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Abstract

The effect of inflation on an economy has far-reaching implications. One of
the most significant effects of inflation is the uncertainty created when the in-
flation rate is fluctuating, which can reduce or increase consumer purchasing
power. The study employed the Engle-Granger Cointegration, error correc-
tion, and granger causality as estimation techniques to determine the associa-
tion between inflation rate and private consumption expenditure. In this study,
using the ordinary least square econometric method, the study empirically
assessed the impact of inflation on private consumption expenditure and eco-
nomic growth between 1990 and 2020. The data were first analyzed using the
Augmented Dickey-Fuller (ADF) test which indicates that all the variables of
interest were stationary after their first differencing. The study found a coin-
tegration relationship between private consumption expenditure, inflation rate,
interest rate, and gross domestic product rate. The study found that in the
long run, INF has a negative significant effect on PconX, while INTR and
GDPR have positive significant effects on PconX. The study’s empirical find-
ings show that there is a long-run negative significant relationship between
inflation and private consumption expenditure in Ghana, meaning that pri-
vate consumption expenditure in Ghana reduces on products and services
during periods of high inflation than during periods of low inflation”. Ac-
cording to the findings, inflation expectations have a detrimental impact on
private consumption expenditure attitudes, particularly among consumers in
a very favorable financial situation. Furthermore, since the global financial
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crisis, the importance of inflation expectations has grown. The results for con-
sumption expenditures are quite evident and difficult, particularly when com-
pared to the results for interest rates and economic growth, as they imply a
positive and relatively strong relationship to inflation. As a result, based on
the findings of the study, the research advised that the government should
provide low and stable prices at all times to prevent the negative impact of in-
flation on private consumption. Also, it was advised that the government, in
collaboration with the Bank of Ghana, formulate and implement prudent fis-
cal and monetary policies aimed at stabilizing macroeconomic factors to boost
economic growth.

Keywords

Private Consumption Expenditure, Inflation, Economic Growth,
Granger Causality

1. Background of Study

The economic stability of the country is a major challenge for all governments in
the world. Government policy, national consumption rate, deflation, inflation,
etc. have major impacts on the economy of a country. Inflation refers to a per-
sistent increase in the general level of prices of goods and services. This means
that several-all inclusive index of prices continues to rise. In a growing and
changing economy some prices must go up and some must go down as supply
changes in response to changes in consumer tastes and desires and national
needs. Inflation is depicted as a universal and long-term increase in prices and
tariffs. The rise will be broken down into categories of economic goods. As a re-
sult, inflation alters price relationships. The most important change that should
lead to inflation is raising consumer goods prices in line with wages, thus re-
cording profits and encouraging the resumption of production where there are
real resources, on the path to re-establishing a functional relationship between
prices and costs. Barro (1995), Bruno and Easterly (1998), Rousseau and Wach-
tel (2002) are among the many theoretical and empirical studies that show that
sustained and thus likely predictable high rates of inflation can have negative
consequences for an economy’s long-run rate of real growth or its long-run level
of real activity. Inflation, according to this research, stifles growth and develop-
ment by causing economic distortions and uncertainty, inhibiting long-term
planning, and lowering savings and capital accumulation. During an inflationary
period, a fixed amount of money can purchase a smaller quantity of goods and
services than it could otherwise. The real value of money has been drastically
reduced, resulting in a reduction in the purchasing power of money for con-
sumers. The effect of inflation on the consumption patterns of consumers unlike

the effect of income on consumer expenditure has not received the needed at-
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tention in the marketing environment literature both theoretically and empiri-
cally. The effect of inflation on consumer spending is both direct and indirect
(Katona, 1975).

The fundamental form of inflation is an imbalance between aggregate demand
and aggregate supply, both of which are considered feeds, with a greater nominal
solvent, artificially supported, in comparison to the real offer of products in a
given period (Ciumara & Ciutacu, 2003). Inflation has gotten a lot of attention
in the scholarly and policy literature over the years. This is also true of inflation
expectations monitoring and measurement as part of an inflation-targeting
monetary policy (for example, Bryan & Ventaku, 2001; De Wet, 2003; Kershoff
& Smit, 2002; Mishkin, 2004; Saunders, 2003). The severity with which infla-
tion’s malignant consequences spread across the real economy varies in every
economy, depending on the degree of economic development, the maturity of
market processes, the quality of government administration, and even the popu-
lation’s ability to report on the inflationary process. The level of inflated or in-
dependence and awareness of her fate, as well as its toxic implications, have been
demonstrated by historical experience.

Inflation forecasts, explanation or escape clauses in the event of non-achievement
of the target, and the monitoring of inflationary expectations are three support
measures of monetary policy execution used by central banks also known as
Bank of Gold Coast (BGC) or Ghana Commercial Bank in inflation-targeting
countries. These measures are necessary since current policy adjustments will
only have a limited impact on future inflation rates after some time. The speed
with which changes in monetary policy are conveyed across the economy deter-
mines how long it takes for policy changes to affect inflation. The third of these
three indicators (inflation expectations) is beyond the authorities’ direct control.
This is understandable because inflation expectations are mostly created by cen-
tral banks’ prior policy decisions and their success in managing inflation, rather
than by public declarations of the central bank’s flans. According to Mishkin, “...
the legitimacy of the program in the eyes of the public is a vital part of a suc-
cessful anti-inflation policy” (Ibid., p. 658). Inconsistent policy decisions raise
future inflation expectations, leading to dynamic time inconsistency (also known
as temporal consistency) issues (see, for example, Kydland & Prescott, 1977).
The time-consistency in monetary policy conduct provides a game theory ex-
planation of the subsequent action between a central bank and private economic
agents in their efforts to outmaneuver one another in forecasting actual, rather
than promised, economic results. The central bank will choose to announce an
optimal low inflation rate for period t + 1 in period t, but because this affects the
expectations and behavior function of private economic agents in period t + 1, a
higher inflation rate may be discovered to be optimal, resulting in the imple-
mentation of a more expansionary policy than previously announced. Instead of
using policy discretion, central banks prefer to utilize an explicit monetary poli-

cy anchor to avoid any time inconsistency issues. As a result, there is less confu-
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sion about the authorities” policy orientation.

The terms “autonomy” and “independence” of central banks are frequently
used interchangeably in literature (see for instance Arnone, Laurens, Segalotto,
& Sommer, 2009). “While the central bank has no right to claim government
independence... it should be able to maintain a posture of independence inside
government,”. The first description is favored since the authority of central
banks to execute appropriate policy is congruent with “autonomy” rather than
“independence,” but because the literature employs these two words interchan-
geably, both are employed in this study. While many central banks have lost op-
erational autonomy as a result of economic hardship, a renewed focus on such
autonomy emerged in the 1980s and 1990s as it became clear that monetary pol-
icy cannot be everything to everyone. “One of the major objections of central
bank independence is that it may lead to economic policy that is less employ-
ment-promoting than the ideal policy of the median voter and/or that is not so-
cial-welfare optimizing,” Maxwell says of the loss of independence. This criti-
cism stems from the fact that central bankers are more conservative than typical
voters and are not directly answerable to voters” (1997: 146).

The central bank’s ability to make the essential judgments on monetary policy
and interest rates without government influence is still a hot topic of contention.
“One striking trend in emerging countries in the 1990s was the rather remarka-
ble increase in the statutory independence of their central banks,” (Habib Adam
& Padayachee Vishnu, 2000). According to Maxwell, “at least thirty countries...
enacted advances in the statutory independence of their central banks” between
1990 and 1995 (1997: 3). Private consumption (also known as personal con-
sumption, consumer expenditure, or personal consumption expenditures (PCE))
is a measure of consumer spending on goods and services that is not included in
the official statistics. Private consumption includes all purchases made by con-
sumers, such as food, housing (rent), energy, clothing, health, leisure, education,
communication, transportation, and other services. It also includes the services
provided by hotels and restaurants. It also includes durable goods (such as au-
tomobiles), but not the purchases of residences by households, which are in-
cluded in the definition of household investment.

In most nations, private expenditure accounts for about half and two-thirds of
the gross domestic product (GDP). In general, the poorer a country is, the
greater its share of total consumption is. The fact that private consumption ac-
counts for the vast majority of GDP indicates that it is the primary driver of
economic growth. According to Global Economy, in 2019, private expenditure
made up 69.03% of the Ghanaian GDP. Sustained economic growth and devel-
opment necessitate several prerequisites, one of which is adequate savings to
fund future investment. Sustained (and rising) inflation, on the other hand, pushes
consumers to spend now rather than save later, as they try to avoid paying high-
er costs in the future. Consumers will act following their beliefs if actual inflation

surpasses the officially reported inflation rate, by consuming now rather than
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saving for future spending if perceived inflation is high.

The methodology devised for comparing actual prices with “projected” price
levels can be used by governments of developing nations to confirm the accuracy
of their average price increases measurement. For poor countries, this could be a
beneficial strategy for improving inflation credibility. The usage of an inflation
credibility barometer and variations in the barometer in a developing country
will act as a twofold early warning system for changes in inflation perceptions.
Readings of the inflation credibility barometer over time will alert developing-
country governments to make timely policy adjustments in the event of deteri-
orating inflation perceptions that could feed through into inflation expectations,
allowing for accurate pricing of the opportunity cost of deferring current con-
sumption in favor of future consumption through interest rates (e.g. savings).

Unlike the influence of income on consumer spending, the influence of infla-
tion on consumer consumption patterns has received little attention in the mar-
keting environment literature, both theoretically and empirically. Inflation has a
direct and indirect impact on consumer expenditure (Katona, 1975). Because of
pessimism and uncertainty in the economy, consumers prefer to conserve rather
than consume during periods of inflation. Inflation influences consumer spend-
ing by influencing both liquid and illiquid assets since there is a desire to hold
real assets rather than assets tied to nominal values or not indexed to inflation
during periods of inflation. Inflation affects the income distribution of house-
holds (employers, employees, borrowers, and creditors) (Wilso & Howard,
1978). Inflation can degrade the real worth of nominal assets, reducing the actual
worth of household wealth invested in those assets. Using both survey data and
time-series data, researchers have looked at how inflation affects consumer pur-
chasing in an economy (Eggertsson, 2006; Eggertsson, 2008; Malmendier and
Nagel, 2009; Piazzesi & Schneider, 2009; Eggertsson, 2011; Christiano, Eichen-
baum, & Rebelo, 2011; Woodford, 2011; Coibion & Gorodnichenko, 2012; Wern-
ing, 2012; Correia, et al., 2013; Romer & Romer, 2013).

Consumers increase current spending as a result of a wealth-redistribution
channel if they predict inflation rates to be higher, according to academics
(Doepke & Schneider, 2006; Atif Mian, Kamalesh Rao, & Amir Sufi, 2013). This
is because they have larger marginal propensities to consume out of their wealth.
Higher inflation acts as an implicit tax on households’ use of paper money as a
medium of exchange, resulting in less consumer spending in an economy since
disposable income is reduced (Aruoba & Schorfheide, 2011). Precautionary sav-
ings (Bloom, 2009; Pastor Lubos & Veronesi Pietro, 2013) is another avenue via
which inflation pressures influence consumer spending. Inflation can influence
consumer spending in several different ways. The most straightforward explana-
tion is that inflation has a negative impact on consumer confidence and, as a re-
sult, leads to increased savings. Inflation may also alter the income distribution
among households, which may have an impact on consumer behavior in the

process. As can be seen from the preceding, inflation’s effect on private con-
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sumption expenditure is driven by the importance of private consumption and
the economic consequences of inflation.

According to Alagidede et al. (2014) there are “two schools of thought on the
causes of inflation in Ghana”. This suggests that beyond the impact inflation has
on private expenditure, there are beliefs about what inflation is to Ghanaians.
They further state that the schools are “monetarist and the structuralist”. The
monetarist is a view that “suggests that inflation is a matter of excessive aggre-
gate demand”. This conception premises on the fact that when demand becomes
uncontrollable, inflation becomes inevitable. In suggesting the type of solution to
inflation, monetarist believes that “the causes are inherent in fiscal and monetary
restraint”. The basic idea of the structuralist is that inflation is caused by the
system and channel of productions. The belief is that as there are many channels
to take production through, there are chances of an increase in the price of
goods. One of the basic factors to a structuralist is trying to get restructured.
Since the effect of every inflation is on the people, this work presents a sequential
analysis of how inflation affects private expenditure. Private expenditures are
goods and services paid for by citizens. Thus, people will keep needing to under-
stand how best to live in a place by knowing the standard of living. This research
will work through some years in determining the kind of effect inflation has on
what the citizens purchase or use.

This research is relevant due to the contradictory nature of the results of em-
pirical investigations published by previous studies and researchers. Given the
limited understanding of the impact of inflation on the Ghanaian economy, the
realization that the problems resulting from the effects of inflationary growth are
becoming unbearable for the citizens and the entire economy. It is, therefore,
necessary to critically examine the impact of inflationary growth rate on private
consumption expenditures and the Ghanaian economy’s overall growth. Some
research implies that rising inflation and rising inflation expectations lead to in-
creased consumer spending, while others imply that rising inflation and rising
inflation expectations have little or no influence on consumer spending. Private
consumption expenditure is also a significant factor in understanding the role of
inflation in the economic growth of Ghana. The variable is significant because it
influences both inflation and economic growth. Additionally, it accounts for
roughly two-thirds of domestic final spending, making it the primary driver of
future economic growth.

The result of this study will provide pertinent data regarding the effect of in-
flation on the variables being studied. In other words, it will validate the effi-
ciency of her macroeconomic policy toward price stability. Additionally, the
study would serve as a guide for financial management regarding the most ap-
propriate policies to adopt at any given point in time. The result will also be of
interest to government officials and other investors, as well as policymakers.
The reason for this is because it will expose the effectiveness and performance

of the financial administration. Also, this research will provide a solid foun-
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dation for further research on inflation, private expenditure, and economic
growth. Therefore, our current investigations were prompted by these varied
results, as well as the fact that there are few empirical studies in Ghana on the
influence of inflation on household consumption and economic growth in the
marketing environment. In this study, we examine the time series link between
inflation expectations and private consumption expenditures and willingness to
spend on durable consumer goods using Ghana macro data spanning between
1990 to 2020.

1.1. Research Objective

The objective of this study is to investigate and assess the impact of inflation on

private consumption expenditure and economic growth in Ghana and to add to

the body of knowledge on the factors that influence consumption expenditure.

While the specific aims of this study are:

e To examine the relationship between inflation and private consumption ex-
penditure in Ghana;

e To examine how private consumption expenditure affects the growth of the
Ghanaian economys;

e To investigate the relationship between interest rate and private consumption

expenditure.

1.2. Research Question

The research issue for this study includes the following;

e What level of impact does inflation have on private consumption expenditure
in Ghana?

e How does inflation affect Ghana’s economic growth?

e What is the nature of the relationship between inflation and private con-

sumption expenditure?

1.3. Statement of Problem

The study addressed the knowledge gap and conducted an assessment on the
hypotheses concerning the impact of the inflation rate on private consumption
expenditure and the economic growth of Ghana. Private consumption expendi-
tures are measures of the amount of money that individuals spend on various
products and services. It gives you an idea of how much money the citizens of a
country spend on various products and services. Since it is a major factor of
economic growth, the need to study the impact of inflation on it becomes im-
portant as inflation policies may have adverse effects on it depending on the pe-
riod. Although studies have been conducted to investigate the relationships be-
tween inflation and private consumption expenditure but research on this par-
ticular area has not been thoroughly investigated. This paper aims to conduct a
study that will examine these and other macroeconomic variables such as mone-

tary policy (interest rate), gross domestic product growth rate, and so to provide
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a clear picture of their relationships and to suggest some possible ways of stabi-
lizing these variables to achieve high economic growth rates for the country to
meet its objectives. According to Frimpong and Oteng-Abayie (2010), inflation
above 14% always hurts Private consumption expenditure and economic growth,
which is why the Bank of Ghana’s monetary planning committee always aims for
a single-digit rate. Inflation, interest rate, money supply, and other macroeco-
nomic variables are important determinants of economic growth in industria-
lized nations by extensive research. Several Ghanaian administrations have im-
plemented fiscal and monetary policies aimed at lowering inflation and interest
rates, as well as maintaining a stable currency rate and the stock market, to en-
courage economic growth.

The literature on these variables is scarce and dispersed. Again, research in
this field is few in Ghana, and we do not know the exact relationship between
some of these variables, such as inflation, interest rate, economic growth, and

private consumption index.

1.4. Research Scope

This research takes a case study of the Ghanaian economy. This research seeks to
evaluate empirically and theoretically, the relationship between inflation and
private consumption expenditure in Ghana by taking a case study on time series
trends from 1990-2020.

1.5. Technical Routes

This research follows a simple and systematic delimitation. Chapter one pro-
vides a general background to the study. More importantly, it gives research
questions, problems of study, and how significant this research is. In chapter
two, discuss the review of related works. It provides reviews of some works re-
lated impact of inflation on private consumption expenditure and the economic
growth of Ghana. The goal is to provide shreds of evidence for the significance
of the study. In chapter three, this project discusses the methodology in which
research instruments are discussed and the methods adopted for data analysis.
Chapter four presents the discussions and findings of the research. The find-
ings are strategically organized to answer the research questions in chapter
one. Chapter five provides a summary and conclusions of the research. It also
presents recommendations for further studies. This work wraps up with refer-
ence to the works cited. It is also analyzed in a sketched diagrammatic format
below Figure 1.

2. Study Country Overview

The location for this research is the Republic of Ghana. Ghana is a country in
West Africa situated on the Gulf of Guinea and bordered by Burkina Faso on the
north, Cote d’Ivoire on the west, and Togo on the east. The southern part of the

country is bordered by the Atlantic Ocean. Ghana’s landmass is 92,099 square
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CHAPTER 1
INTRODUCTION AND BACK(f)UND OF STUDY

CHAPTER 2
INTRODUCTION AND BACKGROUND OF STUDY LITERATURE REVIEW AND THEORETICAL
FRAMEWORK

CHAPTER 3
CASE STUDY OF GHANA INFLATION RATE AND PRIVATE CONSUMPTION EXPENDITURE AND
ECONOMICfROWTH OF GHANA

CHAPTER 4
RESEARCH METHODOLOGY AND EMPIRICAL MODEL (PConsX; = o + i INF+ 3, INTR + 33
GDP + 8{1)

CHAP% 5

RESULTS AND DISCUSSIONS

L]

CHAPTER 6
SUMMARY AND CONCLUSION

Figure 1. The disposition of this study is analyzed above.

miles/238,535 square kilometers, resulting in a population density of 121 people
per square kilometer, for the entire country. According to World Bank Annual
statistical data base, the Ghanaian population is about 30.42 million. However,
in the opinion of many experts, Ghana’s population growth has reached alarm-
ing proportions, as the country is inadequately prepared to meet the vastly in-
creased demands for food, water, education, and employment that come with a
fast-increasing population. Family planning is at the heart of efforts to slow
population growth because it can either reduce the number of births or assist
families in properly spacing out their children’s births. Ghana’s economy is
broad and wealthy in resources, including industries such as digital technology
production and exportation, automotive and ship construction and exportation,
and the exportation of various and rich resources such as hydrocarbons and in-
dustrial minerals. As a result, Ghana has one of the highest GDP per capita in
West Africa. In 2011, Ghana became the world’s fastest-growing economy due to
a GDP basement. The Ghanajan domestic economy in 2012 revolved around
services, which accounted for 50 percent of GDP and employed 28 percent of the
woworkforceBesides the industrialization associated with minerals and oil, in-
dustrial development in Ghana remains basic, often associated with plastics

(such as chairs, plastic bags, razors, and pens). 53.6 percent of Ghana’s work-
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force were employed in agriculture in 2013.

In July 2007, Ghana began a currency re-denomination process, switching
from the Cedi () to the new Ghana Cedi (GH). For every 10,000 Ghana Cedis
transferred, 1 Ghana Cedi is received. After surpassing South Africa in 2019,
Ghana is Africa’s greatest gold producer and second-largest cocoa producer (af-
ter Ivory Coast). Diamonds, manganese ore, bauxite, and oil are also abundant.
Although the majority of its debt was canceled in 2005, the government’s ex-
penditures were thereafter allowed to spiral out of control. This, combined with
a drop in oil prices, resulted in an economic crisis, forcing the government to
seek a $920 million IMF extended credit line in April 2015. The case study cho-
sen for this study is within Ghana. Keenly, the purpose is to track time-series
data of the interplay between private expenditure and inflation. The reason for
choosing Ghana is to fill in the gap of inflation impact on private consumption
expenditure. Also, this project is on Ghana as it is one of the fast-growing

economies in West Africa.

2.1. Inflation Rate in Ghana (1990-2020)

Inflation is a macroeconomic problem that Ghana is currently dealing with, and
it is the most concerning economic situation. Because of its increasing rate and
affective measures, the government of Ghana is concerned about the impact it
has on private consumption spending, and the country’s economic growth.
There are different causes of inflation as discussed before. Macroeconomic fac-
tors are one of the major causes of inflation in a country. In the case of Ghana,
the real exchange rate and money supply are the main macroeconomic factors
responsible for inflation in Ghana. Whilst exchange rate depreciation reduces
the level of inflation, growth in real output or expenditure and money supply
exert pressure on price levels to move up. To a large extent, research has given
further support to the view that inflation in Ghana is a combination of aggregate
demand and excess liquidity (Gyebi Francis & Boafo Godfried, 2013). Even
though inflation has received a great deal of attention, all of the authors agree
that it has an impact on private consumption expenditure and Ghana’s econom-
ic growth. Ghana’s inflation rate was 9.9 percent in 2020. Though Ghana’s infla-
tion rate has changed significantly in recent years, it has tended to decline from
2001 to 2020, ending at 9.9% in 2020.

Inflation, as measured by the consumer price index, reflects the annual per-
centage change in the cost to the average consumer of acquiring a basket of
goods and services that may be fixed or changed at specified intervals, such as
yearly. The Laspeyres formula is generally used. Inflationary forces have been
present in Ghana for a long time. Between 1990 and 2020, there was a lot of
upheaval in the market. The yearly average rate of inflation increased from sin-
gle digits in the early 1990s to more than 59% in 1995 (Figure 2). Inflation
surged to 59 percent in 1995 after a brief dip. Unfortunately, the dramatic drop
to 25% in 2000 was followed by the biggest surge to 32 percent in 2001. This
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phase of high volatility is characterized by currency devaluation and coun-
ter-devaluation. Price controls were in place for the majority of the time, and
there were changes in economic policy that were later reversed. Inflation reached
its maximum point in 1995 when the economic reform program was imple-
mented. Food prices were substantially more volatile than non-food prices, re-
flecting an inelastic food supply scenario, as seen in Figure 3.

Inflation levels gradually fell in the decade following the ERP’s implementa-
tion, even if they remained in double digits and above the government targets.

INFLATION RATE
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Figure 3. Private consumption expenditure 1990-2020.
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During this time, the figures fluctuated between 10% in 1992, 59% in 1995, and
46% in 1996, indicating that, while volatility had decreased significantly, it was
still present. Large increases in government spending in the run-up to the 1996
elections may have contributed to the high inflation rate in 1995 and 1996. It’s
worth noting, for example, that while food inflation fell dramatically between
1995 and 996, non-food inflation remained stubbornly high. Inflation has re-
mained a major cause of concern among policymakers in Ghana, and it threat-
ens to undermine the ERP’s modest accomplishments. It also means that the
majority of people will have decreased living standards. Excess liquidity and a
limited food supply are substantially to blame for current inflation patterns. For
a long time, the Central Bank has been under great pressure to actively support
the government’s expansionary economic policies. Effects of discretionary in-
creases in gasoline and utility costs, tax initiatives, and exchange rate deprecia-

tion are among the other causes.

2.2. Private Consumption Expenditure

Ghana’s household consumption was 46,251 million US dollars in 2019. Before
rising to a high of 46,251 million US dollars in 2019, Ghana’s household con-
sumption fell to a low of 2876 million US dollars in 1973. Understanding the de-
terminants of private consumption expenditure has been one of the central is-
sues in macroeconomics. It is assumed that private consumption is the largest or
main component of aggregate demand and therefore plays a vital role in ma-
croeconomic policymaking. The quality and standard of living of the citizens of
a country are could rest solely on personal expenditure which in turn affects
economic growth. Many economists have devoted much time to studying per-
sonal consumption expenditure, such as Keynes (1936). The Keynesian study of
consumption expenditure has been the source of many Consumption Expendi-
tures Theories today. However, there are three main theories of consumption.
One of these theories is Duesenberry’s Theory (1949) which is called the Relative
Income Theory. Duesenberry propounded that consumption expenditure de-
pends on the income of an individual relative to the incomes of others rather
than the absolute size of his own home. Another theory is Modigliani’s theory of
Life Cycle the Hypothesis. This theory advocates that the profile of consumption
expenditure planned by individuals depends on their lifetime income expecta-
tions rather than current disposable income (Gali, 1994). Additionally, a well-
known American economist, Friedman in 1957, established a hypothesis about
consumption behavior known as the permanent income hypothesis, according
to which an individual’s consumption is determined by his or her permanent
income rather than the current amount of income. This theory is called the

permanent Income Theory of Consumption.

2.3. A Look at Long-Term Growth Record (GDP)

Ghana’s growth record has been uneven, as Figure 4 shows. Following a period
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Figure 4. Gross domestic product growth rate.

of relatively high GDP growth in the 1950s and early 1960s, the Ghanaian
economy began to stagnate in 1964. Since the mid-1960s, growth has been errat-
ic, and it wasn’t until 1984 that things started to settle down. The growth rate
trend was fluctuating and almost at status quo in 1990, to 2003, while it came
over 6% in the year 2006. Positive growth tendencies emerged during the turbu-
lent period, with the highest rates of growth reaching 9% in 2008 and following
was a deep fall in 2009 and 2010 respectively. Eventually, in 2011 the GDPR rose
swiftly and upsurged to 14%. The economy appears to have positively responded
to the ERP and the SAP. It recovered from its negative growth rate of about 5
percent in 1983 to a hefty positive rate of 8 percent in 1984. This positive growth
appears to have maintained with little variation since that time, while there ap-
pears to have been a modest slowing in the rate of increase since 1990. Following
years after 2011, there has also been a deep fall in GDPR below 10% until the
year 2020.

The per capita income growth rate looks to be close to the GDP growth rate
shown above. As seen in Figure 4, per capita GDP growth closely matches GDP
growth, implying that population growth has been relatively stable, albeit the in-
creasing disparity between them since the 1980s suggests that population growth
has accelerated during this time. Ghana’s GDP per capita PPP averaged 3476.79
dollars from 1990 to 2020, with a peak of 5396.87 dollars in 2019 and a low of
2342.37 dollars in 1990. i.e., when adjusted for purchasing power parity, Ghana’s
Gross Domestic Product per capita was last measured at 5304.98 US dollars in
2020 (PPP). Ghana’s GDP per capita, when adjusted for Purchasing Power Pari-
ty, is equal to 30% of the global average.
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In 2020, Ghana’s Gross Domestic Product per capita was estimated to be
1848.25 US dollars. Ghana has a GDP per capita that is 15% higher than the
global average. Therefore, Ghana’s Gross Domestic Product (GDP) increased by
0.80% in the fourth quarter of 2020 as compared to the preceding quarter.

2.4. Effect of Inflation on Private Consumption Expenditure

When one’s purchasing power is reducing, it’s natural to want to make a pur-
chase now rather than later. Cash will only depreciate, thus it is preferable to
complete your shopping and stock up on items that are unlikely to depreciate in
the future. As for consumers, this means filling their petrol tanks, stocking their
freezers, purchasing shoes in the next size up for their children, among other
things. The result is that enterprises must make capital investments that, under
alternative circumstances, may have been postponed. When inflation takes hold,
many investors turn to gold and other precious metals for protection against
rising prices. However, the volatility of these assets can negate the benefits of
their price protection, particularly in the short term. Osuji Casmir and Agbada
Andrew (2020) state that inflation increases household consumption expendi-
ture. He further gave an instance: during the inflation period, people spend more
money on goods and services than during less inflationary periods. This means
that inflation increases the average private consumption expenditure. The inter-
est rate had a negative but insignificant effect on household consumption ex-
penditure implying that interest rate is not a significant variable influencing
changes in household consumption expenditure growth rate. The result also
showed that there exists a positive significant relationship between gross domes-
tic product growth rate and household consumption expenditure growth rate
(Osuji Casmir & Agbada Andrew, 2020). The effect of the population is not the
same on all citizens of a country. Usually, the blows dealt by inflation have lesser
effects on the self-employed citizens and Entrepreneurs. But salary earners are
more affected. People with fixed income employed in either public or private
sector organizations or Self-employed, working in unorganized sectors are con-
sidered as victims of rising inflation, as inflation influences the consumption,
spending, and investment practices of the households. Inflation also increases
the cost of living, price of commodities and reduces the opportunities of getting
goods jobs which in turn results in reduction in income level and finally causes a
fall in consumption expenditure. Hence, this situation directly influences house-

holds’ income and their spending capacities.

3. Empirical Review

When the price level of consumer goods and services rises over a given period,
this is referred to as inflation. A high inflation rate is frequently caused by an
excess of money supply, and it has the potential to turn into hyperinflation,
which occurs when inflation occurs too quickly and rapidly. Hyperinflation can

devalue the currency, resulting in a recession and even economic collapse, de-
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pending on the circumstances. Inflation is attributed to a variety of causes, and
governments are reluctant to accept responsibility for the causes of inflation,
leading to the development of gloomy justifications for the existence of inflation.
For example, one of the primary reasons why inflation can be so destructive is
that it divides society into two categories: winners and losers. And one category
will benefit at the expense of the other. In general, inflation occurs when the
quantity of money increases at a faster rate than the rate of increase in output.
Therefore, foreign and domestic reviews have been analyzed below in other to
elucidate more on the concept of our research. In this section, we look at the

available literature from both a global and Ghanaian viewpoint.

3.1. Foreign Evidence

Using panel data, Alem and Soderbo (2010) investigated household consump-
tion in urban Ethiopia: the impact of food price inflation and idiosyncratic
shocks. Food price inflation harmed households with low asset levels, according
to the findings of their study. Wadal (2011) conducted an econometric analysis
on Lebanon’s private consumption function, looking at how consumption re-
sponds to income, interest rate, inflation, and wealth. They also discovered that
households headed by casual workers were more exposed to price fluctuations in
food. Hausman Joshua and Wieland Johannes (2014) look at the Bank of Japan’s
monetary easing and the expansionary fiscal policy known as “Abenomics” from
a global perspective. Higher inflation expectations raise consumption and GDP,
according to their evidence-based aggregate time-series data. Barro (1995) used
data from the 1960s to 1970s to examine the effects of inflation on the economic
performance of over 100 countries. The study’s regression results found that if
several country variables remain constant, an increase in average inflation of
10% per year reduces real GDP growth by 0.2 - 0.3 percent per year and lowers
the investment-to-GDP ratio by 0.4 - 0.6 percent. Prasanna and Gopakumar
(2009) used co-integration and error correction models to explore the empirical
link between inflation and economic growth in India from 1972 to 2007. Infla-
tion and economic growth are inversely associated, according to the findings of
their study. Second, inflation is more sensitive to changes in growth rates than
growth is to changes in inflation rates. In their study of the causes of economic
growth, Bruno and Easterly (1995) presented a nonparametric definition of high
inflation crises as “periods when annual inflation exceeds 40%.” The authors se-
lected nations with high inflation crises of 40% and above using annual data for
26 countries and a 40 percent inflation rate as a benchmark for an inflation cri-
sis. They then examined how the country’s growth performed before, during,
and after the high inflation crisis. After controlling for other factors like shocks
from political crises, trade terms, and wars, the analysis found evidence of a neg-
ative link between inflation and growth.

De Mello and Carneiro (2010) examined consumption behavior in the context

of chronically high inflation using Euler equation-type consumption functions.
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The empirical findings demonstrated that widespread backward-looking indexa-
tion and entire foreign currency substitution via dollarization lead to consumer
instability amid continuously high inflation. As a result, if external shocks are to
have a similar impact on high-inflation countries in Latin America, the underly-
ing consumer spending responses to shocks must be essentially similar, accord-
ing to the study. Bachmann, Berg and Sims (2015) begin their research with
MSC survey data. They discover a statistically and economically negligible link
between households’ inflation forecasts and their willingness to spend on dura-
ble goods. Household predictions about future inflation are shaped by past infla-
tion perceptions (Jonung 1981). Controlling for historical inflation perceptions
diminishes the negative consumption propensity’s marginal effect while in-
creasing the positive consumption propensity’s marginal effect. High historical
inflation perceptions reduce consumers’ marginal desire to consume durables
while increasing their unfavorable attitude toward purchasing durables, as pre-

dicted by the consumption Euler equation.

3.2. Ghanaian Evidence

Inflation can affect the economic growth of a country positively and hyperinfla-
tion can affect it negatively. The results of empirical investigations published in
the literature are contradictory. Some research implies that rising inflation and
rising inflation expectations lead to increased consumer spending, while others
suggest that rising inflation and rising inflation expectations have little or no in-
fluence on consumer spending. The current investigations were prompted by
these varied results, as well as the fact that there are few empirical studies in
Ghana on the influence of inflation on consumer spending in the marketing en-
vironment. Using a Co-integration technique and annual time series data span-
ning 1980-2010, Agalega and Acheampong (2013) investigated the impact of in-
flation, policy rate, and government consumption expenditure on GDP growth
in Ghana. The study’s findings revealed a positive long-run association between
inflation, policy rate, and real GDP, while government consumption expenditure
had a negative long-run influence on real GDP. Inflation and government con-
sumption expenditure had a beneficial influence on real GDP in the near run,
according to the findings. In conclusion, the study advised that the government,
through the Bank of Ghana, create and implement prudent monetary and fiscal
policies aimed at decreasing and stabilizing both micro and macroeconomic in-
dicators, including inflation targeting, to boost economic growth.

We also contribute to the recent research that examines the relationship be-
tween inflation rates and private consumption expenditure using macro-level
data. According to Mavikela Nomahlubi, Mhaka Simbarashe and Phiri Andrew’s
(2018) study of the effect on inflation on Ghana, there is a negative and signifi-
cant effect at low inflation rates, an insignificant effect at moderate levels, and
significantly positive effects at high inflation rates. While there are few parts of

the country where the effect of inflation is not strong, it would still affect the
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larger population in the area. Consumers who spend a larger proportion of their
incomes in the sectors where inflation is persistent are likely to be adversely af-
fected. Although it can be argued that some producers may benefit from higher
prices following a positive inflationary shock, we posit that the welfare implica-
tions for the wider population are likely to be negative (Alagidede et al., 2014).

Agbelie (2014) suggested that the remedy to Ghanaian inflation is for Gov-
ernment to stop printing money and regulate the supply of money through the
use of its monetary policies like the open market operations, cash ratios, bank
rates and, special deposits to control the supply of money in the system. Also,
the government should reduce its expenditure. The government of Ghana
should only spend money on productive ventures with accountability and es-
chew expenditures on ambitious projects and ventures. Policies that contribute
to high production should be pursued by governments.

EffahNyamekye and AduseiPoku (2017), using the ADF test (for stationarity
qualities), the Johansen test long-rung run relationship), the VECM test (short-
run run dynamics), and the OLS test (for a degree of correlation), investigated
the effect of inflation on consumer spending in Ghana from 1964 to 2013. The
results of the OLS test indicate that the variables are not stationary in terms of
levels but are on the first difference. The results of the Johansen test show that
inflation and consumer expenditure have a long-term stable relationship. The
VECM'’s studies reveal a consistent correlation between inflation and consumer
expenditure. Therefore, their study revealed that inflation and consumer expendi-
ture have a positive relationship. Nevertheless, several studies have been conducted
throughout the years to investigate the influence of inflation on economic growth,

with only a handful focusing on the impact on individual consumption.

3.3. Research Gap

To the researcher, there has not been a thorough study of the impact of inflation
on private consumption expenditure and economic growth in the Ghana case
study. Nevertheless, it is of a truth that the seat of many big technology compa-
nies like Twitter are Ghana. This shows the extent to which Ghana is friendly
with foreign investors. Such economic activities have an impact on the general
GDP of the country. Also, with this research, there will be a track series of years
of expenditure. The presentation which will be on the charts will provide an

overview of inflation impact which has not been on record for Ghana, especially.

3.4. Theoretical Frameworks

The three theories of inflation approaches are: 1) the monetarist approach (quan-
tity theory of money); 2) the Keynesian approach; and 3) the structural theory
approach.

3.4.1. The Monetarist Approach (Quantity Theory of Money)

This is the relationship between national income measured at market prices and
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the money supply’s velocity of circulation. The relationship between price levels
and the money supply is positive. The equation that represents this relationship
is:

MV =PY

where M s the total amount of money in circulation,

V denotes the velocity of circulation,

and Pdenotes the overall price level,

Yis the total income.

As a result, the money supply and the price levels of a particular economy will
have a proportionately positive connection. That is, if the money supply grows
by a given proportion, price levels will also grow by the same percentage. Infla-
tion is said to be generated by an increase in a country’s money supply, accord-
ing to this idea. Inflationary conditions are thought to be generated by an in-
crease in the money supply that is not accompanied or sustained by an increase

in the money supply.

3.4.2. The Keynesian Theory of Inflation

The Keynesian inflation theory can be seen as an extension and generalization of

Wicksell’s viewpoint. According to Keynes, an increase in real factors could lead

to an increase in aggregate demand. According to Keynes, the inflationary gap is

the difference between expected expenditure and output available at full em-
ployment.

Thus, an increase in general price levels, or inflation, is attributable to an in-
crease in aggregate demand that exceeds the increase in aggregate supply, ac-
cording to Keynes. If a particular economy’s output is at full employment, an
increase in government spending (G), private consumption (C), and private in-
vestment (I) will increase aggregate demand, which will lead to an increase in
general price levels. Such an inflationary situation arises when a given economy
is unable to expand its output or aggregate supply in response to an increase in
aggregate demand at its optimal or full employment level (maximum utilization
of scarce resources).

As shown in Figure 5, there is an upward shift of the aggregate demand curve:
C+ 1+ G + AG, an excess demand equal to the amount AB, which is the excess
demand at full employment output.

e AB: At full employment, the inflationary gap is the amount by which aggre-
gate demand exceeds aggregate output.

e If: is Equilibrium Output or Full Employment Output, since the output can-
not be raised above full employment, prices will rise, resulting in demand-
pull inflation. Hence,

e Aggregate demand must shift lower to point B, where it intersects the 45-
degree line.

Therefore, this can be accomplished by enacting suitable policies, such as

raising taxes or cutting government spending.
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Figure 5. Inflationary gap.

3.4.3. The Structural Theory of Inflation

According to this theory, the major cause of inflation is the inelasticity of the
economy’s structures. This theory is primarily used to explain the nature and
basis of inflation in developing countries, which are influenced by inelasticities
in the following areas: Production level and capacity, Capital formulation, Insti-
tutional framework, High inelasticities in the agricultural sector, and Inelastici-
ties in the labor force and employment structures.

The theory emphasizes that inflation rise is attributable to the unstable and
slower growth rate of export in the economy which is inefficient to support the
required growth rate of the economy. This theory also asserts that a uniform rate
of growth of money wages throughout the economy must lead to permanent cost
pressures in the service sector, which is assumed to have lower productivity
growth. Therefore, structural inflation is due to supply inelasticities resulting in

to increase in agricultural prices and costs. (Figure 6)

3.5. Analysis of Consumption Theories

3.5.1. Relative Income Theory of Consumption

Duesenberry deduced from Keynes’ consumption theory that a person’s con-
sumption is not determined by his current income, but by a previously attained
income level. According to Duesenberry’s relative income hypothesis, consump-
tion of an individual is not the function of his absolute income but of his relative
position in the income distribution in a society, that is, his consumption de-
pends on his income relative to the incomes of other individuals in the society.
For example, if the incomes of all individuals in a society increase by the same

percentage, then his relative income would remain the same, though his absolute
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Figure 6. Structural inflation.

income would have increased. According to Duesenberry, because his relative
income has remained the same the individual will spend the same proportion of
his income on consumption as he was doing before the absolute increase in his
income. That is, his average propensity to consume (APC) will remain the same
despite the increase in his absolute income.

However, in the late 1950s to 19he Duesenbrry’s theory was discarded by
economists of that time. Why was this so? One possible reason is that—unlike
Keynes, Modigliani and Brumberg, and Friedman—the relative income approach
never developed a tractable diagrammatic framework suitable for classrooms,
and with clear differentiated predictions and policy implications. This may have
cost relative income theory dearly given the economics profession’s penchant for

mathematical and diagrammatic treatments.

3.5.2. Life Cycle Theory of Consumption

This is another post-Keynesian theory. It was postulated by Mowdigliani who
explains that Consumption in any era is not a function of the period’s current
income, but of the lifetime predicted income. Thus, in the life cycle hypothesis,
the individual is assumed to plan a pattern of consumption expenditure based
on expected income in their entire lifetime. It is further assumed that an indi-
vidual maintains a more or less constant or slightly increasing level of consump-
tion.

According to Modigliani, The point of departure of the life cycle model is the
hypothesis that consumption and saving decisions of households at each point of
time reflect more or less a conscious attempt at achieving the preferred distribu-
tion of consumption over the life cycle, subject to the constraint imposed by the

resources accruing to the household over its lifetime.

3.5.3. Permanent Income Theory of Consumption
Milton Friedman’s Income Theory of consumption shares similarities with the

Life Cycle approach in that, Friedman deduced that consumption is dependent
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on the income in the long run rather than by present income levels. Friedman
calls this long-term projected income a permanent income on which people
build their consumption plans. According to Friedman, an individual who is
paid or receives income only once a week, say on Friday, he would not concen-
trate his consumption on one day with zero consumption on all other days of the
week. He argues that an individual would prefer a smooth consumption flow per
day rather than plenty of consumption today and little con-sumption tomorrow.
Thus, consumption in one day is not determined by income received on that
particular day. Instead, it is determined by the average daily income received for
a period. This is in line with the life cycle hypothesis. Thus, according to him,
people plan their consumption based on expected average income over a long
period which Friedman calls permanent income. Under this theory, even if eco-
nomic policies are successful in increasing income in the economy, the policies
may not kick off a multiplier effect in regards to increased consumer spending.
Rather, the theory predicts that there will not be an uptick in consumer spending
until workers reform expectations about their future incomes. Milton believed
that people will consume based on an estimate of their future income as opposed
to what Keynesian economics proposed; people will consume based on their
moment after-tax income. Milton’s basis was that individuals prefer to smooth
their consumption rather than let it bounce around as a result of short-term

fluctuations in income.

4. Research Methodology

Research Design and Data collection

In obtaining data for this research, a quantitative research design was used to
obtain data from a large Ghanaian statistical database. The current study em-
ploys a quantitative research design that utilizes time-series data. The study
quantitatively explains the relationship between inflation and consumption ex-
penditure. The ordinary least squares (OLS) test is used to look at how inflation
impacts consumption expenditure over time. The error correction model (ECM)
is used to look at how inflation affects consumer spending in the near long run.
The aim is to use the statistical results to determine real-life decisions. The
quantitative research method was used to be able to conduct in-depth research
to produce an accurate result through statistical analysis. The Augmented Dick-
ey-Fuller (ADF) test is used to look into the stationarity qualities of the variables
(inflation and consumer spending). To study the relationship between inflation
and private consumption spending, the OLS test is performed.

This research adopted a secondary data source, and the data for this study was
taken from the 2020 issue of the Central Bank of Ghana (CBG), and The World
Bank Statistical Bulletin. For data entry, Microsoft Excel for Windows was adopted,
and for estimation, an econometrics statistical package (E-views 11) was utilized.
Annual secondary data for Ghana from 1990 to 2020 was used to conduct the

empirical study of the influence of inflation on consumption expenditure. The
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data comes from the WorBankank Development Indicators (WDI). The study’s
sample size is 30.

Data Analysis

This study’s investigation process is divided into five primary steps. To begin,
a combination of descriptive and inferential statistics is used to analyze the data.
The descriptive statistics are the frequency distribution, the mean score, and the
percentage distribution. The Pearson Product Moment Correlation will be used
to determine the relationships between the dependent and independent variables,
and it will be the inferential statistics used. Second, the augmented Dickey-
Fuller (ADF) will be employed to determine whether the variable is stationary or
non-stationary, as well as the order of integration. Third, the Engel and Granger
approach is used to determine whether the variables have a long-term relation-
ship. Fourth, check to see if the variables are co-integrated. The ECM model will
be specified, but if it is not, it will be inter-perfected in the long run. Finally,
multiple residual tests on the residuals of the models would be performed to
check that linear model estimation was followed.

Conceptual Framework

When the price level of consumer goods and services rises over a given period,
this is referred to as inflation. A high inflation rate is frequently caused by an
excess of money supply, and it has the potential to turn into hyperinflation,
which occurs when inflation occurs too quickly and rapidly. Hyperinflation can
devalue the currency, resulting in a recession and even economic collapse, de-
pending on the circumstances. Also, the annual percentage change in the cost to
the average consumer of acquiring a basket of goods and services that may be
fixed or altered at set intervals, such as yearly, is reflected by inflation as meas-
ured by the consumer price index. In most cases, the Laspeyres formula is uti-
lized. Inflation figures are annual averages, not end-of-period figures.

Inflation is the rate of increase in prices over a given period. Inflation is typi-
cally a broad measure, such as the overall increase in prices or the increase in the
cost of living in a country. But it can also be more narrowly calculated—for cer-
tain goods, such as food, or services, such as a haircut, for example. Whatever
the context, inflation represents how much more expensive the relevant set of
goods and/or services has become over a certain period, most commonly a year
(Oner, 2010). Peterson (1980) defined inflation as a persistent increase in the
general level of prices. They further explained that in a growing and changing
economy some prices must go up and some must go down as supply changes in
response to changes in consumer tastes and desires and national needs. If the
overall level is to remain stable, individual prices of commodities, services, wag-
es, etc., must be free to move up and down. Inflation is largely the result of two
different phenomena, which are often referred to as demand-pull and cost-push
inflation. Demand-pull inflation occurs when demand for goods and services
within the economy exceeds the economy’s capacity to produce goods and ser-

vices. Cost-push inflation occurs when the price of input goods and services in-

DOI: 10.4236/0jbm.2022.104084

1622 Open Journal of Business and Management


https://doi.org/10.4236/ojbm.2022.104084

B. E. Olusola et al.

creases (CRS, 2020).

Types of Inflation

The three types of inflation, i.e., 1) Demand-Pull Inflation, 2) Cash Push In-
flation, and 3) Mixed Demand Inflation. The demand-pull inflation hypothesis is
related to what is known as the traditional inflation theory. Inflation is created
by an excess of demand (spending) relative to the available supply of goods and
services at current prices, according to this hypothesis. The money supply, ac-
cording to classical economists, is the most important component since, ac-
cording to the quantity theory of money, only an increase in the money supply
can raise the general price level. Demand-pull, on the other hand, is defined in
current income theory as an excess of aggregate money demand relative to the
economy’s full employment production level. The theory assumes that prices for
goods and services, as well as economic resources, are responsive to supply and
demand pressures and, as a result, will easily rise under the strain of strong ag-
gregate demand. Economists such as Friedman, Hawtrey, and Golden Weiser,
who view inflation as strictly a monetary phenomenon, firmly endorse the hy-
pothesis of inflation driven by an excess money supply. Excess demand occurs in
the economy as a result of large-scale investment expenditures in the public or
private sectors, which exceed overall output. Prices will rise as a result of this
excess demand, resulting in excess demand inflation, also known as demand-pull
inflation. As a result, according to this demand-pull inflation theory, prices rise
in response to an excess of aggregate demand over the existing supply of goods
and services, which is caused by an increase in the quantity of money resulting
in a fall in interest rates, which increases investment expenditures and prices.
When the MEC or MPC rises, generating an increase in expenditures and thus
price demand-pull inflation can occur without an increase in the money supply.
Inflation is deemed controllable since it is caused by excess demand, which can
be reduced by monetary and fiscal policies that reduce demand.

Bent Hansen, Keynes, Wicksell, and Swedish economists all contributed to the
development of the excess demand method. According to them, the general
price is decided by the entire demand for and supply of products, just as the
price of each good is controlled by the forces of supply and demand. According
to them, inflation is produced by excess demand, in which total demand for
products is greater than 