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PERMANENT INCOME, INFLATIONARY EXPECTATIONS
'AND THE MONEY DEMAND FUNCTION IN DEVELOPING
COUNTRIES
Considerable attention has recently been directed towards the

empirical ver1f1cat1on of the role which theory suggests for the arguments p
which might enter the demand function for money. Various stud1es have |
examined ‘such 1ssues as the appropr1ate def1n1t1on of money (narrow or |
broad),;the relevant scale variable (measureq 1ncome or permanent income op
'wéaléh) and the choice of the variable that most c1osélp‘apppoximates'the
opportun1ty cost of holding moneyl. Although these studies ﬁave”c]ap{fied
many issues in deve1oped counirias, a number of p01nts have not been f1nd]1y
PeSOIth in developing countrwcs. The issues wh1ch has bepn-assumed i
settied for developedlcountries cannot be aséumed as settied fop-thélgéven
loping. ones. For example, it has been accepted thét permanent incqme is
ithe appropriate scale variab]w in the developed economiesz, while in the
-develop1ng ‘economies this arqumcnt is not clear. Khan /*16 / Laumas. and
1aumas /- cl / Adekunie / 2 /7, Mammen / 23 7 and Liu / 22 7 have all found
that the permanent and measured income elasticities are very close to each
other Therefore, they argued that because of the typ1ca1 character1st1cs
of develop1ng econonies, pcrmanent income can bL substvtuted by measured
1ncome' However, on the other hand Fry / 10 / gstimated the demand for
money funct1on for 10 Asian less deve]opeo countries (LDCs) and found ‘that
the estimates of demand for money are 1mproved substant1a1]y by subst1tut1on
'of-permanent for current income andvexpected for actual 1nf]at1on.
Particularly the results improved substpptiaTIy in the case of Burma, India,
Malaysia, Phillipine and Srilanka. Furthermppé;‘ManQIa /_?4m7'also found

income in the case of Pakistan‘

1 see for exampie /71, 2, 3, 7, 11, 16, 197,
2 see /711, 19 7. ' ~



Another influence that has generally been considered appropriate in
the demand for money function is that of inflationary expectation. Very
1ittle importance has been given for the influence of inflationary
expectations on money demand function in the United States. Failure to
obtain a significant role for this variab]evis probably the result of a
relatively stable price level in the United StatesB. Expectation do play
a major roie either in the case of high rate of inflation or in the case of
greater variability in the rates of inf]ationq, The developing countries
of Asia have experienced both high rates of inflation and greater
variability in fhe rates of inflation. The infiuence 6f infiationary ex-
pectation on money demand has not been rigorously examined in developing

» 'v 5
countries of Asia .

These unsett1ed issues in developing countries give us enough reasons
to embark on yet another empirical efforts. As a further step toward their
eventual resolution this study presents some evidence from six Asian LDCs
examining the issues of permanent income and inflationary expectations using
adaptive expectation model in money demand function for the period 1960-

1978.

The paper proceeds as follows. In section I, we specify the
function to be estimated and discuss the methodo}ogica] issues and data.
The regression results are reported in section I1 and the implications of
these results, together with a sunmary, are contained in the concluding

section.

35ee Laidler /20 7.
4see Knan /17 7 and Cagan / 6 7.
bThis issue has rigorousty been examined in Latin American countries se2



I, METHODOLOGY

* The standard money-demend function which uses the rate of inflation
as an opportunity cost of holding money instead of rate of interest is

given as,
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where M, s the real moﬁey stock demanded 1n time t while Yi and ﬁt are
fespecﬁive1y real income and actual inflation in time t.ifSince.the pur-
pose of this papef is to examine the issues of permanént income and ihfiag
tionary expectation, we modified equation (1) to inciude permanent income

and expected inflation as,

d p - ‘' '.i‘ !
M = o + + yp® DR ¥
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where yz and p, are respectively real permanent income and éxpectéd rate

of inflation in time t,

One of the problems associated with the empirical estimation of
equation (2) is the fact that y® and be are unobserved; We propose to
overcome this prdblem by the use.of an adaptive_expectations model for
both yP and be The mechanism of “adaptive eXpectations“, ihtroddced by
Cagan / 6 7 in his study on the monetary aspects of hyper- 1nf1at1on,
according to which individuals form expectations about the future behaviour
of some economic variables has become very popular in the literature on
the buhaVTOur of the demand for money undhr 1nf1atlonary cond1t10nsﬁ. The
appeal of the adapt1ve expectdt1ons model has beeﬂ read11y recognized,
since it is a fairly simple way of represehting what may be a complex set

of factors behind the formation and revision of expectations .

®see Deaver /87, Diz /97, Hu /14 7, Silveira /728 7, and Khan /17, 18/.
"See Khan /717 7.



The adaptive expectations model can be written as
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winere Pt vepresents the annual inflation rate expected to take place during
time period t and formed during the preceeding year; ﬁt représents'the

actual annual rate of inflation.during year t, andii is the co-efficient of

-expectation.
If A = 1 then equation (3) boils down to ' )
e _ ¢ - o : i
pt." Pt . T sewsan A A N T SRR tt.vtlo(q):

T.€. the expected inflation is equa1vfd actual -inflation. It can be
easily shown that the adaptive expectations model (equation 3) is easily
convertible into a distributed lag model. This can be done by successive
substitu%ious whicﬁ'tréﬁsfofm equation (3) into
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Similarly, the same model was applied to the determination of expected or

permanent income, yi. Thernafore, we get
P ooy ) .
y, S ey te (1-0) yi g +oll-0) "y, o+ ..., o
- SR B Lo - , ‘
= 0L, 4 {1-67) Vi s S RRATKLTSILRRL AN (6)

Therefore, substituting eqs. (%) and (6) 1nto-eq.f(2)_we intend to derive a

'generai’ mohey demand function, Rewriting eq. (2) we have
d P L€
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Multiplying eq. (7) by (1fe) and taking oné\périod lag, we have

A | 2 "3
(1ne)'Mt_1wa (1-8) + 58(1“6)jt~1T poe(1-6) yt_2+€§(li?}r Yy ...

S , - . 2
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.......................... (8)
Subtracting (7) from (8) we have
Md«(l—e) Md = o@+B8Y FyAP AyAL(1-0)-{1-6)} P _+yA(1~A)
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Multiplying again aq. {9) by (1-x) and taking one period lag

(1-1) M2_1= a8 (1-1)+e6(1-2) y, . +(1-8)(1-7) M§m0+yx(l-k).b' +

Vi1 t-1

yA(1~A) { (1-A)-~(1-0) } P +yk(1—A)2{ (1-2)-(1-8)} P

2 t-2 t-3
Subtracting eq. (9)*from'aq. (10) and collecting terms we-havey - ***" (10)
d_ . ¢ : ‘ S
M= oBM + oy, -g6 (1mx)yt_1 L U {1-0) # (1-2) } - {(1-8)(1-2))
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Therefore, equation (11) is the 'general' money demand function and if we
assume )=1 and g¢=1 then this 'general' equatiQn boils down to the conven-
tional money demand function oy equatioh (1) i.e.

'\fd = ;
“t o + Byt + Y Pt



Coming back to our distributed Tag model given by eq. (5) the expected
inflation rate is expressed as a weighted sum of past (actual) inflation
; rétes. To be able to obtain estimates of the e;peéted rate of -inflaticn,
we ought to estimate these wefghfs As wa know, eq. 5(2) cannot be estim ted
d1rect1y with standard met%odq, notablj 0rd1ndrv Least Squares (OLS), sirce
Pt and yE are non- observable. o compute the we;ghts we utilize an

est1mat1on,pwocedure.wh1ch has the merit of computat1ona] s1mp11c1ty and yet.

at the same time is based on economic ratiouality.

It is generaTiy accepted in economic theory that a reasonable criti -
rion for individuals to use in forecasting.future values in the face of
uncertainty is one that minimizes their expected losses from forecast errorsﬁ.
Therefore, in the estimation o7 the weights in éqs. (5) and (6), we have
utilized the same criterion. That is, we have estimated the adjusfmeﬁ%
coefficients, A and 9, which minimizes the average lusses from forecasting
errors in the quadratic loss function given asg,

. 2 - i-1 . 2
L=zx{ P -Pe} = 7 {PL—AzgmU(1~A) Pyos b SRLRETEEIERRTELR (12)

t"l u P
In finding the value of A that minimizes this quadratic loss function,
vie restricted the number of terms in eq. (5) to three to economize on

. 0 . . o
degrees of 'Freedom1 . Secondly, to obtain the estimate of A that minimizes

S5ee Nugent and Glezakos /27 7.

9Nugent and Glezakos / 27 / has also used this method in est1mat1ng thc
‘ we1ghts for expected inflation and permanent income.

OIt might be pointed out here that 11miting the lagged terms to two in’
estimating expected values should not make any siguificant difference

:regard1ng their accuracy. A vecent empirical study has shown that current
price expectations are formed on the basis of Lhe Mmost rec@nt ac+ua1 price
movement, see Toyoda / 2 ”CL/ .



quadratic loss function, L in eq. (12} by searching the parameter space o

to 1 in intervals of 0.1. This procedure has two additibna] advantages.‘
First, it avoids the computational ahd specification probloms associated with
the estimation of distributed lags and, second, it gains greatér rea]ism.by

- . ., L
not requiring the weights of the lagged terms to sum to unity .

by substituting the optimally chosen value of A from eq. (12) .into’eq.
(5) réstkicted to thrée terms (including the cdrrehtvﬁeriéd), we generate a
time series of values for the expected réte of inf]aﬁion, ﬁz, for each
cOuhtry included in our sample. By a J1m1lar process we chose:the Dpt1mu]
value of & from eq. (12) and.substituting this value in eq. (&) we
generate a a time series of values for the ex pected or permanent Tncomgﬁ yz.

bATA

The countries included in our samplc are Pakistan, India, Malaysia,
Thailand, Korea and Srilanka. A1l the data used in this paper are annual
observationsfof the-variab]eénforﬁthe period 1960-78 and are at the constqﬂt
pricé of'196Q and 1960-61 depending upon the country. The da'ta fégérdingr '
the money stock for Pakistan are taken from'Keméi et., al /157 while fok tie
rest of thé.couﬁ{ries under consideration these arve taken from differeht«‘
issues of Interhationa1 Financial Statistics (IFS). The data reqard1nq
pational income for Pakistan are -taken from different issues of Pakistanw
cconomic Survey whl]u for the rest of the countries except India are taken
from the YeaF"Bobk of National- Income ﬁccountslz. The Consumer Priée index‘

(CPI) for a11-£he countries except P&kiétan‘qre taken from Internationﬁ]

115ee Nugent and Glezakos /727 7:

121 am grateful . to Prof. N. Bhattachrya of the Indian Statistical Institute,
Calcutta, for supplying me the relevant data of National Income Accounts
for India. I also wish to express my thanks to Dr.(Mrs) Bina Roy of the
National Income Research Unit of this Institute who took the pd1n of

preparing the National Income Accounts data.
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RESULTS

We estimated eq. (2) by urd1nary Le SL oquare (OlS) mpthod for all
the countr1es 1nc1uded in our samp]a. In order LO compare the, performance
of ‘the permanent 1ncomL and 1nf1at1on @xpectdt1ons we. a1so estimated eq,

( ) / assuming A=1 and 0=1 ] for a11 the countrles under conb1derat1on
Before we de)ve into the detalls, a f@u words reqawd1ng the opt1ma1 valuv
of A and & which minimizes the qudutdClL 1oss functlon i.e. eq. (12) are.

in order,

Not surprisingly, the optimal value of A and 6 tor a11 the LOUﬂLV?
included in our-sampie is G.9. There are many reasons wn1ch tend LO squeft
that in developing economies the adJUSLment CD“Tf)LT@ﬂL may bé very fnear, o
unItyl . According to Nerlove / ao / one ?acior nhat acrounf< for %he S;LL
of the coefficient is the Tength of the economic horizon. It 13 expectea‘
that . thewﬁhoktéﬁ the Tength of the éCohémiC’ﬁ0r1zbﬁ”“the‘1arqéflwi1}~b@“the
adjustment coefficient or in other wordss the more sfat1c the expucuat1onb:
are, .Various studies / 4, 5 ¥ or ‘the ec0n0m1cs of the devp]op1ng countries
argue that the length of the economic horizon in che ueve?op1n§ countr?ec is
shorter compared to' the devc]oped countries and Lherufove the adiustmenl

coefficient is Tikely to be hiqher in developing countmer w1th the

optimal value of A afid 6 we conistructed the time series estwmates of Pt

and yF for each 1nd1v1dua1 country for the years 196U- 78,
ot

13 Sznce Consumer Price Index (CPI) series separately for West Pakistan are
not ava11able for the period 1960-61 to 1970-71, our analysis has: been
carried out wlth GiP deflator as the relevant var1ab1e for inflation.

14See‘ﬂdekun1e 172471



Preliminary results are presented in tables 1-6 for the countries under
gonsideration,' Presented in table I is the estimated coefficients of eqs.
‘(1)_and (Z) for Pakistan. A glance at the table is sufficient to see that
the permanent income and inflation expectations did not improve the re$u1ts.
The permanent and measured ‘income coefficients are statistically significan:
at the traditional level of significance but both the actual and expected
rate of “inflation remained statisticaiiy {nsignifﬁcanﬁ. There is virtually
o difference in the estimated coefficients of measured and parmanent incom:
and actual and expected rate ot inflation. The ohiy significant difference
15 the negative sign when the exp&dted rate of inflation is used 1 in ulng
of actual rate of inflation. The permanent and measured income elasticities
corresponding to narrow definition of money are respectively-1.10, 1.0¢ and
1.09, 1.06 Gepending upon the specification of the model.

The results corresponding to broader def#nition-df oney érﬂfnpt vary
much different from that of the narrow dafﬁnifion of money15. The permanent
and weasured income elasticitias are'vi%tua1]y-the saﬁe, Stmilarly, the
actual and expected rate of inflation turned out to be statistically
'1n51gnific§ﬁto The substitutionof permanent_income for measured income and
eipébt@d for actdal rate of inflation did not improve the results. However,

we got the anticipated sign for expected rate of inflation.

15WO have used both the narrow (currency in circulation plus demand deposits)
and broader {(cuvrency in circulation plus demand deposits plus time
deposits) definition of monay for Pakistan. This is because in an unpub-
Tished study made at the Pakistan Institute of Development Economics, it was
found that the degree of subsiitution exists between M, and Lime dnpos1ts,
and, therefore, M, (broader) definition of woney can - “also be used.  Since
def1n1t1on of money is a debatable issuz we refrain to indulge our*u]ves into
this issue and as such used only narrow (Ml) definition of money for rest of
the countries.
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The analysis of Table 1 further reveals some interesting results. The
permanent and measured income elasticities corresponding to both narrow (Mp)
and broader (Mz) defjnitiqﬂ of money are greater than unity which clearly
shows. the absence of economies of scé1e in cash honings.  Seéonmy9 the
permanent and measured 1n;ome glasticiﬁies correspdnﬂjﬁg to ledefihiiion are
greater than the 1nc0mu'e}astiqities‘correqunding to:Ml defiﬁition of money.
This finding suggest that M, definition of honey is more app%opriate than
My definition in Pakistan. The adjusted R thEOUQHOQt in Tabjé'l remained
fairly high which shows that most of the variations'in eﬁdogungous variabls
are explained by exogeneous variables, The Durbin-Watson statistics arc

also fairly reasonable and show the absence of serial correlation.

A summary of the findings ave in order. The permanent. incomeé and
inflation expectations did not tiprove the results. Secondly, the permanent
and measured income elasticities are viviually the same, hence there is
nothing to choose between measured income and permanent income as a scale

variable in the money demand function in Pakistan.

Presented in tablés 2,3 and 4 are the estimated coefficients of money
demand function in India, Malaysia and Thailand respectively. The reader will
note that the pevwanent income and inflationary cxpectations did not inprove
the results at all. The permament and measured income elasticities dre
sﬁatiﬁt%caTiy significant at the traditional Tevel of significance whiTe both
the actual and‘expected rate of iaflation arc at no time significantly
different from zero. Like Pakistan, there is virtually no difference in the
ésfﬁmated cdeff?éiéhté;éf permanent and measured incame .- Similarly, we get

‘ C N ¢ . . L ‘ : . .
the correct sign when Pt is used in place of Pt in India and Thailand while
in Malaysia we  did not cven' get the correct sign for P

1

p 'Thereforo, our



Table I: ISTIMATER OF MOWEY . DEMAND FUNCTION IN PAKISTAN
.&b; of Depen- T 7
Equation | dent Constant : S e : i
Vari- | (¢) = - Ve 2 o P -2 D.W F
. _ : t. Sty
able : . . o
(1) my -2.31 1.10 ~0.01 0.96 1.26 184,140
o (-3.00)% {14 .20)% (~0.60)
(2) my 1.9 1,96 | 0,002 0.96 1.25 180.38"
) . {-2.64)% (14.57)% (0.13)
- (3) my ~2.38 1.79 ~9.01 0.96 1.30 179.13
2 (-2.93)* (13.98)% (-0.54)
__."(u):.- my -1.93 1.0€ 0.002 : 0.96 1.29 176,10
. 3 (-2.5u)%. {14,36)% {0.16) ’
() | my -2.80 1.18 ~0.002 0.96 1.16 215,24
; (-3.58)% {d,94)% (-0.08) '
(8) m, -2.35 1,13 0.01" 0.97 S 1.25 1227.77
: (-3.23)* 15.82)¢ (0.95)
(7 m, - =2.77 1.17 -0.0007 0.96 1.20 | 208.66
(~3.50)% (1u,74)% (-0.03}
- (8) me 2.3z 1.13 6.01 0.96 1.29 | 221,52
' (~3.17)% | (15.80)% (0.97) 1N
Note: 17 Allwthé équatioﬁs are estima{ed in the log-linear form. C is the intercept term,

é)

v 1s the real GNP vP is the real permanent income,
while P*® is the expected rate of inflation.

P+ is the actual rate of inflation

The t-values are given in parantheses and star{(¥) indicates that co-efficients are

statistically significant at the 9% percent confidence level.

11
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findings are contradictory to the findings of Fry /10 7 who found that
permanent income and inflation expectations improve the results substantia-~

Ny in India and Malaysia.

Further analysis of tables 2, 3 and 4 show that permanent and
measured income e]astﬁcities ére greater tﬁan un%ty‘in Indiaiwhich_suggests
the absence of economies of scale in cash holdings éndiless than unity in
Malaysia and Tnd11anu wn1ch implies that econom1es of scai 1n cash holdiﬁﬁs
exist in these counir1es AdJUatGd R2 are fa*r?y high in all the Lhree
countr1us which shows Lhat most of fhc var1at10ns in endogeneous var1ablo
are explained by exogeneous variables., Eurb1n-uatsan4statlst1cs are also

fairly reasonable and show the abserce of serial correlation.

The estimated coefficiénts of money demand function for Korea @dd;
Sri]anka'aré;bresentodiin tables 5 and ﬁﬁrespective1y; Unfike Pakistan;
Ind1a Ma]aysia.and Thailand; tﬁe Fesults in tables 5 and b are quite
d1ffLTUﬂt Béﬁfdés meésuredfand'pprmaneﬁt 1nco@ﬁ§'boéh actual and expetied
rate of lnfiatuonvar significantfy different ffom zero and possissed the
expected s1gn in KorLa / table o / However, the estimates of demand for
»money Q1u not fmprove by the subst1tution of p ermanent for measured 1ncom£
and expected for actual inflation. The pe rmannL and measured income .
e?astiti%ies are exactly the s (1.20) while the coeff1c3ents'of actual
and expectea rate of 1nF1a(10n are exceedaingly close to edch oc%er. The
choice of expectea,rate 0f’1nf1a§1on over actual inflation wou]d not maka a
signifigant,difféf&nce in the:re;u]ts. We did not find:économies of scale
in cash holdings in Korea as both the measured and permanent income éiasti-”
cities are'greater than unity.  Adjusted i€ is very high and the'DurbinT :

Watson statistic shows the absunce of serial corvelation.
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Table 2: ESTIMATES OF MONEY DEMAND FUNCTION

IN INDIA

No. of | Dependent | Constant
Equation | Variable

)

S D.W
NE N : -1.83 1.26 ’ . -0.01 1 0.8
: (-1.88} } {9.93)% | ' .

01 1.32
. (7-0:.3}4) o

: (-1.85). | (9.80)% | (0.09) | . -~ - 0 s

3

1.25 . ] .-0,009 | 0.89 1.30
L {9.77)% [ (~Ci26% |

@)

. .95 1.7 ] 0.002- | 0.89 1.25 | 51.29
- T sy | (o8 i (0.17) i R ’ :

-

- i

Note: 1) All-the variables cefined in Table I.° ~..

2). The t~value553réﬂéiven-ig,garenthesesﬁandba,star(*},ip&iCates;that co-efficients
. ave statistically significarnt-at the 95 percent confidence level.



Table 3: ESTIMATES OF MONEY DEMAND FUNCTION
- IN MALAYSTA

No. of Dep?ndeht |Constant Sy YE Pt ?i R‘Q“ D.W F
Equation| Variable (c) T < IS
(1) m, 8.78 : 1 0.73 1 0.009 0.93 {1.19  |101.85
(1.42) {10.59)% (0.38} :
(2) m, 8.32 © 0.73 0.006 | 0.93  |1.2%  |101.39
) (1.39) (11.120)% ((0.28) : :
(3) -my 9.u1 0.72 : - 0.01 0.93 11.35 | 98.62
o (1.51) | (10.41)% § (0.48)
_ . ., L . o . - . o
) my 8.88 0.73 0.007 0.93  [1.29 97.98
B R (1.47) (10.91)% | (0.36) :
U _

Note: 1) All the variablés defined in Table.

2) The t-values are given in parantheses”aﬁd”é star(®) indicates that coefficients™ = ~
are statistically significant at the 95 percent confidence level.
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Table 4: ESTIMATES OF MONEY DEMAND FUNCTION [N THAILAND
) ° «2
No. of Dependent |[Constant v ¥ P P R-2 W r
: - ; t T t Py
Equation | Variable ()
(1) iﬁi 1.40 0.74 -0.,007 0.95 1.35 | 125.40
(2.22)*% (12.56)* {~0.28%} o
(2) my 1,57 0.69 0.005 6.95 1.28 124,93
: o {2.50)% (12.37)% | (0.16)
(3) m 1,44 ~0.71 -0.00k  {0.95 1.31 | 128.142
L (2.313% {12.71)% (-0.14) -
(8) my 1,58 0.69 0.006. 0.85 1.25 128.78
S {2.55)* (12.56)% (0.24) =
. Note:r - 1) All the vapiables defined'iﬁ’TaSle“I,_

coefficients are stetistically s

dence level.

The t-values ave given in parantheses and a star(*} indicates that
ignificant at the 95 percent confi-




16

2) The t-values
coefficients

dence level,

are given in parentheses and a star(®) indicates that
are statistically significant at the 95 percent confi-

Table 5: ESTIMATES OF MONEY DEMAND FUNCTION IN KOREA
No. of Dependent Constant . e
Equation| Variable (c3 Ve yP Py P, R™2 D.W F
(1) m -14+.33 . 1.20 ~0.22 0,97 1.48  |250.40
(-5.58)* 17(21.73)% (-2.63)%
(2) m, onn1 1.20 | -0.18 6.97" 1.43  [233.64
- (-5.65)% 21 .40)% (-2.52)% :
|
(3) m, " 4,38 1.20 ~0.20 0.97 - 1.39  1221.29
- (-5.40)% | (20.8u4)% . (-2.35)%
(1) my L _iu5 1.20 10,17 .0.97 1.51  [217.02
(-5.47)% | (20.83)% (=2.27)% :
Note: 1) All the variables defined in Table I
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Table 6- ESTIMATES OF MONEY DEMAND FUNCTION IN SRILANKA

No. of Dependent | Constant o .e -
Equation| Variable {c v, ' yE Py Py R - D.W F
(33 my ' 1.41 ‘ 0.66 -0.05 0.81 1.81 29.43
' (1.80)% (7.61)% (~2.04)%
(2) my 1.52 0.65 -0.03 0.80 | ‘1.82 2721
(1.88)% {7.82)%] (-1.75)%}"
(3) m, 6.24 0.13 _ 0.00€ 0.19 0.58 1.62
(9.35)= (1.73)% (0.1u)
i
| |
- 1
(1) my 6.24 0.13 . 0.008 0.19 | 0.87 1.63
(9.38)% | (1.75)%] (0.22) |
l

Note: 1) All the variables defined in Table I.

2) The t-values are given in parentheses and a star(%*) indicates that
coefficients are statistically significant at the S5 percent confi-
deance level.
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- The results in table & are very much different from those in table b,
A glance at table 6 is sufficient to see that the estimates of demand for
money are improved significaht1y by substitution bf permanent for measurcd
income and expected for actual iaflation. The reader will note that there
is a marked difference in permancnt and measured income elasticities Lfﬁ.la

for mcasured and 0,66 for permanent income /. When measured income is used

e o _‘ ? B ) .
with P or with Ptp the adjusted R decreased to U.19 and the Durbin-Watson

stavistic shows the presence of scrial corvelation Qf in other words, mis-
specification of the model., Therefore pormanent fncame is the wost appro-
priate scale variable in the money demand Function in Srilanka. Similarly.
it is also found that %nflationary expectations play an important role in
imoney demand in Sritanka., Thercfore, expected inflation is preferred to 3
actual inflation as an opportunity cost variable. These findings are in

inflation improve the results substantiatly.

The permanent income elasticities are smaller than unity and suggests
the existence of cconomies of scale in money holdings. At this point we
are in disagrement with Fry who found the permanont income elasticity as

. , . . . . P s 15
1.93 which suggests the absence of sconomies of scale in woney holdings™ .

L Using permanent incame and expected inflation and covering the time period
1962-72 nhe found income elasticity as 1.%3. '
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CONCLUSTONS

One of the major problems in the study of the demand for money in de-
véidping countriés has been th choice of the appropriate scale variable
(meﬁsured or permahent'income). There  1s no agreement oQér fhis issue. Some
authcré‘argue in favour of weasurced income given the typiéa1 characteristics
of the deve]oping countries while some argue in‘favour of permanent income.
Secondly, the influence of inflationary expectationé 6? the demand-for-moncy

had not been rigorously examined in the developing countries of Asial’
ning

The purpose of this paper has beon to examine these issues and, as a
further step toward their eventual yesolution, presents evidence from six
Asian LOCs. This was done by waking use of the adaptive expectations wmodel
to calculate the permanent income and expected inflation, By minimizing
the quadratic loss function we computed the optimal adjustment coefficiants
of permanent ifncome and expectod inflation. In terns of goodness of Fit,
we found that substitution of parmanent for measured and expected for actual
inflation did not improve our =stimates for all the countries included in
our sampie except Srilanka. The inclusion of permanent income and expécied
inflation in monay demand function in Srilanka improved the estimates sieni- -
ficantly. The message of this paper is that we cannot genceralise the state-
ment, that, permanent and measured income elasticities are exceedingly éiosu
t0 2ach other and therefore, measured 1ncomu can be substituted for permancnt

income in developing countries as a whole., Each country should be examined

on their own intrinsic werit.

From the policy point of view the message is clear. There is nol much
to choose between permanent and measured income as a determinant in the wonzy

demand function in all the countries considered in this paper except Srilanka.
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However, the policy maker in Srilanka should make it clear that the most
appropriate scale variable is that of permanent income and not measured
income. Furthermore, inflationary expectations, do not play a significant
role in money demand in all the countries except for Korea and Srilanka.
Therefore, the interest rate appears to be the appropriate opportunity
cost variable in money demand in the countries other than Korea and

Srilanka.

yRana
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