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Abstract. Monetary policy plays an important role in achieving sustained 
economic growth. Researchers have tried to examine various issues related to 
monetary policy in developed countries. Several studied have been carried out to 
identify the major determinant of stock of money. However, a little research has 
been conducted to analyze the level of stock of money by using the money 
multiplier approach. In Pakistan, monetary policy is designed to control total 
monetary assets keeping in view the projected growth rate of GDP, monetization 
of the economy and likely surplus or deficit in the country’s external account. The 
objective of this paper is to ascertain the monetary policy in controlling the total 
monetary assets by analyzing the behaviour of the money multiplier. The findings 
of this study show that the monetary base remained an important determinant of 
the monetary stock (M2) and the monetary policy remained an effective 
instrument in controlling and regulating monetary assets in Pakistan. 

I.  INTRODUCTION 
Monetary policy is formulated to gain sustained economic growth and to 
keep inflation within manageable limits. Normally variations in money 
supply are used as an instrument of monetary policy, in accordance with the 
requirement of output level and employment on the one hand and price 
stability on the other. In Pakistan monetary policy is designed to control total 
monetary assets keeping in view the projected growth rate of GDP, 
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monetization of the economy and the likely surplus or deficit in the country’s 
international account. Once the safe limit of total monetary asset is 
determined it is then realized through various indirect measures, like the 
liquidity ratio, reserve requirements and the bank rate. Prior to 1972 credit 
was controlled by these indirect measures. However, the separation of the 
Eastern Wing and the two oil shocks of early 1970s indicated the 
shortcomings of indirect methods when they failed to cope with the new 
situation. The open market operation could not be materialized due to 
marginal or nominal demand of government securities. The credit budgeting 
measure was introduced in 1972 replacing the old one wherein the principal 
instrument is the credit ceiling for commercial banks and they are bound to 
allocate credit to the priority sectors as determined by the government. Credit 
budgeting has proved to be an effective instrument of monetary policy both 
as a means of providing necessary funds for the development process and for 
curbing the rising trends in prices. The credit ceiling with its beneficial 
effects also has some adverse effects. For example, commercial banks have 
little incentive in mobilizing deposits and their ability to respond to demand 
becomes extremely limited. The response of the public and commercial 
banks to a certain extent depends upon the credit ceilings determined by the 
monetary authority. 

 Several studies have been carried out to identify the factors which are 
important determinants of money stock. However, a little research has been 
conducted to analyze the level of money stock by using the money multiplier 
approach. Cagan (1965), Anderson (1968) and Jordon (1969) used the 
money multiplier approach to determine money supply in the case of the 
United States of America. Oyejide (1974) has estimated this approach for 
Nigeria. Hamdani (1976), using three-year quarterly data for M1 (from 1972 
to 1974), comes to the conclusion that the volume of monetary base can be 
determined given the optimal level of money supply. Trivedi (1990) 
describes the role of monetary policy in controlling the monetary assets in 
India through the money multiplier approach. 

 The objective of this paper is to ascertain the monetary policy in 
controlling the total monetary assets through analyzing the behaviour of the 
money multiplier and high powered money and to see further, whether the 
results are in consonance with current monetary policy. 

The determination of monetary aggregates is presented in section II, section 
III analyzes different behavioural variables and analysis of the empirical 
findings is the subject matter of section IV. The last section concludes the 
discussion. 
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 In the second sub-period, the total deposits increased from 14.07% to 
15.49% per annum, but the increase in time deposits is from 14.53% to 
18.63% which is comparatively higher than all others. Demand deposits 
declined from 14.0% to 13.46% and the growth in currency also declined 
from 14.32% to 12.09%. Thus, the ratio of currency to deposits also 
registered a sharp reduction (–2.42%). The other component of money 
multiplier, i.e. bank reserves increased from 8.22% to 14.68% per annum but 
the growth in deposits was small compared to the growth in bank reserves. 
Thus, the growth in BBR11 was greater in the first sub-period. In fact, the 
ratio of bank reserves to deposits increased from –4.12% to –0.52% with a 
larger BBR11. Compared to a smaller C2, the value of the money multiplier 
substantially declined for this sub-period and is supported by a smaller 
empirically estimated multiplier from equation (7) in Table 3. The monetary 
base also declined from 13.90% to 12.19% in second sub-period, which 
caused a contraction in monetary asset (14.43%). The apparent tight 
monetary policy during the second sub-period in spite of world recession 
seems to be the result of slow growth in currency and demand deposits. This 
whole sub-period was full of political instability, due to which there was a 
greater variation and contraction in monetary assets took place. 

 The similar behaviour of money multiplier components and monetary 
base is shown in Table 2. The minimum growth during the second sub-
period in monetary assets was recorded at 10.65% in 1996-97 and the growth 
in currency, monetary base, bank reserves and demand deposits also 
registered their minimum values at 4.28%, 3.42%, –6.82% and –7.16%, 
respectively. The main reason of the slow growth in almost all the variables 
was a difficult year for the country’s economy because of high deterioration 
in law and order and severe political instability in the country. The annual 
growth rates in monetary assets for most of the years during the first period 
remained well above 15% and during the second period it was below 15% 
for the most of the years. 

 The currency and the monetary base had a relatively similar growth 
structure for the entire period and this may be due to a larger share of 
currency in the monetary base. The demand deposits (DD) had a positive 
growth rate whereas time deposits (TD) also experienced a positive growth. 
However, the growth for the three years, 1986-87 to 1988-89, was slow 
compared to the remaining period. The slow growth rate in TD coincided 
with the period when there was a mushroom growth of co-operative societies 
and companies. The co-operative societies, offering handsome rate of returns 
on deposits compared to different time deposits schemes of the commercial 
banks, caused a substantial switching of funds (deposits) from commercial 
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banks to co-operatives and thus, the growth rate of time deposits in 1988-89 
remained negative. 

TABLE  2 

Annual Growth Rates 
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 The empirical findings of the theoretical framework show that changes 
in the monetary base affect the stock of money positively and significantly 
which is evident from equations (1), (4) and (7). The money multiplier 
ranges approximately between 2.5 to 4.6. When the approximate components 
of the money multiplier are included, i.e. C2 and BBR11, equations (2), (5) 
and (8) explain that B, C2 and BBR11 significantly affect the stock of money. 
It can also be noted that the money multiplier remained important both in the 
case of stable and unstable assumptions. Movements in bank reserves are 
largely affected by the movements in the reserves with the State Bank of 
Pakistan (BBR22) as is evident from the equations (3), (6) and (9). 

VI.  CONCLUDING REMARKS 
In this study it is observed that monetary base remained an important 
determinant of the monetary stock (M2). The proxy variables of the money 
multiplier along with the money base also found to be an important 
determinant of the money stock. The variations in the volume of bank 
reserves were largely determined by the level of bank reserves with the State 
Bank of Pakistan. Monetary policy remained an effective instrument in 
controlling and regulating monetary assets. 
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