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ANALYZING THE VALIDITY OF THE ABRAMS CURVE FOR PAKISTAN

1 Introduction

Unemployment and government size are two persistent economic challenges faced by
countries like Pakistan. The Abrams Curve usually examines the relationship between inflation
and unemployment, extends traditional macroeconomic theories by incorporating structural and
supply-side factors. It has significantly influenced economic policy discussions globally (Abrams,
1980). However, most of the studies on the Abrams Curve have focused on developed countries,
where the connection between unemployment and Government size is more superficial. Its
application and relevance to developing economies like Pakistan, considered by unique economic

structures and complexities, remain underexplored.

The relation between inflation and unemployment is significantly more complicated and
requires a special investigation. Due to higher inflation rate and volatile unemployment situation

in particular, this issue is more problematic in case of Pakistan than in other countries.

According to State Bank of Pakistan, (2023) Pakistan has witnessed inflationary rates of
between 6% — 9.6% and unemployment rates of between 6% —8% of the past decade. These
numbers illustrate the difficult time that is facing the government where measures to curb inflation
may shift with those for reducing unemployment. This challenge is made worse by how there is
influence from external economic forces and internal structural issues. So, it is required to know
the working mechanism of the Abrams Curve in the context of Pakistan’s economic structure so

that good polices can be formulated.

According to Yasmin and Qayyum (2018), there exists a relationship between these
economic crises till today are still a concern for Pakistan policymakers; further, aimed efforts

should be adopted to solve unemployment and inflation issues simultaneously.

1.1 Background

In the case of Pakistan, there are factors that allow paying special attention to this
relationship because economic characteristics vary differently from those of developed countries.
The large number of people working in the informal economy mainly affects employment and the
level of inflation; the informal economy in the country contributes approximately 35% of the GDP

(Pakistan Bureau of Statistics, 2022). Furthermore, continued policy changes, external sector



instabilities and structural economic characteristics have posited a unique economic model

(Mansur & Basher, 2016).

The relationship between inflation and unemployment rate has been the subject of study
by economists since Phillips (1958) established the existence of this trade-off in the UK. However,
subsequent research by Friedman (1968) and Phelps (1967) challenged the stability of this
relationship, leading to the development of the expectations-augmented Phillips curve and later,
the Abrams curve. The Abrams curve specifically considers the role of supply-side factors and
structural characteristics of developing economies, making it particularly relevant for Pakistan's

context (Gordon, 2013).

Khan and Hassan (2021), examined the different aspects of inflation in Pakistan. While
(Ahmed et al. 2020) have focused on unemployment trends. Though, there remains a noticeable
gap in understanding how these variables correlate within Pakistan's specific economic situation.
This gap becomes particularly significant given the country's recurring macroeconomic challenges

and its ongoing engagement with international financial institutions (IMF, 2023).

1.2 Research Gaps:

While the Abrams Curve has been widely studied in developed economies, but there is a
noticeable lack of research on its relevance in developing countries like Pakistan. The few studies
that looked at Pakistan's Phillips curve but no one has tested the Abram’s curve in Pakistan. This

gap highlights the need to investigate whether the Abrams Curve applies to Pakistan.

1.3  Significance of the study:

This study will be significant as it examines the applications of the Abrams Curve in
Pakistan, and it will provide a deep insight into the relationship between unemployment and
independent variables (Inflation, GDP, literacy rate, Female labour force and Female Labour
Force). By understanding this dynamic, the research can guide policymakers in designing targeted

strategies to reduce unemployment while addressing inequality

1.4 Research Questions

o How does the inflation rate affect the unemployment rate in Pakistan?

e What is the impact of GDP growth on unemployment in Pakistan?



o How does the literacy rate influence unemployment in Pakistan?

e Is the Abrams Curve valid in explaining the relationship between these economic factors

and unemployment in Pakistan?

1.5 Research Objectives
The objectives of the study are to:

e Analyze the impact of economic indicators on the unemployment rate

¢ Find the impact of inflation on the unemployment rate

e Determine the impact of female labor force participation on the Abrams Curve for Pakistan
e [Evaluate the validity of the Abram’s curve in explaining the relation between economic

indicators and unemployment in Pakistan.

2 Methodology:
2.1 Data collection:

This study will use a secondary time series data from 1991 — 2023 on inflation,
unemployment, GDP, literacy rate, and Female Labour Force. The data will be extracted from a
reliable source such as the State Bank of Pakistan, the Pakistan Bureau of Statistics, and

international organizations like the World Bank and IMF.

2.2 Econometric Models:

The analysis will apply different statistical and econometric techniques like, Descriptive
Analysis, Exploratory data analysis (EDA) will be performed for the detection of autocorrelation,
hertoscedasticity and multicollinearity after that Correlation and Regression analysis will be

applied. In econometric model is:
UE; = By + BiInf; + B2GDPy + B3LR, + B4FLy + & ... (1)
Where
UE = Unemployment
Inf = Inflation rate

GDP = Gross Domestic product



LR = Literacy rate

FL= Female labour

iV i = 0 to 4 are the coefficients of the regression model (1)
&= error term

While evaluating weather the Abrams curve is valid in Pakistan or not. Firstly, some test
will be performed such as, to test the stationarity of the data, Augmented Dicky-Fuller (ADF) and
Philips-peron (PP) unit root test will be employed. After examining the unit root test,
Autoregressive Distributed Lag model will be used and Granger-causality test will also be applied.

The details of each econometric model are given below:

2.3 Unit Root test:

Time series data usually not stationary, so before analysis assumption of stationarity must
be fulfilled. It can be stationary at first or second ordered difference. In this study, the stationarity
of the data will be tested by using ADF and PP unit root test. The unit root test is estimated under
different conditions (Gujrati, 2002):

The model for first ordered difference without intercept is
AY, = &Y + &
The model for first ordered difference with intercept is
AY; = 1+ 6Y1 + &

If the error terms having a problem of autocorrelation, then the following models will be used

(Gujrati, 2002)
The model for first ordered difference without intercept is

m
AYt == 6Yt_1 + Z ai},’:_l + gt

=1

The model for first ordered difference with intercept is



m
AYt = 181 + 6Yt_1 + Z aiY'l'_l + gt
i=1
Where the error term is &, and Y;_; = (Y1 — Y;_5),Yi_3 = (Yi_3 — Y;_4), ... and so on. After
applying the above tests, Philps and Peron (1988) test will also be conducted for the conformity of

the data regarding stationarity.
The models for PP tests are as follows:
Intercept-less model:
Y = 6Y1 + &
With intercept model:
Y= B+ 6Y 1t &

2.4 Autoregressive Distributed Lag (ARDL) model:

After checking the problem of stationarity by performing the above-mentioned test, then
ARDL model will be utilized for the cointegration test The Autoregressive Distributed Lag
(ARDL) model is suitable for analyzing relationships between variables that may be integrated of
different orders (1(0) or 1(1)) and helps assess both short-term and long-term. By considering the
unemployment rate as dependent variable (Y:) and inflation rate, GDP, literacy rate, and Female

Labour Force as predictors (X3, X5, X3, X4), the ARDL model can be written as:

P q1 q2 q3 g4
=B+ aYii+ Y BiXu i+ BiXosw+ > BXsir+ D Bl Xaym+e
k=0 =0

i=1 4=0 m=0

Where

Y; = Unecomployment rate,Y;_; = Lagged Dependent Variable,

X1t—j» X2, t—1» X3,t-1) Xat-m, are the lagged values of the independent variables (inflation, GDP,

literacy rate, Female labour force), «;, ,B{ , BX, BL, B are the coefficient of the model, and €,shows
the error term. The ARDL model will utilize to calculates the error correction term (ECT) after
ensuring cointegration exists for estimating the relationship between unemployment and the

predictors.



After the ARDL analysis, this study will also perform a Granger causality test. After establishing
that there is a relationship between unemployment and factors like inflation, GDP, literacy rate,
and government spending, study will use the Granger causality test to explore the directions of the
variables. This method is reliable with previous econometric research that highlights the
importance of analyzing cause-and-effect relationships in time-series data (Granger, 1969). This

approach will give the deeper understandings and valuable for policy makers.

After conducting the Granger causality test, the CUSUM (Cumulative Sum) test will be
applied to measure the stability of the model parameters at selected time period (Lee et al., 2003).
The CUSUM test is particularly useful for examining whether the relationships between
unemployment and its independent variables (inflation, GDP, literacy rate, and Female Labour
Force) remain stable or suffer significant structural changes over time. By using the CUSUM test
as part of the econometric methodology enhances the reliability of the findings and will provide

deeper insights

2.5 Limitations

After outlining the methods, it is essential to recognize the limitations. This study has
certain limitations along with its significance that need to be acknowledged. The Abrams Curve is
influenced by various socio-economic and institutional factors, some of which may not be fully
captured in the quantitative analysis. Factors like the informal economy, regional disparities, and
non-economic influences such as political stability may also play a role in shaping the relationship
between unemployment and income inequality but fall beyond the direct scope of this study. The
econometric techniques like ARDL and Granger causality provide valuable insights, they are
limited by assumptions about linearity and stationarity, which might not fully account for the

complexities of real-world economic dynamics.

3 OQOutline of the Dissertation
The dissertation is structured into the following chapters, each aimed at systematically addressing

the research objectives and questions:

1. Introduction

This chapter will present a clear description of the study with particular focus on the research



problem, objectives and the relevance of the study. It will introduce the curve Abrams, its

importance in the causes of unemployment and income disparity in Pakistan.
Literature Review

This section will make a brief analysis of prior literature on the Abrams Curve and topics
connected to it. It will comprise both international studies and then look at the unique niches
pertinent to developing economies including Pakistan, which will form the framework for

the investigation.
Theoretical Framework and Hypotheses Development

This chapter will outline theoretical framework of the study, focusing on the Abrams curve
and its expected shifts in Pakistan. It will also outline major variables to be used and

formulate hypotheses that may be tested depending on the objectives of the study.
Research Methodology

The method of the study, sources of data, variables and analytical techniques that will be
used will be described in this chapter. Specific econometric models like ARDL and Granger

causality will also be explained, and why these methods were used will be explained.
Data Analysis and Results

This section argues that section will present the findings from the empirical analysis. It will
contain, descriptive analysis, results of regression analysis and explanation of co relations

between employment, inflation, GDP per capita, literacy rate and Female Labour Force.

Discussion
This chapter will compare my findings with other studies done across the globe on the
Abrams Curve, the similarities and differences. This paper will also consider the policy

implications of the analyses and findings for Pakistan economy.

Conclusion and Recommendations
The last chapter will therefore synthesis the major findings, respond to research questions
and has policy implications. It will also bring out further research areas that can be

exploited in relation to the unemployment and income inequality perspective.



4 Tentative Timetable:

Conduct a thorough study of the literature and collect relevant data from
Week 1 _
reliable sources.

Perform data analysis, including preprocessing, cleaning, and preliminary
Week 2 )
exploration.

Week 3 Apply econometric models such as ARDL, Granger causality tests, and
ee
CUSUM tests; start drafting the write-up of results.

Complete data analysis and compare conclusions drawn to the goals
Week 4 formulated at the beginning of the study. Composing a preview of general
ee
method, outlines of the findings and discussions, and conclusions to be

made.

5 Bibliography

e Ahmed, V, et al. (2020). "Unemployment Trends in Pakistan: Analysis and Policy
Implications." Pakistan Economic Journal, 22(3), 45-67.

e Friedman, M. (1968). "The Role of Monetary Policy." American Economic Review,
58(1), 1-17.

e Gordon, R. J. (2013). "The Phillips Curve: Old Ideas and New Evidence." Brookings
Papers on Economic Activity, 44(2), 101-164.

e Qujarati, D. N. (2002). Basic Econometrics. New York: McGraw-Hill.

e Hussain, I., & Ahmed, M. (2019). "Structural Challenges and Economic Performance of
Pakistan." The Pakistan Development Review, 58(4), 415-430.

e IMF (2023). Pakistan: Economic Outlook and the Role of the IMF. International
Monetary Fund. Retrieved from https://www.imf.org.



https://www.imf.org/

Khan, M. A., & Hassan, S. (2021). "Inflation Dynamics in Pakistan: Causes and
Consequences." Journal of Economic Studies, 49(1), 70-87.

Lee, S., Ha, J., Na, O., & Na, S. (2003). The Cusum test for parameter change in time
series models. Scandinavian Journal of Statistics, 30(4), 781-796.
https://doi.org/10.1111/1467-9469.00364

Pakistan Bureau of Statistics. (2022). Economic Survey of Pakistan 2022. Government of

Pakistan. Retrieved from http://www.pbs.gov.pk.

Phelps, E. S. (1967). "Phillips Curves, Expectations of Inflation and Optimal

Unemployment over Time." American Economic Review, 57(2), 148—153.

Phillips, A. W. (1958). "The Relationship Between Unemployment and the Rate of
Change of Money Wage Rates in the United Kingdom, 1861-1957." Economica, 25(100),
283-299.


https://doi.org/10.1111/1467-9469.00364
http://www.pbs.gov.pk/

