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Maintaining price stability is one of the primaryjectives of monetary
policy in any economy. Because, price instabilitgrtigularly high
inflation, will cause economic growth to reduce, fegucing investments
and productivity. Since, interest rates are on¢hef main channels that
monetary policy uses to achieve the above goalis iimportant to
understand the relationship between interest ratélation and expected
inflation. The “Fisher Hypothesis” and “Price Pwzlprovide the
theoretical basis for these relationships.

Fisher (1930) postulates that there is a one-torela¢ionship between the
nominal interest rate and expected inflation argliee®s a constant real
interest rate over the long-run. The Fisher hypgithecontinued to
generate a series of debates among economistise IRisher hypothesis
the real interest rate is basically determined bwl rfactors of the
economy. This implies that the monetary policy mees are less
effective to influence the real interest rate. @& other hand, Price puzzle
simply states the positive relationship between inaimnterest rate and
inflation. According to the conventional view of metary policy
transmission mechanism there should be a negasisecition between
nominal interest rates and inflation.This dynamétationship between
nominal interest rate and inflation will enable ipplmakers to conceive
the nature, extent and dynamics of effective maggtalicy.

Cooray (2002) identified some evidence for Fishelatronship in Sri
Lanka. The final conclusion of that study is, tharket is likely make
systematic mistakes in predicting the actual rdtéenfbation. Moreover,
Jayasinghe and Udayaseelan (2008) have done ami@hptudy about
the Fisher Effect in Sri Lanka. According to thatidy, monthly and
quarterly data clearly display the absence of ag-kemm Fisher
relationship in financial markets of Sri Lanka amthual data during the



period 1953-1977 provide some evidence for suchelationship.
Furthermore, Javid and Munir (2011) have done apimral study to
address the issue of monetary policy effectiveaessthe price puzzle in
Pakistan economy. The main findings of this studlygest that a positive
interest rate shock (contractionary monetary ppliegds to persistent rise
in the price level over a 48-month horizon.

Objectives

The primary objective of this study is to investegéhe existence of Fisher
Effect and Price Puzzle in Sri Lanka.

M ethodology

Nominal interest rate§,), inflation (r;) and expected inflatiofr") are the
main variables of the study. Annual Colombo Consuidgce Index
(CCPI) is used to derive the inflation and 91-days Tread®ill (T-bill)
rates are used as nominal interest rates. All ldasabeen collected from
the Central Bank annual reports for the period 126G91.

The study employs a model to derive a proxy folatidn expectations.
Subsequently, graphical inspection (line graph, n&erfit, nearest
neighbour fit and confidence ellipse) is used &nitfy the basic features
and the trending behaviour of variables. In thdipieary analysis, ADF
and KPSS tests are used to test for stationardyttaa order of integration
for iy, =y andz". Thereafter, co-integration technique and Errorr€uion
Model (ECM) are used to identify the existence ishEr Effect and Price
Puzzle both in the short run and long run, respelsti

Results

The line graphs of all three variables shows a tpesitrend. The
confidence ellipses of inflation/T-Bill rates andpected inflation/T-bill
rates indicate positive associations and stochesttonships.

Under the preliminary analysis the study employdaFAand KPSS tests
to identify the time series properties of the Vales. According to both
tests, it proves that T-Bill rates are non-statignadBut inflation and



expected inflation indicate unit root propertiedyom KPSS test. KPSS
test results are being accepted due to the low pofM&DF test.

Engel Granger Co-integration test was adopted émtity the long-run

relationship and this test indicates that both maninterest rates and
expected inflation move together (one-to-one) araleha long-run

equilibrium relationship. The long-run coefficienit expected inflation is
0.939 and statistically significant.

Table 1: Engle-Granger Test Results (Long-term dtidiffect & Price

Puzzle)
KPSS Test (Level
Variable Coefficient Prob. T Wlth intercept)
es 0
statistic CV (5%)
Inflation (Independent -
Treasury Bill Rate) 0.6603 0.000M@.16 0.46
T-Bill rate (Independent-
Expected Inflation) 0.9397 0.000®.42 0.46

Null hypothesis- Residual series is stationary

The Wald test results showed that the null hypashe$ one to one
relationship is not rejected (p-value is great@ntl.05), which indicates
that long-run Fisher Hypothesis is valid in Sri kanThis proclaims that
monetary policy does not affect the real side ef ¢daonomy in the long
run. Similarly, the dynamic relationship betweemal interest rate and
inflation was examined by using the same methodidetifies a positive
relationship between the two variables. The long-roefficient of

nominal interest rate is 0.66 and statisticallyngigant. Therefore, the
study finds evidence of the Price Puzzle in theylamn (due to positive
and significant relationship between inflation armninal interest rates).

ECM results show that in the short-run there isositpre relationship
between T-Bill rates and expected inflation. Theftioient of expected
inflation is 0.536 (0.007), indicates a positivedaignificant relationship
and the absence of Fisher Effect in the short-rurLikewise, the same
model was employed to identify the short-run nelxeisveen inflation and
interest rate and identified a significant positagsociation between the
two variables. In this case the slope coefficiehtTebill rate is 0.61
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(0.0023). Therefore, the study concludes existerigarice puzzle in the
short run as well.

Conclusion and Policy Recommendations

This study mainly inquires the existence of FisB#ect and Price Puzle
in the Sri Lankan context for the period of 195%20

Based on the nature of results it is provied thagirun Fisher Hypothesis
is valid in Sri Lanka, which indicates the realeirgst rate is constant in
long run. In the short-run positive nexus betweemimal interest rate and
inflation existed but we rejected the notion ofl fiisher Effect. When

considering the dynamic relationship between nohimzrest rate and

inflation, the results show that the two varialédes positively associated
in both short-run and long-run. This indicates éxétence of the Price
Puzzle in Sri Lanka.

The existence of the Price Puzzle both in the shamtand long run
implies that monetary policy could be ineffectiveoth cases. Therefore
this study recommends that Sri Lanka should movayainrom monetary
targeting framework to inflation targeting framewaon order to have an
effective monetary system. Because, inflation témgeframework uses an
internal conditional inflation forecast as an imediate target variable.
This proclaims that inflation expectations playsvigal role in this
framework. Accordingly, since the study identifidte existence of long
term Fisher Effect, we can anticipate inflationgiting framework might
operate more effectively and successfully in Snka

References

Cooray, A. (2002) Interest Rates and Inflationarpéctations: Evidence
on the Fisher Effect in Sri Lank&outh Asia Economic Journal.,
3(2). p.201-216.

Fisher, 1. (1930) The Theory of Interest as Deterdiby Impatience to
Spend Income and Opportunity to Inyedtiew York: The
Macmillan Company.

Javid, M. and Munir, K. (2011) The Price Puzzle aidnetary Policy
Transmission Mechanism in Pakistan: Structural dect

9



Autoregressive Approach. [Online] Munich PersonakPEc
Archive. Available from: http://mpra.ub.uni-muenchee/30670.
[Accessed: 25 November 2012].

Jayasinghe, P. and Udayaseelan, T. (2008) DoesgrHitypothesis Hold
in Sri Lanka? An Analysis With Bounds Testing Apach to
Cointegration. Available from: http://192.248.1718&§t/ images/
stories/research/ircmf/2010/BE/9.pdf. [Accessed: Ekbruary
2012].

10



