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Determinants gf Income Ve[ocity
in the Kingd'om gf Saudi Arabia

Abstract

The thesis seeks to analyze the dynamics and determinates of Income
Velocity of Money in the Saudi economy. To this end, the thesis is built on two
complementary approaches: The first is a theoretical approach derived from an
economic literature review of income velocity of money, aiming at analyzing the
characteristics of the Saudi monetary sector, identifying the most significant
factors that affect income velocity of money, and establishing the relationships
among them in the context of the structure of the Saudi economy. The second is
a modern time-series econometric approach applied to deal with the features of
non-stationary time-series variables using "Unit-Root Tests", determine their
short-term relationship through "Cointegration Analysis", and build "Error
Correction Models" to adjust their short-term relationship to their long-term
equilibrium. The study covers a relatively long annual time-series data of 35
years, extending from 1968 to 2002. Logarithm transformations of variables are
used to smooth time series, reduce the influence of outlier observations, and
allow for economic-elasticity interpretations of the estimated parameters.

The results of the unit root tests have revealed that the time series in this
study are non-stationary at the level, while unit root tests at the first deference
turn out to be stationary; hence, time series data are cointegrated of order one,
I(1). The results of the co-integrating regressions of income velocity of money,
in its various definitions (V 1, V2, and V3) indicate the highly explanatory power
of these regressions. The estimated parameters of all independent variables are
highly significant, with signs consistent with the assumptions of the economic
theory.

After making sure that the obtained residuals from the cointegrating
regressions are stationary at the level, i.e. I(0), applying error correction models
of income velocity of money in its various definitions suggests that the best
estimates are those obtained by the ECM of V1 and V2, as all estimated
parameters are found to be significant with signs consistent with the economic
theory.
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The estimates of the ECMs of V1 and V2 indicate the existence of a
negative relationship between income velocity of money and both real income
per capita and value of shares traded, while they suggest a positive relationship
with interest rate and number of ATMs as a proxy for financial development.
On the other hand, the estimates of the ECM of V3 turn out to be insignificant
and/or imposing unexpected signs that are inconsistent with economic theory.

Besides, the statistical findings of the co-integrating equations of V1, V2,
and V3, obtained by Johanson Method, indicate highly significant parameters
with signs consistent with the economic theory.

The foregoing findings indicate that the co-integration tests conform to
the results obtained from the ECMs on the significance of the determinants of
income velocity of money in its various definitions. The findings of the
regression tests suggest that real income is one of the most significant
determinants of income velocity of money, while they indicate lower
significance for the effect of the variables of interest rates and financial
innovations as approximated by the number of ATMs.

In conclusion, the results of the function of income velocity of money in
its narrow definitions of V1 and V2 are more significant than those of the
broadly defined income velocity of money, V3, in view that they are more
representatives of money demand for transaction purposes that correspond to
money supply (Monetary Base), and thus, it can be concluded that the narrowly
defined income velocity of money, V1 and V2, has more implication for
designing monetary policy than V3 in case of the Kingdom of Saudi Arabia.
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Chowdhury, (1994), "Factors Determining the Income Velocity of Money in a
Developing Economy"
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Owoye, (1997), "Income Velocity and the Variability of money Growth: Evidence
from less Developed Countries"
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Chowdhury, and Wheeler, (1999), "The Velocity of US M2 in the 1990s: Some
Further Evidence"
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McMillin, (1991), "The Velocity of M1 in the 1980s: Evidence from a Multivariate
Time Series Model"
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Bordo, Jonung, and Siklos, (1996), "Institutional Change and the Velocity of Money:
A Century of Evidence"
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ALl dnalall Jall oV oo R Al (ke g Akl ot ol Sl cdena e cige Y

SYY -V G ‘r&e)i;&.u}]\ ‘c_:)}ﬂ\} )ﬁ\.ﬂ\}
Enders, Walter, "Applied Econometric Time Series", First Edition, 1995, John Wiley
& Sons, Inc., pp. 221-222.
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Phillips, P and Perron, P, "Testing for a unit Root in Time Series Regression", Biometrika, K
Vol. 75, 1988, pp. 335-346.
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3058 sfna duia) Dl 1 8 sienn it a3 Judlas (e a3 DLl gl el (3ol e lia
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Bisky ol gl el ot Y ) G Ul iy el ia) Alat Al
Judball 5 alall slas¥) iy Judl Wl aadiui g (Box - Jenkins) a8 Al Difference Method (35—l
e gal) LISl dsaial)

Enders, Walter, op. cit., 1995, pp. 373. °
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Enders, Walter, op. cit., 1995, pp. 374-377. !
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e a5 Unit Root ass sia leal Gl sl aaea (5S35 ¢Ay jibea

Enders, Walter, op. cit., 1995, pp. 389. \4
Enders, Walter, op. cit., 1995, pp. 390. A
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Enders, Walter, op. cit., 1995, pp. 396-400. q
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