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Abstract

Most of early studies and research work have extensively dealt with the
subject of the relationship between money and national income within
developed countries. Whereas, less attention has been paid to such relationship
in developing economies. In the case of Saudi Arabia, empirical studies for
such a relationship or the effect of money on income are very limited in
number and methodology.

The objective of this study is to investigate the impact of the growth of
money supply on the growth of the private sector in the Kingdom of Saudi
Arabia. The variables used in the study are: growth of the private sector (Ps),
growth of money supply, growth of banking credit (Bc),and interest rate (Ir)
(inter-bank interest rate on three-month US dollar denominated deposits in
London Stock Exchange). Conventional and modern methods have been
applied such as the Unit Root tests of stationarity, Engel-Granger Two-Step test
for Co-integration, Johansen Co-integration Test. The study has relied on
annual data obtained from domestic and international sources for the period
1970-2002.

Statistical findings based on the Unit Root tests have indicated that the
variables used in this study are not stationary at levels; however, these
variables are stationary in first difference at a zero lag period in Dieky-Fuller
(DF) test and at lag period of the third level in Phillips-Perron test (PP). This
means that they are integrated of the first order. This has been followed by
subjecting variables to the Engel-Granger Two Step Co-integration test, which
has shown that variables are cointegrated of the same order. The residuals
stationarity has been tested by applying ADF test which has indicated that they
are stationary at levels. This indicates the existence of co-integration between
the variables in question.

Also Johansen co-integration test has shown that there is a single co-
integrating vector. Thus, we conclude the presence of cointegration among the
four variables.

The findings of the Error Correction model show the behavior of the
long-run dynamic between private sector, money supply, banking credit, and
interest rate. For instance, if the money supply deviate from the long-run
equilibrium, private sector and banking credit tends to deviate in the same
direction while interest rate moves in the opposite direction. In essence, the
change in the four variables should converge to their existing the long-run
equilibrium with a magnitude of error correction equals 0.622.
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