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INTRODUCTION

In this paper we will be primarily concerned with the effect of inflation on
different income groups. Putting it another way, we are looking for an answer to the
question, "What have been the differences in the degreeof inflation in variousincome
groups in Pakistan?".

Though it is not in the purview of this paper to go into the causes and cures of
inflation, we feel that it is necessary to give a brief discussion about inflation in
general. The classicaleconomists believed that inflation was a purely monetary phe-
nomenon. The theory developed was popularly termed the 'quantity theory of
money' and the basic relationship postulated was that the rate of inflation is equal to
the rate of growth of money supply. Keynes [6J attacked the quantity theory of
money, stating that the immediate source of inflation was the excess of desired
expenditure over output and thus established the income-and-expenditure approach
to the determination of the level of economic activity and prices. Later, however,
Keynes (7J addressed himself to the effects of inflation and advanced a theory
which has sincebecome a basis for the 'inflationary gap' models.

The redistribution of income plays an important role in Keynes's theory of
inflation. According to him, the process of inflation transfers income from workers
(low-income groups) to profiteers (high-income groups). Neo-Keynesian develop-
ments [4; 16J identified the presence of money-illusion in the labour market which
serves to transfer income from those who spend proportionately more on consump-
tion (lower-incomegroups) to those who spend less (higher-incomegroups).
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edge the valuable editorial help of Syed Hamid Hasan Naqavi.
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Inflationary gap models assumed that inflation would lower consumption ex-
penditures by moving income from lower-income groups to higher-income groups.
Flattening the consumption function would lower aggregatedemand in the economy
and thus reduce inflation by closingthe inflationary gap. All neo-Keynesiantheories
and models assume that after the down-turn in an economic cycle, equilibrium will
be restored automatically and inflation will fall to zero.

These models have, of course, all been constructed for developed economies
where consumption expenditure, at even the lowest level, is still fairly high. For
underdeveloped countries, such as Pakistan, the lowest-income groups are at
the level of the lowest possible sustainable consumption. The tables presented in
this paper show that these groups in fact spend more than they earn. What would
happen if the structure of inflation further reduces their real incomes? Wecontend
that consumption would remain static and further borrowing would result. Thus the
increase in money supply from increased borrowing would enhance the inflationary
gap. Evidence on inflation for Pakistan supports our hypothesis. Since 1973, in
spite of high inflation, there has been no evidence of a movement towards equilib-
rium, or of a flattening of the consumption function, or of a reduction of aggregate
demand. In fact, all evidence is to the contrary. It has been suggested, however,
that the rate of inflation must be non-decreasing [15].

Monetarists generally tend to believe that inflation has an egalitarian effect
on incomes, while Keynesian theorists contend that it has the opposite effect. Bach
and Stephenson [3] and Nordhaus [9] lent their support to the view that inflation
contributes to equalizing of income. Piachaud [14], Muellbaeur [8] and Williamson
[17] found that in the UK and the USA,the lower-incomegroups had experienced a
greater increase in proportionate expenditure than was experienced by the higher-
income groups through inflation. In all these studies, however, the differences in the
degrees of inflation in various income groups are inadequate for any strong conclu-
sions. Williamson [17], in examining inflation during periods when inequalities in
incomes were increasing, found that the prices of necessities increased at a much
higher rate than that of the prices of luxuries. He found that virtually all the regres-
siveprice impact could be attributed to the prices of food.

It has been shown by Afridi and Qadir [1] that for Pakistan and, as a rule, for
other low per capita income countries [2], the singleinflation rate cannot meaning-
fully pertain to a representative basket of goods. Both these studies have suggested
that for the low-income countries considered, a two-sector analysis for inflation is
necessary for any meaningful use of statistics. For the developed countries studied,
the single inflation rate was found to be a meaningful aggregation. It seems reason-
able to assumethat this will be the case for all developed countries.

In this paper we examine how inflation affects consumers at different levels
of income in the light of the two-sector disaggregation. Generally, one would expect
the lower-incomegroups to spend a greater proportion of their incomes on food than L
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that spent by the higher-incomegroups. If, in an economy, the price of the basket of
food goods inflates at a higher rate than that of the price of the basket of non.food

goods, one would expect the economic system to be structured against the interests
of the lowest-incomegroups. We have tested this hypothesis for Pakistan and have
found that inflation increasesthe existing inequalities in the economy.

Methodologyand Selection of Data

We have used the results of the study by Afridi and Qadir [1] for examining
the effect of a two-sector aggregation of inflation. It was found in that study that
while the single-inflationindex close to 11 percent per annum was an unsatisfactory
index, the two-sector indices of food commodities inflating at a rate of nearly
17 percent and of other commodities inflating at the rate of about 6 percent per
annum were satisfactory aggregations. In examining inflation in Pakistan, we have
used the Micro-Nutrient Survey of Pakistan, 1976-1977 [11] conducted by the
PlanningCommission, since it deals with the period cosidered in [1].

Wearranged the households at different income levelsand disaggregatedexpendi-
tures into those for food and those for non-food (Table 1, Cols. 3 and 4). Using
the dual-sector-inflation model given in [1], we weighted the two sets of expendi-
tures (Table 1, Cols. 6 and 7) and thus obtained the inflation rates for each set
(Table 1, Cols. 9 and 10). By adding the two, we obtained the inflation faced by
households of different income groups through the nature of their expenditures.
As households have different sizes and as consumption behaviour is increasingly
measured on a per capita basis, we arranged consumers at different income levels,
and, by weighting the two sets of expenditures, obtained the inflation faced by
consumers.

It may be argued that neither of the two measuresmentioned above is the best
representative of the low.income consumer behaviour and that to get a clear picture
of the low-income consumer behaviour a standard size of households as a unit of

measurement is required. As such, we took the two largest sets of households from
the sample: s-member households and 6-member households. For both sets we

arrangedthe households by income levelsand repeated the earlier process.
Consider now a high-income consumer. After meeting his expenditure on food

and on other commodities, he has some money left over. He can do one of two
things: either he invests in the acquisition of capital goods, or he increases his
personal savings. In the presence of inflation, both these activities have a positive
e~fecton his real income. This positive effect amounts to negative inflation from the
vIewpoint of high-income consumers. As the positive effect through the acquisition
of capital goods is difficult to measure, we shall assume that all that is not consumed
is, in fact, saved. We have used two rates of interest: 6.5 percent and 12 percent.
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These rates of interest are close to the actual interest rates of savings and time-

deposit accounts at about the middle of the time period considered by us. In fact,
the returns on investment must be much more for the investment to be economically
viable. We are using these values as the bare minimum. Our point would be even
stronger with higher rates of return.
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; Analysisof Data

All the different tabulations that we have considered show a similarpattern of
the variation of inflation faced at different levels of income. In all cases, there is a
decrease in inflation with a rise in income levels. Thus the analysis is independent of
the mode of data disaggregation.

We take the household level first. Tables 1-4 show that the households in the
lowest three income groups resort to negative savingsin order to meet their consump-
tion expenditures. Our findings are supported by the report of the micro.nutrient
survey conducted by the Planning Commission [12; 13]. Unfortunately, the survey
report givesno information about the sources of the funds which help to meet the
expenditure in excess of the incomes of households. It appears reasonable to assume
that the extra consumption expenditures are met mainly through borrowing. This is
admittedlyonly an approximation,but perhapsa goodapproximation. Of course,
interest has to be paid on this borrowed money one way or another. Often enough,
the low-incomegroups borrow from money-lenders and other non-commercialbank-
ing sources where the rates of interest are many times as high as the official rates.
However,we shall use the two interest rates considered earlier as the barest minimum
rates. The 12-percent interest rate was close to the lowest bank lending interest
rate at the time under consideration. At the extreme ends of the income groups in
Tables 1-4, it is not clear how seriously to take the actual numbers. There are grave
problems of misreporting and of even interpretation in these cases. They should be
taken as indicating a trend rather than an exact value.

In Table 1, for the whole of Pakistan, we find that the lowest-income group
considered by us experienced an inflation rate of 24.4 percent. At the rate of 6.5
percent, the loss of income to the lowest-incomegroup through negative savingswill
amount to 5.8 percent and at the rate of 12 percent, it will amount to 10.8 percent.
Adding the loss of income through interest on borrowing to the loss through infla-
tion faced, we find that the households in the lower-incomegroups face an inflation
rate of 30.2 percent in the first case and of 35.2 percent in the second case. In the

sa~e table the highest-income group considered faces an inflation of 4.9 percent.
~s group having money left over after expenditures resorts to savings. The addi-
hon to income amounts to -3.8 percent through the first interest rate and to -7.00
percent through the second rate. The net inflation faced is -1.1 percent at the first
rate and -2.1 percent at the second rate. Remember that the negative inflation rate
merely meansthat spending power is increasingoverall instead of decreasing.
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It is apparent that the effects of inflation are highly non-egalitarian and, in
fact, contribute to increasing the existing inequalities. The poor, in general, suffer
a loss of income through high inflation rates while the rich do not suffer any such
loss of income. Tables 1-4 show that at the same income levels, rural households
suffer less than urban households from the adverse effects of inflation. The least
hit by inflation appear to be the households in the highest income group in rural
areas and the worst off are the households in the lowest-income groups in urban
areas. It must be borne in mind that the sample sizesat these extremes are too small
to allow a more definitive analysis.

In the disaggregations considered, the sample size for given income ranges
was often too small and so we had to aggregate some of the income levels. For all
disaggregations, we found that effective inflation steadily decreased with increasing
income levels. Thus our results do not depend on the particular disaggregationcon-
sidered. In our view, the most meaningful disaggregationfor studying inflation is
by fIXed-sizehouseholds since such households would largely maintain a similar
consumer behaviour pattern. It is unfortunate that the sample sizeavailablefor our
analysis was so limited. Many new insights into the details may become availableif
larger samples are used.

CONCLUSIONSAND POLICYIMPLICATIONS

Given a distribution of incomes we could ask how the prevailing inflation
affects it. In particular, is the gap between the rich and the poor increasing or
decreasing over time? In our study we find that the dual structure of inflation in
Pakistan has the effect of increasingthe gap between the rich and the poor. Whereas
the Gini Coefficient, Lorenz Curve, etc., measure income inequalities, they do Mt
touch upon the dynamic aspect of income inequalities introduced in this paper.
This aspect would seem to be of the utmost importance for determining wagepolicies
in particular.and fiscal policies in general.

The survey used by us [11] was by no means really satisfactory for our
purposes and many questions still remain unanswered. The sample size in some of
the disaggregationswas too small for us to make strong predictions. Also,we believe
that at the extreme ends of the income groups in Tables 1-4, misreporting took
place, and as such too much emphasis cannot be placed on consumer and household
behaviour for these cases. It would seem that there is a need for conducting a

detailed servey of income, expenditure and investment/saving, with a sufficiently
large sample size. (It is possible, though not yet clear, that the data of the 1979
survey [10] might be usable for this purpose.)

For our study, wherever the sample size has been reduced to unacceptable
levels we have increased the extent of aggregation of income groups. Also, we do
not place too much reliance on the actual statistics in the first and the last rowsof
Tables 1-4, and take them to be only trend indicators. Our study is anyhow
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concerned with the general trend in the effect of inflation across income groups.
Our study has satisfactorily shown that higher income groups face a lower effective
inflation and vice-versa. Preliminary results of a study of increase in the wages of
overnment servants of the Punjab [5] indicate that the real wages of the lower-

fncome groups have been falling far more rapidly than those of the higher-income

groupS. In fact, the highest income groups appear to have enjoyed an increase in
real income (in terms of the spending power available).

Lately, Pakistan's economic policies have been directed towards withdrawal
of subsidies. Directly or indirectly, most of these subsidiesare designedto keep the

prices of food down for the low-income consumer. Clearly, the effect of withdraw-
ing these subsidies would be to further enhance the enormous differences in the
effect of inflation at various income levels. Such a serious consequence should be
carefully reconsidered by the planners in the light of the above findings. If sub-
sidies are to be abolished, some alternative means must be found for reducing the
inflation faced by the lower-incomegroups.

Our results have, admittedly, used the lowest possible values for returns on
savings. A more thorough survey may indicate the nature of investment for different
income groups and hence a more realistic assessment of the returns on investment.
The resultsmay then show negative inflation for some lower-incomegroups as well.

An important aspect of this analysis is that people facing what we have called
a negativeinflation could be expected to have an incentive to save. After all, they
can expect to have more buying power later if they save. However, those who face
a positive inflation would prefer to spend their money earlier as they will expect
to lose buying power by keeping it. As such, to achieve more saving,we need to
push more of the population into the group that faces 'negative inflation'. Never-
theless, there does not seem to be much room for doubt that negative inflation will
only Occurfor a very smallproportion of the wage earners.

The question certainly ariseswhether bringing down the income of the highest-
income group who benefit from negative inflation will not raise the total quantity of
national savings. The highest-income groups would then have a lower negative in-
flation and hence relatively less incentive to save, though the incentive to save
would still be there. On the other hand, there would be many more people in the
lower-income groups, who would then have the incentive to save. We must also
consider the fact that overall negative savingswill also be drastically reduced. This
effect should more than compensate for the fall in the savingsof the highest-income
groups. It may seem, at first sight, that decreasingnegative savingswill only increase

~al expenditure and not decrease it. However, the situation is not really so simple.
. e total expenditure would not change as the money spent by the 'negative savers'
IS presumably borrowed, which would now be made available for investment

Ptposes rather than for usury. We expect that a more thorough study would showt at reducing inflatl
"

all
. 1 d . .. 1 .

on mequ ties ea s to an lDcrease10natlOna savmgs.

-----
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Comments on

"Effects of Dual Sector Inflation Across
Income Levelsin Pakistan"

I think that the model used in this paper is robust. By this I mean that my
comments and criticism do not undermine it. The literature review, however, is

weak and superficial. It does not do justice to any of the schools of thought
mentioned. The authors may well give a reviewof recent literature on this complex
subject or do a more in-depth reviewon the specific issueof concern.

Inflation has been calculated as the weighted average of inflation faced by
different parts of the agents income. Essentially the authors' concern is to estimate
the net burden of inflation on different income groups resulting from the allocation
of their budget to the three different categories cited in the equation below.

pi = ci p + '" P + 71 rA F P NF

where.

A = Average

F = Food

NF = Non-food

7 = Savings/lending portion of the budget

= Income group

r = Interest rate

a + 13+ 7 = 1

Note: For borrowers,r> 0, and for lenders, r <0.



392 Shahrukh Rafi Khan

In another paper the authors have calculated separate inflation rates for the
food and non-food sectors. The food sector contains basic crops. The authors'
data source could be questioned here as could be the relativeweights that result for
the different items of food that go into calculating the average P. This has been
done in an earlier seminar and so I by-pass this issue.

Similarly, one can question the non-food items in the calculation of the average
P. Here the reservations may be more serious. The authors do justify exclusion of
cement, but real estate and jewellery are important alternatives to savingand this
may be a serious omission.

The third component of income is capital. The authors argue that what is
not consumed as For NF must be savedor invested. Hoarding is ignored here. Only
when hoarded income is pulled into calculation and expended on F or NF in the
same pattern as the averageratio for the ith group is there no bias in the estimates.

The authors claim that they can not get a handle on investment; so they
assume that the return on savingis an adequate proxy. When capital markets are per-
fect, then in a static state equilibrium r is equal to profits plus an uncertainty
premium. It may be unrealistic to assume this for Pakistan. In general, capital
markets are not perfect and the capital rationing the lending rate of interest may be
far below profits.

The model itself appears to have some theoretical flaws. It is assumed that

rand Pare si~ply additive in a linear fashion to ascertainP~. This is incorrect
because rand P are simultaneously determined in a macro context. If r is fixed
exogenously, this assumption is less unrealistic.

Also, in this linear equation what the authors may want to be concerned with
is the real and not the nominal r; i.e.

pi = (i P + rJi P + ri(r-oi)A F NF
(-)

where

Oi = (i P + ai P
F fJ NF

So for lenders, only if r > 0 i, is the rate.at which the purchasing power of the
ith income group eroded negative, and therefore "effective" inflation lessened.

The basic approach of the authors is simple (which I consider a virtue), novel,
and interesting. I think this is overall a useful contribution for attempting to assess
income distributional aspects of inflation.

Research Economist,
Pakistan Institute of Development Economics,
Islamabad

Shahrukh Rafi Khan


