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Abstract 
Central bank of any country conducts the monetary policy to minimize 

the economic fluctuations. Monetary policy effects the financial and 

economic decisions of the people. Objective of the study is to evaluate 

the impact of monetary policy on the economy of Pakistan in the light 

of Monetarist and Keynesian views. The Ordinary Least Squares 

technique is used to evaluate the impact of monetary policy on 

economic growth. It is evaluated contractionary monetary policy is not 

fruitful to stimulate the economic growth. It is also concluded that the 

monetary authorities of Pakistan cannot control money supply changes 

although they are able to influence such changes. 
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I. Introduction 
 To maintain the price stability, central bank of any country tries to control the 

money supply of that country. Therefore, monetary policy plays its role to stabilize the 

economic growth through the number of channels. Price stability is major contribution of 

monetary policy for sustainable growth of a country. As it is considered that continuous 

rise in price level is only due to monetary phenomenon, so for maintaining the price 

stability monetary policy uses different tools to effect the money supply. Empirical 

evidence of economic literature recommends that low price level and sustainable long run 

growth are closely related to each other. Only the costs are not affected by the monetary 

policy but it has comprehensive impact on economy’s financing conditions. It also affects 

the credit’s availability and willingness of banks to assume the risks etc. Future 

expectations about economic activities, inflation, exchange rate, investment and 

consumption are also affected by the monetary policy.  
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 If monetary authorities decide to cut the interest rate then in the result, the 

investment activities and expenditures on durable goods will increase. Currency 

depreciation is also the result of low interest rates because in case of more expensive 

imported goods, the demand for domestic goods rises. Due to all these causes 

unemployment will reduce but output, consumer expenditure and investment will rise. 

 

 Discussion on the effectiveness of monetary policy is still going on between 

Keynesian and monetarists. During the great depression (1929-33) with the increase in 

money supply, income level of the people did not change and in the result all this 

situation sparked the Keynesian view about monetary policy and from Keynesian school 

of thought some extremists argued that to stimulate the economy “money does not 

matter”. According to monetarist economists led by Milton Friedman monetary policy is 

an effective tool to stimulate the economy, thus “money matter”. Controversy about 

monetary policy is remained unsettled (Mohr and Fourie, 2007). 

 

 The economic issue tended to in this study streams straightforwardly from the 

Keynesian and Monetarist verbal confrontation laid out above. Though Keynesians 

consider the monetary transmission mechanism to be indirect, while monetarists respect it 

to be direct, the stress is sort of moved on account of the issue under examination. The 

center in this study is on whether monetary policy through the transmission mechanism 

can strengthen the economic growth of a little and open economy. In the same way that 

the Keynesian revolution occurred as a consequence of the ineffectualness of monetary 

policy throughout the Great Depression, the disappointment of the business sector 

economy to address the socio-economic issues in Latin America started an economic 

school of thought called structuralism (Khabo, 2002). 

 

 With a specific end goal to unfasten the issues identified with the impact of 

monetary policy distinctive studies are led. For this reason Carlino and DeFina (1998, 

1999) and Owyang and Wall (2004) have lead an exploration on USA economy on the 

impact of monetary policy while Ramaswamy and Slok (1998) and Clements et al. (2001) 

have examined the impact of monetary policy in European nations. In expansive range 

their discoveries recommend difference among the yield impacts in light of a typical 

policy stun. A few studies have proposed that the yield impacts in euro zone are 

exceptionally basic (Peersman, 2004). Gerlach and Smets (1995) and Kieler and 

Saarenheimo (1998) presume that there is no variety in the impact of monetary policy 

over the nations. These discoveries infer that there are still fundamentally diverse 

perspectives on the real impact of monetary policy. 

 

 Primary objective of study is to evaluate the impact of monetary policy on an open 

economy of Pakistan. Other objectives of the study are as under; 

 

 To find out whether or not the current period money supply depends on money 

supply of previous period. 

 To measure the impact of monetary policy variables and CPI inflation on growth 

rate of the economy. 
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II. Review of Literature 
 The primary objective pursued is domestic price stability, in the form of 

maintaining inflation within the specified target range, but other economic objectives 

such as exchange rate stability, economic growth and unemployment reduction are not 

ignored entirely, though only receiving consideration to the extent that they do not 

conflict with attainment of the primary objective (Vander Merwe, 2004). 

 

 Monetary policy was success to control inflation only if it successfully controlled 

the money supply targets. Money supply targets needs to improve the target level of M2. 

It is also find out in recent years State Bank of Pakistan failed to control the money 

supply and hence rate of inflation within the targets which is the result of lack of 

coordination between the fiscal and monetary authorities and there seems inconsistency 

in the reaction function of monetary policy (Qayyum, 2008). 

 

 State Bank of Pakistan was established with two broad objectives. One is to secure 

the monetary stability and other is to fully utilization of country’s resources but according 

to State Bank of Pakistan amended Act 1956, the target growth rate and target inflation 

rate set by government are the targets of monetary policy. So target rate of inflation is 

prime objective of monetary policy in Pakistan. In Pakistan role of monetary policy is 

much supportive for dual objective of economic growth and price stability. However, 

during the period from 2001 to 2005 monetary policy in Pakistan was biased towards 

supporting growth because of expectations that inflation could be maintained at low 

levels while giving the economy a monetary stimulus. Inflation started accelerating in 

2005 that forced a reversal of monetary policy (SBP, 2006). 

 

 To control inflation one of the important monetary policy variable is money supply 

and both the broad money (M2) and private sector credit growth are leading indicators of 

inflation in Pakistan. It has already established that excess money supply growth causes 

inflation in Pakistan. The selection of M2 as a policy variable is based on the assumption 

that the demand for M2 function is stable in Pakistan and it has strong association with 

the rate of inflation (Qayyum, 2006). 

 

 Two fundamental propositions about the effect of the quantity of money on the 

economy are as under. The first is that increases in the quantity of money that is not 

associated with corresponding increases in real output will eventually lead to inflation, 

and the second is that a shortage of money can depress the volume of economic activity. 

A considerable literature has emerged, attempting to give credence or discordance to 

these propositions, using parsimoniously restricted multivariate time series models (Sims 

and Zha, 2005). 

  

 Some of great economists like Milton Friedman and Anna Schwartz inspired the 

campaign in their seminal work as they documented the strong time series correlation of 

monetary aggregates with both output and prices. They explain that these correlations did 

not primarily represent passive responses of monetary aggregates to development in the 

private sector, but instead mainly the effects on monetary policy shifts on the private 

sector from their argument, it follows that innovation in monetary policy variables have 

the potential for stimulating the economy when it is sluggish or cooling it down when it 

overheats (Nagel and Parker, 2003). 
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 Fiscal and monetary policy is generally believed to be associated with growth, or 

more precisely, it is held that appropriate fiscal measures in particular circumstances can 

be used to stimulate economic development or growth (Barro and Sala-i-Martin, 1991). 

 The inflation targeting exhibits a vertical long-run Phillips curve that portrays 

long-run possible output, reliable with the non-accelerating inflation rate of 

unemployment (NAIRU). In any case, it is tricky to understand the importance of a 

tradeoff between inflation and unemployment when, in Pakistan, underemployment in the 

agrarian and urban casual segments coincide with the formal economy yet without a 

pleasing point of confinement. At the practical level, examiners have rejected to gage the 

non accelerating inflation rate of unemployment (NAIRU) suitably in the US economy. 

Furthermore in addition, empirical proof demonstrates that changes in limit use require 

just be inflationary at levels of limit, close full usage. Prior to this, inflation will not 

expand. It is at exactly that point (abnormal amounts of limit usage) that there may be a 

trade off in the middle of inflation and unemployment (Felipe, 2009). 

 

 Question that needs to be addressed is that ought to the SBP use interest rate 

(policies) scarcely and with the goal of holding inflation? Should it, may be, consider 

diverse objectives and variable, for instance, the exchange rate, unemployment, growth or 

productivity and what about fiscal policy? Results demonstrates that complement the 

conventional inflation targeting structure with discretionary and fiscal policy; consider 

the long-run effects of movements in interest rates; and direction money related and fiscal 

policies. It has similarly been supported that the SBP should execute "Inflation Targeting 

Lite" (Moinuddin, 2007).  

 

 On the issue of political independence, Akbari and Rankaduwa (2006) asserts that 

while the SBP has all the reserves of being politically self-sufficient in regards to how its 

governors are named and cleared; of course, the SBP has not been free the extent that its 

monetary policy record. According to above authors, monetary policy in Pakistan is 

apparent and that the exchange rate is logically flexible, despite the way that the SBP 

intervene in the foreign exchange market to avoid tremendous instabilities in the 

estimation of the rupee, which may be seen "as a violation of a considerable need for an 

inflation concentrating on administration" 

 

III. Materials and Methods 
 In research role of methodological techniques to collect and analyze the data are 

very significant whereas the methodology refers as the logic to scientific procedure. This 

study is confined to Pakistan. In this study time series secondary data covering the period 

1972(Q1) to 2011(Q4) is used for quantitative analysis that is collected from State Bank of 

Pakistan statistical data site, World Bank data site, International finance statistic, different 

government and semi government organizations and from internet. The State Bank of 

Pakistan compiles a wide range of monetary sector related data for Pakistan on a regular, 

typically monthly or quarterly basis.  

 

A. Variables of Study 

 Variable that are selected for the analysis are, Real GDP Growth Rate (fc) percent 

at constant prices 1999-00, Average Inflation CPI or Domestic Prices percent, Reserve 

Money/High Powered Money/Monetary Base in Million Rupees (H or Mo), Broad 

Money M2 in Million Rupees, Real Interest Rate/Discount Rate percent, Real Exchange 

Rate (Nominal Exchange Rate that is adjusted by the Ratio Pf/P) = e(Pf/p).  
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B. Hypothesis of Study 

 (1) Null Hypothesis: Current year money supply M2t depends on that of previous 

period money supply M2t-1. 

 (2) Null Hypothesis: Economic growth is significantly related to monetary policy 

variables and CPI inflation 

 

C. Models of Study 

 Multiple linear regressions are used for the data analysis. The models specified for 

the analysis are as under 

 

y = f(P, M2, er, r, µi )  (2) 

M2t = f (M2t-1, µi)    (3) 

 

 Where M2t = Broad Money M2 in Million Rupees consists Mo, Scheduled Banks 

Demand Deposits, Scheduled Bank,s Time Deposits and Presidents Foreign Currency 

Deposits. M2t-1 = Previous year money supply M2 in Million Rupees consists Mo, 

Scheduled Bank,s Demand Deposits, Scheduled Bank,s Time Deposits and Presidents 

Foreign Currency Deposits, Y = Real GDP Output Growth Rate(fc) in percent at constant 

prices 1999-00, P = Average Inflation CPI or Domestic Prices (percent), r = Real Interest 

Rate/Discount Rate (percent), er = Real exchange rate which is nominal exchange rate 

adjusted by the ratio of foreign inflation Pf and domestic inflation P (ePf/P), µi = Random 

error or disturbance term.                      

 

D. Research Methodology 

 The ordinary least squares (OLS) regression technique is used to test the 

correctness of monetarist and Keynesian views on the role of monetary policy in 

stimulating economic growth of Pakistan. Coefficient of determination R
2 

is used to 

determine that how well the fitted model is better for the actual data. OLS technique is 

used only because of importance of its useful properties. To fulfill the assumption of 

normally distributed error term, the used time series data must be stationary. Further 

Standard Error Test, F-test and t-test are used to test the hypothesis. 

 

 Augmented Dickey-Fuller test based on Dickey-Fuller test is used to check the 

stationarity. Null hypothesis for this test is that there exists a unit root in time series data 

that means there is continuous movement in the data from its mean value. Time series 

data is considered as stationary if null hypothesis is rejected. In this analysis real values 

of the variables are taken instead of nominal values. Other than this data of all the 

variables are converted into quarters. Filled radar diagrams are used to see that whether 

the forty year data is properly converted into 160 quarters. In the end quarterly data are 

properly deseasonalised by using different statistical techniques to overcome the problem 

of nonstationarity of data. The regression analysis results are tested for stationarity of the 

time-series, to avoid spurious conclusions about the established relationships. ADF test 

results shows that all the variables are stationary at level.  

 

 To test the direction of causality in economic relationships Granger causality test 

is used especially in that case where we know the relationship between two variables but 

we don’t know that which variable causes the other to move. To find the relative 

importance of the variables Standardized coefficient technique is used. After estimating 
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the regression coefficients by using OLS technique, the following expression is used for 

relative importance of explanatory variables.  
 

         
       

      
 

 

 Here     is estimated regression coefficient associated with Xj explanatory variable 

and         and        are respectively the standard deviation of Xj and Y. 

Autocorrelation between the successive stochastic disturbances is a common problem in 

case of using time series data and this must be considered in the estimation of the model. 

Durbin Watson d statistic is used to determine the significant presence of the 

autocorrelation.  
 

    
              

 

     
 

 

 

 This statistic is used in each regression analysis and if degree of autocorrelation is 

excessive then further steps can be taken (Gujrati, 2003). Major issues of regression 

analysis like stationarity, collinearity, autocorrelation, heteroscedasticity are tackled 

during the regression analysis.  Granger causality approach is used for various monetary 

policy variables having a causal relationship between each other.  

 

IV. Results and Discussion 
A. Impact of Monetary Policy Variables and CPI Inflation on Economic Growth 
 Time series quarterly data from 1972(Q1) to 2011(Q4) with 160 data points of each 

variable is used for the analysis. The specified model was used to know the impact of 

monetary policy on economic growth that is 

 

  Yt = βo + β1Pt + β2M2t + β3ert + β4 rt  + µi     

 

 From the estimation of above model (table 1) we find that inflation and real 

exchange rate also has positive impact on GDP growth rate but broad money supply and 

rate of interest have negative impact on growth rate. Standard error test, t statistic and p 

values confirm that explanatory variables have significant impact on growth rate. Interest 

rate has more negative impact on GDP growth rate as compare to broad money supply 

that is shown by their coefficient values. Real exchange rate has more positive impact on 

growth rate of the country. Correlation matrix also confirms the relationship of the 

variables used in this model.   

 

Table 1:  Impact of Monetary Policy on Economic Growth in Case of Broad Money 
 Coefficient Std. Error t-Statistic Prob. 

βo 4.878049 0.771689 6.321262 0.0000 

β1 0.085336 0.033734 2.529654 0.0124 

β2 -3.71E-07 8.89E-08 -4.176567 0.0000 

β3 0.299541 0.069008 4.340675 0.0000 

β4 -0.301841 0.054378 -5.550841 0.0000 

R-squared 0.220047 Durbin-Watson stat 1.938009 

Adjusted R-squared 0.199919 F-statistic 246.9324 
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 Adjusted R
2
 shows that from the total only 19.99 percent variation in GDP growth 

rate is caused by the explanatory variables of the model. Figure 1 is the combine 

graphical representation of GDP growth rate, Real exchange rate, interest rate, CPI 

inflation rate and unemployment rate, which shows the actual relationship between the 

variables. Results of above model shows that GDP growth rate can be increased by 

increasing CPI inflation rate or by exchange rate appreciation. It can also increased by 

declining the interest rate. Results are also significant statistically like the other 

researchers Gul et. al. (2012) and Khabo (2002). 

 

Figure 1: Combine Historigram of GDP Growth Rate, Real Exchange Rate, Real 

Discount Rate, Average CPI Inflation, and Unemployment Rate. 

 
 

B. Impact of Previous Period Money Supply on Current Money Supply 

 The specified model was used to know the impact of previous period money 

supply on current period money supply that is     M2t = βo + β1M2t-1 + µi 

 

Table 2: Current Period Money Supply and Previous Period Money Supply 

 

 Table 2 shows the relationship between current period money supply and money 

supply of previous period. Estimates of table shows that current time period money 

supply of any time period is highly correlated to previous period money supply. Here 

high value of adjusted R
2
 also shows that how much current money supply depend upon 

previous period money supply. 
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 Coefficient Std. Error t-Statistic Prob. 

βo 1086.486 1783.823 0.609077 0.5434 

βo 1.033986 0.000887 1165.335 0.0000 

R-squared 0.999884 Durbin-Watson stat 1.848059 

Adjusted R-squared 0.999884 F-statistic 1358005 
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Table 3: Correlation Matrix of Current Money Supply and Previous Money Supply 

 M2t M2t-1 M2t-2 M2t-3 M2t-4 M2t-5 M2t-10 M2t-20 M2t-40 

M2t 1 0.9999 0.9998 0.9996 0.9993 0.9990 0.9969 0.9934 0.9957 

M2t-1 0.9999 1.0000 0.9999 0.9998 0.9996 0.9993 0.9971 0.9934 0.9954 

M2t-2 0.9998 0.9999 1.0000 0.9999 0.9998 0.9995 0.9975 0.9936 0.9949 

M2t-3 0.9996 0.9998 0.9999 1.0000 0.9999 0.9998 0.9979 0.9938 0.9943 

M2t-4 0.9993 0.9996 0.9998 0.9999 1.0000 0.9999 0.9983 0.9941 0.9936 

M2t-5 0.9990 0.9993 0.9995 0.9998 0.9999 1.0000 0.9987 0.9945 0.9927 

M2t-10 0.9969 0.9971 0.9975 0.9979 0.9983 0.9987 1.0000 0.9970 0.9881 

M2t-20 0.9934 0.9934 0.9936 0.9938 0.9941 0.9945 0.9970 1.0000 0.9880 

M2t-40 0.9957 0.9954 0.9949 0.9943 0.9936 0.9927 0.9881 0.9880 1.0000 

 

 Value of correlation between current year money supply and previous year money 

supply is 0.9999 which is very high. This high correlation also maintained even if we find 

the correlation between current money supply and the money supply of forty periods 

back that is 0.9957 as indicated in table 3. Scatter diagram of broad money indicates that 

there exist positive trend from 1972(Q1) to 2011(Q4) with 30113 million rupees per 

quarter rise. Results of above the model shows depicts that current money supply is 

strongly correlated to the previous period money supply.   

 

V. Conclusion 
 On the basis of the empirical results of the analysis of this study, it must be 

concluded that economic growth, GDP, was not significantly influenced by money 

supply M2t, and the domestic level of inflation but it is significantly influenced by real 

exchange rate and interest rate. It is also concluded that the monetary authorities of 

Pakistan cannot control money supply changes although they are able to influence such 

changes, as demonstrated by the significant relationship between M2t and M2t-1. 

Furthermore, the fact that monetary policy cannot stimulates economic growth by 

changing broad money but monetary policy can stimulate growth rate by using exchange 

rate policy or by decline the interest rate.  

 

 Monetary authorities cannot control money supply levels by keeping them within 

the set targets, despite their ability to influence the current period money supply level by 

manipulating that of the previous period, require further study and a re-examination.  
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