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One of the tenets of the buffer stock model of money demand is that
tranasctions money balances are shock absorbers and transitory monsy
balances wouid dissipate in the long ran as actual monzy demand adjusts
1o its desired level following an unenticipated imcome shock.” However,
poor performance of the siandard partial dynamic aggregate money
demand model sinee the middle 19735 has seriousty challen ged the validity
of the buffer stock model. Utilizing panel datz, this stady empirically
shows that the speed of adiustment is fast at the microecon omic level, and
the lomp-run parametric estimates are not as implausible as those suggested
in past aggregate studies on money demand.

{. introduction

Based on Friedman’s (1956) concept of monsy as ‘a
temporary abode of purchasing power’ and the
permanent income hypothesis, the buffer stock
modsl of money demand exponnded by Darby
{1972}, Laidler (19843, Cuthbertson and Tavior
(1986, 1989, 1992}, Mizen (1994), and others predicts
that transactions money balances act as a buffer
against unanficipated income shocks. Since the

- middle 19708, however, empirical studizss on the

pariial dynamic modet of aggregate money demand
indicate that the speed of adjustment has become
extremely slow of even negalive, and long-run
parametric estimates have become implausibly large

‘. (Carr and Darby, 1981; Judd and Scadding, 1982).
- Conseguentiy, In Iecent years many moneiary econ-

omists have called for a re-examination of the

" microfoundations of aggregate money demand

=neral and the buffer siock model of mopey demand

in particular {Barpett, 1997; Cuibhbertson, 1297;
Laidler, 1997, Mizen, 1997).
Utilizing panel data from the Survey of

income and Program Participation (SIPP), this
studdy  revitalizes the long  neglected  tradition
of crass-sectonal studies and examiness the empirical
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contents of the buffer stock model of money demand.
When monev demand data are fres from the
assumption of a representative apent! and  the
identification problem, rogression results revesi that

the anmual speed at which the demand for noninter- -

est-earning checking accounts adjusts to the desired
level is much faster than those found in pasi
aggregaie money demand studies. On  average,
about 66% of the adjustment process would be

completed within a year for noninieresi-earning.

checking accounts among heierogeneous honsehoids. ™
Iong-run elasticities of permanent income and the”

rate of interest are not as large as their agprepaie
counterparts.

EE. The Mode]

Fhe microsconomic counterpart of the long-run
buffer siock model of agpresate money demand

originated by Darby (1972) can be expressed in log-

tinzar form as

logm? = b+ flogy! + Brlogi +&8, (1
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where m% {6 real desired money demand during
peried 1, 37 is real permanent income, i, is the rate
of interest or the opportunity cost of kolding monay,
and §, is & st of demmographic variables representng
the dife-cvele motive (Modigiani snd Bromberg,
19543, The vestrictions, 8 >0 and 8, < 0. are expecied
o hold. The signs of e's vary with demographic
varigbles. If «@'s=0, Bquation 1 reduces io is
aggregate counierpart uader the assumpticn of &
representative coopomic apent.

The short-run buffer stock model of money
demand can be derived by adopting the real partal
adjustment hypothesis of Chow ({19%66) and
Friedman's postulate that changes in acteal money
demiand’ are related fo changes in permevent and
transitory money balances. That is,

iogm, - logmyy = Alogm} ~logm,.;) + Meg}-‘f'.,
D<i<l (y

where y7 is transitory income and A s the speed of
adjustment. The restriction, &>, holds. Equation 2
shows that the deviation of the current ievel of money
demnand from its previous level is a fraction of the
deviation of desired money demand from the previous
level of actual money demand piug the fraction of
transitory income held as transitory money balances at
time ¢ Solving Egquation 2 for the iog of m} and
substifuting the result back into Equation 1 mves

logm, = 6y + 6, iogy;" + 6 logi + 6,5 + ﬁlogy,T
{1~ Rilogm. + e (3

o where 8= Afg, B = A8y, By =248 and 6y =ia’. The

arrer term, ¢, is assumed o possess the Hrst-order

" . serfal correlation, S

'l_.'j_».‘f
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" where p is the first-order serial corrzlation coefficient
~rand g, 15 &R error term with zero mean and constant
:-variance. Equations 1 and 3 show that, given knowl- .

edge of the reduced-form parameters, the lomg-run

" elasticities of permanent income and the rate of
" .ipmterest can be obtained by dividing their short-run

counterparts by the speed of adjustment.

Hl. Dats Source and Definitions

- With the excepvion of the Consumer Price Indsx

{CP) compiled by the US Bnrsav of Labor Statistcs,
all datz are obtained from the 2061 SIPP conducied
by the United States Burean of the Censes from 200)
throwah 2003, In this study, housshoiders are defined

el
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as those who own or rent their homes and are at jeast
13 years oid. Since the 2001 SIPP collects 36 months
of longitedinal information on the income of each
iperviewed  howsehold, permaneni income can be
estimaisd by tsking the average of each household’s
36 monthly incomes, Estimates of tramsitory
income can then be approximated by subtrackng
permrnent  income  from  mezsured  income
Real monthly income is equal to nominal monthly
income deflated by the monthly CPI for househoids
that were interviewed during the enfire survey,
Current income is the sum of real labour incoms
and noniabour income. Labour income consists
of wages, salsres and ssif-employment incoms,
while nomiabour income copsists of inferests and
dividends from financial assete, retitement incomes,
Sociel Security income, povernment iransfers and
other incomes.

As shown in Equation 3, at least twe periods of
money demand date are required before any regres-
gion can be conducied. In this study, money demand
is  defined s nonintercsi-earning  checking
accounts contained in waves 3 aznd 6 collected i
2001 and 2002 by SIPP interviewers, tespectively,
Current and lagged money demand data are obtained
from waves 6 and 3, respectively. The rate of returmn i
estimated by taking the ratio of gross rewurn on
interesi-carming checking accounts, regular or pass-
book savings, money market deposit accounts and
certificates of deposit to the total amount of thess
assets reported by each household. For simplicity, the

life-cycle motive is reprasented by apge, education,

marital siatug (marrisd = §; 0 otherwise), and number

of children {with children ==1; @ otherwise).

Y. Regression Recults

Meximum iikelihood estimation resuits are presented
in Table |, The hrst regression in Tsble | i
conducted without including the Hfe-cvcle motive as
a factor detennining money demand, while the

second regression is conducted afier introducing the

life-cyele motive into the analysis. Ag shown in
the first regression, the coefficieni of lagged money
is positive and wignifiesnt with 2 magnitude
of approximately 039, sugpssting that, on average,
the apnoal speed of adiustment is ¢.61. Similarly, the
cosflicient of lagged money In the second regrassion is
significant with 2 value of 0.34, impiving that the
annual speed of adjustment s (.66, Thus, more than
60% of the adjustment process wouid be compietad
witnin & vedar in both regressions i any of the

demrminants s dizturibed. Olher findings show fhat
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Tabie 1. Findings for houscholic posseising noniraterest- and interest-yiclding monetary assets

Explanatory varshbies

Without life-cycle mative

With tfe-oyele motive

Conglani ~B.6573
Permanen: incoms §.3t14
Trengitory income £.0038
Rate of reiurn ~0.0640
Lagped monsy 03875
Ape

Edncation

Marital siatus

Children

2 ~(F(3549
R sgquare 0.7963%
Sarnpie size 1757

(340} ~3 4460 (6.13}

(6.1 i,5083 (754

€1.99) 0.6639 (205

(3.2} ~6,0531 (1.63)
€ 17.44) 03396 {15.12)

0.0124 (488}

0.0476 (2.87)

~0.4436 {5.33)

~0.0893 (1,18}

(103 ~0.0572 (.67}

' 0.2280
1757

Note, (Bratisties are in parentheses.

a rise io permanent income by 100% would increase
shori-riun demand for non-interest-yiglding checking
accounts by 31% in the first regression and 51% in
the second regression. However, 2 fise in transitory
income by 100% only increases short-run money
demand by lese than 1% in each regression. A rise in
the rate of refurn on interesi-earning monetary assets
would reduce money demand by about 6% in the first
regression znd 5% in the secomd regression. The
coefficients of demopraphic variables in the second
regression are mostly significant, reflecting thas ihe
life~cycle motive is an important factor determining
money demand,

Furthermore, dividing the short-run elasticiiies of

permanent income and the rate of interest im the -

secernd regression by the speed of adjustmen: vields
the correspouding long-run pertnanent income and

. interest elasticities of 0.77 and —0.08. There is no

- -, evidence that the long-run elssticities have become

o J};'l'.}_‘“ g

extremely large. Summary statistics show that serial

" correlation is not a problem. The values of R*
*indicate that the second regression outperforms the
. First regression.

V. Conclusions

The extremely slow or negative speed of adjustment
found in past agpregate monsy demand stodiss in
peneral and the buffer stock model i particular
impies that acteal money demand would admst
either sxtremely slowly to or never reach ifs tong-run
equilibrium. At the aggrepate level, these past
findings are detrimantal to the buffer sieck medel
which relizs 0 heavily on the pardal dynamic
adfustment  mechanism  for  ransitory  moRsy
demand to dissipaiz in the long run. Wevertheless,

past studies on aggrapate money demand are plagued
by the assumption of & representative consumer, the
identification probiem, the simultanecus equatios
problem, or the use of proxies. Fiadings i this study
show that wher money demand data are no longer
inflicted by the assumption of a represeniative
economic agent or the identification problem, the
speed of adjustment is fasi and consistzn{ with both
the partial dynamic adjustment hypothesis and the
tuffer stock model of money demand.
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