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THE DEMAND FOR MONEY IN TRINIDAD AND TOBAGO - EXPERIMENTS
WITH. DATA. FOR. THE, 1970-84 PERIOD

The demand. for money function has. a long history. Much of the contro-
versy raging today, however, dates. back to the 1950's with the revival of the

_quantity theory of money and the propositions that sprung from it. Untl the early

1970's the econometric studies done on the developed countries (particularly the
U.S. and the U.X.) had concluded that the demand fioag gosr.lt?gle function of a fow
key variables relating to income, prices and interest rates. The conclusion of
temporal stability was fo a large extent accepted on the basis of the ability of the
particular specifications to predict the demand for money with a high degree of
acouracy rather than on- the basis of rigorous statistical tests, The tendency of
the accepted functionr to over-predict money demand since the early 1970's has

brought into question the whole issue of stability; and since this stability is

, crudél to. the conduct of monetary policy, the search for an explanation for the

‘ apparént downward shift in money demand has: been frantic;l While some see the

explénaﬁon in a parametric movement (i.e. a parallel movement of the function),
others suspect the ommission of crucial variables from the equations, particularly

inr the context of regulatory and other changes.z

Because of differences in. structure and: environment, there are Hkely to.
be significant differences in the value of coefficlents relating to different countries.

Given the problems with data, studies done on developing countries have tended to

be more uncertain in thelr conclusions. A different 'fit’ in a recent period may

simply reflect improvements. in. the quality of the data, rather than fundamental

changes in the underlying conditions. Also, published data. relating to particular

"vari@bles* may not: ac\curately reflect supply/demand: conditlons: or actual develop—

ments and, therefore, could: be;qi.ﬂte mislaading',,_ In interpreting the econometric
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regulis in this paper these- difficulties neeci to be kept in mind. Our purpose is

not so‘ much to investgate stabili_ty or instability in the money demand function as
to explore possible specifications which could best explain the démand for money in
Trinldad and Tobago in the period between 1970 and 1984, The paperis divided
into four sections: In the first we outline the maln theoretical perspectives bearing
on. the demand for money function. We shall ﬁot examine the whole range of theore-
tieal and empirical Uterature since that has been done e]sewhere.3 In the second
we discuss recent trends in supply (demand) for money in Trinidad and Tobago.

In the third. we outline some of the econometric problems involved in estimating a
money demand function. In the final section we discuss the empirical results of

the siudy.

Theoretical Pergpectives

. Early versions. of the quantity theory assumed that money -a-ncl velacity
were indépendenﬁ of each other. In other words changes in the quantity of money
were not offset by movements in velocity which was assumed to be fairly stable -
at least in the short term. Following Keynes,modern Keynesians take the position
that a change in the money s'upply”* may or may not affect income (the real sector),
and 1£ it does, it would be Indirectly through some transmission mechanism such as
th&‘ rate of interest. A rise in the money supply may be offset by a fall in
velocity (a rise in money demand), thus leaving nominal income unchanged. On the
basig of a presumed stability in money demand in the short term, monetarists argue
that if the money market is in equillbrium, a rise in the money supply must generate

anr increase in the level of income to remove the excess supply of money.




In the Clagsical system money was assumed to he held o;ﬁy‘ for transaction
purposes, or as:a medium of exchange. In the Flsherian version of the quantity
theory, the emphasis was placed on the transaction velodty or the need ic hold
money. The Cambridge or cash balance version was framed In terms of what
determir}es the amount of money people wish to hold. The Cambridge School
argued that money is held with a view to making payments now and in the future.
"Money is seen to have a utility value for its holders, providing securlty and con-
venience., The demand for money, therefore, is influencéd not only by the Qolume
of"p;ayments or thé level of income, but by an assessment of the utility of holding |
cash balances welghed against the utility of buying consumption goods and the
utiity of the yield of other assets.“4 Keynes broke the new ground by arguing

____that money could be. held in idle balances for speculative purposes. He divided
money demand in terms of three motives. Transactions demand, precautionary
demand- and spueculétive‘ demand. 5 The transactions demand encompassed: both. an. -

income;“ mofive and a business motive. For Keyne;, the major influence on;.'i:a'he
transactlons: demand for money were the level of income and certain institutional
and. mechanistic factors. Although he thought that the rate aof interfest might be «—7

ancther influence, this was considered 1o be of only minor influence.

The rate of interest had more relevance to the speculétive demand. for
money,. which arose from uncertainty about the future level of the rate of interest.
Keynes'analysis provided two alternative ways of holding financial assets; money
(whose value was fixed, given the assumption of a stable price level) and long term
bonds (whose value would vary with changes in the rate of interest). He argued
that in certaln clrcumstances, money would be held in preference to an Interest
vlelding asset if it is expected that the return from money would exceed that from

the asset.
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Keynes' money demand analysis was considered to be defective 1n. several
respects, and there were'sﬁbsequent attempis by a number of people (e.g.
w.Y. Baumc—)l and J. Tobin) to correct these. Major weaknesses include:

{1) The spiitting-wp of the demand for money function due to the
independence of the three motives, even if this wewve only for
analytical purposes.

(i) The non-diversified porifolio result of the speculative motive.

(iii) The stipulution of long term bonds as the only alternative to
hlding money.

Baum016 and Tobin7 iried to integrate the money demand function by
establishing a link between the rete of interest and the transactions demand for
money. Tobin' has also contributed to an understanding of money demand by
using. the theory of risk avolding behaviour to provide a basis for Hquidity pre-
—fe;ehce. "This theory does not depend an inelasticlty of expectations of future
interest: rate, but can proceed from the assumption that the expected value of

capital ngain or loss from holding interest bearing asset is always zero.“8

Modern quantity theorists put less emphasis on motives and concentrate
more on the deternﬂhants affecting money demand. The demand for money i
treated in the sagr.le wa};las the de;nénd for a durable good. It is argued that just
ag durable goods provide a flow of services from which wealth~holders derive
utility,. so tco money provides utility to the holder. Frieqmang fel’; that the
demand for money (llke the demand for any asset) was dependent on three main
factors: (1) the wealth constralnt (defined to include both human and non-human
wealth); (2) the yleld on money in relation to the vield on other assets and (3}
asset holder's taste and. preferences. Even though he felt that the wealth
variable was the appropriate budget constraint, difficulties of measurement led him
to. use- the concept.of permanent income (cemguted‘.as' an exponenﬁa]lg Weightei

average of. current and past levels of income,



In both Keynesian and monetarist theories, the demand for money is
viewed. in terms of the demand. for real .balances. 10 Despite the positlons taken
by the two scheools outlined above, it 18 often contended that the differences
between Keynestans and Monetarists are more empirical than theoretical. Keynesians
tend to take the positlon that the income elasticity of the demand for money will be
above one, while the monetarists assume unitary elasticity. The exireme Keynesian
version (reflected in the Hquidity trap) was assumed to be minus infinity. With
respect to interest rates, Keyneslans generally assume a higher interest elasticity
(around -1.0) than monetarists (around -0.1). In other words, Keynesians assume

greater substitutability between money and financlal assets.

Recent Trends in the Stock of Money in Trinidad & Tobago

Between 1970 and 1980 the narrow money supply, M1 (currency in active
circul;d:ion. plus ajdusted demand deposits) grew at an average annual rate of 27.3%
in gmm:inal terms. (See Table 1). Im 1981 it declined by 8.2%, but increased in:

@and 1983 by 31.5% and 12.3% respectively. Im 1984 it deciined agailn: by 5.9%.
Between 1980 and 1973 the ratio of .the currenq:r component in Ml averaged around
© 35%, but apparently declined in the foilowing years averaging abdout 27% between
1974 and 1980. Since 1981 the ratio startad to increase again /i&;? the period between
1981 and 1984, it. averaged about 33%., During the 1970's and early 1980's, it would
appear that the factors leading to a downward effect on the currency ratic have
tended to outweigh the factors having the opposite effect. Included in the former
category would be the growth in the use of credit cards, an increasing tendency
ta use chequeing accounts and the offer of higher interest rates by financial insti-

tutiong., There have also, as indicated before, been lnfluences which may have

sexved to increase the currency ratio, In the U.,S. the increase in this ratio in

f‘é;:ent years is suspected to be- directly related to the'- growtlr ‘of the un_dérground
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TABLE 1

Noney Suppiyt Dats; Income Velocity and the Inflationm Rate, 1970-8%

)

{2)

5

0]

€50, Apnual Statistlcal Digesi, Varlous tssues.

{3) {4) (s) (7} {9) (10} v
] Currency Demand Harrow | ¢ Change (1) a3 a | Broad | % Change (1) asa | H H, {nfiation
Year in Active Beposits | Money over pre- % of {3) | Honey ovér pre- % of (&) Veloclty Vétocity Rate
Circulation (Adj} Supply | vous Year Supply | vous Year &
o i Fomn [ Mg, 2 iy %
{970 sh. 1 97.3 151.4 12.7 35.7 hii.8 21.6 1.4 10.8 3.5 3.3
1971 63.0 114.6 177.6 17.3 35.5 5741 214 ti.0 i0.1 3.1 4,2
is72 76,3 ,{ 1h0.0 216.3 21.8 15.3 708.9 22.8 10.8 .k 2.9 6.1
1973 8i.6 158.9 240.5 1.2 33.9 83i.8 18.0 9.8 10.7 3.1 16: 4
1974 B8.9 158.3 287.2 | 19.4 30.9 |lols3 21.9 8.8 14.6 by 23:9
1975 i17.0 300.3 k7.3 | k5.3 28.0 1358.7 14,9 8.6 12.9 b0 19,2
1976 158.3 §63.6 621.9 49.0 25.5 1833.7 34.9 8.5 0.0 3.4 8.1
1977 202.4 588, 1 791.0 27.2 25.4 229%.6. | 25.1 8.8 9.6 1 1.5 11.8
1978 268.4 803.2 {10716 | 355 25.0  |2360.9 | 2d.0 9.1 7.6 2.8 6.2
1979 353.2 398.6 1351.8 26.1 26.1 3765.4 27.2 9.k 8.0 3.5 14.7
REL B31,7 1254.6 1686. 3 24.7 25.6 bs7h.7 21.8 9.4 9.4 3.5 17.5
1981 492.6 1055.2 547.8 | -8.2 31.8 | 408d.9 9,0 3.9 11.6 3.6 14,4
1982 636, 2 1358.9 2035.1 31,5 31.3 6582.5 31.9 - 4.7 * 8.5 2.9 1.4
1583 764.5 1520.6 2285.1 12.3 3.4 73741 12.0 10.4 8.k 2.6 16.7
1484 743.9 1405.5 21494 -5.3 34.6 79kk.3 7.7 9.4 9.4 2.5 13.3
1. The annual flgures represent an average of and of gquarter balancas. )
SOURCES: Central Bank, Honthly Ststistical Digest Varfous isiues; Minletry of Finance, Annual Review of the fconomy, Various - fmsues,




economy. In order to escape the tax authorities there is a tendency to conduct
transactions. on a cash basis. In Trinidad and Tobago where a substantial subter-
ranean economy is belleved to exist, one would have expected an upward effect on.
the currency ratio. This tendency should have been re-inforced by the higher
effective tax rates resulting from the relatively high rates of inflation in recent
yvears. The fact that tax collection has been lax has no doubt been a mitigating
influence, and the increase in currency holdings has, therefore, been smaller than

otherwise might have been the case,

The growth of broad money (M1 + adjusted bank savings and time
deposits) has followed roughly the pattern of M1. Between 1970 and 1980, M2
v experienced an annual growth rate of 25.5% in nominal terms. In 1981 this rate
_iell to 9%, but increased by 32% in 1982 and then fell to 12 and 7.7% in 1983 and

1984 respectively. Currency in circulation as a proportion of broad maney also

geems 0 have fallen in the period between 1974 and 1980.

With respect to the income velocity of money, the M1l version fluctuated
between 7 and 15 between 1970 and 1984. On the other hand, the range of
fluctuation for the M2 version was much smaller, the Hmits being 2.5 and 4.1. . .

| -(In the-—;::ase of the-latter, thé tfend seems to .2 a declining one since 1981.
From the evidence it would appear that M2 velocity tends to be more stable than

_the M1 wversion.

Econometric Issues

An early difficulty encountered by the researcher in the specification of
a money demand function is the so-called identification problem. Since the demand
for money is an unohservable concept, In practice, researchers tend to use the

supply of money as a proxy. If'supply ls taken to be equal to demand, this is

equivalent' to saying that the money market is élways in equilikﬁrium. This metho~




dology is Iikely to be more valld for the narrow money supply which tends to be
demand determined rather than the broader definition. I’c can be plausibly argued
that the existence of monetary equilibrium does not guarantee the identification of*

the money demand function.

Another problem in specification revolves around the form of the function:
and the variables to be included in the function. A typical demand for money
function often takes the form of Equation (1).

Eq, (1) M, = by, + cIR

dt
where
Mdt = demand for money in the current period
Y;: = the level of nominal income in the current period
IR = the rate of interest in the current period.

Other variables such as the price level is sometimes added. In most studies rather
than include the. price level as an explicit variable, the demand function is' specified

in rea}. terms, such as Equation (2)

T &
Eq.(2) Mdt =a + bp—:ﬁ— CIB |

where P! Is the price level and other letters carry the same meaning as before.

Mdt is referred to as real cash halances, and define the purchasing valus of a

P
glven staock of money. The rate of interest 'IR' is measured in nominal terms and,

therefore, incorporates inflatlonary expectations. In this approach the impHcit

assumption is that the price elasticity of the demand for money is unity. Some of
the empirical studies do not bbther to test this assumption, but rather accept it on
; the haais of the results obtained,i. e. if one finds a stable demand function ofor

reaL money, this is: taken as "an indicatiorr that the price level does not influence |




this: demand for real balancesand that the elasticity of the demand for nominal
balances- {s indeed one."ll Since inr practice the price elasticlty of the demand for
money may not be unity, some approaches include the price level as an explicit

independent variable. 12

In Equation (1) the level of income and the rate of interest are assumed to bé
exogenous. This assumption is necessary in order to meet the requirements of con~
ventional estimation methods, Equatlon (1) also assumes that the adjustment of
money holdings to their equilibrium level occurs within the time period used in the
study. If it is a quarter, adjustments take place within the quarter. If it is a.-

year adjustments take place within a vear.

In order to allow for lags in the adjustment process, a two equabion model
is sometimes. used.13 as in equations (3) and (4)
. - '
BEq. (3) Mdt é‘+bYt + cI’QT:E.

*
where M~ is the desired stock -of money

. : I S
Ba (0 Mgt Mgy = KR - M)
_ with [ 04{K<I

Equation (3) assumes that anly a oroportion (K) of the discrepancy between

®
desired money heldings (M.} and actual money holdings in the previous time period

dt
() X )
is ellminated during the observation period. This partial adjustment model with
of

'K' as -the speed of adjustment enables the derivation/ a single equation by sub-

stituting Equation (2} in Equation (3).

Ba. (8 My - My 7 Klatb¥rcIR-M, 51
Eq. (8) M, = Ka-i-KbY;c-e-KcH%% (LK),
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The functional forms used above are largely additive in nature, In
practice the multiplicative form is more common since this enables the e¢lasticity of
the money demany with respect to particular independent variables to be obtained.

In multplecative form Equation (1} becomes
_ b
Eq. (7) My, =a.Y .IRf

which is linear in logarithms and can be written as
Eq. (8) I..e:u::;'l\ddt = a+b. log % + ¢ log IRt
where 'b! and 'c! are elasticities.
The partial adjustment model can also be transformed into logarithmic forms:
Eq. (9) log Mdt = kat+kb log % + k log IR,[ + {1-k) log Mdt-l,

The coeificients 'b' and 'c' are the short run or impact elasticities. Due to the

lagged dependent avartable EMdt—la the long run elasticities are kb/l~k and kc/l-k

respectively.

In empirical work there is a g-reat deal of controversy .surrounding the
variables to be used in the money demand function. Generally, as indicated
earller, the two most important variables are a scale variable which gilves some
indipaﬁon of the volume of transactions in the economy and an opportunity cost.
variable measuring the return (éxpectéd or actual) —0n~ holding money relative to - ‘
alternative assets, real or financial., Income is expected to be positively related
to the demand for money,while the opportunity cost vaxdableliejcpected to be nega-
tively related. With respect to the income constraint there is some dispute whether
the concept used should relate to measured or absolute income or non-human
wealth. Wealth itself is a difficult concept to measure and data are not easily
available. While some studies use current income, others employ the permanent
income concept which is a function of current and past actual income le?vels. Per-

manent income itself is not directly observable and tends to be. calculated. as a

.welghted. average of current and past levels of income. As faras the opportunity
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are
cost variable is concerned, there / a number of alternatives.  Some studies use
various short term rates (such as savings deposit rates, three months-fixed deposit
rate, bank discount rate) which assumes a close substitutability between money and
other short term financlal assets. 14 Otheré use a long term rate. Keynes himself
thought the long term rate was the more appropriate. As far as the money stock
is concerned studies have been carried out using both narrow and broad defini-
tions. The narrow definitlon comprising demand deposits and currency in circula-
tion is primarily a transaction demand. The broader deflnition takes account of
the possibility that money might be demanded as an assst, It should be pointed
out that while it is recognized that the motives for holding money may differ
betﬁveen filrms and hauseholds, in the Hterature the specifications tend to be of an
aggregate nature. This s often dictated by the unavallability of nc_;ertain types of

data,

III. Data and Results

In this section we use a serles of linear models to examine the relationship
between the demand for money in Trinidad and Tobago and certain selected-
- variables. We experimented with both the narrow and broad money supply, and

with various interest rates.

The Variables
M1l =  narrow money supply (demand) - currency in active circulation
plus demand deposits (adjusted)
M2 = M1 + bank savings and time deposits (adjusted)
Y2 = Permanent Income { a 3~year moving average of nominal GDP) -
IR = interr.\est“ rate on savings deposits’

L

IBZ ‘= inferest rate on 3-months fixed deposits
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IR3 = . average vield on 1-20 vear gcvernment bonds.
IR4 = welghted average rates on deposits
P =

the price level (Retall Price Index)

expected rate of inflation (the rate of change of the price level
in the previous year)

Daty and Model

carried out using annual data.

basis,

- balances.

The data used relate to the period 1970~84. The exercise has been

GDP is not available on a quarterly or monthly

M1 and M2 have been annualised by taking an average of end of quarter

Where we have used 'real' data, these are simply the nominal figures

~ --—-deflated by the-retail price index., The inferest rates figures are the commercial

bank rates ruling at the end of the perlod.

.Methocd

Symbaols

(-1)

The basic model estiméted is. of the form shown in Egquation (10).

- Bq. (10) M = atb¥+cIR4+qu

where "u' is an error term.

-~ QOrdinary Least Squares

SEE = standard error of estimates (In parentheses below each
coefficlent)
D.W. =

Durbin-Watson Statistic

il

lagged. one year

= 1)
o)
il

c&ef\ficién@: of .determination. {(adjusted).
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Empirical Results

_ In Table (2), we present the results based on nominal M1 as the depen-
dent. vai'iak;le‘. Equations (11) to (17) are based on a‘ggr-'egate data, while Equa-
tions. (18) to (22) use money demand and GDP in per capita terms. In all the
equations in Table 2, the current income variable is significant. Income alone
explains 96% of the variation in the demand for Ml (Equation 11). When the price
lavel is added as a second independent variable {(Equation 12), the 1-2{” 2 remains the
same, but the D.W. statistic improves slightly. The price level variable has the
desired sign, but the associated coefficient is . not significant. When the interest
rate on savings deposits is added as a third explanatory variable (Equation 13) the

I-{- 2 remalns un-affected and the D.W. statistic continues to indicate a serial

" 7 T correlation problem.. The coefficient of the IR variable has the expected sign, but

is not significant. In Equation (14) we use the interest rate on 3~months fixed
deposits (II%); in place“‘ of the savings 4dueposits. rate (I}'i) , but this added nothing
to the equation. In fact the sign is 'wrong'. In Equation (15) we experimented
with a long term interest rate using the average vield on 1-20 year government
bonds. The coefficient has the expected sign, but is not significant. The same
statement can be made with respect to the weighted interest rate on deposits (Ilﬁ)
used in Equation {16)}. In Equation {17) we experimented with two interest rates:
a short rate (the rate on three-months fixeci deposits) and a long rate (_the
average yleld on 1-20 year governmeni bonds). Both interest rate variables are
insignificant. The coefficient of the shorter rate also has the wrong sign. As
indicated earlier, there is considérable controversy in the literature with respect
to the interest rate variable used, i.e. whether it should be a short-ferm rate of
a: long term rate. :I‘his, of course, stems directly from the issue of substitu-
- tability between various financlal assets and the monev. The Equations (184 to 22)

based on M1 and- GDF expressed in per capita terms are similar in characteristics
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TABLE 2

Results Using Aggregata Nominal R

Equatfon .
“U:b‘r Intarcept Y P 1R, IR2 IR3 IR14 oy Valsq 57‘“7’:2';’:{
it. - 30.75 (u.é}) 0.96 345 1.6
0.
12, ~147.75 0.07 1.70 0.94 150 1.9
{p.o} (3. 14)
13. ~ 79,86 0.07 1.66 ~16.10 0.96 16 1.6
{0.03) {1.20) {9471}
™ -183.93 0.07 1.7 : L6 0.96 117 1.7
(0,03} | (1.2 (32-57)
15, 367.47 0.07 1,78 - 70,54} 0.96 17 i.7
{0.03) {i.24) (243.24) 7
6. 25.85 0.08 1.69 -43.72 0.96 121 1.6
(0. 03) {(1.17} {63.21)
i7. 530.97 0.07 1.88 11.24 -10§.30 D.9% 8% 1.7
{0.03) {1.31) {3%4.06 {266.58)
Rasults based on H.J ond GDP in Per Capita Terms
18. ~30.63 0. 11 0.96 108 i.g
{0.01)
'3 ~1ob. 66 (gzggj (;fgil 0.98 166 1.6
" 20, 468.6% 0.08 .39 ~78.93 0.96 103 1.6
(0.03} {t.o0) {207.71)
21. 58.66 0.08 1.31 “4p.88 ] 0.96 107 1.6
(0.02) (0.9%) {54.68)
22, $i0.43 0.08 1.%6 §.3f | -105.06 0.96 71 1.6
{0.03) {1.07} {29.7t) | (232.00)

e oy 1 £ e e et oAt & 1 e ¢ g
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ta the aggregate equation. The é 2 is around 0,96, but there Is evidence of
serial correlation in the error term. The coeffictents of the income variable are
"s?gni_l.ﬁcant, but the Interest variables are éither insignificant or have the Z'wrong’
sign, or both. The price level variable cbntinues io show the expected sign, but

the assodlated’ SEE are a bit on the high side.

Table 3, gives the results when all variables, dependent and independent
are used in logarithmic form. Equatiohs (23 to 29) are based on aggregate data,
while Equations (30 to 34) were estimated with Ml and GDP in per capita terms.
As Indicated earlier, the coefficients of explanatorv variables reflect their elasti~
cities with respect to M1l. In all the equations in this Table, the I;\ 2 is over 96%,
but there appears to be a serious serial correlation problem in the error term. In
_Equatlons (23 to 29} the income elasticity of the demand for money is seen fo vary
between 0.67 and 1.10 depending on the particular specification. In Equations
‘ -(23 and 24) which do . nat have the price level as an explanatory variable, the:
incomé clasticity is greater than one. In the per capita eguations without the price
level variable, the income variable also has an elasticity greater than one. The
evidence from this Table indicates that the price level elasticity (with respect fo
"M1) tends to be less than one. The savings..=deposi‘c rate in Equation (26) has
an elasticity of 0.04 with the expected sign, but the SEE is rather high. The
welghted deposit. rate used in Equation (24) has an elasticity of -0.29, but here,
too, the value of the SEE is equivalent to the value of the coefficient. The three~
months deposit rate used in Ejuation (27} has an elasticity of -2.15, but is below
acceptable levels as far as significance is concerned. The long term rate is
assoctated with an elasticity of -0.4 but ‘here tco the standard error raises some
doubt about its significance. In Equation (29) where we use both a short rate
(IRZ) and a long ratef(IRg) the former came out with the wrong sign. The latter

had. the expected sign,. buti was not significant. As_far as the per capita equa-

tlons are. concerned, the results. are not. vastlﬁr disgimilar from the aggregate
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TABLE 3

Resuits Using Hominal ™ with &# variakles In Log. Form

Equatich

Intercept Y g £ iR R 1R “ 2 F 0w,

Humbec ! ! z 3 4 ? Valud Statistic

23. -1.24 1.06 0.57 477 1.2
{0.05) :

24, -1.1% 1.0 -0.29 0,98 234 1.0.
{0.06) {0.29} )

25. -2.80 0.80 0.42 0.97 235 1.t
{0.30 10.48)

26. -2.79 0.7% 0. 44 0.97 1hh 1.0
(0.31) (0.5t}

27. 0.55 0.68 6.81 -2.15 0.97 166 1.0

‘ {0.30 {0.55) (1.67)

28, -2,64" 0.73 - 0.62 -0, 40 0.97 . 169 0.9
(0.30) {0.48) (0.29)

29. 1.6 0.67 0.84 ©.09 -2.56 0.37 s 1.1
(g.32} {6.58) {0.21) (1.97}

Resules based on Per Capita M1 and Per Capita GDP with afl varfables in Log, Form

30, -1.21 111 -0.28 0,97 209 1.0
(6.07} (@.29)

3. -2.69 0.77 0.43 .97 209 1.0
(0.30} {0. ki) .

32. 0.37 0.46 0,82 -2.18 0,97 149 1.0
{¢.31} {0.52) (1.65}

3. -2.49 0.70 0.64 Q.4 0.97- ist 0.9
{0.30} (6.45) {0,29) :

3h, i1y 0.65 o.8s 0.0% -2,87 6,37 103 t.1
{0.32) {9.54) {o,10) | 41,95}
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equatlons. The interest rate variable contlnues to perform badly as far as signi-
ficance 1s concerned: It should be noted that when we drop the opportunity cost

variable (Equations 25 and 31), there is ltitle effect on the equations.

In Table 4 we present the results when M1 and GDP are used in real
terms. Here, there is a significant drop in the value of the ﬁ 2 as compared to
that in the previcus two Tables. In the aggregate equations (35 io 39) it 1s 83%,
When Equation (35) is compared to Equations (36 to 39), it is clear that the inclu-
sion of an opportunity cost variable adds nothing to the explanatory power of the
equations. Nor does it help in correcting the serdal correlation problem. associated
with Equatlon (35). In none of the eguations in this Table is the interest rate
variable significant. It is worth noting that in the per capita Equations (40 to 43)

“the value of the IE 2 drops even further while the serial correlation problem

persists,

In Table 5 we see the results when the variables of the equations .con-
taining real M1 and real GDP are converted into logarithms. In these equaﬂons, .
there is a small increaée in the value of the R 2 compared to those associated with
the equations in Table 3, but the serdal correlation‘ probléem continués to be serlous.
j :The income elasticity in b'othA ;che aggregate and per capita equations is a lttle
above one. The interest rate variable has elasticitles of 0.15 and 0.16 (with the
correct signs) in Equations (45}and {(46) respectively, but the SEE in both cases is
high. As was the case in the earller equations, the interest rate variable does not

seem to have any slgnificant effect in the equations where they are used.

In Tables 6, 7, 8 and 9 experiments were carried out with broad money
(M2) as the dependent varlable. In Equation (53), income alone explains 96% of the

variation in: MZ, but the D.W, statistic points to a: possible specification problem.
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TABLE 4

results ustng Real Hi

Equation
Intarcept Y IR IR iR in =2 F DM,

Humber 7 ‘ 2 3 " Vslus Statistic

35. - 31.81 g. 1l 0.83 &4 1.2
{0.01)

35, - 40,54 0.1 2.36 0.83 30 1.2
(0.02) (10,16}

37. -~ 6.54 6. 12 -7.78 0.83 30 1.2
{0.02} {18.11) )

38. ~109.55 6.11 11.45 0.83 30 1.2
{o0.02} {45.5%)

33, - 83,66 0.13 1.4 8.36 .83 18 1.2
{0.02) {12.02) {53.95)
Results based on Per Capita Kl and Per Capita GDP

40, -2%.89 6,11 0.78 b7 1.2
{3.20)

at, - 14,38 0.12 -4,98 v.78 22 1.1
{0.62) (15.46)

b2, ~119.02 0,11 13,33 0.78 22 11
(0.02) {36.93) '

43, -102.72 0.§1 1.4y 16,11 0.78 1.2
{0.03) {10.p8)

{hy.93}

T,
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TABLE 5

Resuits Uslag Resl Hi with ATl Vartables in Log, Farm

Equatlon 2 2 . C w2 F LI

Humber intercept Y IR! ”‘z mj mh R Yatue Statlstie

uy, ~1,43 1.12 0.85 76 1.1
{0.13}

us. ~1.23 1.43 -0.15 0.85 15 1.
(0.17} (0. 48)

s, ~1,50 1.18 -0 16 0,88 36 1.0°
{0,186} {o.28)

47. -1.43 £ 0.12 ¢.85 35 1.1

Lernt) {1.18)

48, “1. 44 .11 0.02 0.06 0.85 21 f.2

(e.22) (0,21} {1.h2}
Results based on Per Capita Ml and Per Copita GOP

4g. -1.%3 113 ; 0.8 5k i
{0.15) .

50, -1, kg 1,17 -5 1 a7l 25 1.0
{0.19) {0.27)

51, -1.55 .08 0.3} 0.581 25 1.1
(0.23) (1.68) .

52. -1,52 1.0B 0,02 0.28 0.81 15 1.1
(o, 74%) {0.21)

{1.35)
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TABLE 6
Results Using Hominal M2

Equation , g2 . F D.w.

Humber Pntercept Yl P !R1 : ‘hz [R3 ’Rh R Yalue Statistic

53. - 253.82 0.36 | 0.9 287 0.8
(o.02)

54, -1175.79 0,08 1.34 0.499 Sh) 1.5
{0.05} (0.23)

55. -1953.21 0.07 13.81 184.30 0.99 361 1.8 ‘
(o.05) {z.29) | {184, 30)

56, -1393. t¢o 0,08 15.64 40.00 : 0.9% 344 1.6
{0.05) {2.34) {59.70}

57. ~1625.75 .07 | 1433 (,fi;‘é,;,?g 0.3 331 1.5
[0.05) (2.42) 7

<8. - 301.32 0. 36 11,47 0.96 132 0.9
{0.04) (2h2.67)

59, -1256.87 0.07 13,40 19.50 | 0,93 332 1.5
{o.05) (2.35) {130.00} 5

60, ~1008. 439 0.07 13.72 bz 45 ~54,50 . , il
(0.087 {2.58) {67.38) 1 (54%5.00)

Aesults based on Par Capita M2 and Per Caplts GOP
61, . - 222,58 D.36 , 4.95% 26k 0.9
. 10.02} :

62. - 843.33 0.08 10.71 .1 0.939 538 1.8
{o.0%) {(1.71) ,

63. - 928,54 0.08 10,70 25.03 0.99 329 : 1.6 _
{0.05) (1.8 {351.00)

84, - 3275 0,35 _ 25.03 0.95 122 0.9
{0.04) (202.50)

65. - 819,75 0.08 16.71 - 5.8% 0.99 . 329 1.6
(0.05) {1.79} {97.33) -

65. - 423,38 ¢.07 10.96 32.7h ~Bi. 14 0.99 232 1.8
{0.05) {1.97) o {5h.57) | (427.16) .




21.

When the price level vartable is included as an explicit variable (Equation 54) the
R 2 increases. to 99% and the D.W, stastistic also improves, The price level
variable 1s slgnificant in all the equations. in Table 6. In most cases the interest
rate variable come out with the 'wrong' sigx;l, and in all cases the SEE raise

serious doubts about their significance.

Table 7 shows the resulis when the nominal figures are transformed into
logarithmic form. Generally, the value of the R 2 tends to be quite high in these
equations, but the value of the D.W. statistic indicates problems in the error term.
In both the aggregate and per capita equations the income elasticity with respect
to MZ varies widely. In the former case, the range is 0.32 and 1.05, while in

- ——the latter's,. it is 0,30 and 1.02. It would appear here that the inclusion of addi-
tional explanatory- vartables to income tend to have a downward effect on the incomé
'éi’a'sticity“ of MZ. The price level varlable has the expected: sign and is significant
in alt the gquations: in Téble.- 7. In Equatlon (69), where income, the price level
and. the interest rate on. savings deposits are used as explanatory varlables, the

- Interest rate is assoctated with an elasticity of 0.11 with the expected sign, but
:the' standard error is high. We have the same problem with the long .t-ern‘] rate
‘used ‘1n' EBquation {72), though in this case the elasticity is hgher (-1.58). The
th'ree-monthst fixed deposi:t rate used in Equation (70) has the wrong sign. When
both a short rate (I%) and a long rate (IR3) are used (Equation 75), the three-
months fixed deposit rate continues to show the 'wrong' sigﬁ, while the elastidty
of the long term rate. increases, malntaining the expected sign in the process. The
interest rate varlable in the per capita equations tend to display the same kind of

characteristics as in the aggregate equations.
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TABLE 7-
Results Using Hominal M, with Al variables in Leg. Form

Equation . F [

Humber Intercept " P iRy e, 1Ry Ry 2 Statistic Statistic

67 -0.68 1.05 0.98 635 1.0
(c.o%) ]

68, -1, 48 G.42 1.00 8.99 587 1.2
{0.19) {0.30)

69. -1.32 0.40 1.02 -1 0.93 iso 1.2
(0.21) {0.33) | (0.3 .

70 ~1.h8 0,42 1.00 0.002 0.99 346 1.2
(0.20) {0.32) (0,09 )

7%

72. 1,00 0.33 1.2% -1,58 0.59 k2o 1.2

\ {e.19) {0,34) {1.04} )

73. -0.68 .08 0.03 0.98 233 1.0
(0.06) {(0.26)

Th, -1.36 0.38 t.12 ~0.2k 0.99 3396 t. 1
{0.19) {0.31) 7 (0.19}

75. 1.73 0.32 1.33 0.10 -3.07 0.93 308 1.4
(0.359) (0.35) {0.12) {1.20)

Results based o Per Tagitd Wy and Per Chpits GOP with ATl Variables in Log. Form

76. -0.57 1.02 0.82 59 0.9
{0.1%) ;

77. ~1,18 0.39 0,57 .59 525 1.2
{0.19) (0.28) . -

78. 1.36 0.3} 1.26 -1.60 0.99 197 {.2
(0.19) {c.32) (0.99} , _ )

7. -1,06 0.35 .10 g 24 B3 373 tef-
(a.19) {0.29 (?-/8)

ko 2.01 0.30 1.29 0.01 -2.05. . 0.99 289 t.h
(0.19) {0.32) (4.0} (1.16)
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Table 8 shows the results when M2 and GDP are used in real terms. In
these equations the R 2 tends to be lower than in the equations where the nominal
flgures are used. The serlal correlation problem apparent from the value of the:
D.W. statistic raises doubts about the specifications both in the aggregate and per
capita forms. The income coefficients continue to be significant (with the right.
sign) but all the interest rate variables have come up with the 'wrong' signs and

large SEE.

In Table 9 we present the results of the experiments based on the
logarithm of the equations containing M2 and GDP in real terms. In Egquation (90)
the income variable alone explains 87% of the variation in M2. The addition of
the. three-months. ifixed deposit rate (Eqﬁation 81} adds nothinq to the equation
(Equation 91).. In fact, the value of the D.W. statistic fajls. The addition of
the long . term rate (193) in Equation (90) improves both the R 2 and the D.W:
statistic, While the coefficient in this equation is significant, however, it does not
have the expected sing. The sign remains unchanged, even when we add a short

term rate. (II%\ as an explanatory variable (Equation 94). The R 2 assoclated with

the per caplta equatibns 'é.ﬁ‘i:ear to be lower than those of the aggregate equations. -

Overall, the former does not seem io offer an improved fit. With respect to the
income elasticity  the figure varles between 1.04 and 2.14 in the aggregate equa-
tiong, while in the per capita equation the range was 0‘.81 and l.OZ. The various
interest rates are assoclated with different elasticities. With the exception of the
long term rate used in Eguations {92} and (94), the standard errors are generally

oo large to take the values seriocusly. The sign i most cases isnwnot what we

would expect.
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TABLE B

2

and Real &OP

Equation -2 F 0.,

Number Intercept ! 1Rl {RZ ’R3 !Rﬁ Statistic Statistic

By, = 25.%2 0.33 0.83 64 0.9
{c.ok)

B2. - 122.%3 0.30 26,35 0.84 3z 1.1
(6.08) {28.48)

B3, --184.28 0.30 48,93 0, 84 3z 1.
(0.05) {50.33)

B4, ~17071. 34 0.23 246 Be 0.88 Lh i.3
{0.08) (111,52}

85, -1695_7k 0.23 0.52 245_78 0.88 17 .3
{0,08) {25.42) {132,09)

Results based on Per Capita H2 and Per Caplta GDP

BE, 5.06 0,32 0.78 46 0.5
{0.05}

87. - 132.86 0.28 Lk, 33 0.80 24 1.1
(0.05) (h1.75} .

88. -13371.82 0.22 200.00 0.85 33 1.3
{0.06) (87.02)

Bg. -1316.8% 0.22 1.37 197.04 0.8 20 1.3
{0.06) {25.19) {105.89




Results Using Real M, and fledl GDP with All Varjables in Log Form,
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TABLE 9

T

Equation w 2 F D.W.

Hu:ber Intercept Y iy Ry 1Ry IRy ) Statistle Sratistic

94. -0.6b 1.0k 0,87 87 (]
[0.14).

51. ~2.73 2.14 0.34 0,87 iy 0.8
{0.28) {0.31} .

92, -5,01 1.54 5,12 0.42 63 1.2
(0.31) Ce-72)

93. «2.58 2.03 8.7} 0,88 bk 0.5
{0. 30} {o.51)

gk, -5.20 1.53 0.09 5.4 0.92 42 1.2
{0.33) {0.31} {z.10)

Results based on Real Per (aplta Hz and Real Per Capita GOP

95, ~0.57. .02 0.82 59 0.9
{5.13) !

96. -0.45 6.97 0.15
10.16) (0.23) 0.583 28 Pl

97. -1.08 0.81 . 1.36 0.85, 34 "
{0. 1B} v {9.85)

98. -1.05 0.8l 2.0t vl 0.85, 21 1.2

: {0.18) {0.17)

(rob)
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Re-specified Equations

Given the unsatisfactory nature of the fit of most of the equations in
Tables 2 to 9, we decided to experiment with some new specifications. - The results
are presented in Tables 10 and 11. In Table 10 the dependent variable is M1,
while in Table 2, it is M2. All the .equations in these Tables were estimated
with the variables in logarithmic form. The coefficdlents can, therefore, be
regarded as elasticities. Given the unsatisfactory performance of the interest
rate variables we decided to retain only one of them - the welghted rate on
deposits (IR4) . In Equation (10Q), the income, interest rate and price level
varlables together explain 98% of the variation in narrow money. The D.W. statis~-

— 7 tie, however, is unsatisfactory. In Equation {101}, we dropped the price level

variable and introduced the expected rate of inflation variable, which in this

- equation. has a neg“ativ& effect on the demand for money. The R 2 did not change,
hut the D.W. statistic improved. In Equation (102) we introduced a fourth expla-
natory variable, viz,; M1l lagged one year. These four variables explain 99% of
the varlable in M1l. The D.W, statistic has an acceptable Vatlue. W_ith thg exeen~-

_ tion of the expected rate of inflation variable. all the other coefficients are signi-
ficant. They algo have the expected signs. The income elasticity is 0.46 as
compﬂerxred to -0.48 for the interest rate, ~0.05 for the expected inflation rate and
0.64 for lagged money demand. In Egquation (103) we gubstituted the price lavel
variable for the expected rate of inflation, and while the fit is good, the price
level variable not only does. not have expected sign, but is als.;o insignifican.t. MIn
Equation (104) where we used both 'P' and 'ER’' the fit is good, but 'P' continues
to have the wrong gign IHith a high standard error. In Equation (105) we dropped

- the intersst rate variable, and even though the overall fit is. good, all the

- coefficlents appear to be: statistically insignificant,
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TABLE 18 . 6_
Re~Specifled Log-Linear Models with MI as the Bependent Varlable. / W

. - /
Equat lon =
sonbes intercept ‘fl ERh B ER HI_I P_Ph 72 . . P
-1 St distia
9g -1, 15 .10 ~0.29 0.96- 233 1.0
{&.06) (0.29)
100 -1, 14 0,73 -0. 41 0.62 0.38 169 0.9
(8.30} (0.29) {0.48)
101 -1.26 1.17 -G,1% -a, 19 a2.38 216 [
{0.06} {6.25) (0.08)
102 ~0.28 a.kb -0.%8 -0,05 0.6k 6.39 181 2.0
{0.19) {0.17) {0.07) (0.16)
103 -0.12 6,43 -0.348 -0.18 0.75 ©.99 7 3
{0.18) (o.17) (0.33} (a.18) .
104 1.23 - 0,69 -0.583 -3,09 -0, 1k 0.527 0,99 798 2.3
{0,32} {0.18} {0.33} (0,11} (¢.27
10% -0.69 0.56 -0.37 -a, g 0.68 0.99 712 1.9
{0.41) {B.54) {0.13) (¢.35
feal Honey Ba}ance(_ﬁl_) as  the Dapendent Varlable
P
Yz ) il
-2 (5,
106 -1.32 0.74 -0.27 1,38 0.94 84 1.3
T T - {0.33} {0. 15} (o532}
107 ~1.81 0.38 -0.09 124 -5.36 0.96 &5 1.2
{0:hs} {e.37) to.35) (1.3} .
18 -2,00 0,62 -0.h3 -0.05 a.67 ©.95 75 2.3
{8.29) {0,15) {o.07) {a,17)
109- . =2.07 : .64 -0.06 a.52 9,92 53 1.7
(0.40} {41} (o.22) §
MOminal M} with Permansnt !ncom?_('rz) a3 the lncome Yarciahle
'l'z . B,
1o -1.47 1,15 -0.11 0.98 765 1.1
[o.04) {0.27)
13! -1.38 a,.50 -0.22 0,40 . PO | . .0.38 170 0.3
. {0.36} (0.3} fo-57 '
- P2 i -1.86.. | - .22 C=0.01 -0, 19 - 0.98 256 | 1.7
(0.08) {0.12) {o.08)
113 -0,hé 6,52 -0.33 -8.06 0,60 0.38 388 2.2
{0.21) {0.18) (0.07) {g. 17}
11k -6.26 0.54. -0.3% -0.35. 0.7% 0.49- 398 2.6
{0.22) {0.18) {0,136} {0615}
v .
F .
115 -2.87 1.00 «0,02 j.28 .35 ' 98 1.6
{0.h3) (0.35) (0.31) .
né 2,8 1,35 Q.19 -1.07 +1.63 0.97 ¢} 1.8
(0.47) {o.37) {0.33) {t.21)
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In Equations (106) to (109) money demand and GDP are used in real
terms. While the R 2 in these equations is over 90%, it is below the values
associated with the nominal equations. In Equation (107) we added a new variable
(the ratio of the current price level to the price level in the previocus year), but
this variable was of no significarce in the particular specification which included

income, the interest rate and lagged money as the other explanatory variables.

In Equations (110) fo (116), instead of using current income we used a
permanent income concept which we computed as a three vear moving average of
current income. Equation (113) appears to be the best of these equaitions in terms
of fit, Permanent income, the interest rate variable and lagged money are all

_significant with shat appears to be the currect sign. The coefficient of the
expectaed rate of inflation has a negative cign, but the value of the SEE raises

doubt about its significance,

The equatioris in Tablé 11 have M2 as the dependent variable. Since the
equations were estimated using the logarithms of the variables, the coefficients,
as indicated earlierr, can be regarded as elasticities. An examination ofrEquations
(117} to ,( 123) cleafly indicates that M2 lagged one pericd is a signi’ficant variabie“ o
in the specification of broad money demand. As far as the elasticitles are con-
cerned, the income elastcity with respect to broad money tends to vary depending
on the specification. For instance, in Equation (119} it is slghtly over one,
while in Equation (123), it is 0.23. The interest elasticity in these equations tend
to be less than one. On the basis of the evidence provided by the Table, it is
difficult to make any conclusive statement with respect 1o the price level elasticity.
The- coefficient oi broad money lagged one period tends to be less than one in the

nomtnal equations. The equations using broad"‘money and GDP in real fermS“
| 2

(Equations 124 to 127)- are assoclated with- high R

, but with the exception
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Re-Speclfied bog-llnear Models with B? as the Dependent Varlable

P

fguntion i " i F
Homber niercept & H, P ER HI_y Fg 12 Statlstlc oY,
i Sladiz e
117 -0.68 1.05 -0,03 . 0.98 293 1.0
" {0.06) {0.26)
118 -0.55 0.38 -0.24 1. b2 0.3 336 Bd
{o,19) {n.19) 9.31) T
19 -0.73 .10 -0.03 ~0, 14 0.98 32 1.1
{0,067 {0.2%) {0.08)
120 R L] 0,27 -0.21 -0,03 0,77 ©.33 1377 2.5
{o. 10} {0.09) {c.e3) {o.ng}
F3] g .03 0.23 -0.7! 0,02 0. Bt 0.99 1225 2.5
{0.10) {o.09) (0.2h) (0,13}
127 -0, 18 0,30 -0.24 6.07 .13 0.7t .93 ¥52 2.6
(0,14} {0.10) {6.29} (2.95) to, 7o)
123 2.1l @.23 -0.18 0.01 8,86 §.99 526 2.2
(0.7} (2.32) {0, 04) ip.23)
¥ (_.”_?.
F it
125 -1z 0.27 0,05 1.77 0.97 136 3%}
{e.11}) (a.28) (0.28)
128 -1.50 0.h5 0.05 .69 -1.65 6.97 136 1.3
e et e {0,130} {0.26) {0.26) {q,84y
126. -0,23 0.126 .02 0,75 0.98 186 2.1
(.16} {0.04) {a.1)
127 -1.53 a.hh ~0.03 -0. 16 1.76 0.38 126 .1
{o.30} (a.25} (&.69) (0.25)
} - ’ [} ‘ F
- Homlnal W) with Permanent lacoue {¥,) as the lncore Varlsble
T, L
128 -0.95 1.0 9,13 0.58 56 1.2
{0.05} {6.20)
_ 13 Q.74 .54 -0.%2 .89 . 0.95 451 1.0
{0.22) {0.19) {0.34)
110 ~} .02 .15 0,13 | -9, 15
(o.04) {o.17) " (6.06) -
{54 -3, Q4o ~0,11 -0.05 .66 0.99 1374 1.9
‘ {0.10} {0.08) (0.03) {0.09)
132 -G08 8.33 -0,k ~0,12 0.78 5.99 k53 1.0
{a.1%) (0.09) (0,22}
¥y
-
133 -1.4%3 G.42 0.05 1.64 ¢.97 140 1.3
{0.35} {o.30) {0.31)
134 -2,00 0.47 0.20 .56 ~1.76 0.98 138 1.3
{0.35) {0.27) {0.28) {0.85)
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of Equation (128}, the D.W.statistic points {o a problem in the error term. In
the equations containing permanent income as an explanatory varlable, the income
coefflcients. continue to be significant, while the associated R 2 remains high. The
value of the D.W. statistic in Equations (1#8) to {132), however, raises some
doubts about the specifications of these equations. In Equations (133) and (134)
broad money demand, permanent Income and lagged money are used in real 1‘:erms“=°
In these equatons the SEE of income raises some doubts about the significance of
this variable. The interest rate variable is un-acceptable in férms of sign and
statistical tests. Lagged money appears to be significant, as does the price level
ratio, though the sign in both cases is not the expected one.

Forecasting Capability of Equations

A commonly used criterion in assessing a model is its ability to predict.
I thi&corinecti.bnz the standard error of estimate (or the root mean: square error)
tends to provide a good test for the particular equation. The smaller the
residuals of a regression model, the smaller the forecasting errors are likely to

be. On the basis of the K 2

and the D.W, stastistic. we selected what we con~
sidered to‘ be the "bes"t'" of-‘t—l'le “equafions”"and, compar“ed théii‘ .'}ésﬁéénvé'SEE.
(See.Table 12 }. Among the equations with M1 as the dependnset variable, Equa-
tion (104) has the lowest standard error. Among those with M2 as the dependent
varitable, Equation (122) stands out. It should be noted that.the equations with
real money balance as the dependent variable (108 and 126), the assodated SEE

tends to be high.
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TABLE 12

Equations: with M1 as the Dependent Variable

Equation No. SEE
(104) 5.48
(192) 7.77
{103) o 8.16
(105) 10.80
(108) -~ ‘ 25,42

Equations with M2 as the Dependsnt Variables

(122). 4.32
(120) 4.34
(121) _ 4.42
(23 5,46

(126) 13.90

ane
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Summary and Conclusions

The- paper has examined a serles of Hnear models with the aim of
deriving- specifications which could explain movements in the demand for both
narrow and broad money in Trinidad and Tobago in recent vears. From the experi~
ments we have carried out, it would appear that there are several equations which
meet the overall goodness of fit tests., With respect to individual variables, income
{ba it nominal, real or permanent) appear to be the most significant of the expla-
natory variables. The lagged-money variable also appears o be a crucial in-
fluence. We have used a number of interest rates variables, but none gives a

satisfactory perforrnance.l5 Even though the sign comes out 'right' in a number of

“cases, the standard error is generally too high for comfort, We have shown that

it is possible to drof:. the interest rate variable without doing any damage to the
equations.. "On the basis of the results obtained, ‘however, it would. be foolhardy to |
conélude_ that the interest rate variables is not important to the money demand.

specification. | In most studies done on t_he demand for money in developed countries

and even. In. some developing countries, the demand.for money was shown to be

‘sensiti_ire. to.movements in interest rates. Our own suspiclons are that the rates.

published by the Central Bank, which tend to show Httle movements over time,
may not be the actual rates. faced by the public in the market place. One serles
which might have provided better results, but'o.r;i whi¥h we are unfortunately not
able to gather the necessary data, are the rates offered by the non-bank financial
institutions which have tended to be us@d more aggressively than those offered by
the commercial banks. With respect to the pric:e level variable and expected infla-

tion rate variable, these can, and often do exeri: an inﬂuence ont the demand for

"moneyv With respect to the assumption of unit pnce elasticity in the real money”

balance equatioxr there is. some. doubt’ about this.
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As far as the issue Qf _sta_bi]iw is concerned, it is difficult to make a con-
clusive statement on the basis of the limifced exercise carried out. One approach
in. the lterature is to look at {he goodness of fit (standard errors, D.W. statistic ,
R 2, etc.), an-d on the basis of this make a conclusion on stability. This con-
clusion is also often subject to an additional requirement , and that is the ability
of the equation to predict outside the sample period. Recent experience has shown
than an eguation that might be a good predictor in a particular period may not do
so well in another. The fact that the predictive ability of an equation is under
challenge does not, of course, mean that the demand for meoney is unstable. It

may simply mean msomething is wrong with the equation.
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