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Abstract 

Purpose– For monetary policy, money demand is most important factor. Due to this 
reason present is going to determine the factors impacting the money’s demand in 
Pakistan.  
Design/Methodology/Approach- Time series data is being used of period from 
1975 to 2013. For estimating money demand in Pakistan different techniques are 
being used like auto regressive distributed lag (ARDL) frame work and  bound testing 
approach to co-integration. 
Findings- Findings reveal that how all variables affect the real demand for money. 
Demand for money positively affects the trade openness, savings, GDP per capita 
and negatively effects the inflation. According to literature the coefficient of inflation 
with money demand can be positive and negative. The ECM is highly significant and 
it shows the convergence rate of equilibrium. The results of these factors of money 
demand can boost up the economy of Pakistan. 
Implications- This study highlighted different issues related to economy of 
Pakistan and suggested some measure to make Pakistan a better economy. 
Originality Value-Researcher in Pakistan has tried to investigate the factors 
affecting the demand for money which has not been done before according to 
researcher best knowledge. 
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1.0 INTRODUCTION 

The money demand is the quantity asset which people wants to put in 

their portfolios such as checking accounts and cash. Money has two 

important features: 1)Money is liquid asset and it helps for holding money 

2)Money pays low return as sometimes currency pays a zero nominal return. 

It is important for economists to study the determinants and stability 

function of demand for money. Both developed and developing countries 

conducting the investigation on it. Forgetting the frameworks, the primary 

objective is to justify the appropriateness of existing money. Due to some 

structural changes such as financial innovation money demand function has 

not been established. 

Interest rate, price level, real income is the macroeconomics variables 

which effects demand for money. If income or prices increases, demand for 

money also increases. Interest rate also affects the demand for money 

through return. If the interest rate on money will be high, people will demand 

more money. If the interest rate on alternative assets to money increases, 

people will prefer alternative assets but not money. If the level of prices 

increases, the people will hold more dollars for transaction. If price level is 

high, by raising the need for liquidity, the nominal demand for money will 

increase. For the transaction purpose people will prefer to hold more money. 

Real income is an important factor that determine the number of transaction. 

In underdeveloped countries people put their saving in paper money 

form, but in developed countries many alternatives are available.  Portfolio 

theory states that demand for money depends on expected return on money 

and its alternatives. If money’s expected return is more, than return on 

alternatives, then demand for money will be more and vice versa with risk 

and liquidity held constant. 

Transaction demand for money and speculative demand for money 

increase with increasing level of wealth. But if level of income and level of 

transaction demand for money are constant then individuals have no 

inspiration to keep wealth in money form, because other financial assets pay 

positive interest which money does not. Anyhow investment on wealth asset 

is risky, because financial assets are related with the fluctuation of market 
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rate of interest. Money does not attach any risk rather than deflation risk only. 

Money demand averter will increase at high risk situation. Money is more 

liquid than other financial asset because money does not attach with any 

transaction cost. The long term financial assets are not easy to convertible 

into money before maturity time. 

2.0 LITERATURE REVIEW       

Uzawa (1962) explained incorrectness of that functional form. In 1979 

Offenbach, at the very first time introduced FFFs. FFFs is acceptable 

approximately by global point of view. It is also useful for unknown underlying 

data generating function. It produced arbitrary accurate elasticity with respect 

to data observation. 

Barnett (1978) observed that in microeconomics of monetary 

aggregation process “User Cost of Money” is actually the formulation stone. 

User cost of monetary assets helps the economists to find out the consumer’s 

choice set for both monetary services and consumption goods. The utility of 

consumer is a function of monetary services, consumption goods and leisure. 

In the beginning he has used Cobb-Douglas and Constant Returns to Scale 

(CES) utility functions these are easy to interpret and easy to use and they 

resolve the problem. Agenor and Khan (1996) investigated the currency 

substitution model by analyzing the ten developing counties. The preference 

between the selections of keeping domestic money or foreign currency 

crucially based on foreign rate of interest and future rate of interest. 

Simmons(1992)  analyze the money demand of  five economies of 

Africa .Author investigated the role of domestic interest rate ,expected 

depreciation in exchange rate and variables of opportunity cost. The results 

showed the significant relation between domestic rate of interest and money 

demand. By analyzing the result of four countries out of the group of five 

economies, the study showed the vital role of inflation in determining the 

money demand .Previous literature also shows the verity of opinions given by 

the economists regarding the M2. These opinions focused that M2 must be 

taken as a suitable indicator of monetary aggregates. 

Sriram(1999) explored the review of practical studies done on 

demand for money. The previous work measured the money demand 

function with a specific relation i.e.  (m^d/p)=f(s, oc).It shows stands for the 
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variables of economic transactions. OC shows the opportunity cost of holding 

money. While opportunity cost variables, scale and stock of money of money 

varies within the studies .The previous work is mostly founded on asset 

theory or transaction theory. Transaction theory of money based on narrow 

money i.e. M1 and M2. Some income variables are also include GDP, GNP, 

NNI, Treasury bills yield and short term interest rate.  

Siddiki(2000)  studied the money demand function of Bangladesh. 

The study used the data for the period of 1975-1995.The study explored the 

money demand function by exploring the impact of unofficial exchange rate 

with using the boumd exchange rate approach. Author explored the co 

integration of money demand and income. The result showed the significant 

impact of independent variables on dependent variables.  

Serletis (2007).investigated factors as well as stability of money 

demand function. Fisher focused on income as only the influential factor of 

money demand function. While Tobin, Keynes and Friedman are interested in 

the return of bonds and equities as well as the return of physical goods. 

These economists are not agreed to each other about the characteristics of 

interest rate money demand function. According to Keynes money =demand 

and interest rates are inversely related. Friedman accepted this inverse 

relationship and by doing so he provided update to the Quantity Theory of 

Fisher.Economist has various views regarding the stability of money demand 

with effect to interest rate. According to Fisher’s Quantity Theory of money 

demand, stability in velocity of money indicates the stability in money 

demand. According to Fisher’s theory, the stability of money demands is base 

on velocity of money demand can be predicted. In Keynesian’s view money 

demand is significantly affected by the rate of interest. Velocity of money 

cannot be static which leads to instability in demand for money. 

 

3.0 DATA AND METHODOLOGY 

To analyse the factor affecting demands for money in Pakistan, data 

is collected for a period of  1975-2013 from different sources like, Google,  

websites of state bank, and World Bank etc.  
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Table1: Summary of the independent and dependent variables of the 

study. 

Variables  Description of variables Unit Of 

measurement  

Expected 

sign 

MD Money Demand Rupees(million)  

Tb Terms of trade Rupees(million) -ive 

INV Investment In Percentage +ive 

GDP  Gross Domestic Product Rupees (million) +ive 

INF Inflation In percentage -ive 

Ex Exchange Rate 2010=100 +ive 

 

Econometrics Issue 

This portion is based upon important econometric issues such as data 

stationary and auto regressive distributed lag approach (ARDL) and bound 

test. When we apply ARDL its means that our data is normally distributed and 

have no serial correlation and found no heteroscedasticity. Augmented 

Dickey Fuller test is the best test to check the order of integration and on the 

basis of ADF we should be justified that we apply ARDL if all variables are 

integrated at I(0) and I(1) then we apply ARDL. 

Table 2: Results of ADF Test 

ADF  Test Statistic 

Variables At Level 1stDifference Conclusion 

 Intercept 
Inter.& 

Trend 
Intercept 

Inter.& 

Trend 
 

TO -4.90** - - - I(o) 

ER 1.55 -1.59 -3.78**  I(1) 

INV 2.05 0.20 -2.87** - I(o) 

GDP -4.90** - - - I(o) 

INF -3.23** - - - I(o) 

MD 2.44 -0.62 -8.61** - I(1) 

Calculation Based on Eviews 9.5 (*,**,***) shows the level of significance at 

1%, 5%, 10%. 
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Model Specification: 

Y=f (MD) --------- Eq1 

Where equation 1 represents as 

Y= output 

MD= Money demand 

MD = β0+ β1 (GDP) + β2 (INF)+β3 (TO) + β4 (EX)+ β5 (INV) + µi 

Where, 

µi =Disturbance term 

β0 = intercept term 

β1, β2, β3anβ4=Slop of coefficient

Description of Variables 

The descriptions of variables are as follows: 

Gross Domestic Product 

GDP is defined as the sum of all goods and services that are valuable 

within a country’s in a particular period such as weekly, monthly and yearly.  

GDP is the important indicate of economy’s size. Every expenditure and 

calculation based on GDP. 

Terms of trade 

Terms of trade is the value of nation’s exports relative to its imports 

multiply by 100. If the term of trade value is greater than 100 then nation 

imports more and more but if the value come less than 100 its means that 

nation imports is less. It is also related to the current balance of payments. 

Exchange Rate 

Exchange rate is the value of one nation currency for a specific 

purpose converted to another currency. Exchange rate consists of two 

elements: one of the domestic currencies and second is the foreign currency. 

There are three types of exchange rate such as fixed exchange rate, flexible 

exchange rate and final is managed floating exchange rate. 
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Inflation 

Inflation is defined as a rate in which prices of general goods and services increases 

but purchasing power of consumer’s decreases. Inflation is mostly measured in terms of 

consumer price index (CPI).There are two types of inflation one of the cost push inflation and 

second is the demand pull inflation. 

Investment 

Investment is that item which is purchased with this idea that this item provides us 

profit in the future. Investment may be consists of bonds, Property, shares and stocks that 

things which we hope that give us profit so we invest that. 

Money Demand 

Demand for money refers the different financial assets in form of money such as 

bank deposit and cash. There is inverse relationship between demand for money and rate of 

interest. Demand for money gives the liquidity which produces a trade off. 

Empirical Result 

 When we used ARDL then we follow the two steps. First we check the presence of 

long run among the variables if the F- statistics value greater than the upper bound value. It 

means that there is long run relationship between variables. 

 

Table 3:  F test  

F-Stat  

Critical bound value LCB UCB 

10 %  2.08 3 

5% 2.39 3.38 
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Table 4: Diagnostic Tests  

Test Statistics 

Serial Correlation 2.23(0.0148)* 

Normality  117.95(0.00)* 

Heteroscedasticity 2.87(0.01)* 

Ramsey’s RESET 1.46(0.15)* 

 

It can be concluded from above table that serial correlation does not exists.   

Variables are normally distributed and there is no heteroscedasticity problem and last one 

Ramsey reset shows that there is no error in our model. 

Table 5:  Estimation of long run relation 

ARDL (3,1,1,0,0,0) used based on AIC  

Dependent variable is MD 

Regressor coefficient Standard Error T-Ratio prob 

EXR 220.395965 2378.768147 0.092651 0.9269 

INV  0.915513 0.057818 15.834459 0.0000 

INF -553.268471 3112.220870 -0.177773 0.8603 

TB  -354.012525 1063.040064 -0.333019 0.7419 

GDP 186.301499 4078.218512 0.045682 0.9639 

C 13862.36 46262.688 0.299645 0.7669 

 

In our estimation, Money demand is dependent variable and exchange rate is 

positive related to it. The investment and Gross domestic product are also positively related 

to money demand while Inflation and trade balance has negative relationship with money 

demands. 

Table 6: Estimation of Short run relationship  

Variables Coefficient T-statistics Prob 

D(Md(-1)) 0.307132 3.358942 0.0025 

D(Md(-2)) 0.443827 3.879067 0.0007 

D(EXR) 4672.924 2.241128 0.0341 
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D(INV) 0.213092 4.018807 0.0005 

D(INF) 748.184435 0.375494 0.7105 

D(TB) -116.676834 -0.150049 0.8819 

D(GDP) -58.834970 -0.022737 0.9820 

COINT EQ(-1) -0.950191 -10.744343 0.0000 

Source: Author calculation based on 9.5 

The process of adjustment of short run is practical from the co integration equation. 

The value of coint eq must be negative. The coefficient of coint eq is -0.950191 and it is also 

significant. The derivation of Money demand equilibrium level of current period will adjust by 

95 % in next period .Exchange rate and investment both are positive and statistically 

significant while trade balance and Gross domestic Product are negative and statistically 

insignificant. 

Stability test  

Now we analysed the CCUSUM and CUSUMQ test in Auto regressive distributed 

lag. This test shows the stability of variables. This graph lies at 5 % significance level. 

Fig 1. Cumulative sum of Recursive Residuals 
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Fig 2.  Cumulative sum of square of Recursive Residuals 

 

 

4.0 CONCLUSION 

This study analysed the factors affecting the demand for money .In this study, the 

annual time series data from 1974 -2014 is being used. Furthermore, ADF(Augmented 

dickey fuller) test is used to check the stationary of variable. This study takes the variables of 

money demand, trade balance, exchange rate, inflation, investment and GDP. According to 

the result of ADF, ARDL (auto regressive distributive lag) econometric approach is applied. 

In ARDL, bound test is used to prove the presence of long run relationship.  According to our 

results, Investment and trade balance have negative impact on Money demand while 

inflation, GDP and exchange rate have positive impact on money demand.  
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