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Abstract

Narrow and broad money measures (including Divisia aggregates) have been

found to have explanatory power for UK output in backward-looking speci -

cations of the IS curve. In this paper, we explore whether or not real balances

enter into a forward-looking IS curve for the UK, building on the theoretical

framework of Ireland (2004). To do this, we test for additive separability be-

tween consumption and money over a sizeable part of the post-ERM period

using non-parametric methods. If consumption and money are not additively

separable, then real money balances enter into the forward-looking IS curve (the

converse does not hold, however). A main nding is that the UK data seem to

be broadly consistent with additive separability for the the more recent period

from 1999 to 2007.

Keywords: Additive Separability, IS Curve, Non-Parametric Tests, Mea-

surement Error, Divisia Monetary Aggregates.

JEL Codes: C14, C43, C63, E21, E41.
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Non-technical summary 

 
Monetary aggregates would play an important role in macroeconomic models if 
current and expected future real money balances enter into the forward-looking IS 
curve (i.e. the relationship describing the inter-temporal allocation of consumption 
and output). In that case, changes in real balances would directly affect the dynamics 
of inflation and real output. The forward-looking IS curve is derived from the 
standard Euler equation for consumption, which implies that (ignoring uncertainty) 
the marginal rate of substitution between current and future consumption, adjusted for 
the subjective rate of time discount, equals the gross real interest rate. 
 
In standard money-in-the-utility function models, real balances will generally affect 
the marginal utility of consumption and, therefore, will enter into the IS curve. This is 
often referred to as "non-separability" in the literature. This direct role for money is 
only absent if the marginal utility of consumption does not depend on money. 
However, testing for non-separability is no straightforward matter. 
 
Ireland (2004) develops a method to test whether or not real balances enter into the IS 
curve within a stochastic dynamic general equilibrium model. Using this approach, 
Ireland (2004) and Andres, Lopez-Salido, and Valles (2006) find little evidence for a 
direct role for real balances in the IS curve using US and euro area data respectively, 
but Kremer, Lombardo and Werner (2003) find the contrary evidence for Germany. 
This method has, however, never been applied to the UK data. 
 
The microeconomic concept of additive separability is useful for testing whether or 
not real balances enter into the IS curve. A utility function is said to be additively 
separable between consumption and monetary assets, following Varian (1983), if 
there exists a monotonic transformation of it, which renders it into the sum of two 
utility functions one containing only consumption and one containing only money. If 
the instantaneous utility function is not additively separable, then real balances will 
enter into the forward-looking IS curve. Thus, additive separability between 
consumption and monetary assets is a necessary, but not sufficient, condition for 
excluding real money balances from the IS curve. 
 
Non-parametric revealed preference methods have often been used to test whether or 
not a set of observed data is consistent with the assumption that a group of monetary 
assets are weakly separable from consumption goods and services and other variables 
(including, possibly, other monetary assets). In this paper, we use non-parametric 
methods to test whether or not a set of data is consistent with additive separability 
between consumption and monetary assets. An innovative aspect of our study is that 
we use a new method, based on Varian (1985) and Elger and Jones (2008), to 
determine whether or not violations of additive separability can be attributed to 
measurement errors in the observed data.  
 
The non-parametric methods used in this study have several advantages relative to 
parametric tests based on estimating dynamic stochastic general equilibrium models: 
 

• they do not involve the use of linear approximations around steady state; 
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• they also allow to include different types of monetary assets including both 
interest-bearing and non interest-bearing ones; 

• saddle-path stability and equilibrium determinacy are not an issue.  
 
The main limitation of our approach is that we only test a necessary condition for 
excluding real balances from the forward-looking IS curve. 
 
There is considerable empirical evidence suggesting some explanatory power for 
money in explaining overall economic activity for the UK; therefore, an application to 
the UK monetary data appears particularly promising. In this paper, we test for 
additive separability using household-sector data on consumption and monetary assets 
for the UK. In our tests, we use Bank of England data, which are used to construct its 
household-sector Divisia index. We also run tests using the Bank of England's 
household-sector Divisia index to measure money. 
 
We test for additive separability over a sizeable part of the post-ERM period from 
1994Q1 to 2007Q1 as well as over various sub-periods. A main finding is that the UK 
data seem to be quite consistent with additive separability for the more recent period 
from 1999 to 2007 and particularly from 2001 onwards. For the full sample period, 
the data are much more consistent with additive separability if we measure money 
using either break-adjusted data or using a Divisia index than if we measure money 
using non break-adjusted data. 
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1 Introduction

In 2002, Mervyn King noted that “[m]ost people think economics is the study of

money. But there is a paradox in the role of money in economic policy. It is this: that

as price stability has become recognised as the central objective of central banks, the

attention actually paid by central banks to money has declined.” (King, 2002, p. 162)

After analyzing the role of money in the economy, he concludes that the disappearance

of money from economic models is more apparent than real, but cautions that there

are “real dangers in relegating money to this behind-the-scenes role.” (King, 2002, p.

173)1

Money could play a more interesting role in macroeconomic models if current and

expected future real money balances entered into the forward-looking IS curve. In

that case, changes in real balances would directly a ect the dynamics of in ation and

real output; see Ireland (2004). The forward-looking IS curve is derived from the

standard Euler equation for consumption, which implies that (ignoring uncertainty)

the marginal rate of substitution between current and future consumption, adjusted

for the subjective rate of time discount, equals the gross real interest rate.

In standard money-in-the-utility function models, real balances will generally af-

fect the marginal utility of consumption and, hence, will enter into the IS curve. This

is often referred to as “non-separability” in the literature. Koenig (1990), for exam-

ple, found that empirical results strongly suggested that an increase in real money

balances raises the marginal utility of consumption.2 This direct role for money is

only absent if the marginal utility of consumption does not depend on money; see, in

addition to Koenig (1990), McCallum and Nelson (1999, p. 303) and Ireland (2004).

Ireland (2004) develops a method to test whether or not real balances enter into the

IS curve within a stochastic dynamic general equilibrium model. Using this approach,

Ireland (2004) and Andres, Lopez-Salido, and Valles (2006) nd little evidence for a

direct role for real balances in the IS curve using US and euro area data respectively,

but Kremer, Lombardo and Werner (2003) nd the contrary for Germany.3 This

method has, to our knowledge, not been applied to the UK.

The microeconomic concept of additive separability is useful for testing whether

1For additional discussion of these issues, see Berry, Harrison, Thomas, and de Weymarn (2007).

They argue that “[a]t the very least they [monetary aggregates] provide a cross-check for other

economic indicators that are subject to uncertainty. And there may also be channels through which

monetary quantities contain incremental information for in ation.” For a skeptical view on the

importance of money in monetary policy see, among others, Woodford (2006).
2In theory, the e ect of changes in real money balances on the marginal utility of consumption

could be in either direction. Koenig (1990) also lists other variables that might a ect the marginal

utility of consumption, which he points out is typically measured as expenditures on non-durable

goods and services. These variables include, in addition to real balances, stocks of durable goods,

government purchases, and leisure. On the latter, see Mankiw, Rotemberg, and Summers (1985).
3Gabriel et al. (2008) apply a siminar methodology to US data in a more elaborated model,

which also accounts for an interest rate channel of monetary policy. Their results are similar to

Ireland’s.



8
ECB

Working Paper Series No 904

June 2008

or not real balances enter into the IS curve. The instantaneous utility function is

said to be additively separable between consumption and monetary assets, following

Varian (1983), if there exists a monotonic transformation of it, which renders it into

the sum of two utility functions one containing only consumption and one containing

only money. If the instantaneous utility function is not additively separable, then

real balances will enter into the forward-looking IS curve. Thus, additive separability

between consumption and monetary assets is a necessary condition for excluding real

money balances from the IS curve.

Non-parametric methods are often used to test whether groups of monetary as-

sets are weakly separable from consumption goods and services and other variables

(including, possibly, other monetary assets).4 We use non-parametric methods to

test for additive separability between consumption and monetary assets. An inno-

vative aspect of our study is that we use a new method, based on Varian (1985)

and Elger and Jones (2008), to determine whether or not violations of the necessary

and su cient non-parametric conditions for additive separability can be attributed

to measurement errors in the observed data. The non-parametric methods used in

this study have several advantages relative to parametric tests based on estimating

dynamic stochastic general equilibrium models: First, they do not involve the use

of linear approximations around steady state. Second, they also allow us to include

di erent types of monetary assets including both interest-bearing and non interest-

bearing ones. And, nally, saddle-path stability and equilibrium determinacy is not

an issue. The main limitation of our approach is that we only test only a necessary

condition for excluding real balances from the forward-looking IS curve, but not a

su cient one.

There is considerable empirical evidence suggesting some explanatory power for

money in explaining overall economic activity for the UK. Nelson (2002), for example,

nds that the growth rate of the real monetary base is statistically signi cant in a

backward-looking speci cation of the IS curve. Elger et. al. (2008) nd that the same

is true for household-sector Divisia monetary aggregates. These results corroborate

similar ndings for the US (Nelson, 2002, and Hafer, Haslag and Jones, 2006) and for

the euro area (Stracca, 2004, and Binner et. al., 2009). In addition, Goodhart and

Hofmann (2005) nd that broad money growth (M4) is signi cant in a backward-

looking speci cation of the UK IS curve (unique among G7 countries). This evidence

suggests that it would be interesting to test whether or not money and consumption

are additively separable in the UK.5

In this paper, we test for additive separability using household-sector data on

consumption and monetary assets for the UK. In our tests, we use Bank of Eng-

land data, which are used to construct its household-sector Divisia index (Hancock,

4For some recent examples, see Jones, Dutkowsky and Elger (2005), Drake and Fleissig (2006),

Elger et. al. (2008), and Binner et. al. (2009).
5As noted by Nelson (2002), Koenig (1990) found that money balances entered consumption

regressions signi cantly, a result he interpreted as supportive of nonseparable utility.
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2005). Household-sector data are well suited for testing for additive separability be-

tween consumption and monetary assets. In our tests, we use disaggregate data on

the di erent types of household-sector monetary assets and explicitly account for the

interest paid on them. In that regard, we also use the Bank of England’s tax ad-

justment in order to correctly measure net of tax interest rates. We also run tests

using the Bank of England’s household-sector Divisia index to measure money. For

consumption, we run tests using data on both total consumption and disaggragate

data for non-durables and services.

We test for additive separability over a sizeable part of the post-ERM period from

1994Q1 to 2007Q1 as well as over various sub-periods. A main nding is that the UK

data seem to be broadly consistent with additive separability for the the more recent

period from 1999 to 2007.

The paper is structured as follows: In Section 2, we provide the theoretical

background behind testing for additive separability. In Section 3, we discuss non-

parametric tests for additive separability. In Section 4, we discuss the UK data. In

Section 5, we reports the results of our tests. Section 6 concludes.

2 Methodology

2.1 Theoretical Model

We begin with a theoretical model to motivate the additive separability test, which

builds upon Ireland (2004). The model generalizes upon Ireland (2004) to allow

for multiple monetary assets, some of which may be interest-bearing, in the spirit

of Barnett (1980). The model is discussed in somewhat more detail in Jones and

Stracca (2006).

Consider a representative household whomaximizes the expected value of a strongly

time separable lifetime utility function de ned as follows:

Et

"X
=0

(u(ct+ ,mt+ ) ht+ )

#
(1)

where Et denotes conditional expectations, is a discount factor, c is real consump-

tion, m = (m1, ...,mN) is a vector of N monetary assets expressed in real terms,

and h is labour supply ( > 0). Under standard budget constraints, the following
optimality conditions can be obtained:

= uc(ct,mt)wt (2)

umi
(ct,mt)

uc(ct,mt)
=
rB,t ri,t

1 + rB,t
for all i = 1, ..., N (3)
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uc(ct,mt) = (1 + rB,t)Et
uc(ct+1,mt+1)

1 + t+1

¸
(4)

where wt is the real wage, rB,t is the nominal interest rate on a non-monetary bench-

mark asset, ri,t is the nominal rate of remuneration on the i
th monetary asset, t is

the one-period in ation rate (i.e. t = (p
c
t pct 1)/p

c
t 1, where p

c
t is the price of con-

sumption), umi
denotes the partial derivative of u with respect to the ith monetary

asset, and uc denotes the partial derivative of u with respect to consumption.

We de ne pmi,t = pct(rB,t ri,t)/(1 + rB,t), which is the nominal user cost of the
ith monetary asset (Barnett, 1978). Using this notation, the conditions in (3) are

equivalent to the following:

umi
(ct,mt)

uc(ct,mt)
= pmi,t/p

c
t for all i = 1, ..., N (5)

2.2 Additive Separability

Equation (4) is the standard inter-temporal Euler equation for consumption, which

can be interpreted as an IS curve that contains current and future real money bal-

ances. Real balances are excluded from this IS curve if the instantaneous utility func-

tion is the sum of two utility functions, U and V , such that u(c,m) = U(c) + V (m).
Under this assumption, the IS curve takes the following form:

U 0(ct) = Et
1 + rB,t
1 + t+1

U 0(ct+1)
¸

where (1 + rB,t)/(1 + t+1) is the gross real interest rate.
The basic idea behind testing for additive separability is that (5) are not only

optimality conditions from a forward-looking household’s expected lifetime utility

maximization problem, but are also rst-order necessary conditions from a static

utility maximization problem of the following form:

MAX
c,m

{u(c,m) : pctc+ pmt m = Yt} (6)

where pmt = (pm1,t, ..., p
m
N,t) is the vector of nominal user costs and Yt is the optimal

expenditure on current-period consumption and monetary assets as determined from

the household’s lifetime utility maximization problem. In this problem, the instanta-

neous utility function, u, is said to be additively separable if there is some monotonic

transformation of it, f , such that

f (u(c,m)) = U(c) + V (m) (7)

This de nition follows from Varian (1983).

If the instantaneous utility function, u, is not additively separable in this sense,

then real money balances will enter into the IS curve, since no monotonic transfor-

mation of the utility function can render it into the sum of two utility functions U
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and V separating consumption and real balances.6 Thus, additive separability is a

necessary, but not su cient, condition to exclude real money balances from the IS

curve.

3 Non-Parametric Tests

Additive separability is de ned similarly when there is a vector of consumption goods

and services c. In that case, the utility function u(c,m) is additively separable
between the block of consumption goods and services, c, and the block of monetary
assets, m, if there is some monotonic transformation of it, f , such that f (u(c,m)) =
U(c) + V (m).7

For later reference, we note that the utility function is weakly separable in mon-

etary assets if there exists a macro function, ū, and a sub-utility function, V , such

that u(c,m) = ū (c, V (m)). Additive separability implies that the utility function
is blockwise weakly separable: i.e. that it is simultaneously weakly separable in both

consumption goods and services and in monetary assets.

3.1 Necessary and Su cient Conditions

Theorem 6 of Varian (1983) provides necessary and su cient non-parametric condi-

tions for a dataset to be rationalized by an additively separable utility function. Let

(pct , ct) and (p
m
t ,mt) represent observed data on the prices and quantities for the two

blocks, where t = 1, ..., T indexes the observations. The notation ct = (c1,t, ..., cK,t)
denotes the observed quantities for a set of K consumption goods and services with

corresponding prices pct = (p
c
1,t, ..., p

c
K,t). Similarly, mt denotes the real quantities of

a set of N monetary assets with corresponding nominal user costs pmt .
Theorem 6 states that there exist two concave, monotonic, continuous utility

functions whose sum rationalizes the data (i.e. the observed data can be rationalized

by an additively separable utility function) if and only if there exist numbers Ut, Vt,

t > 0 such that

Ut Us sp
c
s(ct cs) 0 for all t, s = 1, ..., T (8)

6To avoid confusion, we note that in some of the relevant literature the term additively separable

is used in a di erent sense. For example, Mankiw, Rotemberg, and Summers (1985) consider the

following utility function for consumption, C, and leisue, L:

U(C,L) =
1

1

μ
C1 1

1
+ d

L1 1

1

¶1
.

They refer (on page 232) to additive separability between consumption and leisure as the condition

that = 0.
7Of course, additive separability could be de ned in other contexts, so the two blocks need not

represent consumption and money. We refer to the two blocks in this way, just to be consistent with

the rest of the paper.
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Vt Vs sp
m
s (mt ms) 0 for all t, s = 1, ..., T (9)

Two necessary conditions for the data to be rationalized by an additively separable

utility function are that the quantity and price data for the consumption goods and

services and the quantity and user cost data for the monetary assets must both

satisfy the Generalized Axiom of Revealed Preference (GARP). If the data for either

block violates GARP, then a solution will not exist for the constraints in (8) or (9)

corresponding to that block.8

3.2 Testing the Observed Data

Diewert and Parkan (1985) propose a method to determine whether a set of observed

data satisfy the necessary and su cient conditions for additive separability using

linear programming techniques. A simpli ed linear programming method is used by

Fleissig and Whitney (2007, pp. 216-217). Their method is carried out as follows:

Minimize F subject to the following constraints:

Ut Us sp
c
s(ct cs) F for all t, s = 1, ..., T (10)

Vt Vs sp
m
s (mt ms) F for all t, s = 1, ..., T (11)

t > 0 for all t = 1, ..., T (12)

F 0 (13)

Intuitively, (10) relaxes all of the constraints in (8) and, similarly, (11) relaxes all of

the constraints in (9), since F 0. The procedure nds values for Ut, Vt, t, for

t = 1, ..., T , and F satisfying the inequalities. Let F̂ denote the value of F obtained
by the procedure. A feasible solution with F̂ = 0 implies that the data satisfy the
necessary and su cient conditions for additive separability.

3.3 Accounting for Measurement Error

Non-parametric revealed preference methods can be used to test for optimizing be-

havior as well as separability. For example, a dataset can be rationalized by a well-

behaved and non-degenerate utility function if and only if it satis es GARP. As

discussed by Varian (1985, p. 445), such tests are very stringent, however, since they

8Let pxt and xt be price and quantity data for some group of goods. GARP is de ned through
the following revealed preference relations (see Varian, 1982, p. 947):

xt is directly revealed preferred to x, xtR
0x, if pxt xt pxt x.

xt is strictly directly revealed preferred to x, xtP
0x, if pxt xt > p

x
t x.

xt is revealed preferred to x, xtRx, if p
x
t xt pxt xt1 , p

x
t1xt1 pxt1xt2 , ..., p

x
tkxtk pxtkx for some

sequence of observations (xt1 , ...,xtk).
The data satisfy GARP if xtRxs implies not xsP

0xt. Varian (1982) provides a proof of Afriat’s
theorem, which states that the data satisfy GARP if and only if there exists numbers Ut, t > 0
satisfying Ut Us sp

x
s (xt xs) 0 for all t, s.
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do not account for the possibility of measurement errors in the data. Various meth-

ods have been proposed to determine whether violations of GARP can be attributed

to measurement errors in the observed data; See, for examples, Varian (1985) and

Fleissig and Whitney (2005).

The same problem applies to non-parametric separability tests. For example,

Diewert and Parkan (1985) and Swo ord andWhitney (1994) propose non-parametric

tests for weak separability, but those tests also do not account for the possibility of

measurement errors in the data. Elger and Jones (2008) propose a non-parametric

method to determine if violations of weak separability can be attributed to mea-

surement errors in the observed quantity data, building upon Varian (1985). In this

paper, we apply their method to additive separability. We explain the method in the

remainder of this section.9

3.3.1 Computing the Minimal Perturbation

The method is based on computing minimally perturbed quantity data that satisfy

the necessary and su cient conditions for additive separability. This is done by

minimizing the following objective function:

G =
TX
t=1

KX
k=1

Ã
ĉk,t ck,t

ck,t

!2
+

TX
t=1

NX
n=1

μ
m̂n,t mn,t

mn,t

¶2
(14)

in perturbed quantities for the two blocks, m̂t = (m̂1,t, ..., m̂N,t) and ĉt = (ĉ1,t, ..., ĉK,t),
and in the numbers, Ut, Vt, t, subject to the following constraints:

Ut Us sp
c
s(ĉt ĉs) 0 for all t, s = 1, ..., T (15)

Vt Vs sp
m
s (m̂t m̂s) 0 for all t, s = 1, ..., T (16)

m̂n,t > 0 for all n = 1, ..., N, and t = 1, ..., T (17)

ĉk,t > 0 for all k = 1, ...,K, and t = 1, ..., T (18)

t > 0 for all t = 1, ..., T (19)

The constraints in (15) and (16) correspond to (8) and (9) respectively, but are applied

to the perturbed quantities rather than the observed ones. (17) and (18) just make

sure that the minimally perturbed quantities are strictly positive.

9Fleissig and Whitney (2007) propose a di erent method to determine if violations of additive

separability are due to measurement error, building upon Fleissig andWhitney (2005). Their method

is to perturb the observed quantity data with random measurement errors and compute F̂ for the

perturbed data. This is done 1,000 times. If more than % of the values of F̂ = 0, then you fail to
reject the null hypothesis of additive separability.
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3.3.2 Statistical Test

Following Varian (1985) and Elger and Jones (2008), we relate the minimal pertur-

bation to a test of the following null hypothesis: (H0) the true data, i.e. the data

measured without error, can be rationalized by the sum of two concave, monotonic,

continuous utility functions. That is to say, the null hypothesis is that the true data

satisfy the necessary and su cient conditions for additive separability.

We use the notation ct andmt to denote the true consumption and monetary asset

quantity data. We assume that the true data are related to the observed quantity

data, ct and mt, by the following proportional measurement error speci cation:

ck,t = (1 +
c
k,t)ck,t for k = 1, ...,K and t = 1, ..., T (20)

mn,t = (1 +
m
n,t)mn,t for n = 1, ..., N and t = 1, ..., T (21)

where c
k,t is a random term representing measurement errors in the quantities of

the kth consumption good and, similarly, m
n,t represents measurement errors in the

quantities of the nth monetary asset. Prices are assumed to be measured without

error.

Let Ĝ denote the minimized value of the objective function G. Under the null hy-

pothesis, both the true data and the minimally perturbed data satisfy the conditions

for additive separability, which implies that

Ĝ
2

1
2

TX
t=1

KX
k=1

Ã
ck,t ck,t

ck,t

!2
+
1
2

TX
t=1

NX
n=1

μ
mn,t mn,t

mn,t

¶2
(22)

If we assume that the measurement errors in the data are i.i.d. N(0, 2) random
variables, then the right-hand side of (22) equals

TX
t=1

KX
k=1

¡
c
k,t/

¢2
+

TX
t=1

NX
n=1

¡
m
n,t/

¢2
(23)

and has a chi-square distribution with T (N +K) degrees of freedom. Let C be the

critical value for a chi-square distribution with T (N +K) degrees of freedom at the

signi cance level.

If we reject the null whenever Ĝ/ 2 > C , as suggested by Varian (1985, p.

448), then the resulting test will have at least the desired level of signi cance: i.e.

the probability of rejecting H0, given that it is true, will be less than or equal to

. Furthermore, if the observed data actually satisfy the necessary and su cient

conditions for additive separability, then the minimally perturbed quantities coincide

with the observed ones and, consequently, Ĝ = 0. In that case, the test will not reject
the null for any .
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3.3.3 Bound Statistic

Obviously, the main issue with our proposed test is that one must postulate a value

for the unknown standard deviation of measurement error, , to run it. The test is

algebraically equivalent to rejecting the null of additive separability whenever

¯2 Ĝ/C > 2 (24)

We refer to ¯ as the bound statistic, following Elger and Jones (2008, p. 46). If
the econometrician believes that the standard deviation of measurement errors in

the data, , is greater than or equal to the bound statistic, then the null hypothesis

of additive separability should not be rejected, See, Varian (1985, pp. 450-451) for

additional discussion and interpretations. Varian (1985), Jones, Dutkowsky, and

Elger (2005) and Elger and Jones (2008) all report empirical results based on minimal

perturbation methods in terms of analogous bound statistics.10

Less rigorously, the bound statistic measures “how close” the observed quantity

data are to satisfying the hypothesis of additive separability given the observed price

data.11 Consequently, if the bound statistic is extremely small, then the observed

dataset is very close to a perturbed dataset that satis es the necessary and su cient

conditions for additive separability. On the other hand, if the bound statistic is

large, then only datasets which are very di erent from the observed one satisfy the

conditions for additive separability. Thus, the bound statistic can be used to judge

how consistent the data are with additive separability.

4 Data Description

We test for additive separability between consumption and money using UK data for

the post-ERM period from 1992Q4 to 2007Q1. In this section, we provide details

concerning the data.

4.1 Consumption and Population Data

We test using data on both total UK domestic household nal consumption and using

disaggregate data for the components of non-durable goods and services. Speci cally,

we use data on the 8 components of non-durable goods and the 10 components of

services, which are listed in Tables NDG.CS and SER.CS of O ce for National Statis-

tics (2007), following Elger et. al. (2008). As noted by Koenig (1990, p. 399), when

considering nonseparability of the household utility function it is typical to measure

10For additional empirical results based on minimal perturbation methods, see Jones and de

Peretti (2005).
11The minimized value of the objective, Ĝ, also provides such a measure, but it will not be directly

comparable in di erent cases if the number of perturbed quantities, T (N +K), di ers.
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consumption in terms of expenditures on non-durable goods or on both non-durable

goods and services, but not including durable goods.12

We use the seasonally adjusted chained volume measures, for reference year 2003,

as quantities. Prices are the implicit price de ators calculated by dividing seasonally

adjusted expenditure at current prices by the appropriate chained volume measure.

The data are described in O ce for National Statistics (2007).13 We convert quan-

tities to per-capita terms using an estimate of the population of the UK. Quarterly

values for the UK population data are interpolated from mid-year population es-

timates for each year from 1992 to 2006; see O ce for National Statistics (2007a,

2007b).14

4.2 Background on UK Monetary Data

The monetary data used in this paper are described in Table A.6.1 of Bank of England

(2007). We use data on the Bank of England’s household-sector Divisia index and

the underlying data that is used to construct it. The Bank of England recently made

a number of changes to its Divisia indices, which are described by Hancock (2005).

There are some important di erences in how the monetary data are constructed up

through 1998Q3 and from 1999Q2 onwards and there are breaks in between.

First, the household-sector Divisia index is based on quoted rates of return until

1999, but is based on e ective rates of return thereafter (see Hancock, 2005, pp.

41-42). Quoted rates measure the average rate of interest o ered on new customer

deposits. There are a number of problems associated with the use of quoted rates:

Deposits from existing customers may yield a di erent rate from those o ered to new

customers and the rates paid on similar accounts may di er. In contrast, e ective

rates are calculated as the value of interest paid divided by the outstanding level

of balances, which is more appropriate for constructing user costs. Hancock (2005,

12In fact, as he notes on p. 400, durable goods are better thought of as an alternative candidate

for non-separability with consumption. We also note that studies in the literature on non-parametric

weak separability testing typically either exclude durable goods (see, Jones, Dutkowsky, and Elger,

2005, and Elger et. al., 2008 for examples) or else use sophisticated methods to handle them

appropriately (see Patterson, 1991, Drake, 1997, and Drake and Fleissig, 2006 for examples). As

noted by Patterson (1991, p. 1107), “[t]he appropriate price for a durable good is its user cost and

not the implicit de ator for new purchases, but the appropriate quantity is the net stock and not

the expenditure ow over a given period.”
13For total UK domestic household nal consumption, the data for expenditure at current prices

(seasonally adjusted) correspond to Table 0GS.CS and the data for chained volume measures (sea-

sonally adjusted) correspond to Table 0GS.KS. The data for the components of non-durable goods

correspond to Tables NDG.CS and NDG.KS and the data for the components of services correspond

to Tables SER.CS and SER.KS.
14The interpolation is done in FORTRAN using the double precision IMSL routine DCSINT. The

mid-year estimates are assumed to correspond to the mid-point of the corresponding year. The mid-

year estimate for years from 1993 to 2005 are in Table 1.2 of O ce for National Statistics (2007a)

and the mid-year estimate for 2006 is from O ce for National Statistics (2007b). We note that the

value for 1992 is available from the ONS website, but is not in Table 1.2.



17
ECB

Working Paper Series No 904

June 2008

p. 42) notes that the decision to use e ective rates where possible “leads to a small

break in the Divisia indices between 1998Q4 and 1999Q2.”

A second di erence concerns the benchmark rate of return. Conceptually, the

Bank of England uses an envelope approach to construct the benchmark rate. In this

approach, “...it is assumed that the benchmark asset is the M4 component that pays

the highest interest rate.” (Hancock, 2005, p. 40) Beginning in 1991, the benchmark

rate for the household-sector is the rate of return on Tax Exempt Special Savings

Accounts (TESSA) until 1999Q2, when it becomes the rate of return on Individual

Savings Accounts (ISA). The rates of return on TESSAs and ISAs are graphed in

Figure 1. In the gure, the ISA rate is dashed and the TESSA rate is solid. A

consequence of this envelope approach is that TESSAs serve as the benchmark asset

until 1999Q2, but have a positive expenditure share weight in the household-sector

Divisia index from then on until 2004Q1.15

Finally, the Bank of England began separating out household building society in-

stant access accounts from accounts requiring a period of notice beginning in 1998Q4.

In addition to these factors, we must also consider the issue of “break-adjustment”.

Monetary statistics for the UK must be adjusted for breaks, which largely occur

when a building society demutualises and changes classi cation to become a bank

(see Hancock, 2005, p. 43). When this happens, non break-adjusted levels data show

large ows out of building societies and into banks.

Figure 2 graphs interest-bearing bank time deposits for 1992Q4 to 2007Q1. Fig-

ure 3 graphs interest bearing bank sight deposits and Figure 4 graphs building

society deposits for comparison. In the gures, the solid series are the non break-

adjusted levels and the dashed series are break-adjusted. The break-adjustment pro-

cedure adjusts the back data to be consistent with the new classi cation. Thus, when

a building society demutualises to become a bank, the past data for that building

society are reallocated to the new classi cation.16 The algorithm for constructing

break-adjusted levels data is described in the Appendix to this paper.

Since 2005, the Bank of England’s Divisia indices, Dt, are constructed as follows:

Dt

Dt 1
=

NX
i=1

1

2
(Wi,t +Wi,t 1)

Mi,t

Mi,t 1
(25)

where

Wi,t =
Mi,t(rB,t ri,t)PN

j=1Mj,t(rB,t rj,t)

is the expenditure share of the ith asset. The Bank of England applies these formulas

using non break-adjusted levels data for Mi, but using break-adjusted ows data for

15From April 1999, it is has not been possible to open new TESSA accounts. Consequently, from

April 2004, there are no deposits recorded in TESSAs. See Note (e) to Table A6.1 of Bank of

England (2007).
16For a list of building society conversions from the Bank of England’s website, see

http://www.bankofengland.co.uk/statistics/test.htm.
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Mi; see Hancock (2005, p. 45). Before 2005, the Bank of England’s Divisia indices

had been based on break-adjusted levels data.

The argument against using break-adjusted levels data is that “[w]hen a building

society becomes a bank, past deposits at that building society were still remunerated

at past building society interest rates, and must be measured as such.” (Hancock,

2005, p. 43) On the other hand, we must also consider the fact that the user costs of

the monetary assets are based on quoted interest rates before 1999. Thus, if we use

non break-adjusted levels data, then (before 1999) we are implicitly assuming that

when a building society demutualises it switches (at the time of the change) from

paying the average rate on new building society deposits to paying the average rate

on new bank deposits.

4.3 Monetary Data: Components

We test for additive separability using disaggregate data on the components of the

household-sector Divisia index and using the Divisia index itself. When using the

components, the household-sector monetary assets are listed in Table 1.

In order to facilitate testing with data for the components, we need to consider a

consistent set of monetary assets over the entire sample period. Thus, we aggregate

together instant access and notice and term building society deposits when separate

data are available. We also exclude TESSAs from our set of monetary assets for

the same reason. Finally, we aggregate NC and NIB together, since both are non

interest-bearing. These decisions closely follow Elger et. al. (2008).

The monetary asset quantities are converted to real per-capita terms. When total

UK domestic household nal consumption is used, we use the corresponding implicit

de ator to convert the monetary assets to real terms. When the disaggregated com-

ponents of non-durable goods and services are used, we use a price index computed

from those components to convert the monetary assets to real terms.

Nominal user costs for each series are de ned as follows: pmi,t = p
c
t(rB,t ri,t)/(1+

rB,t), where rB,t (the benchmark rate) is the rate of return on ISAs beginning in
1999Q2 and the rate of return on TESSAs for earlier periods, ri,t are the own rates

of return of the monetary assets (zero for NC and NIB), and pct is the implicit price

de ator used to convert the monetary assets to real terms. The own rates of the

monetary assets are net of tax and are based on e ective rates where available as

described in Hancock (2005, p.40).

We run tests using both non break-adjusted and break-adjusted levels in order to

investigate the e ects of breaks in the series on our test results. As can be seen from

Figures 2-4, break-adjustment has a relatively modest e ect on the data after 1999,

but it has much larger e ects on the data beforehand.

As discussed previously, the switch from quoted to e ective rates leads to break

in the Divisia index between 1998Q4 and 1999Q2. To expand on this point, Figure

5 graphs the expenditure share of the household-sector monetary assets. Speci cally,
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it is the ratio of monetary expenditures, the sum of quantities multiplied by user

costs for all monetary assets, to monetary expenditures plus expenditures on non-

durable goods and services. The share based on non break-adjusted data is solid and

the share based on break-adjusted data is dashed. In the gure, the vertical lines

indicate 1998Q3 and 1999Q2. The e ect of the break in the series can be clearly

seen in the graph. To account for this break, we omit the two quarters 1998Q4 and

1999Q1 from the dataset when running our tests.17

4.4 Monetary Data: Divisia Index

We also test using the household-sector Divisia quantity index (in real per-capita

terms) to measure money. In order to run the test, we also need a corresponding

measure of the opportunity cost of money. The usual procedure when using Divisia

indices is to compute a dual price index by dividing total expenditure on the monetary

assets (i.e. the sum of quantities multiplied by user costs) by the Divisia quantity

index (see, for example, Anderson, Jones, and Nesmith, 1997). The Bank of England

does not publish a dual price index, so we computed one. We compute total expendi-

ture on the monetary assets using non break-adjusted data to be consistent with how

the expenditure share weights are computed by the Bank of England. We also include

TESSAs from 1992Q2 to 2004Q1 when computing expenditure, since TESSAs have a

non-zero expenditure share weight in the Bank of England’s household-sector Divisia

index over that period.

5 Results

5.1 Previous Literature on Weak Separability on UK Data

Many studies have investigated whether or not groups of monetary assets are weakly

separable from consumption goods and services and other variables using UK data.18

In particular, Drake and Fleissig (2006) and Elger et. al. (2008) focus on the post-

ERM period beginning in 1992Q4, which both characterize as a period with a stable

monetary policy regime. Weak separability of the monetary assets is primarily in-

teresting due to its implications for money demand and monetary aggregation (see

Barnett, 1982, and Belongia, 1996).

Both Drake and Fleissig (2006) and Elger et. al. (2008) use break-adjusted

monetary data.19 Drake and Fleissig (2006) nd that the monetary assets in Table 1

are weakly separable from non-durable goods, services, and durable goods using data

from 1992Q4 to 2003Q3. Elger et. al. (2008) test whether the monetary assets in

Table 1 are weakly separable from the components of non-durable goods and services

17This decision also closely follows Elger et. al. (2008).
18See, for some examples, Patterson (1991), Belongia and Chrystal (1991), and Drake (1997).
19See footnote 7 of Drake and Fleissig (2006, p. 685) and Section 3.2 of Elger et. al. (2008).
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using data from 1992Q4 to 2005Q1. They nd that the monetary assets are weakly

separable if the test is run using only the data from 1994Q1 onwards, but not if the

test is run on the full dataset. We repeated the weak separability tests from Elger

et. al. (2008), using break-adjusted monetary data and data for the components of

non-durable goods and services, for the slightly longer sample period from 1992Q4 to

2007Q1 and obtained the same result. Weak separability of the monetary assets is a

necessary condition for additive separability between consumption goods and services

and monetary assets, since additive separability implies blockwise weak separability.

Thus, we focus on the period from 1994Q1 to 2007Q1 in our subsequent empirical

analysis.

5.2 Results for Break-Adjusted Monetary Asset Data

In this section, we test for additive separability between consumption and monetary

assets using break-adjusted data for the assets in Table 1. We will treat the results

in this section as a benchmark to which later results will be compared.

5.2.1 Total UK Domestic Household Final Consumption

We begin by presenting test results, where consumption is measured as total UK

domestic household nal consumption, similar to Jones and Stracca (2006). The

results for these data are presented in Panel A of Table 2.

We start with the test results for the full sample period: 1994Q1-2007Q1. We

remind the reader that 1998Q4 and 1999Q1 have been removed from the dataset as

discussed in Section 4.3. The rst step of the analysis is to test whether or not the

observed data satisfy the necessary and su cient conditions for additive separability.

This is done by solving the linear programming problem in Section 3.2 to obtain F̂ .20

The observed data satisfy the conditions for additive separability if and only if F̂ = 0.
The values of F̂ are reported in the second column of the table. The value of F̂ for

the full sample period is 0.02224 indicating that the observed data do not satisfy the

conditions for additive separability.

The next step in the analysis is to apply the minimal perturbation method, de-

scribed in Section 3.3, which is designed to account for measurement errors in the

quantity data. We calculate minimally perturbed quantity data for the consump-

tion and monetary variables, which satisfy the necessary and su cient conditions for

additive separability (see Section 3.3.1 for details). The minimized value objective

function, Ĝ, obtained from this calculation is reported in the third column of the table

(multiplied by 10,000).21 We use this minimized value to compute the corresponding

20We solve the linear programming problem in FORTRAN using the IMSL 6.0 subroutine

DENSE_LP.
21We compute the minimally perturbed data in FORTRAN using the subroutine NLPQLP, which

was written by Klaus Schittkowski.
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bound statistic, ¯
q
Ĝ/C , where C is the critical value for a chi-square test with

T (N + K) degrees of freedom (see Sections 3.3.2 and 3.3.3 for further discussion).

The bound statistic for the 10% signi cance level, multiplied by 100, is reported in

the fourth column of the table.

We remind the reader that N is the number of monetary assets and K is the

number of consumption goods and services. For Panel A of Table 2, N = 4 (since CC
and NIB are aggregated together) and K = 1 (since we are using a single variable
to measure consumption). T = 51 is the total number of observations for the full
sample period. As explained by Elger and Jones (2008, p. 46), the bound statistic is

a transparent way to report the results from their test, since it can be easily compared

to one’s own subjective prior regarding the standard deviation of measurement errors

in the data.

For the full sample period, the bound statistic (multiplied by 100) is 0.15885.

To interpret this bound statistic, recall that measurement errors have the following

form: c
k,t = (ck,t ck,t)/ck,t and

m
n,t = (mn,t mn,t)/mn,t (see equations 20 and

21). Thus, when multiplied by 100, measurement errors represent the percentage

di erences between the true data and the observed data for each good or asset. The

bound statistic is interpreted by assuming that measurement errors are i.i.d. and

normally distributed with mean zero and variance 2. The null hypothesis of additive

separability should not be rejected if the true standard deviation of measurement

errors, , is believed to be greater than or equal to the bound statistic, ¯. If the
standard deviation of measurement errors was equal to the bound statistic for the

full sample, then this would imply that measurement errors of between ±0.32% of

the observed data would lie within two standard deviations of the mean.

As discussed in Section 4.2, there are several di erences in how the monetary data

are constructed up through 1998Q3 and from 1999Q2 onwards and there are breaks in

between. These include the switch from TESSAs to ISAs as the benchmark asset and

the switch from quoted to e ective rates. Thus, we also ran the additive separability

tests on two sub-periods 1994Q1-1998Q3 and 1999Q2-2007Q1.

The observed data do not satisfy the conditions for additive separability over

either of these sub-periods, since F̂ is non-zero in both cases. We again computed

minimally perturbed data satisfying the additive separability conditions and report

the corresponding bound statistics in the table. The bound statistic (multiplied by

100) for 1999Q2-2007Q1 is 0.03287, which is considerably smaller than the bound

statistic for the full sample. In contrast, the bound statistic (multiplied by 100) for

1994Q1-1998Q3 is 0.23905, which is larger than the one for the full sample.

Finally, we also tested for additive separability over the sub-period from 2001Q1

to 2007Q1. For this sub-period, we found that the observed data actually satisfy

the necessary and su cient conditions for additive separability, since F̂ = 0. Conse-
quently, the bound statistic for this sub-period is exactly zero.
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5.2.2 Components of Non-Durables and Services

Next, we present test results, where consumption is measured as the components of

non-durable goods and services. These data are essentially updated versions of the

data used by Elger et. al. (2008).22 The results for these data are presented in Panel

B of Table 2. For purposes of comparison, we report the test results for the same

sample periods as in Panel A.

We again found that the observed data do not satisfy the necessary and su cient

conditions for additive separability for 1994Q1-2007Q1, since F̂ is non-zero. The

corresponding bound statistic (multiplied by 100) is 0.07988, which is lower than the

one from Panel A.23 The observed data also do not satisfy the conditions for additive

separability over any of the three sub-periods considered.

As in Panel A, the bound statistic for 1994Q1-1998Q3 is higher than the bound

statistic for the full sample period. The bound statistics for the recent sub-periods,

1999Q2-2007Q1 and 2001Q1-2007Q1, are approximately equal to each other and are

lower than the bound statistic for the full sample period (the values, multiplied by

100, are 0.03529 and 0.03711 respectively). Moreover, the bound statistics for these

two sub-periods are very close to the bound statistic for 1999Q2-2007Q1 from Panel

A.

5.2.3 Discussion of Results

Taken together, the results in Table 2 show that the data seem to be quite consistent

with additive separability if we consider the recent sub-periods beginning in either

1999Q2 or in 2001Q1. When total consumption is used, the observed data satisfy the

necessary and su cient conditions for additive separability for the period beginning

in 2001Q1. If the sample period is extended back to 1999Q2, then the observed data

violate the conditions for additive separability, but the bound statistic is quite low.

When the components of non-durables and services are used to measure con-

sumption, the observed data violate the conditions for additive separability for both

1999Q2-2007Q1 and 2001Q1-2007Q1, but the bound statistics are very close to the

bound statistic obtained using total consumption for 1999Q2-2007Q1. Speci cally,

the bound statistics (multiplied by 100) for 1999Q2-2007Q1 are both less than 0.036.

If the standard deviation of measurement errors was equal to this value, then measure-

ment errors of between ±0.072% of the observed quantity data would lie within two

standard deviations of the mean. To reject the null hypothesis of additive separability

for 1999Q2-2007Q1, one would have to believe that the true standard deviation of

measurement errors in the data is less than these bound statistics and, consequently,

that measurement errors in the data are quite small.

22One minor di erence is that Elger et. al. (2008) weight together the TESSA and ISA rates to

produce a benchmark rate, when both rates are available. Our benchmark rate is identical to the

one used by the Bank of England.
23Note that for Panel B, K = 18 when computing the degrees of freedom for the chi-square test.
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Judging from bound statistics, the data are less consistent with additive separabil-

ity for the full sample period from 1994Q1 to 2007Q1. Moreover, the results suggest

that the violations of additive separability in the full sample period are largely at-

tributable to the inclusion of observations from 1994Q1 to 1998Q3. Nevertheless, the

bound statistics for the full sample period are still not very high, particularly when

the components of non-durables and services are used to measure consumption.

5.3 Additional Results

5.3.1 Results for Non Break-Adjusted Monetary Asset Data

In this section, we test for additive separability between consumption and monetary

assets using non break-adjusted data for the assets in Table 1. We begin by presenting

test results, where consumption is measured as total UK domestic household nal

consumption. These results are reported in Panel A of Table 3.

For 1994Q1-2007Q1, the quantity and user cost data for the monetary assets

violate GARP. By itself, this implies that the observed data violate the conditions

for additive separability (see Section 3.1). The corresponding value of F̂ is 2.90928.

We investigated further and found that the monetary data satisfy GARP for 1997Q3-

2007Q1, but that 14 GARP violations occurred if we extended it back to 1997Q1 or

earlier. Similarly, the monetary data satisfy GARP for 1994Q1-1998Q3, but violations

occurred if we extended the sample further. All 14 violations are detected when

testing for GARP from 1997Q1 to 2000Q4. Thus, we can conclude that interactions

between observations in early 1997 and observations in 1999 and 2000 are causing the

violations.

The bound statistic (multiplied by 100) for 1994Q1-2007Q1 using non break-

adjusted data is 1.54214. The corresponding value from Panel A of Table 2, using

break-adjusted data, was just 0.15885. Clearly, the non break-adjusted monetary

data are much less consistent with additive separability than are the break-adjusted

data over the full sample period.

We also ran the additive separability tests over the same sub-periods as in Ta-

ble 2. As can be seen in Figures 2-4, break adjustment has very little e ect on the

data after 2000. Not surprisingly, therefore, the observed dataagain satisfy the nec-

essary and su cient conditions for additive separability for 2001Q1-2007Q1, as in

Panel A of Table 2. The observed data do not satisfy the conditions for additive

separability for 1999Q2-2007Q1 and the bound statistic is approximately the same

as the corresponding value in Table 2 (the values, multiplied by 100, are 0.03372

and 0.03287 respectively). The observed data also violate the conditions for additive

separability for 1994Q1-1998Q3, but in this case the bound statistic is lower than

the corresponding value in Table 2 (the values, multiplied by 100, are 0.09569 and

0.23905 respectively).

In Panel B of Table 3, we present test results using non-break-adjusted data,

where consumption is measured as the components of non-durable goods and services.



24
ECB

Working Paper Series No 904

June 2008

For 1994Q1-2007Q1, the observed data again do not satisfy the conditions for additive

separability: the monetary data violate GARP and the corresponding value of F̂ is

3.18430. In this case, our attempt to compute minimally perturbed quantity data

was unsuccessful and, consequently, we are unable to report a bound statistic for the

full sample period.24

The observed data do not satisfy the conditions for additive separability for any

of the three sub-periods and the values of the bound statistics are very similar to the

corresponding values in Panel B of Table 2, which are based on break-adjusted data.

Taken together, these results reinforce the conclusion from the previous section

that the data seem to be quite consistent with additive separability if we consider the

recent sub-periods beginning in either 1999Q2 or in 2001Q1.

5.3.2 Results for the Divisia Index

In this section, we complete our empirical analysis by testing for additive separability

using the household-sector Divisia index to measure money. We start with the test

results reported in Panel A of Table 4, where consumption is measured as total

UK domestic household nal consumption.

The observed data do not satisfy the conditions for additive separability for the

full sample or for any of the three sub-periods we have been considering. The bound

statistic for the full sample period (multiplied by 100) is 0.22648. This value is slightly

higher than the value obtained using break-adjusted data (0.15885), but is much lower

than the value obtained using non break-adjusted data (1.54214). Thus, for the full

sample period, the results using the Divisia index to measure money are much more

like the results using break-adjusted data than the ones using non break-adjusted

data. Intuitively, the Divisia index takes care of breaks in the underlying assets by

aggregating over them.

The bound statistic for 1999Q2-2007Q1, multiplied by 100, is 0.10948, which is

higher than the corresponding values in Panel A of both Tables 2 and 3. In addition,

the observed data also violate the conditions for additive separability for 2001Q1-

2007Q1, unlike in Panel A of the previous two tables.

In Panel B of Table 4, we present test results, where consumption is measured

as the components of non-durable goods and services. Again, the observed data do

24The values of F̂ for 1994Q1-2007Q1 in Panels A and B of Table 3 (2.90928 and 3.18430 re-

spectively) are substantially higher than for all other cases in Tables 2 and 3. If values of Ut, Vt,

and t > 0 exist such that all constraints in (8) and (9) are satis ed, then the observed data are
consistent with additive separability and F̂ = 0. Otherwise, F̂ > 0 measures the largest violation of
the constraints in (8) and (9) for the corresponding values of Ut, Vt, and t > 0 obtained from the

solution to the linear programming problem in Section 3.2. In that sense, F̂ is a measure of how

consistent the observed data are with additive separability. In addition, the only instances in either

Tables 2 or 3 where the monetary asset data violate GARP are for 1994Q1-2007Q1 in Panels A and

B of Table 3. Taken together, these results suggest that the observed data are relatively inconsistent

with additive separability for 1994Q1-2007Q1 in Panel B of Table 3.
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not satisfy the conditions for additive separability for the full sample or for any of the

three sub-periods. The bound statistic for the full sample period, multiplied by 100,

is 0.07812, which is substantially lower than the one in Panel A (similar to what we

found in Table 2). In contrast, the bound statistics for the two recent sub-periods,

beginning in either 1999Q2 or in 2001Q1, are very similar to the ones in Panel A and

are higher than the corresponding bound statistics in Panel B of Tables 2 and 3. The

bound statistic for 1994Q1-1998Q3, multiplied by 100, is 0.01120, which is very low.

6 Conclusions

In this paper, we use non-parametric methods to test for additive separability between

consumption and money over the period from 1994Q1 to 2007Q1 using data for

the UK, building on Jones and Stracca (2006). If consumption and money are not

additively separable, then real money balances enter into the forward-looking IS curve

(the converse does not hold, however).

An innovative aspect of this study is that we use a new method, based on Var-

ian (1985) and Elger and Jones (2008), to determine whether or not violations of

additive separability can be attributed to measurement errors in the observed data.

The method is based on constructing minimally perturbed quantity data that satisfy

the necessary and su cient non-parametric conditions for additive separability from

Varian (1983). A bound statistic can be computed from the minimal perturbation,

which indicates “how close” the observed data are to satisfying the additive separabil-

ity conditions. A relatively small bound statistic indicates that there exists perturbed

data satisfying the additive separability conditions, which are relatively close to the

observed data. Thus, the bound statistic can be used to gauge how consistent the

data are with additive separability over di erent sample periods and using di erent

measures of consumption and money.

A main nding is that the UK data are broadly consistent with additive separa-

bility for the the more recent period from 1999 to 2007. For this period, the bound

statistics are quite low when either break-adjusted or non break-adjusted components

data are used to measure money. The bound statistics are higher when the Divisia

index is used to measure money, but they are still not very high.

For the full sample period from 1994 to 2007, the data seem to be much less

consistent with additive separability when using non break-adjusted components data

than when using either break-adjusted data or the Divisia index to measure money.

In our view, the similarity of the results obtained using either break-adjusted data

or the Divisia index for 1994 to 2007 suggests that the results obtained using non

break-adjusted data for this period are not very compelling. In any case, for thinking

about the relevance of monetary aggregates in a policy making strategy today, it

would be the results for the most recent period that matter most.

We conclude by noting that the non-parametric approach used here, and initially

developed in Jones and Stracca (2006), could potentially be applied to other interest-
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ing economic problems, such as non-separabilities between consumption and leisure.

This appears to be a promising avenue for future research.

7 Appendix: Break Adjustment

The formula for constructing break adjusted levels data was provided to us by the

Bank of England. Let, Mi,t denote the break-adjusted ows for the ith monetary

asset and letMi,t denote the corresponding non break-adjusted level. These data are

available from the Bank of England’s website. Break adjusted levels, MBA
i,t , can be

constructed using the following procedure:

1) Start from the most recent period T . Create an index It and a multiplier Xt
both with a value of 1 in the most recent period, i.e. XT = IT = 1. Also, let
MBA
i,T =Mi,T .

2) For all other periods, calculate It 1 =
Mi,t

Mi,t 1 + Mi,t

and Xt 1 = XtIt 1.

3) The break adjusted level is then calculated as MBA
i,t 1 =Mi,t 1Xt 1.

This procedure implies that the growth rate of the break-adjusted level equals the

ratio of the break adjusted ow to the non break-adjusted level from the previous

period: i.e.
MBA
i,t MBA

i,t 1

MBA
i,t 1

=
Mi,t

Mi,t 1

, which provides the motivation behind (25).
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Table 1

Monetary Assets

Notes and coin (NC )

Non interest-bearing bank deposits (NIB)

Interest-bearing bank sight deposits (SD)

Interest-bearing bank time deposits (TD)

Building society deposits (BSD)

Notes:

NC and NIB are aggregated together in our empirical analysis

Table 2

Additive Separability Tests

Break Adjusted Data on Monetary Assets

Sample Observed Minimally

Period Data Perturbed Data

F̂ Ĝ * 10,000 ¯ * 1001

A. Total UK Domestic Household Final Consumption

1994Q1-1998Q3 0.01422 6.45962 0.23905

1994Q1-2007Q12 0.02224 7.17480 0.15885

1999Q2-2007Q1 0.00348 0.19804 0.03287

2001Q1-2007Q1 0.00000 0.00000 0.00000

B. Components of Non-Durable Goods and Services

1994Q1-1998Q3 0.04526 3.92078 0.09278

1994Q1-2007Q12 0.09064 7.54867 0.07988
1999Q2-2007Q1 0.04774 0.93733 0.03529

2001Q1-2007Q1 0.04774 0.81651 0.03711

Notes:

1. ¯ =
q
Ĝ/C0.1, where C0.1 is the 10% critical value for a 2

with T (N +K) degrees of freedom.
2. 1998Q4 and 1999Q1 are omitted from full sample period.

* Observed data satisfy the conditions for additive separability.
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Table 3

Additive Separability Tests

Non Break Adjusted Data on Monetary Assets

Sample Observed Minimally Perturbed

Period Data Data

F̂ Ĝ * 10,000 ¯ * 1001

A. Total UK Domestic Household Final Consumption

1994Q1-1998Q3 0.00747 1.03512 0.09569

1994Q1-2007Q12 2.90928† 676.20390 1.54214

1999Q2-2007Q1 0.00379 0.20844 0.03372

2001Q1-2007Q1 0.00000 0.00000 0.00000

B. Components of Non-Durable Goods and Services

1994Q1-1998Q3 0.02228 4.03872 0.09417

1994Q1-2007Q12 3.18430† N/A††

1999Q2-2007Q1 0.04134 0.98240 0.03613

2001Q1-2007Q1 0.04134 0.72664 0.03501

Notes:

1. ¯ =
q
Ĝ/C0.1, where C0.1 is the 10% critical value for a 2

with T (N +K) degrees of freedom.
2. 1998Q4 and 1999Q1 are omitted from full sample period.

* Observed data satisfy the conditions for additive separability.

† Quantity and user cost data for monetary assets violate GARP.
†† We were unable to compute the minimal perturbation.
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Table 4

Additive Separability Tests

Household-Sector Divisia Index

Sample Observed Minimally Perturbed

Period Data Data

F̂ Ĝ * 10,000 ¯ * 1001

A. Total UK Domestic Household Final Consumption

1994Q1-1998Q3 0.00805 0.85056 0.13107

1994Q1-2007Q12 0.01225 6.18988 0.22648

1999Q2-2007Q1 0.01099 0.94515 0.10948

2001Q1-2007Q1 0.00185 0.29174 0.06796

B. Components of Non-Durable Goods and Services

1994Q1-1998Q3 0.00203 0.04965 0.01120

1994Q1-2007Q12 0.03011 6.25998 0.07812

1999Q2-2007Q1 0.03011 6.15010 0.09704

2001Q1-2007Q1 0.03011 2.58935 0.07091

Notes:

1. ¯ =
q
Ĝ/C0.1, where C0.1 is the 10% critical value for a 2

with T (N +K) degrees of freedom.
2. 1998Q4 and 1999Q1 are omitted from full sample period.
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Figure 1: Benchmark Rates of Return
Interest  rates on T ESSAs and ISAs 1992Q4 to 2007Q1
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Figure 2: Interest-Bearing Bank Time Deposits
Non break-adjusted vs. break-adjusted 1992Q4 to 2007Q1
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Figure 3: Interest-Bearing Bank Sight Deposits
Non break-adjusted vs. break-adjusted 1992Q4 to 2007Q1
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Figure 4: Building Society Deposits
Non break-adjusted vs. break-adjusted 1992Q4 to 2007Q1
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Figure 5: Expenditure Share
Household-sector monetary assets 1992Q4 to 2007Q1
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services. The vertical lines indicate 1998Q3 and 1999Q2.



35
ECB

Working Paper Series No 904

June 2008

European Central Bank Working Paper Series

For a complete list of Working Papers published by the ECB, please visit the ECB’s website 

(http://www.ecb.europa.eu).

877 “What are the effects of fiscal policy shocks? A VAR-based comparative analysis” by D. Caldara and C. Kamps, 

March 2008.

878 “Nominal and real interest rates during an optimal disinflation in New Keynesian models” by M. Hagedorn, 

March 2008.

879 “Government risk premiums in the bond market: EMU and Canada” by L. Schuknecht, J. von Hagen and 

G. Wolswijk, March 2008.

880 “On policy interactions among nations: when do cooperation and commitment matter?” by H. Kempf and 

L. von Thadden, March 2008.

by G. Amisano and R. Savona, March 2008.

882 “Forecasting world trade: direct versus “bottom-up” approaches” by M. Burgert and S. Dées, March 2008.

883 “Assessing the benefits of international portfolio diversification in bonds and stocks” by R. A. De Santis and 

L. Sarno, March 2008.

884 “A quantitative perspective on optimal monetary policy cooperation between the US and the euro area” 

by S. Adjemian, M. Darracq Pariès and F. Smets, March 2008.

885 “Impact of bank competition on the interest rate pass-through in the euro area” by M. van Leuvensteijn, 

C. Kok Sørensen, J. A. Bikker and A. A. R. J. M. van Rixtel, March 2008.

886 “International evidence on sticky consumption growth” by C. D. Carroll, J. Slacalek and M. Sommer, 

March 2008.

887 “Labor supply after transition: evidence from the Czech Republic” by A. Bičáková, J. Slacalek and M. Slavík, 

March 2008.

888 “House prices, money, credit and the macroeconomy” by C. Goodhart and B. Hofmann, April 2008.

889 “Credit and the natural rate of interest” by F. De Fiore and O. Tristani, April 2008.

890 “Globalisation, domestic inflation and global output gaps: evidence from the euro area” by A. Calza, April 2008.

891 “House prices and the stance of monetary policy” by M. Jarociński and F. Smets, April 2008.

892 “Identification of New Keynesian Phillips Curves from a global perspective” by S. Dées, M. H. Pesaran, 

L. V. Smith and R. P. Smith, April 2008.

893 “Sticky wages: evidence from quarterly microeconomic data” by T. Heckel, H. Le Bihan and M. Montornès, 

May 2008.

894 “The role of country-specific trade and survey data in forecasting euro area manufacturing production: 

perspective from large panel factor models” by M. Darracq Pariès and L. Maurin, May 2008.

895 “On the empirical evidence of the intertemporal current account model for the euro area countries” 

by M. Ca’Zorzi and M. Rubaszek, May 2008.

881   “Imperfect predictability and mutual fund dynamics: how managers use predictors in changing systematic risk” 



36
ECB

Working Paper Series No 904

June 2008

896 “The Maastricht convergence criteria and optimal monetary policy for the EMU accession countries” 

by A. Lipińska, May 2008.

897 “DSGE-modelling when agents are imperfectly informed” by P. De Grauwe, May 2008.

898 “Central bank communication and monetary policy: a survey of theory and evidence” by A. S. Blinder, 

M. Ehrmann, M. Fratzscher, J. De Haan and D.-J. Jansen, May 2008.

May 2008.

900 “Forecasting inflation and tracking monetary policy in the euro area: does national information help?” 

by R. Cristadoro, F. Venditti and G. Saporito, May 2008.

901 “The usefulness of infra-annual government cash budgetary data for fiscal forecasting in the euro area” 

902 “Fiscal consolidation in the euro area: long-run benefits and short-run costs” by G. Coenen, M. Mohr and 

R. Straub, May 2008.

903 “A robust criterion for determining the number of static factors in approximate factor models” by L. Alessi, 

M. Barigozzi and M. Capasso, May 2008.

904 “Does money matter in the IS curve? The case of the UK” by B. E. Jones and L. Stracca, June 2008.

899   “Robust monetary rules under unstructured and structured model uncertainty” by P. Levine and J. Pearlman, 

by L. Onorante, D. J. Pedregal, J. J. Pérez and S. Signorini, May 2008.




	Does money matter in the IS curve? The case of the UK
	Contents
	Abstract
	Non-technical summary
	1 Introduction
	2 Methodology
	2.1 Theoretical Model
	2.2 Additive Separability

	3 Non-Parametric Tests
	3.1 Necessary and Sucient Conditions
	3.2 Testing the Observed Data
	3.3 Accounting for Measurement Error
	3.3.1 Computing the Minimal Perturbation
	3.3.2 Statistical Test
	3.3.3 Bound Statistic


	4 DataDescription
	4.1 Consumption and Population Data
	4.2 Background on UKMonetary Data
	4.3 Monetary Data: Components
	4.4 Monetary Data: Divisia Index

	5 Results
	5.1 Previous Literature on Weak Separability on UK Data
	5.2 Results for Break-Adjusted Monetary Asset Data
	5.2.1 Total UK Domestic Household Final Consumption
	5.2.2 Components of Non-Durables and Services
	5.2.3 Discussion of Results

	5.3 Additional Results
	5.3.1 Results for Non Break-Adjusted Monetary Asset Data
	5.3.2 Results for the Divisia Index


	6 Conclusions
	7 Appendix: Break Adjustment
	8 Acknowledgements
	Tables
	References
	Figures
	European Central Bank Working Paper Series


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Adobe RGB \0501998\051)
  /CalCMYKProfile (ISO Coated v2 300% \050ECI\051)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.3
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /sRGB
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo false
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo false
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 100
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 72
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 1.30
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 100
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 1.30
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 300
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 300
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects true
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /ENU ([Based on 'Smallest File A4'] Use these settings to create Adobe PDF documents best suited for on-screen display, e-mail, and the Internet.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /BleedOffset [
        0
        0
        0
        0
      ]
      /ConvertColors /ConvertToRGB
      /DestinationProfileName (sRGB IEC61966-2.1)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MarksOffset 6
      /MarksWeight 0.250000
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PageMarksFile /RomanDefault
      /PreserveEditing false
      /UntaggedCMYKHandling /UseDocumentProfile
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [600 600]
  /PageSize [595.276 841.890]
>> setpagedevice




