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1. INTRODUCTION 

The introduction of new financial i'nstruments l and the consequent asset 
substitutability since the advent of financial deregulation in 1991 has been 
accompanied by volatility of the money multiplier and the monetary aggregates. 
While money demand studies exist [Khan (1980)], the modelIing of the supply side 
of money and, in general, the impact of financial innovations on money multipliers 
and monetary aggregates has been largely ignored.2 In a recent study, Siddiqui and 
Waheed (I994a) found that during 1992-93 the narrow money multiplier felI and 
increased sharply, causing instability in MI. It was also observed that the broad 
money multiplier showed similar instability during the same period. 

While financial innovations have been reflected in multiplier instability, 
inflation and monetary aggregates have also shown an upward trend. Since 1988-89 
monetary assets (M2) have registered an increase of 137 percent with an 
accompanying inflation increase of 60 percent on average. This makes a strong case 
for controlling the growth of monetary assets in Pakistan. 

The objective of the paper is to use a suggested monetary control procedure so 
as to reduce the variance of quarterly monetary growth. Section II suggests a 
monetary control procedure to track the targeted money supply. Section III assesses 
the predictive performance of the suggested control procedure by comparing the 
model simulations with targeted money. Section IV is the conclusion. 

2. A PROCEDURE FOR MONETARY CONTROL 

The literature suggests that via quantity theory, the intermediate monetary 
aggregate should be the one that has the strongest links with the GNP. Due to ease of 
monitoring, and assuming a stable demand for currency, the first response of a central 
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IBanks and money market dealers can now improve their profitability by indulging in repurchase 
of T-bills (REPO facility) to meet their liquidity needs. Hitherto, T-bills were earning a low fixed return 
of 6 percent determined by the SBP. The REPO facility was accompanied and made possible by the 
auction of T-bills, which allowed financial institutions to earn about twice the yield that they were earning 
before the reforms. 

2There are two earlier studies, Hamdani (l97(i) and Mangla and Ladenson (1978), but these 
studies suffer from the now well-known problem of non-stationary time series. Hence their estimated 
coefficients and their predictive power is questionable. 






















