves a risk
element and that this is reflected in the uncertainty of its
production and difficulties in extending and collecting loans.
This can be revealed by the low relative share of bank credit

extended to the agricultural sector.

However, this ratio accounted for 1.57% in 1966, 1.97% in

1967 and 1.28% in 1970, and then started to increase in 1973,
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reached its highest ratio in 1974, and then started to decline.
vIn 1977 it started to pick up again until 1979, and after this
has generally witnessed a declining ratio, reaching 2.06% in
1985. But on average the share of bank credit going to finance
the agricultural sector rose by 2.53% during the period (1966 -
1985). This may indlcate_that"the agricultural sector share's

of credit has never been of much significance.

The above analysis clearly shows that an increase in the
volume of credit facility has failed to be accompanied by a
fair distrlbution.of credit amongst all sectors pf the economy -
and, déspite its emphasis by the Three and Five Years Plans, to be

distributed in favour of all productive sectors.
7.5 Conclusion

We may conclude our analysis by summarising .that the
mopetarists take the view that inflationary pressure in the
economy will arise where excessive growth in the money supply
has exceeded the growth of real output, and yet an increase in
the money supply may appea¥ to be inflatiomary, but much of it

depends on the state of the economy.

However, Jordan has experienced a rapid increase in the
money supply, and on average, the annual rate of change in the
money supply (M; definition) duriﬁg the period 1966 - 1985 has
far exceeded the annual rate of change in the price level, i.e.

15.81% and 8.13% respectively.
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At the same time, on average, the annual rate of change in
the money supply has also far exceeded the annual rate of
change in real GDP, i.e. 15.81% and 4.65% respectively during
the same period and this may indicate that monetary expansion
in Jordan could not be absorbed and that this therefore may be

reflected in price rises.

But we have also. indicated in our analysis that the
parallelism between the annual average rate of change in the
money supply, and the annual average rate of change in price
level 1is not quite strict, hence an rincrease in the money
supply is not always sufficient to explain inflation.
Inflation may, therefore, also be explained by many other

factors in the economy.

In our analysis, we have also examined the main factor
whicﬁ could have influenced the expaﬁsion'of the money supply,
namely, the net foreign assets, credit to the private sector,
credit municipalities and public entities, and by credit to
government and semi government institutions, where they have
registered a compound growth rate of 10.46%, 20.4%, 23.75% and
26.3% respectively, during the period 1966 - 1985 (except for

the 26.3% which was during the 1969 - 1985).

With regard to the empirical findings of the regréssion
analysis of alnPy against AInMS{y (M; definition), using annual
data for the period 1968 - 1985 which demonstrates that an
increase in money supply can have a considerable impact on the

inflationary process in Jordan. Thus, the empirical evidence
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(goodness of fit of‘the model) also shows that money supply
aloné is not enough to explain the inflationary process in
Jordan, hence it has only explained 52.7% of the variation in

AInP¢ and 47.3% would be due to other factors.

In our analysis we have also investigated the composition
of the money supply and the relative importance of its
component to the money sqpply. However, money supply (M;
definition), quasi-money and money supply (Mp definition) have
increased and registered a compound growth fate of _15.37%.

23.1% and 18.4% respectively during the period (1966 - 1985).

Thus, we have examined tﬁe impact of currency held by the
public and the demand deposits on the money supply. However,
their relative share of importance is found to be with an
average of 64.28% and 35.72% respectively during the period
(1966 - 1985) and the reasons behind a higher preference for

holding currency have also been identified.

At the same time, the behaviour of the commercial banks and
the monetary authorities through 1liquidity ratio, reserve
ratio, excess liquidity ratio, and excess reserve ratio  were
assessed. However, despite the introduction of Treasury bills
in 1969. the introduction of government bonds in 1973,
increasing the measure of the CBJ to curtﬁil credit expansion
in 1976 and 1979, and the establishment of the Amman Financial
Market, the monetary pﬁlicy in 1nf1hencing the volume credit
and money supply in Jordan hés not- proven to be 'éffective

through the required 1liquidity ratio and required' reserve
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ratio, because commercial banks have always maintained a high

actual liquidity and -reserves which have far exceeded that
required by the CBJ. However, the reasons behind this have

also been'identified.

Furthermore, we have examiﬁed the nature of commercial
banking activities, which has involved an inquiry into the
commercial bank credit and its allocation. However, the credit
facilities by fhe commercial banks has witnessed a rapid
increase, with'an averége growth rate of 20% during the period
1966 - 1985. Thus, the reasons behind this growth has also

been investigated.

Finally, one striking feature of the distribution of credit
by the commercial bank is their preference to finance domestic
and foreign trade, and their reluctance to finance the
agficulture sector, this ﬁoﬁever, can be seen from their
relative share in the total credit extended by the commercial
bank. ‘For‘ example, the share of the bank credit going to
finance domestic and foreign trade, construction, industrial
and agriculture wefe an average of 35.9%, 23.46%, 10.78% and
2.53% respectively during the period 1966 - 1985. Thjs,
however, may indicate that the increase in the volume of credit
was not accompanied _by‘ a fair distribution of credit among
sectors of the economy, and inspite of the emphasis by the
three and' five years devélopment plan to distribute credit in

favour of the productive sector.



8.1

CHAPTER 8

The Contribution of Foreign Trade Prices to Jordan's Inflation

Having previously stated the contribution of the monetary
expansion to the inflationary process in Jordan, our main
objective in this chapter is to examine the contribution of

foreign trade prices to Jordan's inflation.

However, this chapter will involve a review of histor1;al
changes which may have contributed to world inflation and will
involve an examination of the argument related to the
inflationary process as a result of chahges in the price of
trade goods; Thus, this chapter will also involve an

- investigation of the importance of foreign trade to LDCs and
with special reference to Jordan. Moreover, the investigation
yill also covef to what extent domestic prices may be
influenced as a result of Jordan's international transaction
with the rest of the world, this relationship will be tested

with the aid of regression analysis.

8.1 Historical Change (Records)

First of all, during the period 1966 - 1985; the world has
witnessed a number of unprecedented changes which have, in
turn, contributed to a sharp rise in both import and export
prlces.(l)

(1) G. Maynard and W. Van Ryckeghem (1975) A World of Inflation,
Barnes and Noble, Great Britain, Chapter 10.




(1)

(11)
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The devaluation of sterling against the US dollar and
other currencies in November 1967. This, however, has
caused a sharp rise in the U.K. foreign trade price in
1968, and consequently has been followed by‘
acceleration of domestic inflation. Thus, following

the devaluation of Sterling, the British government

"were forced to adopt a stop-go policy. The result of

demand restraint policies and devaluation was a

balance of payment surplus in 1969 and this has

continued 'til 1971. At the same time, the U.S.A.

" started moving into an economic slump and the German

. boom was cooling off, world trade was slowing down and

with it, British exports. But in June 1972, Sterling
was allowed to float in order to solve balance of
payment problems.

Thus, the French franc also devalued in August 1969,
and consequently made a sharp rise in French export
and import prices in 1969. This was followed by a
re-evaluation of the Deutschemark and other major
currencies against the dollar, which took place in the
course of 1971 and which was also accompanied by é
rise in export and import prices in nearly all
0.E.C.D. countries. The successive re-evaluation of
the Deutschemark did, however, caﬁse a fall in
Germany's import pfices but it is significant to note
that export prices did ‘not fall and continued to

rise. (1)

(1) G. Maynard and W. van Ryckeghem (1975) op. cit. p.221



(iit)

(iv)
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Also, the world has witnessed several changes in the
exchange rate following the breakdown of Bretton Woods
monetary system at the end of 1971(1) which was
assoclated with a massive capital flow of US dollars
out of the United States in 1971 to Europe and Japan
because of .anticipation of a devaluation of the US
dollar, the suspension of the dollar's convertibility
into Gold, the great deficit in the US balance of
payment, the expansion of the US money supply
following the high expenditure on the Vietnavaar. and
the rapid expansion of ;orld reserves in 1971 - 1973.
(In spite of a growing unwillingness by countries who
enjoy a surplus in the balance of payments to go on
financing the US deficit by accumulating dollars in
their reserves). @ These events were, howevef, also

associated with a sharp rise in world inflation.

Throughout the world, food prices have accelerated
violently durihg 1972 - 1973, and consequently have
contributed to the increase in the general price
level. This may be attributed to a decline of per
capita world agricultural production, accompanied by
an increase in the demand for food given its inelastic
supply. Thus, it is also due to bad weather

conditions and subsequently poor food harvest (in the

(1) G. Maynard and W van Ryckeghem (1975), op. cit. p.60.
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USSR and Brazil frost).(l)

(v) | Thus, during 1972—74,-a11 major industrial countries
have experienced a rise in their economic activities,
which consequently have led to the increase in the
demand for basic metals, in particular following the
major international crisis of 1971 and mistrust in the
US dollar and in the value of currencies which have
created a speculétive and precautionary demands for
many commodities. It is also'strengthened by demand
pressure from the international synchronous 'boom of

1973.

(vi) Moreover, the world has also witnessed a sharp
increase in the price of o0il during the periods of
1973 - 74 and during 1979 - 80. Thus, the world
market has shifted from near competitive to néar
monopoly price. However, such events have created

many problems for non-oil producing countries.

(vii) However, the sharp o0il price increase .has induced
recession in the industrial countries, which was
associated with a falling in aggregate demand and
boosting cost-push inflation. (2) Hence, the édverse

(1) Phillip Cagan (1980) "Imported Inflation 1973 - 74 and the
Accommodation Issue", Journal of Money, Credit and Banking, 12,
pl - 16. - _

(2) Jaleel Ahmad (1984) Floating Exchange Rate and World
Inflation, Macmillan London, p.150.

According to Ahmad there is an apparent paradox associated with
the oil price increase of 1973-74 that it has contributed to
the inflationary process through the cost of production but at
the same time has also reduced the excess demand. This 1is
therefore a deflationary process.
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effect has fallen on cost production and consequently
their export brices increase and subsequently shrink
the demand for their exports, thereby reducing their
Qbility to import and intensifying the preésure on

their balance of payments.(l)

(viii) One should also point out that there are other factors

which‘were associated with an increase/decrease in the
price of oil. 0il priceé are priced in terms of USS$.
Any éhange in the exchange rate of US$, and‘the price
of foreign oil therefore, should not be ignored since
appreciation of the dollar increases the foreign price
of o0il, which decreases foreign demand; and increases
the foreign oil supply leading to a reduced dollar

price of oil.(2)

(ix) Following the exchange rate crisis the industrial

(1)

(2)

world has been forced to adopt tariff protection
against imports and subsidies to export. The purposes
of these.pollcies ﬁere to break the fegulatlve impact
df internafional competition on the national price

level.

For more details see Edward R Fried and Charles L Schultze
(1975), Higher O0il Prices and the World Economy, the
Adjustment Problem, The Brookings Institution, Washington
DC and A Abbot (1984), "The Recycling of Surplus 0il Fund,
Economica Internazionale (May-August-Nov), 34 (2-3-4),
pp.202-221.
P. Stephen, et. al. (1986), "Exchange Rate and World O0il
Prices, Federal Reserve Bank of Dallas Economic Review,
March, p1-20. : -
Richard G Sheehan and Neil Kelly (1983), "0il price and
world inflation, Journal of Economic and Business, 35, pp
235-238 and R Kitching (1983) "Don't Blame the Arabs",
Rivita Internazionale Di Scienze Economiche E Commerciali,
3(6) p 561-65.
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.(x) During the 1970s the world has also witnessed rapid
changes in trade union movement. Their members have
become aware of bargaining power and their influence
has become stronger as has their demand for more pay.
More pay has led to an increase in the unit cost given
the low productivity and has subsequently put some

pressure on prices.

(xi) Howeber. the world in the 1970s has witnessed an
‘excessive liquidity following the recycling of oil
funds and the huge expansion of europ-markets which

are bound to have an effect on the prices.

. 8.2 The Inflationary Process as a Result of Changes in the

Price of Trade Goods

Any economy which 1is engaged in overseas-trading is bound_
to be gxposed to inflationéry impulses from tﬁe world outside.
Hence one;country's-exports are another country's imports, and’
an increase in a country's export brlce (which may have been a
result of higher costs of domestic production, which in turn
was the result of higher prices of imported materials) is
likely to put upward pressure on price levels of its trading
partners through increase in import prices, regardless of
course of increases which may have been a result of increases

in demand or reductions in supply. (1)

(1) Jaleel Ahmed (1984) op. cit. p.49
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The impact of import prices increases on the final goods
and intermediate products which tends to contribute to the
consumer and wholesale price indices, presumably with time in

importing countries.(l)

In so far as import substitution (for certain domestic
goods with relatively the same nature) are concerned, a rise in
the price of imports at regular intervals provokes a

sympathetic trend in the prices of competing domestic goods.’

Thus, following the initial increase in both import prices
and the price of domestic goods, this is likely to provoke a
chain of repercussions, such as upward pressure on wages and
hence, on unit costs and prices of a whole range of goods and

services.

The effect of import prices on domestic prices depends on

many factors, namely:

(1) domestic rate of inflation relative to trading
partners;
(i) the rate of change in the cost of production in the

trading partners;

(111) a complex interplay of income and substitution effects
caused by the initial price changes;

(iv) = price elasticities for imported goods;

(v) whether the importing country is adopting a flexible

(1) Peter D Jonson (1976), "World Influences on the Australian
" Rate of Inflation" in M Parkin and G Zis (1976) Inflation in

Open economies, Manchester University Press, p.239-258.
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or fixed change rate regime, import control and
quotas;

(vi)  the ability of importing country to sterilize the
1ncreas¢ in foreign reserve. (1)

(vii) The amount of imports and their relative importance in
GNP, and the marginal propensity to import.

(viii) . The natufe of .imported goods (i.e. essential or

 luxury) and the process of economic development,

accompaniea by.the availability of foreign exchange.

(ix) The degree of substitution, and

(x) - The relative importance of foreign trade in GNP i.e.

the opennness of the economy.

8.3 The Importance of Foreign Trade

The importance of foreign trade to LDCs has emerged from
being unable to produce capital goods and intermediate inputs
which are considered to be essential to the process of their
economic development (Cairncross).(z) Thus, such incapability
is associated with limited resources. Thus, most LDCs are
charécterized by high growth rates in population, ahd

consequently they are forced to import in order to meet the

(1) See William R Cline (1981) "Introduction" in William R
Cline and Associate, World Inflation and Developing Countries,
Brookings Institution, Washington DC p.9.

(2) A. K. cCairncross (1976), - "Contribution of Trade to
Development in G. M. Meier (1976), Leading Issues in_ Economic

Development, Oxford University Press, New York, pp 712 - 716.
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needs of the econoﬁy. Moreover, financing imports in LDCs
usually meet with a critical challenge for them given the
availability of foreign exchange. Hence, their export proceeds
are inadequate to cover the foreign exchange requirement of the
imports bill. A trade deficit is therefore coming into

existence.

In addition, the LDCs have become vulnerable to the direct
inflationary impact which emerges from the rising foreign trade
prices, and being unable to substitute more expensive foreign

produced ones for cheaper home produced goods. (1)

However, Jordan is a small open economy, whereas production
bases are below the minimum level of their requirement.
Consequently, the external-sector is_playing a major part in
the ﬁétional economy in both terms of 1t§ contribution to GDP
and in meeting its requirement for both consumer and capital
goods.(z) Thus, the role of imports is considered to be very
" significant in terms of social, political and economic factors.
Hence, importation has created a number of jobs through the
need for distribution and the sale of foreign goods. Besides,
there are also some writers who even argugd that the
availability of goods has helped to reduce the i.nflationary
pressure and consequently to keep away a popular cause of

discontent.

(1) G. Maynard and W Van RycKeghem (1975) op. cit. p.47.

(2) See Ministry of Planning (1986). The Year Plan for
Economic and Social Development 1986 - 1990, National Press,
Amman, Jordan, p.15.
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Méreover,.most déveloping countries are characterized by
the high slze‘of-thé fdreign trade sector in relation to GNP.
At the same time, Kihdleberger (1962)(1) has argued that the
smaller tﬁe country, the higher its involvement in

international trade.

The openness of the Jordanian economy is indicated by the
ratio'of foreign-trade (exports and imports) to GNP, which has
witnessed a rapidlincrease from 42.33% in 1966 to 87.01% in
1981. Afterwards, it has started tq decline and by 1985 it was
74.92% (see Table 8.1)! . However, the reason behind this
decline was mainly a result of the. contraction of exports and
imports which have both been affected réspectively by the
recession of the European export market and the drop in the

international commodity prices.

The Table 8.1 also indicates that between 1966 and 1985,
foreign trade as a percentage of GNP constitutes an average of
64.09%. This remarkably high figure demonstrates the degree of
dependency of the Jordanian economy on the international market
which consequently makes the economy highly sensitive to the
external movement of prices unless it is offset by exchange
rate appreciation or by adopting other policies to réctify

these movements.

(1) C. P. Kindleberger (1962), Foreign Trade and the National
Economy, Yale University Press, New Haven and London.
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8.4 The Growth of Jordanian Imports

Looking at Table 8.1 shows that the value of commodity
imports in current prices have increased from 68.81 million JD
in 1966 to 1074.50 million JD in 1985. This represents an
annual average growth rate of 15.62% which outstripped the
average growth rate of GNP of 12.85% per annum for the period
1966 - 1985. The average pfopensity to import (inport/GNPi has
increased from 36.73% in 1966 to 58.11% in 1985, and on average

it represents 52.65% over the same period.

Thus, the marginal propensity to import can be computed by
using regression technique ordinary least squares (OLS) for the
period 1966-1985, whereas M is defined as the absolute value of
imports, and GNP is the absolute value of Gross National
Product at market prices. However, this technique is used to

investigate the variation in M as GNP varies.

Therefore, the estimated marginal propensity to import
(MPI) can be seen in the followingvequation :
M = -35.63 + 0.65 GNP ... (1)

(-1.98) (35.27)

The number in parenthesis are T. statistics.

R? = 0.986
R?Z = 0.985
DW = 1.06
F1,18 = 1244
N =20

- 12



We can see from equation (1) that the estimated coefficient
B is a positive sign and very significant at 5% significant
level. The value of DW indicates the existence of auto.
correlation which may be caused by omitted variables or
incorrect function form applying linear estimated to a
Curviiinear relation. Equationﬂ(i) also indicates that 98% of

variation of M is explained by GNP.

However, equation (1) indicates that the MPI regression
coefficient of 0.65 which implies that as GNP increases by one
dinar, 65% of it will be spent oh imports. This is a good.

demonstration of a growing demand for 1npofts.(1)

Using the Cochrane-Orcutt Technique for correcting'first
order serial correlation error (CORC), we get the following
result:

M=-29.49 + 0.4 GNP ..........c.0v0vvn (2)

-(-0.88) (20.91)

R? = 0.962 .
RZ =0.96
DW = 1.77
F1,17 = 437

Final Falue of Rho = 0.46
T. Statistics for Rho (2.29)

(1) For more details see M Smadi and M Amerah
(1979),Composition of visible imports: an industrial

development potential, Economic Research Department, Royal
Scientific Society, April, Amman, Jordan, and M. Share (1987),
"Jordan's Grade and Balance of Payments Problem, paper presented
at Conference on Politics and the Economy in Jordan convened in
the University of London (SOAS), 19th May, 1987, p.1 - 21.
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Having used the correction method. for the first order
autocorrelation, the.estimated B shows a slight decline, but
still a positive sign and significant at 5%, and the constant
has become insignificant, and the value of DW indicates that
there is no autocorrelation which exists. But we should also

notice a slight decline in RZ.

Moreover, many LDCs are vulnerable to inflation because of
high income elasticity for inpofts which is mainly as a result
of industrialisation and development. In Jordan'é case, the
income elasticity for imports, can be computed for the period
under investigation by using OLS and variables are estimated in
terms of natural logarithms of base e. The result can be seen

in the following equation

InM=-2.10 + 1.23 InGNP ............... (3)

(-9.66) (35.5)

R? = 0.986
R? = 0.985
DN = 0.54
F1,18= 1259
N =20

The above equation (3) indicates that the estinated.coefficient
B is holding a positive sign and is highly elastic and very
significant at 5% significant level. The value of DW indicates
the existence of autocorrelation, the reason may be due to
factors which we previously mentioded.. However, equation (3)

indicates that 98.5% of variation in imports is explained by



GNP.

While using CORC, the result is as follows :
InM=-1.27+ 1.10 InGNP.................. (4)

(-1.90) (11.3)

R? = (.88
R? = 0.87
DW = 2.14
F1,17= 128
N = 19
Final Value of . Rho =0.8

T. Statistics for Rho = 5.97 .

Equation (4) shows the estimated (ﬂ) has declined, buf still
holding a positive sign and.still significant at 5%, and the
constant has become an insignificant, and the value of DW
indicates there is no autocorrelation which exists. But we

could also notice a fall in RZ.

As far as the factors which have contributed to the
increasing demand for imported goods over the period 1966 -

1985, these were. as follows :

(1) The increase in GNP and the increased income, especially
the contribution of remittance from workers abroad and

other transfer payments.

(2) Rapid economic development which itself requires capital
and intermediate goods hence is being an essential for a
large industrial investmént, fhe growth " of domestic

manufacturing and construction activities.



(3) The world has witnessed a rapid rise in commodity prices,
accompanied by a sharp increase in oil prices, which have
made imports more costly; especially after 1973 and have

affected the world prices as a whole.

(4) A rapid increase in the demand for food and other consumer
goods as a result of rising per capita income, on the one
hand and high growth in population on the other.

(5) The Jordanian government has adopted a liberal policy.

{6) Jordan has also witnessed a demonstration effect which can
be shown in the change in the course of consumption, i.e.

luxury consumption goods and non-essential comnoditles.(l)

8.5 The Growth of Jordanian Exports

Looking back into Table 8.1 we can see that the value of
domestic commodity exports at cu;rept prices has increased from
8.76 million JD in 1966 to 255.35 million JD in 1985. This,
however, representé a compound growth rate of 19.4% per annum.
While the value of re-exports have increased from 1.64 million
JD in 1966 to 55.54 million JD in 1985. This, however,
represents an annual dverage growth rate of 20.04% during that

period.

(1) See for more details:
C B Millham and M S Amerah (1977), Rationalisation of Imports

.in _Jordan, Economic Research Department, Royal Scientific
Society, Amman, Jordan p.13
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Thus, domestic exports as a proportion of GNP has increased

from 4.72% in 1966 to 13.81% in 1985, and on average this ratio

was about 8.77% for the period 1966 - 1985. At the same time,

the re-exports as a percentage of GNP has also increased from

0.88% in 1966 to 3.0% in 1985, and on average it represents

2.67% during the same period.

Anyhow,

the reason behind this increase may be due to the

following reasons:

(1)

Jordan attempts to strengthen its relations with Arab
countries, the geographical importance for a
transition point and service centre, especially when
the bivil war in the Lebabon was started. Such moves
have been very important in terms of exports and its
contribution to GDP, for example in 1980 and 1981 has
witnessed an increase as a result of Iraqi expenditure
on imports from Jordan and of transit facilities.
this has thereby led to a rapid demand in exports and
consequently a massive boost to the Jordanian economy.
From looking at Table 8.2 we can see that Jordan's
eiports to Arab countries have increased from 5.65
million JD in 1966 to 131.53 million JD in 1985. This
represents an annual average growth rﬁte of 18.02%
during the period. Thus, on average Jordan's exports
with Arab Countries as a proportion of total domestic
exports is 62.28% during the period 1966 - 1985 and
this represents a high ratio, making Jordan exports

heavily dependent on the demand from Arab Countries.



TABLE 8.2 ‘
GEOGRAPHICAL DISTRIBUTION OF DOMESTIC EXPORTS DURING 1966-1985 in million JD

DOMESTIC ARAB OTHER TOTAL
Year © EXPORTS COMMON ARAB EXPORTS v
MARKET  COUNTRIES TO ARAB _ x 100
COUNTRIES 1
(1) (2) (3) 4=(2+3)
1966 8.76 2,80 3.05 5.65 64,50
1967 9.98 2.25 4.24 : 6.94 65.03
1968 12.17 2.68 5.49 8.17 67.13
1969 11.92 3.11 5.39 8,50 71.30
1970 9.32 3.00 4.17 7.17 76.93
1971 - 8.82 2.76. 3.93 6.69 75.85
1972 12.61 3.67 5.48 9.15 72.56
1973 14.01 4.42 5.65 10.07 71.88
1974 1 39.44 5.93 12,50 18.43 46.73
1975 40.14 7.03 9.87 16.9 42.1
1976 49.55 10.08 12.83 22.91 46.24
1977 60.29 13.62 22.44 36.06 59.81
1978 64.13 16.44 26.18 42.62 66.46
1979 82.56 25.93 29.81 55.74 67.51
1980 120.11 42.45 30.46 72.91 60,70
1981 169.03 74.75 39.73 114.47 67.72
1982 185.58 80.56 42.75 ,123.31 66.45
1983 160.08 30.58 56.47 87.05 54.38
1984 261.05 72.05 60.52 132.57 50.78
1985 255.35 74.17 57.36 131.53 51.51
Average 62.28

Source: (1) CBJ: Yearly Statistical Series (1964 - 1983), Special Iséue, No. 20
(2) CBJ: Monthly Statistical Bulletin Vol 23, No. 6, June 1987.
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(ii) Phosphate plays an important role in domestic exports
and particularly in 1974-75, which has witnessed an

increase in its demand and its world prices.(1)

(iii) The reopening of the Suez Canal in 1975 which has
facilitated the trade with Europe and North America
through the only port in Jordan (Agaba) which has-
expanded and reduced the costs of land routes which
have in the past affected the flow of trade on the

development of the Jordanian economy.

(iv) The composition of domestic exports have experienced
basic changes as well as the motivation for expanding
exports was attributed to the development plan for the
industrial sector. Thus, the impact of labour
shortages in the market in thé 19708 has produced the
use of a comparatively sophisticated and capital
intensive technplogy in many of the industries which
have provided the Jordanian products to be strong
enough to compete successfully in foreign markets,
especially in these neighbouring Arab countries which

have witnessed a massive imports bill.

(1) M P Mazur (1979), Economic Growth and Development in

Jordan, Croom Helm, London p.123



8.6 Jordan's Trade Deficit

Since the early days of recording trade statistics, trade
deficit has been a characteristic feature of Jordan's balance
of payments. However looking back into Table 8.1 we can see
that the deficit in the balance of trade has increased from
57.81 million JD in 1966, to 763.61 million JD in 1985, which
represents a compound growth rate of 14.55% during the period
(1966 - 1985). While the proportipn of trade in GNP has also
increased from 31.13% in 1966 to 41.07¥-in 1985, and on average
the trade deficit as a percentage of GNP repre;ents‘ 40.47%-
during the same period (1966-1985). Howéver, having pointed
out the growth rate of trade deficit, let us also examine the
main factors which were responsible for the chronic trade
deficit, which are as follows :

(1)  The expansion of trade deficit was a result of growing
demand for foodstuffs, which in turn, was attributed
to the inability of agricultural production to Satisfy
the increasing demand. This was due to.fluctuatlons
in weatﬁer conditions (drought and frost in late 1972
and early 1973), combined with inefficient and the
underdeveloped nature of the agricultural éector.
Thus, these factors had also a negative impact on a

number of agricultural exports. .

(11) Trade deficit is attributed to the political
instability which was associated with the Arab-Israeli
war in 1967, followed by a massive influx of refugees,

the occupation of the West Baﬁk of Jordan to Israel,



(1i1)

(iv)

'8.21.

which is the main source of agricultural products.

Thus, the period 1967 - 71 has also witnessed a

shelling of the East Ghor Canal Irrigation area by the

‘Israelis which was' the main source of agricultural

products‘in the East Bank of Jordan. Iherefore, the
political instability has created a new problem
arising from the absorption of refugees into the
economy, i.e. by accelerating the demand for food and

at the same time disrupting the country's major

.agricultural’developnent projects and consequently the

supply side of agricultural products. Moreover,
during the period 1972 - 73 Jordan's export activity
had slowed down as a result of the closure of the
Jordan-Syrian borders and the October 1973 war between
the Arab and Israelis, although Jordanian territory

was not directly involved.

Jordan has also witnessed a high and growing growth’

rate in the population which was also accompanied by

the influx of Lebanese nationals after 1976, and
consequehtly this has contributed to the growing trgde

deficit.

The expansion'of the trade deficit in Jordan was as a

result of the implementation of the three and five

. years development programme, which has put upwards

pressure on the demand for imports - of capital goods
and raw materials, which are considered to be an

essential part of infrastructure projects for the



(v)

(vi)

(vii)

(viii)
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industrial sector and for enhancing the development

process in Jordan as a whole.

Trade deficit is also as a result of a liberal foreign
trade policy, accompanied by the absence of an
effective import policy to reduce imports and in

particular the unnecessary items.

The chronic trade' deficit in Jordan could alsq be
related to the underdeveloped nature of the industrial
sector, which was also accompanied by a meagre
resource endowment, and the existence of a low import
substitution process in Jordan makes the country
unable to satisfy the ever growing domestic demand for

imports.(l)

The persistent increase in trade deficit was a
reflection of the increase in per capita income which
was as a result of the increasing remittance from the
Jordanians working abroad, and the inflow of foreign
aid which is intended +to finance government
expenditure, which has accelerated the consumption as
well as changed the consumption pattern and

consequently the demand for more llports.(z)

The highest level of trade deficit during the period

under investigation amounted to 892.73 million JD in

(1) Ministry of Planning (1986), op. cit. p.15.
(2) See CBJ Twentieth Annual Report (1983), p.49
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1983. This was as a result of sluggish export
activities, which can be attributed to the following
factors:

(a) because of the lower demand for Jordanian
agricultural product and manufacturing product by
ther neighbouring o0il Arab countries, which in
turn was as a reguit of fallen oil revenue. The
demand forIJordan's products have also fallen due
to greater foreign compétltion. i.e. Turkey's
exports in relation to Jordanian agricultural
exports.

(b) The value of the phosphate export has declined
from 57.145 million JD in 1982 to 51.611 million
JD in 1983. This, however, represents a drop of
9.7% from previous years, which was as a fesult
of the slowing down of the world demand.
Consequently, phosphate 'export prices fell by
13.1% and the volume of phosphate exports rose by
only 4%.(1)

(c¢) The adverse effect of Iraq-Iran war has fallen on
the Jordanian exports to Iraq which h;ve
witnessed a sharp decrease from 66.58 million JD
in 1982, to 26.011 million JD in 1983, which,
however, represents a drop of 60.9% from the
previous year.

(d) Thus, the re—e*port activities have also

witnessed a decline from 78.95 million JD in 1982

(1) CBJ (1983) OP. CIT. P.49



(ix)

(x)

(1)

to 50.50 million JD in 1983, which however,

represent a drop of 36% from the previous year.

A rise in the trade deficit was also a result of
changes in the exchange rates. Jordan is an open
economy and . dependent on foreign imports. Therefore
it is bound to be affected by the fluctuations in
exchange ratesvof major world trading currencies. It
must, thereby, be exposed to inflationary impulses
(import inflation) from trading partners, unless it is
offset by exchange r#te appreciation or special
measures such as tariff reduction or subsidies

adopted.(l)

With regard to the United States dollar, the dinar
value of the dollar moved up from 0.29812 in 1980 to
0.3940 in 1985. This, however, represents a decline
in the dinar value against that of the dollar by an
annual average'rate of 5.74% during the period 1980 -
1985 (see Table 8.3). This, however, represents an
appreciation of the dollar which has added to the
increase in prices and consequently Jordan has had to

pay more for the same goods.

Above all, the expansion in the trade deficit is also
attributed to the increase in the price of many

commodities (whether in the form of finished goods or

M P Mazur (1979) op. cit. pg 137.



TABLE 8.3

US$ EXCHANGE RATE PER DINAR During l9ge-1985

8.25

Year Per The price
Dinar US $ in
* JD
1966 . 8000 .35714
1967 ' +8000 .35714
1968 2.8000 .35714
1969 2.8000 .35714
1970 2.8000 .35714
1971 2.8000 .35714
1972 2.8000 .35714
1973 3.0462 .32828
1974 3.1113 .32141
1975 3.1393 .31854
1976 3.Q122 .33198
1977 3.0375 .32922
1978 3.2733 . 30550
1979 3.3299 . 30030
1980 3.3543 .29812
1981 3.0293 .33011
1982 2.8384 .35231
1983 2.7555 .36297
1984 2.6036 .38408
1985 2.5379 .39402

* Par Rate/Market Rate
IME :IFS Year book 1987
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raw materials) which were also associated with many
factors: the massive international liquidity, the
increase in transport cost (shipping), the lag between
world production and increasing demand forl certain
primary commodities, and the outbreak of the energy
crisis. Therefore, higher world prices have made
inporfs more costly and in particular in 1982 and
1963, which represents>v11.78x and 13.78% of GNP
respéctively (see Table 8.4). This has.‘become a
'burden on the national economy(l) and thereby has

contributed to the trade gah deficit.

Finally, Jordan's economy remained dependent on
foreign trade. It was therefore bound, in the 1970s,
to bé exposed to inflation in the price of imported
goods. Table 8.5 shows that the unit value of imports
has increased from 44.9% in 1966 to 147.2% in 1985.
This repfesents an.annual average gfoﬁth rate of 6.49%
during the period (1966 - 1985), and this too was"
bound to have an effeét 6n raising the‘general level
of the cost of living in Jordan. Hence, an increase
in the unit value of imports is likely to be passed on
to the consumers and thus affect their purchasing

power.

(1) For more details see:

Pierantonio Ciampicali (1984), 'The Adjustment of 0il Shocks in
Western European Countries', in Bela Csikos-Nagg et. al.,
(1984) The Economics of Relative Prices, The Macmillan Press
Limited. pp 259-262, and .

C R Blitzer (1984), 'Energy Demand in Jordan: A Case Study of
Energy Economy Linkages', Energy Journal, Vol. 5, Part 4, pp. 1
- 19. .
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On the other hand the consumer price iﬁdex increased
from 51.96% in 1966 to 225.30% in 1985. This
represents a compound growth rate of 8.03% during the
same period (1966 - 1985). At the same time, on
average the annual rate of change in unit value of
imports is also more closely paralleled with the

average annual percentage change in CPI.

However, to measure quantitatively the contribution of the

imported price to the inflationary process in Jordan we can

therefore specify this relationship in the following form:-

AInPt = « + By AInPMt th et et e aes By >0

Where

This

alnPy¢ the difference in the natural logarithm,
which represents a-continually compound

relative rate of change in the price level.

AInPm¢ = the difference in the natural logarithm,
which represents a continually compound
relative rate of change in imported prices
(for more details see Chapter 10).

relationship has been tested with the aid of

regression analysis of ordinary least square technique (OLS)

using annual data for the period 1968 - 1985. However, the

estimated result of imported price measured by both index of

unit value of imports and calculated imported price index are

as follows:-
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AInPt = 0.0657 + 0.23 Pm¢ (Ve )} (1)
(6.05) (2.42)

RZ = 0.269
RZ = o0.223
F1,16 = 5.89
D.W.= 1.27
N =18
aAInPy = 0.047 + 0.421 Pmg (v,...... ) (2)
(4.94) (4.87)
R? = 0.597
R? = 0.573
F1,16 = 23.78
D.W.= 1.078
N =18

The empirical findings indicate that the calculated 1mpdrt
price index exhibits a better prediction of the relationship
between imported prices and a general price level and reveals
that about 57.7% of the variation in AInPy are explgined by the
aInPM¢ (v,) and fhe estimated coefficient had the expected
positive sign and is revealed to be significant at the 5%
level. But the value of D.W. indicates the presencé of
autocorrelation among the error terms. Therefore, an
autocorrelation test usipg the Cochrane-Orcutt method has beén

carried out and gave the following result:



aInPy = 0.583 + 0.331 Pm¢  (v,) ...... (3)
(4.83) (4.45)

= 0.569

RZ -

RZ .= 0.540
F1,15= 19.83
D.W. = 1.80
N = 17

Final Value of Rho = 0.445
T. Statistic for Rho = 2.05

Although the above test indicates that there is a slight
decline in R?, the other statistical criteria have 1ﬁproved.
The't-statistiés for V, are significant at 1% level, and the
value of D.W. has improved. The relationship between the
calculated imported price level and the general price level
shows that about 56.9% of the variation in AInPy is explained
.by the AInPm (v,), and 43.1% would be due to other important
factors. This is a very plausible result considering that
Jordan is a highly open econbiy where the share of the foreign
sector in GNP is very higﬁly significant (an éverage of 64.09%
during 1966 - 1985) and the period under investigation has _

witnessed a sharp increase in prices abroad.
8.7 Conclusion

We may conclude our analysis by recapitulating that the
world has witnessed a number of unprecedented changes which
have, in turn, contributed to the sharp rise in import and

export prices.

Thus, any economy which is engaged in overseas trading is
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bound to be exposed to inflationary impulses from the world

outside, but much of its effect depends on many factors.

We have indicated the significant importance of the fbreign
trade in LDCs, with special reference to Jordan. However,
Jordan is a small open economy, whereas the foreign trade as a
percentage of GNP constitutes an average of 64.09% during the
period 1966 - 1985. This was a remarkably high figure which
demonstrates the degree of dependency of the Jordanian economy
on the international market, which consequently ‘makes fhe
economy highly sensitive to the external movement of prices
unless it 1is offset by exchange rate appreciation or by

adopting other policies to rectify these movements.

However, the value of the commodities imported in Jordan
has witnessed a rapid increase with an annual average growth
rgte of 15.62% which outstripped the average growth rate of GNP
of 12.85% per annum for the period 1966 - 1985. Thus, the
average propensity to import (import/GNP) is represented by an
average of 52.65% over the same period. While the marginal
propensity to import which has been estimated using both the
OLS and cokc which both indicates a high level of GNP is spent
on imports. This is a good demonstration of a growing demand

for imports.

Moreover, many LDCs are vulnerable to inflation because of
high income elasticity for imports. In Jordan's case the
income elasticity for imports has been estimated by using both

OLS and CORC, and in both cases it is found to be very elastic.



In our analysis, we have pointed out the reasons for the
increasing demand of imported goods over the period 1966 -

1985.

As far as the value of domestic commodity exports, and
reexport§ are concerned they have increased with an average
growth rate of 19.4% and 20.04% respectively during the period
1966 - 1985. Thus, we have also identified the reasons behind

" this increase.

Since the early days of recording trade statistics, trade
deficit has been a characteristic feature-of Jordan's balance
of payments. However, the deficit in the balance of trade has
increased, with an annual average growth rate of 14.55% dﬁring
the period 1966 - 1985. Thus, we have also pointed out the

reasons behind this increase.

" Finally, Jordan's economy has still remained dependent on
foreign trade. It was therefore bound in the 19708 to be

exposed to inflation in the price of imported goods.

However, the unit value of imports and consumer ﬁrice index
have increased with annual average growth rate of 6.49% and
8.03% respectively during 1966 - 1985. At the same time, on
average the annual rate of change in unit value of imports is
also closely paralleled with an average annual percentage
change in CPI i.e.6.96% and 8.13% respectively during 1966 -

1985. With regard to the empirical findings of the regression
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analysis of aInPy against AInPmy (v,), using annual data for
the period 1968-1985, which shows that an increase in the
calculated import price level can have a considerable impact on
the infiationary process 1in Jordan. Thus, the empirical
findings (goodness of fit of the model) also shows that
imported price alone ;s not enough to explain the inflationary
process in Jordan, hence it is only explained by 56.9% of the
variation in AInPy and 43.1% would be due to other important

factors.
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CHAPTER 9

Other Contfibutory Factors'which could be held responsible for

the Inflationary Process in Jordan

Having earlier stated the contribution of foreign trade
process to Jordan's inflation, our main objective in this
chapter is to examine other contributory factors which could be

responsible for the inflation procéss in Jordan.

-However, the first sect;on of &his chapter will involve an
examination of the nature of the labour market and its impact
on the movement of the price level, which will also involve an
inquiry into the conditions which have led to wage increases.
Moreover, an empirical investigation using regression analysis
will also be applied to measure to what extent the general

price level may be influenced as a result of wage increases. -

The second section of this chapter w111 involve an
investigation of the relative importance of the agricultural
sector in economic development, and we will try to identify the
factors behind the shortage in food production and examine the
impact of food shortages on the general price level,  this
relationship will bé tested with the aid of regression

analysis.



9.2

9.1 The Labour Market - Cost and Demand Pressure

With the state of rising prices, workers try to maintain
their shdre in the real national income by demanding a wage
increase, and also in order to sustain thélr standard of
living. However, the extent tb which workers can maintain
their share in the real national income depends upon the speed
. of wage increases, and this in turn depends'upon the level of
emplqyment, the vproductivity of labour and their bargaining

power.

Cost pressure on prices emerging from‘the wages side is
thought to be less strong in the LDCs than in the developed
~countries. The reason behind this, is the existence of surplus
labour in the form of actual or disguised unemployment in the
LDCs which have been accompanied by consistent competition
among labour, and consequentl& enhance the employer's position
and not having to bid for them by offering higher wages; This,

however, would be expected to reduce their bargaining power.

Another reason is that the bulk of the labour force in the
LDCs are employed in agriculture and primary production, which
tends to lack the education among labour in these sectors and
tends to be less organised. The degree of influence on prices
by labour unions is therefore expected to be very low and also
influenced by the prevailing economic conditions.
Nevertheless, some rises in wages take place within the process

of rising prices, although the wage-lag is often well marked.
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This may lead us to expect that the demand pressure in the
LDCs 1is a more important force behind inflation than

cost—pressure.(l)

However, complete wage stati#tics in Jordah are not
available for all the years and all the sectors of the economy.
Therefore, the analysis of wage behaviour must be explained
through changes in the size of compensation employees in the
national income, or through the changes in the size of labour
cost in the total cost of GDP at market prices. We are also

describing the conditions which have led to wage increases.

Looking at Table 9.1 we can see that labour costs in terms
of compensation of employees have increased from 57.5 million
~JD in 1966 to 688.9 million JD in 1985. This, represents a
compound growth rate of 13.96% during the period. However, the
rapid increase in wages and salaries could be attrlbuted to an

increase in the level of employment.

Thus, on average, the relative share of importance of
compensation of employees in the total cost of GDP is 40.25%
during the period (1966 - 1985). While the general price level
represented by the consumer price index has increased from
51.96% in 1966 to 225.30% in 1985. This represents a compound
growth rate of 8.03% during the period (1966 - 1985). Which is
far iess than the compound growth rate of the compensation of

employees (13.9%).

(1) For more details see G Maynard and W. van Ryckeghem (1975).
A World Inflation, New York: Barnes and Noble, pp. 183 - 185.
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Table 9.1 also rgveals that, on average, thé rate of change
in compensation of employees (14.83%) is greater than the rate
of change in the price level (8.13%) during the period (1966 -
1985).' Thus, it also reveals that there is no evidence of
parallelism between them. This may be due to the existence of
so many factors, namgly, the wage-lag due to contract, the low
degree of bargaining power in Jordan and the level of
employment which may have a different level of influence oﬁ
both the rate of change in price levels and the rate of change

in the compensation of employees.

The availability of data on the labour force in Jordan is
limited and mostly is based on estimates. A manpower survey in
1975, showed the labour force in the East Bank around 382,000
of which 374,000 were employed. But, the labour force was
estimated at around 502,000 in 1985.(1) The growth of the
labour force was a result of a large increase in the population
in particular the rising number of teenagers, and an increase
in womens' participation which in turn was a result of greater
independence of teenagers accompanied by changing values and
attitudes towards women working for wages. However, factors
behind the increase in womens' participation was as a result of
the emphasis by the Five Year Plan (1976 - 80) on female
education, accompanied by the movement of better family

planning.

(1) Figure for 1975 see Richard F Nyrop (1980), Jordan: A
Country Study, The American University, Washington DC, pp 111},
and for 1985 figure see Five Year Plan for Economic and Social
Development 1986 - 1990, Ministry of Planning, p.60.
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Another reason behind the increase in womens' participation
was to earn.more income for the family which in turn maintained
the real standard of living of a family during the inflationary

period.

Despite all of these changes, the labour force was still
characterised by a low crude participation out of the 1980
population of 2.2vmillion. The labour force was 0.43 million
19.5%.(1)  The main bulk qf enployﬁent'in the labour force is

represented by public administration and defence.

However, the period under study has witnessed considerable
shifts in intersector employment. This evidence is shown in
Table 9.2, which indicates a sharp decline in agricultural and
construction employment in 1985 in favour of trade banking
services, and transportation and communication and

manufacturing.

The decline in agricultural employment was aé a result of
the nature of the agricultural sector in Jordan, which still
mainly depends on rainfall. In recent years Jordan has
witnessed a sharp fall in rainfall and this has had a negative

impact on agricultural employment.(z)

(1) See J Robert (1984), op. cit. p.160.

(2) See Page 60 in A. S. Zaghal (1984), "Social Change in
Jordan", Middle Eastern Studies, 20, (4), p.53 - 75.




9.7

‘g9-d adueutrg Jo AIISTUIK ‘066T - 0861
juawdo[aaa@ [eJO0S pue JTwouody J0J ue[d Jeax aAaTJd 99s saandrJ ¢gel Jo4g
¢'d 9861 ‘3Joday OorTwouody uepdor ‘Mueg SPAO[T 39S s3an31J 2861 J04

ebe d ‘v xrpuaddy

00 uoj3uryseM ‘AJISIAATUQ uURITIBWY 3YJ] ‘ApniS AJuno) y uepdor
(0861) dodAN 4 Y 99s s8an31J GL6T JOJ :32anos
91RBUTISI 4, A3AINS UO pIseq IJBWIISI ,

08°¢c8¢e 220J04 anoqeq] [e3o0]
0rt'2  00°'8 JuauwAorduaun

£€6€°20S (1] 43 4 vLe <o 00°PLE
0L'9% 8TL'¥E2 09°9% OL'TIZ 0L 9% €0€°68T 02'8Vy 08'¥8I 8J3TAJS8S [RBIJOS pue 3duajs(
_ ‘uUoT3eJISTUTWPY OTTqnd
ov°'¢ 2eT°LT 0S°¢ ov' 1T 01°'2 €L9'8 08’ oe'¢ 9J0TAJ3S TeRTOURUTH
ov'6 G22 LV 00°L 00°2¢ 02°L LL6°82 06'F 00°6T uUOoIjedrunwwo) pue uoljejodsueda]
00°0T 6£2°06S 00°'¥F 0€°0T 1IPS'IP 0S'9 0C°S¢ spedy
00°'IT €92°GS 0f'T 00°09 00°€T ¢G¥9°2S8 O¥°OT 00°OF UoT3dMIISUOY
o1t 92G6°S or't 09° 2Ly 2 0g’ or°2 I3jeM pue £31271130911
09°'0T ¢€S0°€S 06°6 Or'GF 09°'8 Ge6've 00°L OP°"Le duranjdejnuey
. , BurAaend pue Surury
08°L Lgeg'6e 06°6 0S'SP 0S'TT 82L°9y 00°61 O0f'L ‘8an) [ndTa3y
% Jaquny % JaqunyN % Jaqunn %  Jaqunn ¥010ds

+25861 2861 © 6L6T xGL6T

SYINYOM 40 SANVSNOHL

G86T NV 2861 ‘6L6T ‘SL6IT
NI ¥0LD3dS Ad HOJYOd UNOLVT



9.8

The decline is also as a result of the young people who
tend to 1look down on agricultural employment given the
existance of job opportunities somewhere else, with better pay
and better working conditions. Meanwhile, the ,decline in
construction employment is mainly as a result of the general

economic recession.

9.1.1 The Labour Market Conditions in Jordan

Jordan, like many developing countries, lacks £he
availability of a complete series of data on the unemployment
level. The existing data on unemployment is mostly based on
estimates. Unemployment has been a probiem and had witnessed
considerable. changes during the last 20 vyears. After the
occupation of the West Bank, followed by the internal crisis,
the unemployed were estimated to be around 14% in 1970. By
1973, it was esfimated to be around 8%. This decline was
attributed to the expansion of the military and civil service.
By 1975, the World Bank 1976(1) estimated the level of
unemployment in Jordan to be around 2%, accompanied by an
increase in the price level. This decline was also due to the
excess demﬁnd in the labour market, which in consequence was as
a result of the increasing demand for labour which was a
product of the implementation of Jordan's Deﬁelopment Plan

(1973 - 1975) and (1976 - 80).

(1) World Bank (1976), A Country Economic Memorandum on Jordan
(New York, Report No. 1738 - JO).
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Anothér reason for this decline was that after the oil
brice increase in 1973 - 74, the Arab o0il producing countries
had increased their income, and consequently, had witnessed a
rapid increase in economic activities. This has led to an

increase in demand for Jordanian labour.

Thus? Jordanian labqﬁr is attracted by high wages and
salaries in these countries. They were welcomed by these
countries since the Jordanian labour force is better educated
~ and more highly skilled.than most 6f its Arab neighboﬁrs. This
has enéouraged Jordanién labour to emigrate to these

countries.

Jordanians working in the Arab Gulf States were estimated
to be around 250,000 in 1979 and in 1985 it has been estimated

that this figure has increased to 339,000 workers. (1)

Both internal and external demand for labour has affected
thé rate of unemployment in Jordan and has given an impetus to
labour's claims and help to push up salary and wage levels in
Jordan as employers attempt to retain the;r employees. In
particular those who have faced a shortage of skilled 1labour,
i.e. construction and industry. Thus, the shortage in the
field of construction was fuelled by the rising volume of

remittance by the Jordanians working abroad.

The increase in the demand for labour both internally and

éxternally has resulted in importing manpower from other Arab

(1) Figure from Five Year Plan_ for Economic and Social
Development 1986 - 1990, Ministry of Planning, p.60.




and non-Arab countries who enjoy high elastic supply of labour
and willingness, at least of unskilled workers, to accept
employment at lower wages (20%-30%) than levels accepted by

Jordanian workers. (1) 1In 1973, foreign workers amounted to 376
by 1978 this had increased to 18,785 by 1980 to 70,000, by 1981
to 93,402 and by i985 were estimated to have risen to

143,000. (2)

The majority of foreign wdrkers were unskilled workers,
mostly employed 1in constructioh, agriculture and service.
Thus, foreign workers were attracted by the high wage rate in
Jordan in comparison to their own countries. At the sametime,
Jordanian firms were looking for cheap alternatives to theif

domestic labour.

Ii has been argued that the inflow of.foreign workers and
their concentration in big cities of Jordan may have caused
pressure to fall on goods and services and housing rent, and
consequently price levels have increased. Others would argue
that despite their social consequences, their existence has
helped to reduce the bottlenecks in the labour market and
consequently on wage inflation. Although this argument was

resented by the embryonic trade union movement.

The 1980s have witnessed an increase in the rate of
unemployment accompanied by a decrease in the rate of
inflation. The unemployment rate was estimated at around 4% in

(1) See for more details F X Kirwan‘(1981) '"The Impact of
Labour Migration on the Jordanian Economy, International

Migration Review, Vol. 15, Part 56, p.671 - 695,
(2) Figures taken from Ministry of Labour estimate.




1983.(1) Also, after 1983 the Jordanian economy experienced a
slowing down iﬁ economic activities as well as the Gulf States
which in tﬁrn limited job obporfunities for Jordanian labou; in
these countries. Thus, the wunemployment rate has been
estimated at 8% in 1985(2) whereas the inflation rate was

declining to 3% in 1985.

The rate of unemployment is expected to increase after the
sharp fall in ollrprices in 1986, which has reduced the income
of the Gulf States. Cohsequently therelhas been a slowing down
of economic activities of these States and also a reduction in
the demand for Jordanian labour. The demand for‘labour will
also decrease when large numbers of students complete their
courses and return home to take up employment, as it is common
practice to terminate the contract of foreign workers and

replace them with nationals.

However, to measure quantitatively the contribution of the
wages to the inflatinary process in Jordan, we therefore can

specify this relationship in the following form:
AInPy = « + By AInW,¢ ........... By >0

where AInPy = the difference in the natural logarithm, ~
which represents a continually compound
relative rate of change in the price

level.

(1) Lloyds Bank, (1986), Jordah Economi¢ Report, p.5.
(2) Figure from Five Year Plan for Economic and Social
Development, 1986 - 1990, Ministry of Planning, p.60.
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AInW,y = the difference in the natural logarthnm,
which represents a continually compound
relative rate of change in the calcuiated
annual wage per employee (see for more

details chapter 10).

This reiationship has been'>tested with the aid of
regression anaiysis of ordinary least square techniqﬁe (oLs),
using annﬁal data for the period 1968 - 1985. However, the
eétinated results are as follows :- |

AInPy = 0.0666 + 0.154 W, ¢
(4.38) (1.2)

RZ = 0.0835
RZ = 0.026
F1,16= 1.46
D.W. = 0.996
N = 18

The above result shows that D.W. .is qﬁite low, which
indicates the existence of autocorrelation among the error
terms. Therefore, an autocorrelation test using the
Cochrane-Orcutt method (CORC) for correcting first order seriql
correlation of the error has been carried out, which gave the
following results:

AInP¢ = 0.0792 + 0.077 W,¢
(4.41) (0.725)

R? = 0.0338
RZ = -0.0305
F1,15= 0.525
D.W. = 1.79

N = 17

" Final Value of Rho = 0.43
T.statistics for Rho = 1.98
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The test does not indicate any improvement with the
exception of the value of D.W. which indicates the absence of
autocorrelation among residuals. In fact, the statistical
criteria has become worse than before. However, one possible
explanation for this 1s that wage variables may not be
accurately measured, and the relationship between AlnPy andlqln
W;t may be a curvilinear fashion but not in linear. A second
possible explanation is the availability of foreign workers who
are prepared to accept lower wages, which consequently reduces
the effect of wages on prices. A third po#sible explanation is
that the bargaining power by wage earning in Jordan is very
‘weak, accompanied with wage-lag due to contract. A fourth
possible explanation is that the model which we wused is
incomplete, i.e. there are other important variables missing

which could have a significant impact on the price level.

The following section will examine the role of the
agricultural sector in economic development and its impact on

the inflationary process.



9.14

9.2 Agricultural Policy and Food Deficit

In the past, developing countries have placed too much
emphasis'on industrialization. But until recently, developing
countries have started to appreciate the importance of
agriculture in economic development.. Hence, the importance of

agriculture is derived from the following reasons(1) .-

(1) economic development is characterised by a rapid increase
| in the demand for agriculturali products and failure to
increase food supplies in pace with growth of demand (which
may héve been a result of rising income) caﬁ seriously
create excess demand for agricultural products, and
consequently to a price increase in their agricultural
products, and subsequently this will contribute to the

general inflationary process in the economy.

(ii)expansion of exports of agricultural products may be one of
the most promising means of increasing income and earning

of foreign exchange.

(1) For more details see S Ghatak and K Ingersent (1984),
Agricultural and Economic Development, Wheatsheaf Books
Limited, Great Britain, pp. 26 - 74, and

A. B. Zahlan (ed) (1985) The Agricultural Sector of Jordan
Policy and System Studies, published for the Abdul Hameed
Shoman Foundation, Amman, by Ithaca Press, London.
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(iii) many developing countries enjoy a surplus labour
in the agricultural sector, and this may help
manufacturing and other sectors of the economy to
expand their labour force, by pulling back on the
surplus of labour in the agricultural sector.

(iv) since agriculture is a dominant sector in the
economy of many LDCs, it can also play an
important role by making a net contribution to
the capital requirement for overhead investment
and expansion of éecondary industry.

(v) thus, a rise in the net cash income ﬁf the farm
population can play a significant role in

stimulating industrial expansion.

9.2.1 Food Production in Jordan(1)

Food production is strongly associated with the
agricultural sector in Jordan. Thus, most of the agricultural
products are food stuffs in which are included cereal,

vegetables, fruits, livestock, poultry etc.

In theory, agricultural production depends on many factors,
namely the labour input, capital input, the type of soil and
the acreage under production, the availabilit& of water
resources, the suitability of climatic conditions, and the

technological progress.

(1) For more details see H. A. K. Salah (1987) Water Resource

and Food Production in Jordan, papér presented at Conference on
Politics and the Economy in Jordan, convened in the University
of London (S.0.A.s) on 19th May 1987, p.6.
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The following Table (9.3) shows a fluctuation in the annual
percentage change in total food production and per capita food
production, as well as the total agriculture product and per

capita of agriculture production.

These fluctuations may be a result of the variation in
rainfall and other climatic conditions. Thus, there are also
other factors which could be reponsible for these fluctuations

éuch as price, employment, income, and demand.

Nevertheless, it is important to emphasise the role of food -
and ‘agricultural production in the economic deéelopment of
Jordan. First of all, the agricultural sector has provided a
direct income for about 18.4% of the population in 1966, 20.2%
in 1967 and afterwards the agricultural sector direct income
for population has witnessed a decline. But generally speaking
it represents a source of income of 10.45% to population during

the period (1966 - 1985) (see Table 9.4).

Thus, it also.has provided employment for 19%fof labour in
1975, 11.5% in 1979, 9.9% in 1982, and 7.8% in 1985 (see Table
9.2) And yet in the base year of 1975, the food itéms in
Jordan account for 48.2% of the weight in the consumer price
index which by all means is considered very significant in ‘the

consumer basket.

However, Table 9.4 shows that for the five years (1966 -

70), the average agricultural broduct at current prices has
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risen from 21.06 million Jp(1) to 24.88 million JD for the
period (1971 - 1975), 50.12 million JD for the period (1976 -

1980) and 95.92 million JD for (1981 - 1985).

In spite of the upward movement in the average of
agricultural products, on average the share of agriculthral
produpt in GDP has fallen from 14.84% for the period (1966 -
1970) fp 11.88% for thg'period (1971 - 1985) 8.88% for the
period (1976 - 80) and has reached 7.8% for the period (1981 -

1985) .

This fall was a resuit of many'factors, among these factors
is the labour migration from this sector asb well as the
unfavourable rainfall. However, taking this as a whole (1966 -
1985), one finds that on average, the agricultural ppoduct
constitutes 10.85% of the GDP. Moreover, the domestic
agricultural sector in Jordan has failed to produce foodstuff
in sufficient quantities to meet the increasing demand of the
country's population, in spite of the fact of 'a large
agricultural sector. Therefore in order to satisfy their
increasing demand for food, the country has become dependent on
food imports, which has undoubtedly become a burden on the

Jordanian economy and in particular on the balance of payments.

(1) This figure is derived for the period (1966 - 70) is based
on simple average, i.e. [ (27.6 + 23.4 + 16.2 + 22.5 15.6) /5=
21.08]. Thus it is also used to catch up the fluctuations.
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9.2.2 Agricultural Imports(l)

Jordan has witnessed a rapid increase in the agricultural
import 'bill (see Table 9.4) which shows that on average,
yearly agricultural imports at current prices have risen from
16.688 million JD for the period (1966 - 1970)to 34.079 million
JD for the period (i971 - 1975), 94.387 million JD for the
period (1976 - 1980) and (180.06 million JD for the period

(1981 - 1985).

Although there has been an  upward trend in the average
value of agricultural imports at current prices their average
share of food imports in the total value of imports has risen
from 18.67% for the period (1966 - 1970) to 24.9% for the
period (1971 - 1975). But this percentage had fallen to 18.97%
and 16.55% for the period (1976 -~ 1980) and (1981 - 1985)
respeétively. However, . taking the period as a whole (1966 -
1985), one finds that on average the agricultural imports

constitute 19.64% of the total value of Jordan's imports.

The Table 9.4 also shows that on average the yearly amount
of agricultural imports to the total domestic exports has risen
from 163.3% for the period (1966 - 1970), to 179.2% for the
period (1971 - 1975). But for the periods (1976'— 1980) and

(1981 - 1985) this percentage had fallen to 131.35% and 90.98%

(1) For more details see H A K Salah (1987) op. cit. pp 1-26
and Adeeb K Haddad (1985), The Demand for Agricultural
Products, pp.40-67 in A B Zahlan (editor) (1985, op. cit. :
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respectively. However, for the whole period (1966 - 1985), one
finds that on a&erage, the agricultural imports to the total
domestic ekport was around 141.2%. Thus, the Table 9.4 also
indicates that on average the yearly consumption of
agricultural imports in GDP has increased from 10.24% for the
period (1966 - 1970) to 14.24% and 14.87% for thg periods (1971
- 1975) and (1976 - 80) respectively. But for the period (1980
- 1985), it had fallen to 12.98%. However, for the whole
period (1966 - -1985), one finds that, on average the

agricultural imports consumed 13.08% of GDP.

Moreover, Jordan's agricultural balance of tradé was always
in deficit. However, the agricultural deficit here can be
measured by the total agricultural import minus the total
agricultural exports. Thus, there is also another alternative
measure which is the difference between domestic agricultural

consumption and domestic agricultural production.(l)

Table 9.4 also indicates that on average, the annual value
of the agricultural deficit at the current price haé risen from
11.81 million JD for the period (1966 - 1970) to 27.5 million
JD, 74.77 million JD, and 141.31 million JD for the period

(1971 - 1975), (1976 - 1980) and 1981 - 1985) respectively.

Moreover, let us examine the main factor which has been

responsible for the'rapid growth in the agricultural deficit.

(1) For more details see Adeeb K. Haddad (1985) op. cit. p.49
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But before we go any further, let us also point out that during
the last .  twenty years Jordan has experienced a substantial
social and . economic transformation which could be held
responsibie for the expansion of domestic 'demand for

foodstuffs. These factors are as follows:

(i) The population in Jordan (East Bank) was increasing at -
a high rate, 4.8% during the period (1961 - 79) and 5%
during k1966 - 1985) see Table 9.5. Thus, this figure

“had placed -Jordan amongst the highest growth rate
nétions in the world, which was a result of high
natural growth rate in population as well as the
influx of Palestinian refugees (due to the Israeli
occupation of the West Bank of Jordan in 1967). This
has thereby put pressure on the demand for food which

can only be met by imported foodstuffs.

(i1) Jordan had experienced an incre#se in the average per'
capita income, which in turn has contributed to the
expansion of consumption and agricultural deficit.
However, Table 9.5 shows that for the period between
(1966 - 1970), the average per capita income has
witnessed a fluctuation, which was mainly attributed
to the political instability which the country had
experienced. But the average per capita income at

" current priées'has increased from 123.8 JD in 1970 to
714.64 JD in 1984. However, this represents a
compound growth rate of 13.3% during the period (1970

- 1984).
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TABLE 9.5 : :
GNP, GNP PER CAPITA AT CURRENT PRICE FOR THE PERIOD
1966 - 1985

YEAR GNP EAST GNP PER

MARKET BANK CAPITA

PRICE POPULATION EAST BANK
AT CURRENT

PRICE

1966 185.700 1.062 174.860
1967 142.500 1.360 104.780
1968 166.400 1.410 118.010
1969 197.400 1.480 133.380
1970 187.000 1.510 . 123.840
1971 199.400 1.560 127.820
1972 - 221.000 1.620 137.270
1973 241.500 1.680 143.750
1974 279.300 1.740 160.520
1975 376.000 1.810 207.730
1976 562.400 1.890 297.570
1977 660.100 1.970 335.080
1978 780.000 2.060 379.130
1979 821.300 2.130 432.540
1980 1190.100 2.220 536.080
1981 1482.700 2.310 641.860
1982 1673.400 2.399 697.540
1983 1769.300 2.495 709.140
1984 1854.500 2.595 714.640
1985 1849.200 2.690 687.430

Source: (1) CBJ Yearly Statistical Series 1964 ~ 1983,
Special Issue No. 20 and

(2) CBJ: Monthly Statistical Bulletin, Vol. 23, No. 6,

June 1987

(3) Department of Statistics, Statistical Year Bookook, No.
31, 1980, No. 35, 1984, and No. 37, 1986.
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(iii) During the 1last twenty years Jordan has also
experienced a growing urbanisation, which in turn has
contributed to the increasing demand for food
consumption. The increase in urbanisation, however,
was a result of the influx of Palestinian refugees as
well as the rural-urbanisation migration which was not based on
an increasing ppbductivity but as a result of low farm
income, few amenities and young people increasingly
looking down bn agricultural work and wanting more

confprtable work in the éities.

(iv) ~  Another factor which has made Jprdan a food deficit
country 1is because the agricultural land (in
particular the rain-fed) is characterized by a
fragmentation which has come about as a result of
inheritance laws. This, however, has obstructed the
introduction of modern agriéultura] practice and
discouraged investment. As a consequénce. the
expansion of the domestic agricultural production has

been restrained.

(v) Jordan has also suffered from limited watgr resources
coupled with fluctuations in rainfall and dry weather
conditions (i.e. drought) which has limited the
expansion of agricultural production. Hence, the
agricultural production .in Jordan depends heavily on

rainfall.



(vi)

(vii)

There is aiso the political instability between 1967 -
1971 to consider. In 1967 the Arab-Israeli war
resulted in the occupation of the West Bank and the
loss of a thriving agricultural sector there. This
was followed by the shelling of the East Ghor Canal
(Irrigatioﬁ area, the country's major development
project and the most productive area) by the Israelis.
Consequently, this forced farmers to flee and,
subsequently, has cohtributed to the expansion of

agricultural deficit.

Finally, the growth in the value of the agricultural
deficit is also attributed to a world commodity
shortage that has brought significant increases in the

price of agricultural products.

Having pointed out these major factors behind the increase

in the demand for food and the expansion of food deficit in

Jordan it is also important to note that some of these factors

have created an excess demand for food and consequently have

put pressure on the general price level. The structuralists

have also related inflation in LDCs to the high growth rate in

population coupled with the under developed nature of. the

agricultural sector to respond to the changing supply and for

demand conditions. Therefore, excess demand for food is likely

to exert pressure on the price of food and subsequently on the
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general price levei is also likely to pull up food prices and

genefate demand for wage increases. (1)

However food prices could have contributed to‘the general
price pressure in the economy because the share of expenditure
on food to total consumer expenditure is very high. It is also
because most food products are relatively price inelastic and
this rise in the relative.price of food raises the general

price level.

Table 9.6 shows the general price level (CPI) and food
price_(in the CPI) has maintained an-upward movement, which may
indicate an excess demand in the economy as a whole and the

excess demand for food in particular.

To gxamine the impact of food prices on a general price
level therefore we must first take into account the annual
percentage change for CPI and food prices, and then take the:
difference between them. The Table also shows that the annual
percentage change in food prices has far exceeded'the annual
percentage chﬁnge in CPI in 1969, and between the period 1970 -
1976, this may indicate a large excess demand for food and have

subsequently exerted high pressure on food prices.

However, to measure quantitatively the.contrlbution of food

prices to the ihflationary process in Jordan, we therefore can

(1) See for more details M Kabir (1984)‘“Anatony-of'inflation
in Bangladesh", Journal of Economic Development, Vol. 9, Part
2, pp. 121 - 43.
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TABLE 9.6 :

CONSUMER PRICE INDEX (CPI - ALL ITEMS), FOOD PRICE
(FOOD ITEMS IN CPI) AND THEIR ANNUAL % CHANGE

FOR THE PERIOD (1966-1985)

YEAR - CPI FOOD ANNUAL % CHANGE
ALL ITEMS
ITEM IN CPI ALL FOOD DIFFERENCE
WEIGHT ITEMS ITEMS =1-2
48.2% IN CPI :
1 2

1966 51.960 37.320 :

1967 53.030 38.100 .060 2.090 -.030
1968 53.132 38.170 - .190 .180 .010
1969 56.750 44.540 .810 16.690 -9.880
1970 60.680 47.557 .930 6.770 .160
1971 63.549 50.720 .730 6.650 -1.920
1972 67.160 54.500 .680 7.450 -1.770
1973 74.707 65.110 .240 19.470 -8.230
1974 ~°89.210 85.340 .410 31.070 -11.660
1975 100.000 100.000 .100 17.180 -5.080
1976 111.477 114.618 .500 14.620 -3.120

[\

- - e e .
WWU 10 a1 =NOONL&LOMD

1977 127.680 130.877 .530 14.190 .340
1978 136.710 135.687 .070 3.680 - 3.390
1979 156.000 143.587 .110- - 5.820 8.290
1980 173.720 159.198 .100 10.870 .230
1981 186.660 172.090 .696 8.100 -.404
1982 200.530 180.220 .430 4.720 2.710
1983 210.570 184.847 .010 2.570 2.440
1984 218.710 188.535 .865 2.000 . 1.865
1985 225.300 192.675 .010 2.200 .810
AVERAGE 8.130 9.280

Calculated by the author

(1) CBJ, Yearly Statistical Series (1964 - 1982)
Special Issue No. 20, 1984

(2) CBJ, Monthly Statistical Bulletin, Vol 23,
No. 6, June, 1987.
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specify this relationship in the following form:

AII’lPt =« + By AInRPft ........... Bl >0

where aInPy = the difference in the natural
logarithm, which represents a
continually compound relative rate
of change in the price level.
AINRPFy = the difference in the natural

logarithm, which represents a
‘continually compound relative rate
of change in the calculated relative
price of food (see f&r more details

chapter 10).

This relationship has been tested with the aid of
regression analysis (OLS) using annual data for the period 1968

- 1985. However, the estimated result is as follows :

AInP¢ = 0.077 + 0.070 RPF¢

(7.28) (1.04)

R? = 0.063
R? = 0.005
F1,15 = 1.08
D.W. =0.82

The above result shows that D.W. is quite 1low, which
indicates the presence of autocorrelation among the residuals.
Therefore, an autocorrelation test using CORC for correcting

first order serial correlation of the error has been used,



.9.29

which gave the following results:

AInPy = 0.0835 + 0.0718 RPF,

(5.03) (1.29)

R? = 0.0995
RZ = 0.0395
F1,15= 1.66
D.W. = 2.16
N = 17

Final Value of Rho = 0.494
T.statistics for Rho = 1.41

'l‘he' above.result shows that the estimate B is slightly
improved but still insignificant 5t 5% and 10% level, and the
value of D.W. indicates that no autoﬁorrelation exists.
Therefore, the conclusion derived from these findings is that
the relative price of food does not hold to be responsiblé for

the inflationary process in Jordan.

One possible explanation for this is that the "variable
employed in our regression analysis is that it does not reflect
the accurate measurement of the relative price of food, and the
relationship between AInP¢y and AInRPFy may be a curvilinear
fashion but not in linear. A second possible explanation is
that agricultural prices might not be deterliqed bybthe market
forces but rather these have been influenced by a political
factor such as the price control systenm. A third possible
explanation is that the government efforts to subsidise and
increase the volume of food imports accompanied with natural
factors which may have been an influential factor in

determining the price of food, hence favourable weather



conditions may become instrumental in the fall of the price of
food. These factors, however, might cause the price of food to
remain lower than it has been. Finally, the model did not
perform well, due to missing variables, which could have a

significant impact on the prices.

9.3 Conclusion

We may conclude our analysis by summarizing that with the
state of rising prices, workers try to maintain their share in
the national income by demgnding a wage increase. But this
will deéend on many factors, namely the level of employment,

the productivity of labour and workers bargaining power.

However, the cost pressure on prices as a result of wages is
thought to be weaker in LDCs than in the developed countries.

Therefore, the reasons for this weakness has been identified.

Our analysis regarding the wages was confingd to the
changes in the size of compensation of employees. However, the
compensation of employees has increased with an annual average
growth rate of 13.96% which has also far exceeded the annual

average growth rate of the consumer price index 8.03% during
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the period 1966 - 1985. At the same time, on average, the rate
of change in thé compensation of employees was 14.83% which was
far greatef than the rate of chahge in the pricé 1eve1 (8.13%)
during the same period 1966 - 1985. This may reveal that thére

is no evidence of parallelism between them.

As far as the labour market is concerned, both internal and
external demand for labour has affected the rate of
unemployment in prdan and has given an impetus to labour's
claims and help to push'up.salary ahd wages levels in Jordan as
employers attempt to retain their employees, and has resulted .
in importing manpower from qther Arab and non-Arab countries.

With regard to the empirical findings of the regression
analysis of aInPy against AInW,¢, uging annual data for the
period 1968 - 1985, which exhibits that an increase in the
calculated annual wage per employee in Jordan could not have
any significant impact on the price level. However, the reason

for this has been identified.

With regard to the role of the agricultural:sector, many
developing countries nowadays start to appreciate the

importance of agriculture in economic development.

Héwever, Jordan for the past 20 years has witnessed a
fluctuation in the annﬁal percentage change in the total food
production and per capita food production as well as the total
agriculturél product and per bapita qf agricultural production.
These fluctuations may be a result of the variation in rainfall

and other climatic conditions, or other factors such as price
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employment, income and demand.

Moreover, the agricuitufal product at current prices on
average of five yéars has witnessed a rapid 1ncrease; while on
average of five years the agricultural product in GDP has
fallen. This fall was a result of many factors, among these
factors is -the labour migration from this sector as well as the

unfavourable rainfall.

Furthermoré, the domestic agricultural sector in Jordan has
failed to produée foodstuff in sufficient quantities to meet
the increasing demand of the couptry's population. Therefore,
in order to satisfy their increasing demand for food, the
country has ‘become dependent on food imports, which has
undoubtedly become a burden on the Jordanian economy and in

particular on the balance of'payment.

In addition to that, the main factors behind the growing_
agpicultural deficit were identified, and we also indicated
that some of these factors have created an excess demand for
food and consequently have put pressure on food prices and on

the general price level.

However, the anﬁual percentage change in food prices has
far exceeded the annual percentage change in the consumer price
index in 1969, and between the period 1970 - 1976, this may
indicate a large excess demand for food and has subsequently

exerted high pressure on food prices.
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Finally, according to the empirical findings of the
regression analysis of AInP¢ against AInRPF{, using annual data
for the period 1968 - 1985, which indicates that an increase in
the calculated relative price of food could not be held
responsible for the inflationary process in Jordan. However,

the reason for this has been identified.
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CHAPTER 10

Empirical Study of Inflation in Jordan

Héving earlier analytically and empirically stated the
factors which may be held responsible for the inflationary
process in Jordan, in this chapter, we will empirically examine
the monetarist hypothesié using the basic Harberger model
followed by a combined model (using the'basic Harberger model
appehded by structuralvfactors), the structuralist arguments
will bg examined by ﬁsing regreésion analysis in .order to
identify the most siénificant_ variable underlying the
inflatibnary process in Jordan, and finally we wiil empirically

assess the contribution factor model.

10.1 The Formation of the Monetarist Model

The starting point of the empirical analysis begins by
transforming the 1liquidity preference equation (ié simple

Quantity Theory of Money) such as

T ..(A.1)
where

P = is the price level

Y = is the real income
V = the velocity of money
M = is the exogenous determined nominal stock of money

The Quantity Theory of Money, however, relates to the rate

of chaﬂge in prices during a certain period to the immediate
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past rates of change in the quantity of money. ' The Theory is

implicitly also based on the following assumptions:

i) - full employment is maintained through full wage and
price flexibility

ii) a stable velocity of money function exists and;

iii) no interactibn with the rest of the world is allowed

for (ie a closed economy),

Then AInPy = «jaInMy + «palnMg_; + ... o« AInMg-7

where AInP{ a5,4 AInMe_,

therefore, the difference in the natural logarithm, which
indicates the relative rate of change in the price level
during period t and ih money supply 1lagged t-T period

respectively.

Therefore, in an equilibrium situation one would expect
'that under ceteris paribus conditions a sustained change in the
rate of monetary expansion will eventually lead to a
proportionate rate of change in prices after a period of

adjustment.

Following studies by Vogel (1974)(1) in which he used

equation (A.1) and by manipulation and expressed it in terms

of M we get the following equation:

(1) R C Vogel, (1974), op. cit.



10.3

Thus Vogel (1974) also assumed a simple demand function of the

following form:
where C is the expected cost of holding real balances

Then, substitute (A.3) into (A.2) we get the following:

I
s
<
k]
(9]

w

M

|
)
<
[y
+
R
(9]
w
>
(]

Take the natural logarithm of both sides of equation (A.5),
we obtain,

Log M = Log P + Log Y + «LogY + BLogC ............ (A.6)

Exp}ess (A.6) in term of Log P .

Log P

Log M - Log Y - «LogY -~ BLogC ............ (A.7)

Log P Log M - (1+«)Log Y - BLOgC .....covvvvvnnn (A.8)

L}

Then differentiate both sides with respect td time. For
example the natural logarithmic of the first difference

d (Log P)/dt = (Log Py - Log P¢-1) is
however that it represents a continually compound relative rate
of change in the price level. Therefore, the rate of change'of
these variables are represented in lower case letteré.

Pt = Mg.— (14x) Vg — Bogeoweove-n PR (A.9)

Equdtion (A.9) 1incorporates the basic elements of the

monetarist - approach to inflation: money, real income, and the
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éxpected coét- of. holding real balances. In addition the
.nature of the relationships is clear and straightforward. The
increase in the rate.of change in money supply relative to
output and cost of holding real balances will generate an
increase in the rate of change of price levels. Also, the
increase in the rate of change of real income will cause
decreases in the rate of change in the price level via the
increase in the demand for real balances (which involves a
withdrawalkof the purchasing powér from the market for goods
and - serviceé, and consequently weakens the ihflationary

- tendencies).

Similarly, the rate of changé in the price level is assumed
to be inversely related to the expected cost of holding real
- balances. The implication here is that if prices are expected
to rise, then.opportunity cost of holding money is expected to
rise, because the expected decline in the purchasing power of
money. When this occurs then people are’nore-likély to adjust'
their asset portféllo in f&vour of real assets. Consequently,
expenditufe on‘real.assets will increase and this will lead to
the bidding of already 1ncreasin§ prices.' It is, therefore,
when the expected cost of holding cash is rising, that peoble
will try to lower their cash bdlances. consequently, the demand
for money will fall, and expenditure will increase which

thereby tends to increase the upward pressure on prices.

Equation (A.9) assumes instantaneous adjustment of monetary
changes and no money illusion. But increases in the money

supply do not effect‘prices instantaneousiy, so in order to
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capture this effect, money balance with different lags should
be introduced as explanatory variables, and allowing for the
opportunity cost of holding money measured by the deterioration
in the purchasing power of money (hence purchasing power of
money is decreased by increases in the prices). Harberger
(1963)(1) used the changes in the past inflation (P¢ - P¢_3) as

a measurement of the cost of holding money.

But in our emplricali investigation, we will use’ the
expected rate of inflation as a proxy for the opportunity cost
of holding money represented by the relative rate of change in
the price level, lagged one year. The reason behind using this
measurement ;s because interest rates do not accuratel& reflect
the cost of holding money in developing countries which in turn
is due to underdeveloped money markets and excessive government
controls. . (For[ example the yields in government securities
have been kept constant, deliberately being naintained at a low
level in order to reduce interest payments on public debt and

in order to accelerate private investment).

This, however, has been emphasized by Ghatak 1981(2) that
interest rates are not appropriate to be included in the money
demand function for LDCs due to the following reasons:

"(a) limited size of the organised financial market;
(b) the institutional pegging of interest rates;
(c) 1limited array of financial assets and
(d) limited degree of substitution between money and
financial assets in comparison with the economically
developed countries" (Ghatak 1981, p.27)

(1) A C Harberger (1963), op. cit.
(2) S Ghatak (1981), Monetary Economics in Developing
Countries, London, Macmillan.
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He also argued that the opportunity cost of holding money
Qill be the expected rate of inflation rather than interest
rates, and the reason for this is that wealth holders in the
LDCs can hold either money or real goods such as buildings,
land etc. This argument has also been suggested earlier by

Park (1973).(1)

Thus, we have reason to believe that the relative rate of
change in price 1e§e1 lagged one year represents the expected
rate of inflation because in the developing countries, the
system - of collecting and publishing statistical data is
ineffigient and slow so that the economic agents are likely to
form their future expectation of this variable on the basis of
past inflation rates alone, and the coefficient on expected
inflation (x4) is expected to be positive and to lie between
zero and one, provided it has been generated on the assumption

of adaptive expectation hypothesis.

Thus, velocity trend is represented by a constant ternm.
Therefore, the monetarist model can be tested in the following
fori:

Pt = %o + ®] Mg + &3 Mgy + X3 V¢ + &4 Pt-1 .... (A.10)
where my_; is the relative rate of change in the money supply
lagged one year and py-; is the expected rate of inflation
presented by the relative rate of change in the price level

lagged one year.

>(1) Y C Park (1973), "The Role of Money in stabilization policy
in Developing Countries", I.M.F. Staff Papers, 20, p.379 - 418.
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The theoretical restriction on the coefficients are as

follows:

trends in velocity are reflected in «, being different from
zero or if the velocity is constant over the sample period,
x, Wwill equal zero. The coefficient on the relative ratg
of changes in real income, x3 is expected to be negative,
and equal to -1 assuming there is a unitary elasticity
between real income and real cash balances; x4 is expected
to be greater than zero and since, in the long run, money
supply and prices are closely associated, the sum «; and «p
(assuming there is two years lag in the impact of money
supply) should not be significantly different from 1

(i.e.to equal unity).

Therefore, the monetarists contend that inflation is
basically a monetary phenomenon, which in turn, is based on the
_argument that the causai relation runs from money to prices and
output. Their contention is also based on the fact that any
persistent increase in money supply relative to output is a
sufficient condition for inflation. Thus, the magnitude and
length of inflation is dependent on the magnitude and
persistence of monetary expansion. Also, the occurance of
inflation is assumed to be independent of the level of
employment in the econonmy. In addition to that, it is the
increase in the rate of change of money supply which produces
continuous upward pressure in the rate of change in price

level. Furthermore, monetarists postulate that the money
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supply is exogenously determined, and can be controlled by the

monetary authorities.

10.2 Empirical Result: Monetarist Model

Table 10.1 presents the empirical results on the monetarist
explanation of inflation in Jordan applying ordinary least
squares and using annualv data for the period 1968 - 1985,
Equation (Mj;) represents the highest R2 (0.65) and the
explanatory variables  suggested 5& the théoretical

consideration bear the correct sign.

Moreover, the constant term (intercept) sometimes
interpreted to represent velocity (see Akhtar 1975(1)) is not
significant at 5% level suggesting no trend in velocity (but it
is significant at the 10% 1eve1(2), as at this 1level of
significant it is also suggested that there is an upward trend
in velocity and prices would rise under the condition of zero
growth in money supply, real income and the cost of holding

money represented by the lagged inflation rate).

As to the coefficient of the rate of change in money supply
is revealed to be statistically significant at the 5% level
although its magnitude -did not approach the theoretical limit

of +1, but it remains to be the most significant variable of

(1) M A Akhtar (1975, op. cit. ‘ . .
(2) 5% level (two tailed test: 10% level (two tailed-test).
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the rate of inflation in Jordan (other things being equal to
the larger the size of the coefficient the more important the
variable) and seems to suggest the increases in money supply in
the economy had a significant impact on prices in the same

year.

The coefficient of the rate of change in real income is
also significant at 5% level, although its magnitude did not
reach its theoretical value of -1. The reason behind this,'js
the possibility that income represents a mix of demand and
supply factors, and the variable measured in current rather
than permanent income(1), Although lagged income variables and
other measurement(z) to represent the pérmanent income was
experimented .with and rejected for being contrary to

theoretical expectations, consistently bear the plus sign.

Thus, the cﬁefficient of the lagged inflation is not
significant on the 5% and not even at the 10% level. This,
however, may be interpreted as reflecting the fact that
interest rates in Jordan do not affect the holding of real cash
balances which may suggest that the demand for money 1is
generally iﬁelastic with respect to interest rates, or that the
lagged inflation rate does not represent a good proxy for the
expected costs of holding cash or it may suggest that the
Jordan. experience has consisted of years in which the inflation
rate was too low to make expectation very important.

(1) See for more details Sheehey (1979) "On the Measurement of
Imported Inflation in Developing Countries"”,

Weltwirtschaftliches Archiv, 115, (1) pp 68 - 79.
(2) See for more details Krishan G Saini (1982), op. cit.
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Thus, the result of D.W. statistics lies between 4 - du <
D.W. < 4 - dl which indicates an inconclusive outcome (4-1.69 <
2.61 < 4 - 0.93). ‘Moreover, there are two main‘interprétations
for the inconclusive outcome. On the one hand, many
researchers would interpret this as an acceptance of null
hypothesis of ﬁo autocorrelation and thereby do not call for
.any further ﬁctiop. On the other hand, if the outcomes lie in
the inconclusibe region many researchers would considérrthis as
1nappropriate and suspect the existence of autocorrelation,
fherebyi calling for further correcfive procedures, in most
cases finding, and 1né1uding the fegressor in the equation, or
finding the correct function form, or trying to find the
-appropriate measurement in both the dependent and explanatory
variables. Of using the Cochrane Orcutt iterative method

(CORC) only when these direct methods are not feasible. (1)

Thus, we should not be impressed by the R2 in the equation
when it includes lagged dependent variables among its variable,

hence it makes the D.W. test for aﬁtocorreldtion invalid.

For example, the computed value of D. W. tends to be bias
towards. the two. Thus, the D. W. test may not indicate
serially independent - errors even if serial correlation is
present. Moreover, the presence of serial correlation often

leads to inconsistent estimates. Therefore we need to

(1) See for more details H J Cassidy (1981), Using
Econometrics: A Beginners Guide Prentice Hall Co. Reston,
Virginia, Chapter 7.
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compute the Durbin-h statistics.(1)

However, Durbin-h statistics are defined as :-

h=(1-D.W. )

: N
2 1-N [var(g)]
A
Where var (B) is estimated as the square of the standard error

of the coefficient of lagged dependent variables, N is the

number of observation

h = (1-2.61 ) 18 = -2.03
2 _ 1-18(0.03303)

Since the computed value of Durbin-h < - 1.96 we can reject the
null hypothesis that there 1is no negative first-order

autocorrelation at the 5% level of significance.

Since Durbin-h statistics showed the presence of
‘autocorrection in the residuals, it was therefore corrected by
using the Cochrgne—Orcutt iterative method (CORC). These
results are also shown in Table 10.1. However with Cochrane
Orcutt correction for autocorrélation equation (5) indicating
the highest Ez(0.865 the results have improved from the earlier

results by using oLs. (2) However, the explanatory variables

(1) For more details see J J Johnston (1972), Econometric
Methods (2nd edition), McGraw Hill, Chapter 10.

R S Pindyck and D L Rubinfeld (1981) Econometric Models and
Economic Forecasts (2nd ed.) McGraw Hill International Book Co.
194-195.

D N Gujarati (1988), Basic Econometrics (2nd ed.) McGraw-Hill
International Book Co. 525 - 527.

(2) Although applying CORC improved the results it does not
make it necessarily true, hence the presence of autocorrelation
may be due to missing variables. We later conducted a new
version of the model by including structural factors (such as
the rate of change in the relative price of food, and the rate
of change in the imported price level) to the basic Harberger
model.
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have exhibited the correct signs and all variables are
éignificant at 5% level with exception of the p{_; which was

not even significant at 10% level of significance.

We also notice a decrease in the magnitude of both y: and
Pt-1- while the magnitude of "current money supply (mg) has
increaséd.‘ But generaliy speaking my and yy still did not
reach its theoretical values of +1, -1 respectively.
Therefore, the change ih current money supply can be considered
one of the ‘prinary éources of. inflation. The. constant,
howevef, indicates an Vupward trend in wvelocity and the‘
implication here is that under the condition ‘of all other
factors are held constant, velocity would add a very small

proportion into the inflationary process.

After using the CORC, the score of D.W. statistics suggests
that regression does not suffer from. remaining significant
first order serial correlation. Such a conclusion would be
misleading, hence the presence lagged dependent variable is
still included as an explanatory variable in the equation.
Consequently to make sure of the validity of the D.W.
statistics we have computed the value of Ddrbin—h, which we
have found to be 1lying between -1.96 0.197¢ 1.96. We
therefore cannot reject the hypothesis at 5% level; that there

is no positive first order autocorrelation.

These results did not coincide with the empirical findings
by Ibrahim (1983).(1) The conclusion derived from his study

(1) Assa A. Ibrahim, (1983), op. cit. p.237.
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that the explanatorﬁ power of the equation is acceptable and
evidence reveals serial correlation in the residual and after
correcting for the first order correlation (ARI), he found that
all the estimated coefficients have exhibited the correct sign
and are statistically insignificant at 5% with the exception of
the rate of changelin real GNP, and the lagged rate in the
price level. The conclusion from his findings is that changeé
in current money supply and lagged two years was not the
primary source of inflation, indicating that the response of
change in price to change in the money stock and inéome is far

from equilibrium.

The difference in the conclusion may arise from the
difference in the period under investigation, the author covers
the .périod 1968-1985, while Ibrahiq has covered the period
1960;1979. Thus, in Ibrahim's work the dépendent variable was
derived from two periods (actual data for the consumer price
index (CPI) for the period 1969-79, and implicit index number
of prices for the period 1960 - 68 as a proxy for CPI. Thus,
he also used real GNP and money supply broadly defined to
include private sector demand and time deposit. On the other
hand, real GDP at market price (deflated by CPI) and money
supply narrowly defined to include currency with thé public and

demand deposit has been used in the author's empirical work.

10.3 Criticisms of the basic monetarist Harberger Model

Despite the fact that there has been some improvement in

the explanation of inflation in Jordan (in particular after
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correcting the first order serial correlation). The monetarist

Harberger model in context of a closed economy may not be

adequate to explain the inflation in developing countries in

general and in particular Jordan due to the following factors

(1)

(i1) -

(1ii)

The common practice of identifying the major
determinants of inflation in LDCs is based on a model
which ‘is explicitly derived from a statistically
stable money function, and with the absence of that,
the relétionship between actual grqwth in the money
supply and lﬁflation wouid be neither reliable nor
predictable. Therefore, what is also needed is to-
analyse the underlying money demand funétion and to
assess the temporal stability of demand for money

function.

The empirical findings of the monetarist model can be
criticised on the assumption of a closed economy,
hence it failed to accommodate the affect of recent
outbreaks of world-wide inflation on domestic

1nf1at16n. Therefore, the model is not-éppropriate in
case of a highly open economy such as Jordans where
the share of the foreign sector in GNP is

significantly high.

In order to obtain unbias and consistent parameter
estinates' using single. equation estimates it is
critically important that the independent variables of

the equation are indeed exogenous to prices (i.e. that

there is no reverse causation or feedback of the
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dependent variable upon the independent variable of

the equation. .

Among the_independeﬁt variables in the equation, money
supply is considered to be the most ilkely candidate
to violate the statiétical exogeneity assumption.
Hence, monetary expansion during the major part of our
observation period has been the result of considerable
1ncreasés in government expenditure which mainly came
aboutl to accémmodate the government's objective of

sustaining economic development in the country.

Thus, money supply in Jordan also depends on the
movement of foreign exchange and its movements depend
on the political stability. In addition, we have
found earlier (chapter 7) that monetary policy in
Jordan is passivé‘ and limited in its effect.
Therefore, the assumption of ‘noney supply to be
exogenously determined and controllable by the

monetary authorities cannot be totally justified.

The inadequacy of the basic (Harberger) monetarist may
arise from insufficient specification of the variable.
The choice qf scale of real income variables in the
demand function are either presented by the actual
(measured) income or permanent income. Thus, changes
in real income are treated as exogendds to changes in
money supply and prices and are yet to be resolved.

However, the prevalent economic school of thought
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suggests that in the short run income <can be

influenced by money supply.(l)

(v) Moreover, the assumption that the economy is always at
full employment, which can be maintained through the
full wage and price flexibility is not realistic in
most LDCs (and Jordan is no different). Hence most
LDCs are experiencing widespread unemployment (surplus
labour or disguised or hidden unemployment, especially
in agriculture) and the bargaining power of the trade

unions is very weak or even non-existant.

(vi) The model can also be criticised.on the grounds that
thefe is nothing definite on the number of lagged
changes in the money supply. Thus, the speed of the
money supply adjustment depends on the period chosen
for analysis. Furthermore, the model does not take
into account the necessity of overshooting (and
dampening) of prices in response to money changes. In
addition, multicollineary may arise in the estimation
when we include many values of the same money supply
at successive points in time, if the adjustment is not

a rapid one. (2)

Moreover, the shortcoming in the basic Harberger

(1) See for more details J B Nugent and C Glezakos (1978) op.
cit. p.432

(2) See for details, A C Diz (1970), op. cit. p.1183

J R Behrman (1973) "Price Determination in an Inflationary
Economy: The Dynamics of Chilean Inflation Revisited”, in R. S.
Eckaus and P N Rosenstein Rodan (eds), Analysis of Development
Problems, Amsterdam, North-Holland, pp. 369 - 397.
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model arises from the assumption that the money market

is always in equilibrium and is very unrealistic in
-developing countries, hence the financial market is

not well developed. Therefore, the weak nature of the
financial market and the extreme lack of financial
assets results in an adjustment process which requires

considerable time instead of instantaneous clearance.

furthermore, thev basic Harberger model may be
inadequate - eithep due to the missappropriate
measurement of the expected coét of holding money
repregented b§ the légged inflation dr that
.indlviduals have hot vet adopted their holding of cash
"balances to reflect the depreciation of money. The -
expected cost of holding money (or the net utility of
holding money) in Jordan however, is influenced by
many factors, namely the attitude of Islam toﬁards
interest taking (although the interest rate payable on

the bank deposits are inflexible).

The convenience value of holding money balances (to
facilitate daily purchases of goods and services, to
hold as a precaution against unforeseen emergencies
and so on). The political uncertainty arises from the
Arab-Israeli war (hence currency with the public is
usually 1hf1uenced_by political considerations rather
than by market interest) the 1level of inflation
(Jordan has experienced a low level compared with the
experience of high inflation in Latin American
Countries), and the propensity to hoard any wealth in

" the form of Gold, Jewellery and land. However; land
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in Jordan has become an even more popﬁlar investment
in the middle of the 1970s, and thereby land prices
have witnessed a rapid increase as a result of among
other things individuals attempting to reduce their

holdings of cash.

10.4 The Combined Model

Given the above criticisms it has led us to believe that
there are other factors which can have an influence on domestic
inflation. To test this validit&, however, we introduced the
rate of change in the relative price of food and the rate of
change in the imported price index into the basic Harberger

model.

According to structuralists -hypqthesis that food
bottlenecks may arise from many factors, namely the population
growth, growth of living standards and urbanization. Thus, an
' agricultural shortage or surplus would lead to changes in
agricultural prices. Food bottleneckes are thereby assumed to
cause a spurt in inflation because agricultural prices in
developing countries adjust more rapidly than other (non-farm
prices) and consequently, agriculture has become a leading
sector. Inflation 1is therefore assumed to be positively
related to the rate of change in the relative price of food
whereas the relative price of food is defined as the price of

food component of the consumer price index (CPI) divided by
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the cpr1.(1)

The calculation of the'relative price of food is based on
the same calculation that has been advocated by Bhalla
(1981)(2) .-

Relative Price of Food = Pr (1-W4) FPI
(CPI - Wl FPI)

Pr - FPI/CPI where FPI and CPI are food and consumer
prices indexes respectively(s)
W; = the weight of food prices in the consumer

price index

ﬁe have earlier indicated (see Chapter 8) that the world
has expérienced several changes, namely the crisis in major
world exchange rate, the breakdown of the Bretton Woods
monetary system, a sharp increase in the food prices followed

by a voilent increase in oil prices.

We have also stated that any country which is engaged in
overseas trading is bound to be exposed to inflationary

impulses from the world outside (because one counfry‘s exports

(1) For more details see S M Wachter (1976), op. cit. p.88, and
.R J Gordon (1975), "Alternative Responses of Policy to External
Supply Shocks", Brookings Papers on Economic Activity, (1),
pp.183-206. , )

See also V. Argy (1979), op. cit. p.77

(2) s s Bhalla (1981), op. cit. p.82

(3) Figures for FPI and CPI are obtained from the cost of
living Index. See CBJ: Yearly Statistical Series (1964 - 1983)
Special Issue No. 20 and CBJ: Montly Statistical Bulletin, Vol
23, No. 5, May 1987.
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are another-country's_ imports). Thus, given the fact that
Jordan is a small open economy, it is in turn bound to be
affected by the sharp incréase in prices abroad. But these
effects depend on many factors. To capturé the effect of
imported prices we therefore ihclude the rate of change in
imported prices in order to measure the influence of the
imported prices on domestic prices.(l) Thereby inflagion is
assumed to be positively related to the rate of change in
imported prices, wheréas the imported price is calculated on

thé basis of the following formula:

n
Import Price = L Pj¢ Wiy
1975 = 100 i=1

where Pj¢="F.0.B. export prices index for each trading
partner i in period t(2)
Wit = the share of country i in Jordan's total
import in period t(3)

(1) For more details see Gosta Edgren, Karl-Olof Faxen, and
Clas-Erik Odhner 81969) "Wages, Growth and the Distribution of
Income”, Swedish Journal of Economics, Vol. 71, Sept, pp. 133 -
60. .
M Parkin (1977) "A 'monetarist' Analysis of the Generation and
Transmission of World Inflation: 1958 - 71" ,American Economic
Review, Vol. 67, No. (1) (papers and proceedings, 1976), pp.
164 - 71 and Jaleel Ahmad (1984), op. cit. p.49

(2) Pjt is derived from data on export price indices in terms
of US dollars for each country (which are obtained from IMF:IFS
Yearbook 1986) which they are then expressed in terms of
Jordanian currency (Figures on exchange rates, conversion
factor imports, US dollar per dinar are obtained from UNs:
International Trade Statistics Yearbook 1984, Vol. 1.

(3) the figures on the proportion of imports for each country
to total imports are obtained from CBJ : Yearly statistical
"series (1964 - 1983, Special Issue No. 20 and CBJ : Monthly
Statistical Bulletin, Vol 23, No. 5, May 1987.
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10.5 Empirical Results: Combined Model

Table 10.2 represents the empirical results of the Combined

Model using OLS for the period 1968 - 1985.

All equations in Table 10.2 indicate that when the rate of
change in the relative price of food are included in the basic
monetarist (Harberger) model, the explanatory power of the
equation shows a slight improvement and its estimated
coefficient have exhibited the correct sign but it 1s' not
significant either at the 5% or at the 10% level. While all
equations reveal that when the rate of change in imported
prices are included in the basic monetar;st (Harberger) model,
the value of R2 shows an appreciable improvement and its
estimated coefficient has exhibited the correct sign and is

significant at the 5% level.

However, equation (C9) in Table 10.2 represents the highest
R2 (0.789) and the regression coefficients have exhibited the
correct sign with the exception of the rate of change in money

supply lagged one year.

The coefficient of the current rate of change in money
supply and lagged two years is revealed to be statistically
insignificant at the 5% level. But they are significant at the
10% level which implies that increases in the money supply in
the economy had a significant impact on prices in the same year

and lagged two years.

With regard to the coefficient of the rate of change in the
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real income reveals not to be significant eithér at 5% or at
the 10% level which may indicate that an increase in real

income would not have an effect on the price level.

As far as the coefficient of the lagged inflation is
concerned it has bepome significant only at the 10% level
{(whereas it was not significant at even the 10% level using the
basic Harberger model) and in terms of its magnitude is
considered the most explanatory variable that can exert
pressure on the rate of change.in the price level in Jordan.
This may, however, reflect the effect of the expected rate of

inflation on the cost of holding real money.

But the coefficient of the rate of change in the relative
food price is revealed to be very small and is not significant
at ngh 5% and 10% levels. This, however, has appeared to
indicate that the rate of change in the relative price of food
was not a major contributory factor into the inflation process

in Jordan.

One possible explanation of this variable employed in our
regression analysis is that it does not reflect the accurate
measurement of the relative price of food which has arisen from
food bottlenecks. Another possible explanation is that
agricultural prices might not be determined by the market
forces but rather these have been influenced by a political
factor, such as the price control system. The government
efforts to subsidise and increase fhe volume of food imports

and the natural factor which may have been an influential
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factor in determining the price of food, hence favourable
weather conditions may become instrumental in the fall of the
price of food. These factors, however, might cause the price

of food to remain lower than it has been.

Ihus. the coefficient of the rate of change in the
calculated imported price level appears to be very signifiant
at 5% and it has shown rto be the first in terms of the
significant level and a second in terms of the magnitude which
has exerted significant préssure on the f&te of change in price
level in Jordan. This, however,pls a very plausible result
considering that Jordan is a.highly open economy (the share of
foreign supply in GNP 1is very highly significant) and the
period under investigation has witnessed a sharp increase in

prices abroad.

However, we have also noticed that the introdgction of the
import price affects the coefficient of money supply variables
which may indicate at least the existence of collinearity if
not interdependence between the money supply and the import

price.

The computed value for Durbin-h lies between -1.96 < 0.433
€ 1.96 which therefore we cannot reject the hypothesis at 5%
level that there is no evidence‘ of positive first order
autocorrelation. Thié, however, as we have earlier indicated
is that the presence of autoéorrelafiqn in equﬁtibn (mq in
Table 16.1) using OLS was a result of excluding a relevant

explanatory variable such as the rate of change in the relative
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price of food and the rate of change in the imported price

level.

The second highest R2 (6.784) is seen in equation (C12)
which seems to repfesent the final specification of the model.
The estimated coefficients of the explanatory variables have
exhibited the correct sign and significant at the 10% level
with the exception of the rate of change in the money supply
lagged two years{ and the rate of change in the relative price
of féod.. The result also indicates that in terms of the
‘maghitude the lagged inflation remains the most significant
COntriﬁuting factor of inflation. The bate of change in
imported price level is a very clqse second (but first in terms
of significant level). Thus, the computed value of Durbin-h
.lies between -1.96 < 0.98 £ 1.96 which, in terms, we accept the
hypothesis at 5% level that there is no evidence of positive

first order autocorrelation.'A

The conclusion derived from the Combined Model (equation»
C12) is that the inflation problem.in Jordan has to some extent
monetarist origingg That is to say that an increase in the
rate of change in the money supply in Jordan can exert some
pressure on the inflation rate in the short ternm, énd
therefdre, anti-inflation policy based on restraining the rate
of change in the money supply can play an effective role in
fighting .against inflation in the short run although its
magnitude is still considered small. It is aiso virtually not
~ completed in full in the current period, which also implies

that it requires a relatively long time to have an effect on
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the inflation rate which in turn implies that only a series of
anti-inflation monetary policies consisting of sustaining a
reduction in the rate of change in the money supply which has

experienced a sharp increase since the early part of 1972.

Therefore, the desirable reduction in the rate of change in
the money supply can be achieved if we fully understand the
source of the rate of change in the money supply. The question
of what causes higher growth in the money supply still remains
a controversial issue in most developed countries. Ih Jordan,
however, the monetary growth was affected by the following
factors, namely the net foreign assets, credit to the private
sector, credit to municipalities and public entities, and by

the credit to government.

However, an effective control over money supply growth, and
hence inflation in Jordan requires the rationalization of
domestic government expenditure which has escalated following
the implementation of the economic development plans. Although
it is difficult, hence financing a budget deficit has still
remained outside the control of the monetary authorities and

thereby domestic inflation is likely to continue.

Moreover, the authorities in Jordan may fall into the
illusion if they only consider a reduction in the rate of
change in the money supply is sufficient to fight inflation.
Hence, imported prices which have mainly originated from abroad
is found to be much quicker than the rate of change in the

money supply in affecting the rate of change in price levels in
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Jordan. This does not, however, come as a surprise, hence
Jordan is considered a highly open economy and is burdened by
the eséential requirement for the development plan, and
accompanied by weak sterilization policy. Therefore, import

inflation is likely to continue.

Fﬁrthermore, fhe public eipectation of higher inflation
seems td play a sigpificént role in sustaining the inflation in
Jordén. Therefore, policy'makers in Jordan should be aware of
this factor which has a significant impact on the public's
decision to 'hold money. However, the government should
mitigate the public inflation psychology by trying to inform
the public about the expected inflation, real interest, the
real purchasing power, and trying to put the public in the
picture about the grave consequences of exaggerating their
inflation expectation. After all, one can argue that inflation
can be potentially brought under control or at least kept
within bounds through a combination of appropriate government

policies such as the monetary, fiscal and trade policies.

10.6 Empirical Study of Inflation in Jordan : Structgralist.

On the basis of the earlier argument by the structuralist
which underlies the cause of inflation in Lsz, we will here
try to some extent to apply their argument in order to explain
the inflationary phenomenon in> Jordan and therefore their
hypothesis can be formulated as féllows:

P=Bg+B1Yy+BoDy ¢ +B3Wy ¢ +B4FF+BgEX¢ +BgF3¢+BqV3¢+BgPt_1 (s5.1)
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where as

P¢

A continuous compound relative rate of change in the

price level

Y¢ = A continuous compound relative rate of change in real
GDP at market prices

D1t = is deficit rate(1)

Wit = A continuous compound relative rate of change in the

calculated annual wage(z)

FF¢y = A continous compound relative rate of change in the
net foreign asset(3)

EX¢ = A continuous compound relative rate of change in the
price of foreign exchange measured in domestic
currency (US$ per dinar)(4)

Fay = A continous compound relative rate of change in the
relative price of food

V3t = A continuous compound relative rate of change in
calculated imported price level

Pt_-3 = A continuous compound relative rate of change in

price level lagged one year as a proxy for other

factors.

(1) which is measured on the same calculation as Argy (1970)
op. cit. p.81, that is

Dit = the deficit rate (budget deficit divided by GDP in the
previous period, i.e. DE/Y¢_; where DE=amount of deficit
financed by the creation of base money.

DE = RM¢ - RM¢_4

RMy = base money (high powered money)

Y¢-1 = GDP at market price in previous period

Data for RM{ are obtained from I.M.F.:I.F.S. Year Book 1986.
Line 14 represents the domestic component of the monetary base
(a term often used interchangeably with high powered money).
Line ¥4 represents also reserve money in the Central Bank.

(2) Net compensation of employee (NCE) = Total compensation of
employee minus agriculture compensation of employee

Annual wages per employee = NCE/Total employment excludes
agriculture

To derive these figures see: CBJ: Yearly Statistical Series
(1964 - 1983) Special Issue No. 20

CBJ: Monthly Statistical Bulletin (Oct 1986), Vol. 22, No. 10
ILO: Yearbook of Labour Statistics (1980)

(3) Figures for Net Foreign assets see:

CBJ: Yearly Statistical Series (1964 - 1983), Special Issue No.
20, Section on Monetary Survey of the Banking System

(4) Data for US$ per Dinar are obtained from I.M.F.:I.F.S.
Yearbook 1986, Line rh (Par Rate/Market Rate).
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‘The nature of the relationship is that all explanatory
variables are assumed to be positively related with inflation
with the exception of the rate of change in real output, which

tends to reduce the inflation as it increases.

However, when deficit rate (Dy¢) increases, the
government's absorption of domestic output will increase which
must be met by either an increase in the rate of change in real

output or the rate of change in price level or both.

But where Dj;y and the rate of change in real output are
used together in the regression analysis to allow for the fact
that changes in Djt are not inflationary to an extent they are

absorbed by changes in real output.(l)

10.7 Exmpirical Result : Structuralist

Table 10.3 represents the empirical results of thé
structuralist explanation of inflation in Jordan using OLS for

the period 1968 - 1985.

However, an attempt has been made to specify the
structuralist model, by assessing the relative importance of
fhese explanatory variables in explaining the price level  in
Jordan. But variablés that have virtually no effect are
excluded from the model such as wages, net foreign assets and
exchange rates. |

(1) See V Argy (1979), op. cit. p.82 and M A Akhtar (1975) op.
cit. p.146 - 147. ’
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However, the reason for wages is that it may be possible
that the wage variable is not accurately measured. Or, on the
other hand, that the availability.of foreign workérs who are
prepared to accept lower wages, which consequently reduce wages
effect on prices. While the reason for net foreign assets were
as expected in the sense Jordan never suffered from a balance
of payments problem with the exception of the period betwgen
(1982-85) and this may be attributed to the rapid inflow of -
foreign aid in the form of loans and grants, from the Arab oil
producing countries, USA, other western countries, and the World
Bank.

This, however, may be due to a rapid increase in
remittances of Jordanians working in o0il rich countries,
particularly in the Arab countries following the violent
increase in oil. prices. Also, Jordan has adoptgd a liberal
foreign trade policy accompanied by the absence of import

controls.

Moreover, the reason behind the insignificant role of the
exchange rate is that during the period under investigation the
exchange rate was relatively stable (despite the dinar
devaluation in 1972 in line with the US$). The stability value
of the dinar, was a result of the official exchange policy
whicﬁ has been trying to build up the confidence in the
national currency through maintaining a large foreign reserve,
which was mainly a result of a large inflow of foreign aid in
the form of loans and grants to Jordan, and therefore, their

existence has helped to sustain the stability of the dinar,
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otherwise the exchange value of the dinar would have been
lowered, which consequently would have an effect on the

domestic price level.

However, equation (S.12) in Table 10.3 represents the final
form of price function. Thus it also represents the highest-ﬁ2
(0.778) and the regression coefficients have exhibited the

correct sign.

The coefficient of the current rate of changé in real
output'is revealed to bé insignificant at 5% level but rather
significant at the 10% level. This, however, may indicate that.
an increase in real output would reduce the price level, given

other variables are held constant.

With regard to the coefficient of the deficit rate, it
appears to be very significant, other fhings being equal, the
larger the size of the coefficient the more important the
vériable, thereby this variable has exerted very significant
pressure on the rate of change in the price level. This,
however, has a very plausible result considering the government
expenditure in Jordan is increasing over the total domestic
revenue, and this increase was a result of_ a huge military
expenditure thdt has  been associated with political
instability, the rapid increase in population which thereby has
increased the demand for expenditure, therefore the government
expenditure has increased due to the increases in the inflation
rate, and government expenditure has also increased as a result

of implementing the development plans. The financing of such a
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budget deficit was coming partly from domeétic borrowing,
(mainly in the form of an advance from the Central Bank,
Treasury Bills and Government Bonds) which has led to an
expansion of the money supply and consequently creates an

inflationary condition.

Thus, financing the government expenditure also comes from
foreign grants in the form of budget support, and from both
economic and technical assistance, and by foreign borrowing in

the form of development loans, and from domestic revenue.

But the coefficient of the rate of change in the relative
price of food appears to be statistically insignificant at both
5% and 10% levels respectively. The first possible explanation
for this 1is that the variable employed in our regression
analysis may not be an accurate measure.of the food prices

which has emerged from food bottlenecks.

The second possiblé explanation is that there 1is the
likelihood of multicollinearies Dbetween the explanatory
variables. The third possible explanation is that the
agriculture prices in Jordan were not determined by market
forces but rather by a political factor (such as price control
on foodstuff, government subsidies and government efforts to
increase the volume of food imports) in order to insulate the
poor household from the impact of rising prices and
consequently to achieve overall price stability and
subsequently to achieve political stability. These factors,

however, might have caused the price of food to remain lower
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While the coefficient of the rate of change in the
calculated imported price level is found to be very significant
at 5% and this may therefore indicate that imported price

levels are one of the primary sources of inflation in Jordan.

This, however, has not come as a surprise, hence Jordan
still remains a 'high open economy and its development
programmes still renain-dgpendent én the imported equipment,
let alone Jordan's heavy dependence on foodstuffs and crude
oil, the prices of which have undergone a sharp incfease during
the period under investigation. Therefore, Jordan's inflation
rate is bound to be exposed to inflationary impulses from the

world outside.

Thus, the coefficient of the lagged dependent variable is
found to be insignificant at 5% and 10% respectively. This,
however, may be due to its large standard error in relation to
its estimated coefficient. Or indeed, other factofs could not

generate an inflationary pressure in Jordan.

The computed value for Durbin-h lies between -1.96 £ -0.36
(. 1.96 which therefore indicates that we can accept the
hypothesis that there is no evidence of negative first order

auto correlation at 5% level.

The conclusion derived from the regression results, in the

particular equation S.12 appear to support the structuralist



1'0.35

view (with some exception variable) which underlies the cause
of inflation'in Jordan. Thus, the empirical findings of the
structuralist model also yields a considerably better result
than basic moneta;‘ist (Harbérger) model using OLS. " But it
yieldS an almost similar result of the comBined model (the
final form) in explaining the béhaviour of the price level in

Jordan.

The policy '1mplication of the structuralist empirical
findings sugge;ts that'the growth in real output, can reduce
the.inflationary pressure in the Jordanian economy. Theréfore,
the préduction capacity should be utilised, structural changes,
especially the sector which constitutes bottlenecks should be
‘expanded and constraints should be removed and there should
also be an attempt to improve the quality of production
resources through the use of advanced technical methods.
These, however, can be _pfoﬁoted by the public investment

policies.

The structuralist empirical finding also suggests that a
budget deficit rate can have a major impact on aggregate
demand, and consequently, on the rate of inflation in Jordgn.
Therefore, in order to reduce the inflationary pressure in
Jordan, it is necessary in a sense to limit the increase in
government expenditure through a process of rationalisation.
But reducing the rate of'growth‘in government expenditure may
not be the most favourable policy in the v.i'ew of both the
_government and the -general public, but elimination of

non-essential expenditure and to divert these exbenditures to
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more productive and more urgent uses might prove to be ideal.
For example, an increase in government investment in basic
infrastructure would eventually contribute to the social
aggregate supply and may lead to a reduction of inflation

pressure.

Simultaneously, tax revenue should be potentially utilized.
Therefore the government should consider raising additional tax
revenue by reorienting the tax structure, eliminating. the
structural deficiencies facing the tax system. Althoﬁgh
increased taxation may temporarily help to hold inflation,
therefore, it cannot be pushed very far with economic
implications for diminishing demand. 1In a country like Jordan
which is stiil trying to increase its industrialisation, it is
" necessary, therefore, to search for tax revenues (direct and
indirect) which do not allow the supression of economic growth
py harsh cuts ih aggregate demand, or the discouragements of
strategic capital imports which is still considered crucially
important for the economic development of the Jordanian

economy.

Finaliy. the results also indicate the rate of change in
the calculated imported price level can be considered an
important source of inflationary pressure in Jofdan. But there
is little the Jordanian government can do about the foreign
prices, hence they are outside their control. However, there
may be some possible measures to reduce its effects on the
inflation rate. What is necessary is an emphasis on the

reduction of imported consumer goods in general and luxury
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goods in particular, and the manufacturing industries should be
encouréged, especially those which use domestic raw material in

order to lower the rate of the growth of imports.

10.8 Empirical Study of Inflation in Jordan: The Contribution

Factor Model

_in the 1light vof the earlier analytical and empirical
examinations of the contribution factors which are held to be
responsible for the inflationary process in Jordan, we will, in
this section, attempt to assess and specify the combination of"
these factors. The assessment, however, 1is based on the
relative importance of these explanatory variables in
explaining the changesin price level. But variables that have
virtually no effect are excluded from the model (the reason for

their insignificance have been mentioned earlier).

However, the contribution factors model in general can be

specified in the following form:

Pt=Bo+Blvt+ﬂzﬁEt+33MSt+B4V3t+55W1 t+56F3t+ﬂ7Pt_1 ......... (F)

51(0. and B2153154055356157 > 0

Where as
Py = A continuous compound relative rate of change
in the price level;
Y+ = A continuous Compound relative rate of change

in real GDP at markét prices.

GE¢= A continuous compound relative rate of change
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in the value of the Goverﬁment expenditure.

MSt= A continuous compound relative rate of change
in money supply (M; definition).

V3zt= A continuous compound relative rate of change
in the calculated imported price index.

Wig= A continuous compound relative rate of change
in the calculated annual wage per employee.

F3t= A continuous compound relative rate of change
in the calculated relative price of foed.

Py-1= A continuous compound reiative rate of change
in the price level lagged one year (as a proxy

to represent other factors).

10.8.1 Empirical Result: The Contribution Factor Model

Table 10.4 represents the empirical results of the
contribution factor model of inflation in Jordan applying OLS

and using annual data for the period 1968 - 1985.

However, equation (F.9) in Table 10.4 represents the
highest R2 (0.788) and the regression coefficients have

exhibited the correct sign.

The coefficient of the current rate of change in. real
output is revealed to be statistically significant at 5% level.
This, however, may indicate that an increase in real output
would bring about a reduction in the price level, given that

other variables are held constant.
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With regard to the coefficients of the rate of change in
government expenditure and money supply has appeared not even
to be significant at 10% level. Actually, the reason is due to
the existence of multicollinearity between these vafiables.
(For more details of the contribution of government expenditure

and money supply see equations F.2 and F.3 respectively).

While the cpefficient of the rate of change in the
calculated imborted price 1level has been found to be
statisticﬁlly significant at 5% level, and this may therefore
ihdicate that imported price levels ﬁre one of the main sources
of inflation in Jordan. But this does not come as a shock,
hence Jordan has still remained a highly open economy and its
-development programmes still remain dependent on the imported
equipment, let élone the fact that Jordan is heavily dependent
on foodstuffs and crude oil, the prices of which have undergone
a sharp increase during ;he period of investigatioﬁ. which has
also bgen accomﬁanied b§ a weak sterilization policy.
Therefore Jordah‘s inflation rate is bound to be exposed to -

inflationary impulses from abroad.

With regard to the coefficient of the rate of change in the
relative price of food, this has not been found to be
statistically significant at even 10% level (the reasons for

this have been pointed out earlier).

As far as the coefficient of the lagged dependent variable
" (as a proxy for other factors) is concerned,'it is found to be

significant at the 10% level. This, however, may indicate that
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there are still other factors which could have a considerable

impact on the price level in Jordan.

The computed value for Durbin-h lies between -1.96 < 0.30 <
1.96 which therefore indicates that we can accept the
hypothesis that there is no evidence of positive first order

autocorrelation at 5% level.

The second highest R2 (0.784) is seen in equation (F.10)
which seems to represent the final specification of the model.
The estimated coefficients of the explanatory variables have
exhibited thg correct sign and significant at 5% and 10% levels
with the exception of the coefficients of government
'expenditure and money supply (that is due to the

multicollinearity which exists between them).

The result also indicates that in terms of the magnitude
the 1lagged dependent variable remains the most significant
contributing factor of inflation. Whereas the rate of change
in the imported price level is a very close second (but first

in terms of significance level).

Thus, the computed value of Durbin-h lies between -1.96 <
-0.322 € 1.96 which, in terms, we accept the hypothesis at 5%
level that there is no evidence of negative first order

autocorrelation.

Finally, the conclusion derived from the empirical findings

of the contribution factor model, in this particular equation
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(F.10) is that, it yields a considerably better result than
basic monetarist (Harberger) model using OLS. But it yields an
almost similar result of both the combined model (the final-
form) and the stfucturalist model in explaining the behaviour
of.the price level in Jordan. Thus, the policy impllcation'of
the empirical findings of this model can be to some extent

" similar to those suggested earlier.



CHAPTER 11

Summary, Conclusion and Suggestion :-

In this chapter, we give a summary of the thesis, which
involves a recapitulation of the most important points, as well
as the conclusion ghat has been drawn from the empirical
investigation in each chapter. Thus, this chapter will also
offer some suggestions, which will be based on the most

important issues to emerge from.each chapter of our study.

11.1 Summary and Conclusion

In spite of the fact that inflation appears today to be a
world-wide phenomenon, in many of the LDCs, it has become more
than g'passing phenonenon.. Inflation in these countries poses
a grave threat to the economic and thé political systenm.
However, since the early 1970s inflation has been one of the
pressing economic problems facing Jordan. Thereby, the purpose
of this study as stated in Chapter one, has been to investigate

the cause of inflation in Jordan over the period 1968 - 1985.

Chapter two addressed the question of why _the study of
inflation in developing countries is important. fhis chapter
has, acknowledged many important issues. First of all, 1like
many economic concepts, the problems associated with inflafion
arises not from an explanation of it, but rather from trying to
define it. In fact, there remains no sihgle definition of

inflation that is generally accepted.



-Although it has been customary in the past that inflation
is seen as an economic phenomenon, nowadays it Has witnessed a
growing awareness that a study of its causes and éonsequencés.
cannot be confined to economic analysis alone. However, any
attempt which involves keeping away the discussion of social,
political and institutional factors will merely conceal the

real issues involved.

Secondly, there are many difficulties which arise when one
attempts to study the réte of inflation in LDCs. _ These
difficulties have emerged from datﬁ on price increases which
should be treated with some caution, hence data in most LDCs
are still characterised by paucity, inadequacy and even when it
is available, it is hard to obtain an accurate data which has
been objectively estimated. Thus, the study of inflation in
LDCs is not an easy task. Particularly when one tries to apply
the concepts and theories which have originated in the economic

and institutional setting of western, industrialised economies.

Finally, the conclusion derived from both arguments of for
and against inflation is that inflation by no doubt can create
social and economic problems for society if it 1is left
unchecked. Thus, policy makers should be aware of such
consequences and it should becong their responsibility to
restrict the growth 19 the rate of inflation within tolerable
limits to the society which imp11e§ within the limit that it
does not create serious and h;rnful effects on the ;ocial and

on the economy.

2



In Chapter three we reviewed the theoretical literature of
the causes of inflation in LDCs. We have been primarily
concerned with two. schools of thought, namely the sfrudturalist
and the monetarist and the dgbate between them has been
highlighted. It was pointed out that the LDCs have experienced
a long history of inflation and that the LDCs are more prone to
inflationar§ pressures than develdped countries. Thus, the two
main. schools bf thought were discussed which nainly concerned
the oriéins and the nature of inflation in LDCs.  The
§tructurallsts on the one hand have claimed that the basic
forces of inflation in LDCs are structural in nature and the
inflation is a supply phenomonon.: Thus the structuralists have
- argued that inflation in LDCs was as a result of a number of
obstacles, boftlenecks and constraints that have prevailed in

these countries.

Moreover, thé structufalists do not deny that 1nf1ation>
could not be sustaihed with monetary expansion but regard this
as irrelevant. Hence, brice Qtability could only be achieved ,
by monetary means at heavy costs such as stagn#tion and
underemployment resources. In the structuralist view, a
.reduction in the money supply would only attack the symptoms of

inflation, but not the underlying cause of inflation.

The honetarists, on the other hand, argue that the cause of
inflation in LDCs arises as a result of the monetary expansion
in excess of real income growth. Also, the monetarists hold

the view that the only effective way of reducing inflation by
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curbing thé excess demand through monetary and fiscal policies,
control of wage increases, and the elimination of over valued
exchange rates. Thus, the monetarists do not deny the
existence of structural rigidities ahd bottlenecks ih LDCs but
they argue that most of the alleged supply inelasticities and
bottlenecks are not autonomous or structural in nature, they
are instead, a result of price and exchange rate distortions
which are created by inflation itself and by government

attempts to reduce it.

In chapter four our study then moved to consider the
empirical studies concerning the causes of inflation in LDCs.
In view of the previous empirical studies of inflation in many
LDCs, it has been found that these studies were subjected to
serious limitation and shortcomings. However, the monetarists
on the one' hand were criticised for the treatment of high
correlation between the monetary variables and the inflation
rate as a means of evidence of causation and also, for failing
to explain the fundamental causal relationships which exist

between structural constraints, monetary and inflation.

Oon the other hand, the structuralists can be criticised for
the fact that they often devote insufficient attention to the
propagation mechanism in general and the expansion of the money
supply‘ in particular (which however is considered to be a
necessary condition other things being equal for the
manifestation of the spiralling price rises). The

structuralist expresses the opinion that an increase in the

money supply is merely complaisant and tends to conceal the
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broader social economic framework whether this policy option is
adopted or forced upon the economy by the government. Both the
structuralist and the monetarist have accepted the argument _
that changes in the money supply happens as a response to
political factors but the basic question remains unanswered as
to whether or not these changes are actually permitted or are

they a cause of the inflationary process.

Furthermore, the various studies descfibed in chapter four
‘revealed the difficulties that can arise in attempting to
1dentify1enp1rically the relative importance of the structural
and monetary factors that characterise the inflationary
situation in LDCs. Hence, the problem of inflation cannot be
separated from the problems of underdevelopment and

development.

Thus, the empirical studies on 1nf1ation in developing
countries by the monetarist model and the combined model have
been derived from the money demand function, which has also
been surrounded by the following issues: the appropriate
definition of the money supply, choosing the appropriate number
of lagged in money supply, the stability of demand functions,
the appropriate measure of the cost of holding money, the
monetization rate, choosing the appropriate income deflator,
choosing between the measure of ‘incone and the appropriate

»measure of permanent income, whether or not the money supply
and real income are exogeneously determined (which implies
whether to use single equation models or simultaneous equation

models), and whether or not to assume the economy is closed or



open.

Moving on to chapter five our study addressed the
relationship between economic growth and inflation in LDCs,

with special reference to Jordan.

In this chapter we have pointed out that the availability
of data on price levels has restricted us to choosing the cost
of living index as an indicator of the general price level,

inspite of its limitations.

During the 1950s, and the 1960s, Jordan was enjoying
relative price stability, with prices increasing at an average
rate of 2%. During 1966 - 1985, however, Jordan experienced a
signifiéant rise in price increases w;th prices increasing at
an avefage rate of 8.03% inspite of govefnment interference,
like, for example, government subsidies on essential
commodities and rent control. At the same time, during the
‘same period, Jordan has enjoyed a bouyant economic growth with
annual average growth rates of 12.4% and 4.1% at current prices
and at constant prices respectively, inspite of its lack of raw

materials and fuel.

As for the result of the association between the percentage
rate of change in the consumer price index and the percentage
rate of change in real GDP using the correlation matrix is
found to be negatively related. While'using the regression
analysis (OLS) indicates that the inflation rate has a negative

impact on the growth rate of real GDP, but the inflation



coefficient is found to be insignificant both at the 5% and the

10% level..

With regard to the estimated result of the impact of the
growth rate of real GDP on inflation (using CORC) in Jordan is
found to be negatively related and significant at the 5% level.
Howevér, the conclusion derived from this model is that an
increase in the rate of 'change in real output can play a
significant role in redqcing the rate of change in the price
level. However, the relationship betwéeh economic gfowth and
inflation "will" entirely depend on the level of economy and
its éocio—political condition and both are.determined by many

different factors.

Finally, the reason behind a rapid growth in Jordan may be
attribﬁted to several factors, namely political stability wﬁich
is enhanced by the loyalty of the army despite the existence of
divisions in social and political issues. Therefore, without
stability then thg country would not be able to meet the needs
and the ambitions of its people, neither would it hchieve rapid

economic development.

The growth also attributed to economic factors which has
emerged from the increase in government expenditure which is
maintained by investment activities in both public and private

sector.

In addition to that it was as a result of the successful

means of getting foreign resources in the form of grants and



loans to finance its government expenditure and consequently to

enhance the process of economic development.

Thus,'the growth in the economy was a result of enjoying an
adequate international reserve, which was due fo-the inflow of
external resources, i.e. the groﬁing remittance of Jordanian's
working abroad and the aid from the Arab oil producing
countries and also other friendl& countrieé (USA) to Jordan
which 1is still é major contribution to the balance of payment

surplus and into the economy as a whole.

Furthermore, the rapid growth |is aiso attributed to
government policy in encouraging indigenous entrepreneurship
~and foreign investment. Hence the government has realised the
role which it can play in the process of economic development.
Thus, the strength and stability of the Jordanian currency
which was a result of an increased level of foreign reserve
which has proVed to be very important in its'support for the
develoﬁment process; not to mention the quality and the skill.
of the labour fo:ce which ié‘ also very significant to the

Jordanian economy.

However, the expansion in the Jordanian economy in the
future will depend heavily upon the financial support from its
allies, namely, the Arab o0il producing countries and western
countries. This dependénce, however, has its own drawbacks.
In particular the probiems which are doninating the Arab oil
producing donor countries. The 1982 oil gluts caused the Arab

oil producing countries, with the exception of Saudi Arabia, to



tighten their belts and their fears that aid to Jordan in the
years to come may not be so generous as in the past. The
decline in the economy of the Arab o0il producing countries,
caused by a decline in oil revenue, would affect the earnings
of the expatriate Jordanian workers in these countries, and

thus hit the income of the Jordanian economy from remittances.

Chapter six progresses to examine the role of the
government in the inflationéry process in Jordan. It is aréued
in chapter six that an increase in government expenditure per
se will not necessarily lead us to expect more inflation, hence

it depends on many factors.

With regard to government expenditure in Jordan, it has
been found to be increasing with an average growth rate of
17.4%. This has far exceeded the average growth rate of the
price level of 8.03% during the period 1966 - 1985. Thus, on
average, the proportion of government expenditure to GDP has

been found to represent 53.1% during the same period.

In fact, the growth of government expenditure in Jordan was
a result of many significant factors, namely the political
threat, increase in population, inflation, the government's
active role in implementing the three and five year development
progrémnes, the availability of foreign resources, and

increasing government subsidies.

With regard to the empirical findings of the regression

analysis of AInP, against AInGE{, using annual data for the
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period 1968-1985 which reveals that an increase in government
expenditure can have a considerable impact on the inflationary
process in Jordan. Thus, the empirical findings (goodness of
fit of the model) exhibits that an increage in government
expenditure alone is not enough to explain the inflationary
process in Jordan. Hence, it only explains 31.2% of the

variation in aInPy and 68.8% would be due to other factors.

With regard to direct tax, indirect  tax and non-tax in
Jordan, where they have. all been found to be increasing, with
an average growth rate of 20%, 15.6% and 14.7% respectively
during the period 1966 - 1985. In addition, the relative
importance of direct tax in the total domestic revenue, and in
GDP has also increased during the same period. But the
relative importance of total indirect tax in domestic revenue

has fallen, while relative importance in GDP has increased.

Our analysis in this chapter has also indicated that there
are many significant factors which could influence Jordan”s
domestic revenue, namely, the openness of the Jordanian economy
which, accompanied by the .price and income elasticities of
demand for imports which prevails in the international market,
the increasing income from economic activities, remittance,
inflation, political instability, exemption law, tariff policy,
and government attitudes which is associated with the inflow of

foreign aid.

Besides this, we have also stated that the argument that

budget dgficits can be considered to be a sign of excess demand
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in the economy which is generated by the expansion of
government spending. But its impact on inflation depends on the
state of the economy as well as the nature and condition of

financing the budget deficit.

Moreover, we have cited some empirical arguments related to
the effect of 1nf1ation on government expenditure, revenue and
budget deficit and we have also indicated that there are many
factors behind fiscal deficit in LDCs. These factors, however,
may be the result of either a ﬁolitical or structural weakness
in the economic institution, or the socio—pollticai structure
of the economy which are beyond the control of government, at

least in the short run.

Furthermore, overall budget deficit in Jordan has increased
rapin&. wlth an average gfowth of 20:9% during the period 1966
- 1985 inspite of the increasing infloﬁ of foreign budget
support. Given the limited opportunity to finance the budget
deficit in Jordan, the size of the overall budget deficit will
be dependent among other factors, on the future inflow of

budget support.

In chapter seven we moved to examine the contribution of
the monetary expansion to the inflation process in Jordan., Our
main findings in this chapter can be summarised that the
monetarists take the view that inflationary pressure in the
economy will arise where excessive growth in the money supply
has exceeded the growth of real output, and yet an increase in

the money supply may appear to be inflationary, but much of it
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depends on the state of the economy.

Howevef, Jordan has experleﬁced a rapid increase in the
money supply, and on average, the annual rate of change in the
money supply (M; definition) during the period 1966 - 1985 has
far exceeded the annual rate of change in the price level

15.81% and 8.13%.respectively.

At the same tiﬁe, on average, the annual rate of change in
"the money supply has élsp far exéeedéd the annual rate of
change in real GDP i.e. 15.81% and 4.41% respectively. during
the same period and this may indicate that nonetafy expansion
in Jordan could not be absorbed and that this therefore may be

reflected in price rises.

But we have also indicated in our analysis that ‘the
parallelism between the annual average rate of change in money
supply, and the annual average rate of change in price level ié
not quite strict, hence an increase in the money supply is not
always sufficient to explain inflation. Infiation may,
therefore, also be explained by many other factors in the

economy.

In our analysis, we have also examined the main factors
which could have influeﬁced the expansion of the money supply,
namely the net foreign assets, credit to the private sector,
credit nunicipalities and puﬁ}ic entities and by credit to
government and semi-government-institutions. Where>they have

registered a compound growth rate of 10.46%, 20.4%, 23.75% and
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26.3% respectively, during the period 1966 - 1985 (except for

the 26.3% which was during the 1969-1985).

With fegard to the empirical findings of the reéression
analysis of AInP¢ against AInMSt_(Ml definition) using annual
data for the period 1968 - 1985, which demonstrates that an
increase in monéy supply can have a considerable impact on the
_inflationarj process in Jordan. Thus, the émpirical findings
(goodness of fit of the model) also shows that moﬁey supply
alone is not enough to explain the inflationary process in
Jordanh hence it has only explained‘52.7x of the variation in

AInPy and 47.3% would be due to other factors.

In chapter seven, we also investigate the composition of
the money suppiy and the relative importance of its component
to the money supply. However, money supply (M; definition),
quasi-money and money supply (M definition) have 1hcreased and
registeped a compound growfh rate of 15.37%,-23.1% and 18.4%

respectively during the period (1966 - 1985).

Thus, we have examined the impact of currency held by the
public and the demand deposits on the money supply. However,
their relative share of importance is found to be with an
average of 64.28% and 35.72% respectively during the period
(1966 - 1985) and the reasons behind a higher preference for

holding cﬁrrency have also been identified.

At the same time, the behaviour of the éomnefcial banks and

the monetary authorities through 1liquidity ratio, reserve
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ratio, excess liquidity ratio, and excess reserve ratio were
assessed. However, despite the introduction of Treasury bills
in 1969, the introduction‘ of government bonds in 1973,
increasing the measure of the central bank of Jordan (CBJ) to
curtail credit expansion in 1976 and 1979, and the
establishment of the Amman Financial Market, the monetary
policy in influencing the volume of credit and money supply in
Jordan has not proven to be effective through the required
liquidity ratio and required reserve ratio, because commercial
banks have always maintained a high actual 1liquidity ;nd
reserves which have far exceeded that required by the CBJ.

However, the reasons behind this have also been identified.

We have 'also examined the nature of commercial banking
‘activities, and we found that the credit facilities by the
commercial banks has increased, with an average growth rate of
20% during\the périod 1966 - 1985. Thus, the reason behind

this growth has also been investigated.

We have also pointed out that one striking feature of the
distribution of credit by the commercial bank is their
preference'to finance domestic and foreign trade, and their
reluctance to finance the agricultural sector. This can,
however, be seen from their relative share in the total credit
extended by the commercial bank. For example, the share of the
bank credit going to finance domestic and foreign trade,
construction, industrial and agriculture were an average of
35.9%, 23.46%, 10.78% and 2.53% respectively during the period

1966 - 1985. This, however, may indicate that the increase in



11.15

the volume of credit was not accompanied by a fair distribution
of credit among sectors of the economy, and inspite of the
emphasis by the three and five years development plan to

distribute credit in favour of the productive sector.

Chapter eight has been designed to show the contribution of
- foreign frade prices to prdan's inflation. Our main findings
of that chapter can be summarised in that the world has
experienced a number of unprecedented changes which have, in
turn, contributed to ihe sharp .rise in import aﬁd export

prices. -

Thus, in chapter eight, we also pointed out that any
economy which is engaged in overseas trading is bound to be
exposed to inflationary impulses from the world outside, but

much of its effect depends on many factors.

In our analysis, we have indicated the sigificant
importance of the foreign trade in LDCs, with special reference
to Jordan. However, Jordan is a small open economy. Whereas
the foreign trade as a peréentage of GNP is found to constitute
an average of 64.09% during the 1986—1985. This was a
remarkable high figure which demonstrates . the degree of
dependency of the Jordanian economy on the international
market, which consequently makes the economy highly sensitive
to the external movement of prices unless it is offset by
exchange rate appreciation or by adopting other policies to

rectify these movements.
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With regard to the value of the commodities imported in
Jordan, it has been found to be increasing with an average
growth rate of 15.62% which outstripped the average growth rate
of GNP 6f 12.85% per annum for the period 1966 - 1985. Thus,
the average propensity to import (import/GNP) has been found to
represent an average qf 52.65% over the same period, while the
marginal propensity to import, which has been estimated using
both the OLS and CORC where they both indicate a high level of‘
GNP is spent on imports. This is a good demonstration of a

growing demand for imports.

Moreover, we also pointed out that many LDCs are vulnerable
to inflation because of high income elasticity for imports. In
Jordan's case the income elasticity for imports has been
estimated by using both OLS and CORC, and in both cases it is
foundifo be very elastic. Thus, we have also outlined the
reasons for increasing the demand of imported goods over the

period 1966 - 1985.

As far as the value of domestic commodity exports and
re-exports are concerned, they have been found to be increasing
with an average growth rate of 19.4% and 20.04% respectively
during the period 1966 - 1985. Thus, we also identified the

reasons behind this increase.

In our analysis, we have found one striking feature, that
since the early days of recording trade statistics, trade
deficit has beena characteristic feafure of Jordan's balance of

payments. However, the deficit in the balance of trade has
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been found increasing, with an annual average growth rate of

14.55% during the period 1966 - 1985.

Chapter eight also suggests that since Jordan's economy has
remained dependent on foreign trade, it was therefore, bound,
in the 1970s, to be exposed to inflation in the price of import

goods.

However, the uhit value of imports and consumer price index
have increased with anﬁua1 average. growth rate of 6.49% and
8.03% respectively during 1966 - 1985. At the same time, on
average, the annual rate of change in unit value of imports is
also closely parallel with an average annual percentage change

in CPI i.e. 6.96% and 8.13% respectively during 1966 - 1985.

With regard to the empirical findings of the regression
analysis of aInPy against AInPm¢ (V3) using annual data for the
1968-1985, which shows that increase in the calculated imporf
price level can have a considerable impact on the inflationary
process in Jordan. Thus, the empirical findings‘kgoodness of
fit of the model) also shows that imported price alone is not
enough to explain the inflationary process in Jordan, hehce it
only explains 56.9% of the variation in aInP{ and 43.1% would

be due to other important factors.

In chapter nine'we set out to gvaluate other contributory
factors which could be held responsible for the inflationary
process .in Jordan. Our mainAfindingS'suggest that with the

state of rising prices, workers try to maintain their share in
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the national income by demanding a wage increase, but this will
depend on many factors. Namely, the level of employment, the

productivity_of labour and worker bargaining power.

However, we have also pointed out that in LDCs the cost
pressure on prices as a result of'wages is thought to be weaker
than in the advanced countries. Therefore, the reasons for

this weakness has also been identified.

Oﬁr analysis regarding the wages in Jordan, was confined to
the changes in the size of the compensation of empldyees.
Howevef. the compensation of empldyees has been found to be
increasing, with the annual average growth rate of 13.96% which
has also exceeded the annual average growth rate of the
‘consumer price "index 8.03% during the period 1966 - 1985. At
the same time, on average the rate of change in the
comhensation of employees wa§-14.83% which was far greater than
the rate of change in the price level (8.13%) during the same
period 1966 - 1985. This may reveal that there is no evidence

of parallelism between them.

As far as the labour market is concerned, both internal and
external demand for labour has affected the rate Iof
unemploﬁment in Jordan and has given an impetus to labour's
claims and to push up salary and wage levels in Jordan as
employers .attempt to retain their employees and resulted in

importing manpower from other Arab and non~Arab'countries.

With regard to the empirical findings of the regression
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analysis of alInP¢ against AInW;y - using annual data for
1968-1985, which exhibits that an increase in the calculated
annual wage per employee in Jordan could not have any
significant impact on the price lével. However, the reason for

this has been identified.

With regard to the role of the agricultural sector, many
developing countries nowadays start to appreciate the
importance of agriculture in economic development. In our
analysis, we have found that Jordan, for the last 20 years, has
experienced a fluctuation in the annual percentage change in
the food production and per capita food production as well as
the total agricultural product and per capita of agricultural
production. = These fluctuations may be a result of the
variation in rainfall and other climatic conditions, or other

factors such as price, employment, income and demand.

Moreover, the agricultural product at current prices on
average of five years, has witnessed a rapid increase, while on
average of five years the agricultural product in GDP has
fallen. This fall was a result of many factors, among these
factors is the labour migration from this sector as well as the

unfavourable rainfall.

Furthermore, the domestic agricultural sector in Jordan has
faile& to produce foodstuff in sufficient quantities to meet
the increasing demand of the country's population. Therefore,
in order to satisfy their increasing demand for food, the

country has become dependent on food imports, which has
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undoubtedly become a burden on the Jordanian economy and in

particular, on the balance of payments.

The main factors behind the the growing agricultural.
deficit were identified in this chapter. It was indicated that
some qf these factors have created an excess of demand for food
and conégquently they have put ﬁressure on food prices and the

general price level.

However, the annual percentage change in food prices has
far exceeded the annual pércentage change in the consumer price
index in 1969, and between the period 1970 - 1976. This may
indicate a large excess demand for foodr which subsequently

exerted high pressure on food prices.

The conclusion derived from the empirical findings of the
regression analysis of AInPy against AInﬁPFt. using annual data
for the period 1968 - 1985, 1is that an increase in the
calculated relative price of food could not be held responsible
for the inflationary process in Jordan. However, the reason

for this has been identified.

In Chapter 10 we proceeded to devote our examination to an
empirical study of inflation in Jordan. Using a replica of the
monetarist (Harberger) model, the structuralist model, the
combined model, and conducting some forms of modification. Our
main findings indicated that the monetarist explanation of
inflation in Jordan using the Cochrane-Orcut correction {(CORC),

by using annual data for the period 1968-1985, has improved the
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results drastically. Especially when it is compared with the

results utilizing ordinary least squares (OLS).

Although applying CORC has improved the statistical
criteria, it does not make it necessarily true, hence the

presence of autocorrelation may be due to missing variables.

Déspite the fact thét there has been some improvement in
the explanation of inflation in Jordan (in particular after
correcting the first order serial correlation), thevnonetarist
(Harberger) model in the context‘of a closed economy has not
been adequate to explain the inflation in developing 6ountr1es
in general and in Jordan in particular, due to many factors.

These factors, however, have been identified.

The combined model, on the other-han@, has taken into
account some of the missing variables. This model has
performed with better results than the basic Harberger using
'OLS, and the empirical'findings of this model also indicate
that the problem of inflation in Jordan has to some extent
monetarist origins. That is to say, an increase in the rate of
change in the money supply in Jordan can exert some pressure on
the inflation in the short term, and therefore anti-inflation
policy based on restraining the rate of change in the money
supply can play an effective role in fighting against inflation
in the short run, although its magnitude is still considered
small. It is also virtually not completed in full in the
current period, which also implies that it requires a

relatively long time to have an effect on the inflation rate
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which in turn implies that only a series of anti-inflation
monetary policies consisting of sustaining a reduction in the

rate of change in the money supply.

However, an effective control over money supply growth and
hence inflation in Jordan rquires the rationalization of
domestic governmént expenditure. Although it is difficult,
hence financing a budget deficit has still remained outside the
control of the ﬁonetary authorities and thereby domestic

inflation is likely to cbntinue.

Moreover, we have also pointed out that the au£hor1t1es in
Jordan may fall into the illusion if they only consider a
reduction in the rate of change in money supply is sufficient
to fight inflation. Hence imported prices which have mainly
originated from abroad is found to be much quicker than the
rate of change in the money supply in affecting the rate of
change in price levels in Jordan. This does not, however; comé
as a surprise. Hence, Jordan has still remained a highly open
economy and is bubdened by the essential requireﬁent for the
development plan and accompanied by a weak sterilization

policy. Therefore, import inflation is likely to continué.

Furthermore, the empirical findings of the combined model
reveals that the public.expectation of higher inflation seems
to play a significént role in sustaining the inflation in
Jordan. Thérefore, policy naképs in Jordan should be aware of
this factor which has a significant impact on the public's

decision tp hold money.
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With regard to the empirical result of the structuralist
explanation of inflation in Jordan which were utilizing OLS, by
using anﬁual data for the period 1968-1985, by assessing the
relative importance of the explanatory varlablé, at the same
time variables that have virtually no effect are excluded from

the model.

However, the empirical findings of the structuralist model
indicate that an increase in real output would reduce the price

level..given that other variables are held conétant.

It also indicates that an increase in the deficit rate can
.exert a pressure on the price level. This, however, has not
come as a surpfise considering that government expenditure is
increasing dramatically over the total domestic revenue and the
financing of such budgets was coming 'partly frén domestic
borrowing (mainly in the forn of advances from the central
bank, Treasury b111§ and government bonds). Thus, financing
the government expenditure alsovcémes from'foreign grants in
the form of budget support, and from both economic ana
technical assistance, and by foreign borrowing in the form 'of

development loans and from domestic revenue.

The empirical findings of the structuralist model also
indicated that the incre;se in the rate of change of the
calculated imported priée level 1is one of the main primary
sources of inflation in Jordan. This, howevér, hﬁq not come as

a surprise. Hence, Jordan still remains a highly open economy
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and its dévelopment programme still remains dependent on the
imported equipment, let alone Jordan's heavy dependence on
foodstuffs and crude o0il, the prices which have undergone a
sharp increase during the period under investigation which also
has been accompanied by a weak sterilization policy.
Therefore, Jordan's rate of inflation is bound to be exposed to

inflationary impulses from the world outside.

Thus, the empirical fihdings of the structuralist élso
yvields a considerably better result than basic monetarist
(Harberger) model using OLS. But it yields an almost similar
result of the combined model (the final fo;m) in explaining the

behaviour of the price level in Jordan.

As far as the empirical findings of the contribution factor
model is concerned, it reveals that an increase in real output
would reduce the price level, given other variables are held

constant.

Thus, the empirical findings of the contribution factor
model also exhibit an increase in the rate of change in
government expenditure and money supply are not significant at
the 10% level. Actually, the reason was due to the existence
of multicollinearity between variables. While it indicates
that dan increase in the rate of change in the calculated
imported price level is one of the main sources of inflation in

Jordan.

Moreover, the empirical findings of the contribution factor
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model also yields a considerably better result than basic
ﬁonetarist (Harberger) model using OLS. But it yields an
almost similar result of both the combined model (the final
form) and the structuralist model in explaining the behaviouf

of the price level in Jordan.

Howéver, the conclusion derived from both the theoretical
and empirical studies of_ inflation is that it is naive to
attribute inflation in LDCs (and Jordan‘is no different) to a
single course‘but rathér to many which tend to be vefy complex
and whét is true about the effect of inflation for periods (or
country) may not be for another,.and the problem of inflation.
cannot be separated from the problems ofvunderdevelopnent and

development.

Thus, attention should also be given here that the
formulation of anti-inflation policy fends to cause serious
economic, social and political disturbances. An example of
this would be a solution to inflation which would not be
consistent with maintaining employment and growth and may be
unacceptable politically. However, policies which are directed
to reduce inflation may, in fact, lead to many other problems
within the economy, so a large amount of 1nfqrnation will then
be required on many aspects of the inflationary process
together with lnter-relationghips with other economic

variables.
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11.2 Suggestions:

On the basis of the work undertaken, the following
suggestions are offered to guide the Jordanian policy makers
and future investigators in their efforts to bring inflation
under control, if so desired, at the same time to try to

minimize the problem facing the Jordanian economy.

(1) The empirical findings indicate the growth in real output
can reduce the inflationafy pressure in the Jordanian
economy. Therefore, more emphasis should be piaced upon
increasing domestic product and policies should be geared
towards that end. However, attention should be given to
structural changes, especially the sector which constitutes
bottlenecks, and there should be an attempt to improve the
qqélity of production fesources through advanced technical
methods. These, however, can be ﬁromoted by public
investment. At the same time, the government should try to
encourage the private sector to challenge their saving to
supply funds for productive investment. Thus, relative
political stability should always be maintained, hence it
is a very influential factor in sustaining the growth of

the country.

(2) Thus, the empirical findings also suggests that the budget
deficit rate and the growth in government expenditure can
have a major impact on aggregate demand and consequently,
on the rate of inflation in Jordan. Therefore, in order to

reduce the inflationary pressure in Jordan, it is necessary
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in a sense, toilimit the increase in government expenditure
fhrough a process of rationalization. But reducing the
rate of growth in government expenditure may not be the
most favourable policy in the view of both the governmént
and the general public, but elimination of non-essential
expenditure and diverting this expenditure to more
productive and more urgent uses might be ideal. For
example, an increase in government investment in basic
infrastructure would eventually contribute to the social
aggregate supply and may lead to a reduction of inflation

pressure.

Simultaneously, tax reveﬁue should be potentially utilized.
Therefore, the government should consider raising
additional tax revenue by reorienting the tax structure,
eliminating the structural deficiencies facing the tax
system. Although increased taxation may temporarily help
to hold inflation. Therefore, it cannot be pushed very far
with economic implications for diminishing demand. In a
country like Jordan which is still trying to increase its
industrialization, it is necessary therefore, to search for
tax revenues (direct and indirect) which do not allow the
supression of economic growth by harsh cuts in aggregate
demand or the discouragements of strategic capital imports
which is still considered crpciall& important for the

economic development of the Jordanian economy.

Above all, attempts should be made to minimize the

consequence of revenue instability in Jordan, by easing the
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country's dependence on foreign aid as a major source of
finanéing budget | deficit, and in order to avoid
inflatiohary conditions; domestic borrowing from the
private sector should be urged at the expense of the

banking system.

However, during the period under investigation, Jordan's
imports have been rising to a very high level indeed.

Thus, the empirical findings have also demonstrated that an

- increase in the rate of change in the calculated imported

price level can contribute to the inflatibnary process in
Jordan. But there is little.the Jordanian government can
do about the foreign prices - they are outside their
control. ‘However. a policy towards imports should be
formulated not to control the flow of imports but rather to
adopt some possible measure to reduce the problem of trade
deficit and the effect of imported prices on fhe domestic

inflation rate. What is necessary is an emphasis on the
reducfion 6f imported consumer goods in general and luxury
goods in particular. Manﬁfaéturing 1hdustfies should be
encouraged, especially those which wuse domestic faw
materials whilst at the same time, trying to protect them
from foreign subsidised goods, competition, or dumping

practices.

More attention should also be given to the development of
the agricultural sector of the economy in order to reduce
the imported food stuff, and because of their great

potential to earn/save foreign exchange. Thus, exploration
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for o0il should continue, while there is still hope. Its
existence in the country will reduce the demand for
imported crude oil (the prices which have undergone a sharp
increase during the period under investigation); and
consequently will help to solve the major problems of the

Jordanian economy.

Our empirical findings have also indicated that an increase
in the rate of change in the money supply in Jordan has
been one of the main sources of inflation in Jordan.
Therefore, it is not surprising to suggest that restraining
the money supply is a necessary condition for the control
of inflation. However, the desirable reduction in the
money supbly can be achieved if we fully understand the

source of the rate of change in the money supply.

In Jordan, howéver, the monetary growth was affected by the
following factors, namely, the net foreign assets, credit
to the private sector, credit to municipalities and public

entities, and by the credit to government.

Meanwhilé, an effective control over money supply growth,
and hence inflation in Jordan requires a greater efficiendy
in monetary management, accompanied by a we.ll developed
money and capital market, as well as a strong sterilization

policy, which Jordan still does not have at present.

However, more attention should be given by the government

to developing its own source of finance and local money.
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This may consequently eliminate the needs of the Jordanian
manufacturing industries to look abroad for their capital
requirement, as well as the repayment of interest rates,
which will be a blessing to Jordan's economy. At the same
time, the repayment of interest rates is likely to grow and
u;timately would affect capitgl movement in the balance of
pay@ents. Although the greatest would be public confidence
in the money and financial markets, but a start should be
made and with reliable professionai management. This,

however, can be achieved eventually.

In addition, the structure of interest rate should be
changed and attempts should also be wmade to adopt a
flexible interest rate policy, if this policy is pursued,
then the public's holding of money component would be
influenced and diversified, and eventually would help to
mobilise domestic saving, reduciné the commercial bank
excess liquidity. Thus, adopting a flexible interst rate
is likely to challenge the flow of remittance of Jordanians

abroad into the productive sector of the economy.

Moreover, the monetary authorities, along with the help of
commercial banks, should be encouraged to adopt a
discrimination policy towards the allocation of credit in
favour of extending credit to productive activities
consistent with the main objective of the economic

development plans.

Furthermore, there 1is another necessary condition to an
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effective control over money supply grpwth and hence
inflation in Jordan, that is, a rationalization of domestic
government expenditure which has escalated following the
implementation of economic development. Although it is
difficult, hence the financing of a budget deficit has
still remained outside the control of monetary authorites.
Therefore, what' is required is cooperation between the
Ministry of Finance and the monetary authorities and the

Ministry of Planning.

Our empirical findings sugggsted that the increase in the
rate of change in the relative price of food was not
considered a source of inflationary process in Jordan.
While the analytical findings of the agricultural sector
suggested that the agricultural sector in Jordan has
experienced a fluctuation in its output, and food shortages
are met by imports. Thus, the agflcultural sector in terms
of its share of total output and employment indeed has been
declining. Therefore, this sector needs to be given a
greater emphasis on the development strategy of the
country. This can be done by increasing public sector
investment in the agricultural sector that removes the
fundamental constraints on agriculture, and the needs to
provide sufficient water resources, and the public ought to
be made aware of the need to conserve water resourcés as
well as being aware of the economic consequence of
importing food stuff and food insecurity, and the
government should also adopt a policy towards reducing

rural-urban migration and people should be induced back to
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the farms.

Thus, we should emphasise the necessity ‘to accelerate
agricultural development by providing adequafe incentives
for private investment in agriculture in the form of
effective land reforms which implies an improvement in the
use of land, greater use of fertilizer, and in some case,
introduce farm nachinery, and price stabilization measures

in order to increase output and income.

Furthermore, the empirical find;ngs Qiso indicate that the
public's expectation of higherlinflation seems to play a
significant role in Qustaining inflation in Jordan.
Therefore, policy makers in Jordan should be aware of this
factor which has a significant impact on the public's
decision to hold money. However, the government should
mitigate the public inflation psychology by trying to
inform the public about the expected inflation, real
interest, the real purchasing power, and trying to put the
public in the picture about the grave consequences of
exaggerating their inflation expectation. After all, one
can argue that inflation can be potentially brought under
control or at least kept within bounds through a
combination of appropriate government policies such as the

monetary, fiscal and trade policies.

Finally, more efforts should be devoted towards producing
an accurate and standardization of the availability of

data. Consequently, if this is implemented, this will lead
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to facilitate authentic economic research and analysis.
Thus,'the author bélieves that if these suggestions are
successfﬁlly implemented, - they will lead to a minimization
of Jordan's economic problems, and consequently it will

lessen the inflationary pressure in Jordan.

11.3 Further Study

Haviﬂg pointed out these suggestions, our study has
,renaiﬁed unable to establish the importance or. all
structural constraints that ma& confront the Jordanian
economy. At the same time, tﬁese structural constraints do
not easily subject themselves to econometric testing.
Therefore, ~more emphasis should be given in future to

identifying and quantifying other structural constraints.

our study does not claim to offer a cpmpléte model of
the inflationary proces in Jordan. What is required,
howevef, is‘to develop a simultaneous equation model which
takes into account Both the.agéregate démand énd supply for

Jordan in which a price inflation equation can be set out.

Further research is needed to be undertaken which
includes quantifying the consequence of inflation. This is
completely unknown.te;ritory since no attempt has yet been
made £o assess, econometrically, the hargful effects, if

any, of inflation on the Jordanian economy.

Finally, another area which is worth further
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invesfigation is the welfare cost, if any, of reducing the
rate of inflation in Jordan. However, what is required is
to emphasize that economic variables do not work
independent of each, but rathér they interact. At the
sametime, the issue concerning the problem of inflation in
Jordan cannot be separated from other economic, social and

political problems confronting the Jordanian economy.



APPENDIX

CALCULATED VARIABLES

Calculated Calculated Calculated

Year: Imported Annual Relative
' Price Average Price of
Index. Wage per Food

1966 50.238 829.882 28.726
1967 50.9186 884.518 28.782
1968 50.049 946.191 28.764
1969 52.944 1015.715 43.880
1970 : 55.203 1087.325 43.612
1971 .56.523 1137.118 46.990
1972 61.883 1298.848 50.190
1973 . 69.508 1210.093 64.990
1974 93.154 1236.048 87.611
1975 100.000 1487.074 100.000
1976 104.289 1775.409 103.900
1977 113.514 2038.910 107.440
1978 116.871 2131.428 97.880
1979 137.657 2684 .624 77.380
1980 170.127 3438.036 77.225
1981 185.340 3726.548 78.145
1982 206.023 3750.087 72.000
1983 197.076 4019.8486 66.600
1984 203.418 4149.621 62.590
1985 209,338 4402.008 60.870
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