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ANALYSIS OF THE DEMAND FOR MONEY IN CHINA

Research on Scale Variables of Demand for Money Function

ABSTRACT

Research on the money demand is indispensable to market
economy. Its significance lies in: there exists a dialectical
relationship between demand for and supply of money. The
influence of the demand for money on economy is becoming
greater. Knowing the aggregate demand for money under certain
condition and its varying law could clearly make the central bank
use the tools of monetary policy effectively and control the
supply of money appropriately. Furthermore, by making use of
the varying law of demand for money ,the supply of money can be
changed under control and the economy equilibrium on the lower
level may be broken. Through the market mechanism,the effect
leads to the change of variables,which affect the stock of money
to move towards the expected direction. Thus,the supply of and
demand for money will be in equilibrium at the much higher level
of income, and the dual goals of economic growth and price
stability will be attained. In one word ,there are great theoretical
and practical significances in the research on demand for money.

Based on the achieved success, according to the present
situation in China, this thesis intends to explore the scale
variables of demand for money function theoretically in
developing countries,and aims at doing some tentative research
for the construction of theory of demand for money. The writing
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of the thesis is due to the following reasons: Firstly, in the
process of the financial innovation,new phenomena and problems
appear in the research on the demand for money,for instance ,the
stability of the demand for money is impaired , or , the issue of
" missing money” occurs, all contributed to the research of the
demand for money concentrating on the variables of opportunity
cost and other variables, however, the research work in scale
variables is not very successful. In the author’s opinion,most of
the new spectacles of problems are associated with the scale
veriables consequently, it is necessary to probe deeply into the
scale variables. Secondly, in China, the main factors which
determine the people’s demand for money includes income,
wealth, trade volume and other scale variables, because of the
less-developed financial industry,the backward market economy
and only a few types of financial instruments.

The thesis is written according to the rules of the integration
of theory with practice,and the approach of the combination of
the general abstraction with the concrete analysis. It is
emphasized on the basic analysis in theory. The scale variables of
the demand for money are studied in the light of the logical
sequence from abstraction to concreteness.

The thesis consists of three parts,and it can be divided into
eight chapters.

The first part is Chapter 1,Introduction. Some basic issues
about scale variables of demand for money is discussed in this
chapter,for example,the definition of money,the implication of
demand for money ,the scale variables and their action on demand
for money. The meaning of scale variables and the money demand
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is classified according to two categories of money definition:
priori and empirical approach. The object and range of study in
the thesis are also introduced in this chapter. Besides, the
achievement at home and abroad is simply reviewed,
furthermore ,and unsolving problem is presented in the field. The
task of the study is how to solve it.

The second part is made up of Chapter 2, 3and 4. The
theoretical research is emphasized.

Chapter 2 clarifies the views about Marx’s money theory,
and points out that it is not right to believe that there is no
theory of demand for money in Marx’s works,only the theory of
necessary money is one of the theory of demand for money which
is determinded by the objective and subjective factors under the
condition of the labor theory of value and the metallic monetary
system. Besides, after the examination of the Marx’s theory of
demand for money,the author specifies that the Marx’s theory of
demand for money involves the research on scale variables. At
the end of this chapter,the writer evaluates the Marx’s theory of
demand for money.

Chapter 3 discusses the relationship between income and the
money demand. First of all, the writer gives the definition of
income , which is a reward earned by economic units who supply
their labors or capitals at the benchmark period, it is a flow
variable. According to the definition, the types of income

“variables in the function of demand for money are classified. The
correlations between income and the demand for money are

probed from the analyzing the function..
Md=k Y




Firstly, the writer points out that the k is not a mechanical
variable ,contrastly,it is a implicit function decided upon by a lot
of factors, and k is an important variable in the function of
demand for money. Secondly,the author examines whether there
exists the stablity between income and demand for money or not.
The relationship between income and the money demand is
dependent upon the variable k and how to measure income.
Thirdly, the author pores over the income elasticity of demand
for money and income velocity, and suggests that the income
elasticity is getting larger and income velocity slower in the
process of economic growth. The view is confirmed by the
practice in China.

Chapter 4 examines the connection between wealth and the
money demand. Wealth can be regarded as an alternative variable
of income in the function of demand for money. K. Brunner and
A. H. Meltzer formed their function in this way. Their empirical
results show that the variable of wealth is better than that of
income in forecasting the change of demand for money. The
author agrees with their opinions after considering three
definitions of wealth used to form the different function of
demand for money.” Permanent income” described by M.
Friedman is appraised through discussion in detail ,accordingly,
the author makes a conclusion that the consumption function can
not be regarded as an inverse function of demand for monny,it is
a transformation of the function of demand for M, or M, sinstead,
the consumption function is researched for the need of the
equilbrium decision not only in the real field, but also in the
monetary field. Therefore, the phenomenon of wealth effect
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occurs when the price of money supply has changed, and the
wealth effect can lead to the variation of demand for money by
the mechaninsm of real balance effect. The key problem is how to
measure the wealth of labor power in the wealth model. A. H.
Meltzer tried to do it,but the author does not agree all with him.
The wealth variable of demand for money in developing countries
is involved in the last fraction of this chapter. S. Daw and P. Earl
believe that there is not a close relationship between the demand
for money and wealth in developing countries, but the author
argues that their conclusion does not fit to the condition in
China. The conclusion of this chapter is that when the wealth
composition is getting more diversified, monetary policy can
bring about the change of price level,and influence the aggregate
demand for money through the mechanism of ” wealth effect”,
which will increase the efficiency of monetary policy. But it is
essential to slove how to measure the labor power wealth or
aggregate wealth at first.

The third part includes Chapter 5, 6, 7 and 8. The empirical
analysis is emphasized in the part.

Chapter 5 discusses the effect of financial innovation on the
scale variables. The author’s research shows that financial
innovation not only results in the change of demand for money in
large quantity,but also weakens the effect of scale variables on
the demand for money,and disrupts the stability of demand for
money function. The author analyzes the effect of financial
innovation on the demand for money in the developed countries
and developing ones respectively in empirical approach, and
illustrates the different results according to demonstration in
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Chapter 3 and 4. The demand for M, is destabilized in developed
countries, evenmore, there exists the occurance of ” missing
money” , but the demand for M, is relatively stable. Contrastly,
the demand for M; is more changeful than that for M,. The
different results occur because financial innovation makes the
appearance of the divergence between the growth of wealth and
that income,and the different behavior of demand for money are
reasonable in the two types of financial and economical
environment. After discussing,the amount of ”"missing money” is
not only the error between real value and forecast one,but also
reflects the descent of real absolute value. The phenomenon can
not be eliminated by the improvement of statistic technology ,but
the development of theory can explain it instead.

Chapter 6 specializes in the issue of ”excess money” in the
process of economic system innovation in China. The author
thinks that the ”"excess money”in China can not be explained well
from the lead money supply. By analyzing the demand for
money, it is easier to illustrate the occurrence of the ” excess
money”. In the process of monetization, the disequilibrium
between the wider range of money trade and the strength of
money function leads to the increasing demand for M, or M, in
large quantity. Besides ,the requirement of ” domestic finance”
brings about the larger incresing demand for M, in the case of
less financial deepening. Under the condition of the weakening
ability of -fhe central bank to control the money supply,it is the
excess demand for money that forces the supply of money to
increase, and the ” excess money” is produced. The form of
aggregate demand for money is analysed from the side of income,
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contrastly ,the composition of demand for money is studied from
the side of expenditure, including the change of consumption
function, the alternation of saving behavior, the shift of demand
for money behavior of governments and businesses, the
monetization of rural economy and the development of financial
markets. Based on the method described above, the author
scrutinizes the cause of excess edmand for money in China,and
concludes that the ”excess money” can be eliminated and the goal
of equilibrium between the supply of and the demand for money
can be achieved by the way of ”financial deepening” ,developing
financial markets, operating market mechanism {further, and
guiding of limiting the economic unit behavior of the demand for
money.

Chapter 7 examines the underground economy and grey or
black finance. The underground economy is one of the covert
factor which influences the stability of demand for money. The
author believes that the underground income produced by
underground economy tends towards the increase of the demand
for M, according to a close correlation between cash transactions
and underground economy, grey or black finance. The scope of
underground economy in China is estimated by the author,who
conceives that there exists a far-sized underground economy in
China, and points out that neglecting the exist of underground
economy will mislead the decision of macroeconomic policy,
ecpecially to menetary policy and generate ” a real economic
fault”. The conclusion of this chapter is that underground
economy and income must be studied in detail in order to operate
the macroeconomic policy more effectively. The feature of
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underground economy is characterized by the using cash in
quantity,so a relatively easy (no expansive)monetary policy is
carried out in order to meet the money demand of economic
activity.

Chapter 8 tries to form the model of money demand in
China. Firstly, the time lag lays in the process of money supply
and money demand is analysed,and it can be divided into inside,
intermediate ,and outside time lag. The result turns out that the
time lag of demand for money in China is about between 3/4 and
1 year ,thus,time lag must by considered-in forming the model of
money demand ‘in China. Secondly, the monetary income of
household, the national income, and the gross national product
(GNP) are used separately as the scale variable to form the
models of demand for My, M;,and M, in China. The empirical
results are coincided with the theory analysis described above.
That is to say, the income elasticity of money demand is
relatively larger, and the quantity of money demand grows
rapidly, the income clasticity of demand for M, and M, are both
larger than unit,and the income elasticity of demand for M, is
near to unit. Finally ,some policy conclusions are made at the end

of the thesis.

Dai Guo Qiang
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