Chapter Three
THE MODEL = REDUCED FORM EQUATIONS

Te Introduction 3§ .

For underdeveloped countries like India which are
capital scarce,saving as a source for financing this capital
is an important constraint on growth. If these economies
have to grow, it 1s essential that their saving ratio incre=
ages at a higher rate. Totael saving in the economy originates
from three sectors : the corporate sector, the govermment
sector and the household sector.f Our intention is to study
only the gaving originating,frcm the household sector, not
because the other two areﬂgggmpaﬁtant, but because of 1its
share in total savings, mavémenté in tﬁé former are directly
affecting the latterj also this is the only sector which is
the net surplus sector providing funds to the deficit sector.
Therefore while atudyiﬁg the behaviour of saving in the econoe
mys household saving behaviour 1s?particular1y Important as
a source of financing capital formation in the economy.

a) Importance of the Study of Portfolio Behaviour : The

study of household saving behaviour is split into two steps:

1} The portfolio behaviour of household saving i.e studye
ing the factors datermining actual holdings of differ~
ent assete in the capital account of the household,

ii) The household totel saving behaviour.
Most of the earlier studies have concentrated on the

second aspect and neglected the f;rst on the azsumption that
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in the study of household behaviour it is the wealth effect
which predominates. Perhaps it is true that composition of
saving may have no significant effect on the growth process
when the asset available is only money and other assets are
commodities that are boarded, But as the economy Eraws,with.
more and different kinds of financial assets being available,
composition of saving would probably have effeets on the
growth précessi i.e. portfolic behaviour of househeld can have
effect on total saving,current consumption and on the growth
of the economy.

In contrast to the neoclassical =argument that changes
in stock of money are neutral in its impact on real values in
the finel equilibrium.' It is possible with the aid of port-
follo analysis to explain the dynamic disequilibrium process,
which an economy adoptis to a monetary change 1ln uncertain
world. On the theorétical and empirical evidence that prices
adjust most rapidly to eliminate excess demand in organised
financial ssset markets and much less rapydly in mearkets for
currenf output and factor gervices, an lncrease in nominal
stock of money changes the composition of aggregate demand

between investment and consumpiion goody., Thus monetary

1 The arguement restson the assumption that events in dige
equilibrium process followed by the system do not itsgelf
influence the final equllibrium position and so may be
iggored. This is true if all price adjustments are insta-
netarneous .
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ddsturbance will be non-neutral. This non neutrality of money
depends upon a number of factols, ﬁhe important onés being}thg
elasticity and stability of portfolio preferences and the dura-
t1ion of the price adjustment process, When wealth owners attem-
pt to maintain a preferred portfolio composition, the port-
folio balance effect will generate excess demand for reproduci~
ble wealth forms and hence for final output of a magnitude
large in relation to the initial phange in nominal money balaw
nce.2 Thus while analysing the effect of changes in prices
two effects are simultaneously operating (a) The Real balance
effect (b) Portfilio balance effecﬁdﬁhanges in price level
cause (1) an inverse movement in éggregata\real cash balances,
whichthrough the real balance eff;ct induces an increase or
reduction in consumption and investment spending. Alongwith
this it changes the proportion of:monetary assets in wealth
portfolio, which through the port%olio balance effect opera=

tes to increase or reduce incremental demand for other asset

2., Moore, B.J. (1968) « "In a zrowing economy (for an eco-
nomy in balanced growth) failure of money stock to grow
at the balanced growth rate g, generates excess demand
for or supply of other assets throughout the transition
period, as a result of the portfolio balance effect. A
growing economy is characterised by .continuous wealth
owner adjustment of existing asset stocks to some higher
degired level, As long as the rate of price adjustment
to eXcess demand for money balances is not instantaneous,
a constant rate of nominal money increase different from
the balanced growth rate may be shown to affect incre-
mental demand for other assets and so the rate of real
capital accumulation., The economy is thus pushed into
a perpetual disequilibrium configuration and remains’
held at some phase in its adjustment path".
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forms. The neoclassical and Keynesien analysls have ignored
the implications of portfolio diversification considerations.

Our intention is to study the portfolio behaviour of
household & examine how awitching operations emong the new
financial agsets {available to the household) and with the
physical assets (that they have been used to) affect growth
in an inflationary condition in underdeveloped economy.

There are certaln conditions in underdeveloped coune
trieg which increase the transition phase and others that ree
duce it, e.g. caplital markets are not developed and so primary
securities are not popular in the household portfolio. There=
fore increase in monetary assets in household portfolio, may
not .necegsarily increase demand for these, but for securities
of finencilel intermediaries, These finasncial intermediaries,
who now have access to large flows of saving can then supply
funds to déficit sector at lower éast. Thug the increasged
demand for investment goods by the deficit sector can be met,
Ine channelisation of saving into intermediaries, increases
the transitionel period and positively affects growth; It
increases in monetary assets are directly used for increasing
congsumpt ion/or stock piling inventories,then the lag between
money supply and price is reduced, Here then neoclassicdl
theory wbuld hold, with little or no portfolio balence . ~
effects.



117

Thug, by examining the portfollio behaviour of the
household, we can analyse whether money effects are non neu=-
tral in underdeveloped countries, These are the direct efiect
of portfolio behaviour of household. ZThen there are indirect
effect of these on the saving ratio, "there does exist a cloge
relationship between atructure of saving in the country and
the rate of saving. The countries with a high ratfo of finane
cial to tangible assets in household saving, recorded high
rate of saving and vice versa, Even within a country, it is
found thet with a rise in the rate of household saving,the
proportion. of saving infinancial assetselgo tends to rise.
This shows that a chenge in the foru of saving is essential
for raising the rate of household saving“%

b) Components of Saving ¢ To study the behaviour of

household saving composition as noted in chapter 2“

» we have
bifurcated the assets of the household in the following cate
gories
i) BSaving in liquid assets, i.e. currency and demand
deposits. “
1i) Seving in 1lliquid asgsets ifi.e. in the form of time
deposits with compercial banks and non credit socie
eties, provident fund and in life insurance corporae

tion.

3, Lokhnath, P.S, (1966=67).
4e Chapter 2. Section 3 (b).
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111)Saving in direct investment in corporate sector and
government sector,

iv) saving in consumer durables,

v) saving in physical assets,

vi) negative saving 1.e. net borrowing of the household.

The reagonsfor this categorisation are : We have
seperated (1) and (i1) categories because of their differenw
tial impect on growth. The former are short term assets
which are likely to promote growth only on Introduction of
these assets, 1.e, when households displace commodity invene
tories by money.5 Once money 1s dispiiéieing other financisl
assets then it might not be growth promoting. As monetlsa-
tion is still around 80 - 86%% currency holding assoclated
with greater monetisation,is likely to promote growth through
facilitating exchange. But its role l1ls very limited once a
country becomes monetised,

Category iiincludes &ll long term assets which are
growth promoting. <Lhese assets,because they have a minimum
maturity period of at least a year,are used mainly to finance
increases in the fixed capital in the form of heavy machinexy
equipment. and construction, #4s all these assets are transe

ferred to the financisl institutions, who are geid to perform

5 Rema Mohan Rao, T.V.S. (Jane. 1979).
6, Medalgi, S.Se (June 1976).
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the function of efficlenily allocating credit in the economys
therefore any increases in thelr asset holding lmplies funds
flowing into more productive and efficient sectors, vhich in
turn implies increasing growth rates.

Expenditure on consumer éurables is another category.
On equity considerations, consumption of consumer durablesby
a smell proportion of population would lead to demonstration
effect on the other gections of the soclety who cannot affqrd
to waste their income on this. Tﬁe gap between the haves and
the have nots may lead %o social tension which may increase
instability in the economy. Llherefore at the present stege
it is desirable to put curbs on ﬁécnaumption of consumer dura-
bles as a proportion of income,fo%{otherwise it would imply
diversion of resources towards cohsumpticn or imports,which
could otherwise have been directed towards capitel goods ine
dugtries.’ , |

Savings in direct investmént are very cloge to 1lli-
quld assets, ag these too are long term aééets and therefore
have the same favourable effect on the growth. These could
have higher potential for growth as these assets are directly
acquired by the borrowing agencies/institutions e.g. corporate -
& government. These assets give freedom to the deficit sector
issulng it, and therefore}ggg use:the funds so acquired %s ’

they deemfit. The reason for separating these assets is:/these

{



120

saving media are not strictly in the same class as bank depoaits.
Thele appeal is mofe limited as they cater prindpally to the
urban and relatively sophisticated groups, who are énterested
and knowledgeable about alternative investment possibllitiea
and scope for maximum return.7 These assetsflow directly to
the deficit sector without any intermediaries. We want to
exzmine whether any substitution exists between saving in
$11iquid agsets & direct investment in perticular, If it
doess then the corporate sector by improving its return rela-
tive to other assets,caen get direct charge on financlal save
ings of the household sector and therefore has to rely less
on the financial Institutions.

Saving in physicel assetsis an important category
for the Indian households,as a large proportion of income is
gtill contributed by agriculture and unincorporated businesgs,
which are included in our hougehold sector, Lssentially peoe
ple who ave saving in these agsets are producers. We would
like to examine whether physical assets are heing substituted
for other monetary and financial assets, I1If we find that
asset substitution is there,then total saving might not incre-
ase but the portfolic mix pay changel ,which might affect the
growth and gaving ratio in next periods. If introduction of

new assets reduces consumption as a proportion and not other

Ts Tyagarajan, Meenakshi, (October 23, 1982)
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assets, then it has two effects on growth (1) it increeses
total saving (2) the portfolio of;household glvea greater
mobility to the movements of funds and thus promotes growth,

Saving in negative assets i.e. borrowing of the house=
holds: Instead of separately eonéidering it as an asset all
the assets could have been adjusted to the borrowings egainst
them and only net asset function could have been estimated,
Such & procedure would not have given us a clear picture of
the household borrowing. If borrowing of household increaw
ges, it implies that less of fundg are fl&ﬁing to other sece
tors A word of caution may be aﬁ@ed; if we find that borrow-
ing is mainly by the agriculturlﬁt and unincorporated business
enterprise, then the impact on grbwthtmighz not be negative,
for then itk financing the productive activity of the produ-
cers in the household gector, But if this borrowing is main.
ly for religiouskand soclal functionsg or building luxurious
houses then its impact will not be so growth promoting.

Total saving is the sum of all its components. Any
factor that, generally. increases the financial ratio of saving;
reduces consumption and diverts funds from hoarding towards any
of saving components increases tot#l saving. If different agsets
in the portfollo are substitutes ?hen saving income ratio cane
not be increased substantially. When different asgets are
held in the portfollio, because efithe specific demand they
fulfill and therefore are not subétitutes for other assets;
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then inflation & other factors can bhe said to increase saving
ratio, as they encourace substitution between asset holding
and current consumption and hoarding.

Growth rates in an economy c¢an be raised either by
increasing the saving ratioc or by re&ucing incremental capital
output ratio i.e. the productivity of capital. Therefore we
have egtimated this function also.

2. Tne bModel : Presentatlon of Equaticns:
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| Copital Output Eouation- Model B
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Eauations A.1 to A.7 are household saving behavioural
equaticns, consisting of six components from equation A.1 to
Squation A.6. Equation A.7 is an identity defining saving
ratio as sum of its components. But to get the effects of
the exogenous variables on this ratio we have estimated A.7',
equation, \

A8 equation relates domestic saving ratio (D S/{)to

household saving ratio (S/Yd_ do Because of its weight in domew

stic saving, we have postulated a simple linear relationship
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between the two. But again as we are not interested in house-
hold saving impact on domestic gsaving ratio but on the effect
of Inflation, income & different rates of return on domestic
saving ratio, therefore we have estimated equation A.8' which
brings out the relationship between the exogenouss variables
& domestic saving ratio, Thus in all the above equations of
Model A,we are analysing the demend for each asset as & pro=-
portion to disposable income, which depends on the 1. relaw
tive profitability,as well as on the availability of its close
substitutes, apart from factors like income and inflation.

A few points may be mentioned that the 18t subscript
in the coefficient refersto the equation and the 2nd one to
the varlable in questlion, All the components of saving from
equation A1 to A.6, and A,7' and A.8' are directly estimated
by ordinary lesst squarxe method as they are linear in all
independent veriebles. A&zrefers as usuel in ell equationsto
the error term.

In Model B, incremental capipal output ratio is estie
mated, We have preferred to estimate B.2 to B«s1 25 we are ine-
terested in the full impact of the exogenogn: variables. It
iz again a linear equation and the different, /s are summation
of Bsattached to the same variebles in asset equation of Model
A,

Model C consist of two equations both definitional,
where C.,1 is lnvestment ratlio which is equal to saving retio
end net inflow of Capital ( E\?‘s )« The inflow of capital is
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determined outside the model; therefore investment ratio isx
directly affected by the domestic saving ratlo. Any increase
in the latter increeses investment ratio also. Equation C.2
defines growth of income.\le shall firat exemine the effect
of inflation alongwith other factorson (1) domestic saving
ratio and there by on investment ratio - through Model A,
and (2) incremental capital output ratio through Model B,
Then combining these effects of Inflation on Model A & B,

wWe shall derive conclusion of the effect of inflation on
growth.

B General Remarksg t A General Discussion of the Effects
Of Independent Variables on Sav Ratios 3

Before we explain each of the above equationsin
detail, a few observations are made which in general are
applicable to all the equations., In all our equations, the
following independent varlables are considered 3 Disposable
Income; expected inflation, Owi rates of return end returns
on all other asseta.

a) Digpogable Income $ All individuals are motivated
to save;whether they are able to save or not depends on a
number of factors. Their income 1s perheps the most import
ant one. If income level is not high enough to provide the
necéssiti§§ and perhaps some comforts, the forces motivating
saving cannot come into play. Therefore only when the cone
sumption needs of the household are}&et can they save. At

very low levels of income, when their consumption needs are
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not satisfied, households will dissave elther by seRling off
their wealth if they have or by borrowing to meet the basic
consumption needs, This 1s the current income hypothesis
that Keynes advocated, The reason for opting for current
disposable income as against permanent income for underdeves
loped countries are mentioned in chapter 1.8

b) Anticipated Inflation : When households expect infla-

tion and therefore realise that thelr real incomes and real
value of financial assets (both the capital and returns in
real terms) are falling, they would under the circumstances
switch over towards physical assets (that they are already
used to and so its not relatively inconvenient for them to
have them). The reducfion in financial assets is likely to

be more than when pricé inflation was unantiéipated and there=
fore the effects of inflatlon on future generation of savings
are likely to be negative. DBut then there are other character-
istics assoclated with inflation like increase in uncertainty,
which might incresse saving.9 Dorrence referring to Latin
American experience suggests, "that speculation almost inevie
tably accompanies inflation and that it carries costs in addi-
tion to the simple distortion:9Hf investment. Some specula=-
tors ere bound to gain, so inflation creates a class of new
rich with low propeneity to save and ostentatious consump-

tion pattern that can exacerbate social tensions“.1o

8. Reference may be made to chapter 1, section 4 (b).
9. éag Juster, F.T. & Taylor, L.D. (May 1975).
b) Katona, G. and Muller, E. (1968%.

10, Dorrance, G. (March 1966).
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Thus 4in the underdeveloped economieg, the portfolio effect is
likely to lead to a reduction in the saving ratios while,
wealth effect because of the large initial holdings of physie
cal assets may increase saving ratio., Also an important facw
tor operating in these countries i1s recurrent shortages of
commodities which alongwith inflationlis 1ikely to make housee
holds purchage commodities in advance of their actual consumpe
tion, Overall we expect that factors which increase the gave
ing ratio are likely to outweigh those which decreasse, theree
fore we expect saving ratio to increase (As physical assets
share in total saving is high).

¢) Rates of Return : Introduction of rates of return
alongwith infletion is because,households realige that diffe
erential rates of return no longer reflect the real produce
tivity of capital but are partly on account of gpeculative
activity which increases with inflation. Most of the house=
holds’ main source of income is saleries and wages. As ine
flation proceeds, this fells in reel value (wage lag hypo=-
thesig), so they are relatively worse off. The households
resent this fall in income, Now thelr income can either
increase with wage revigion or by 1nvésting thelir saving
into thoge assets which yield gpeculative galns during in-
flation, Thus when inflation is not anticipated households
on, congideration of liquidity, convertibility, convemience
etc. hold different essets to meet basically the transaction
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and precautionary demand for gseving. Vith inflation,because
of erosion of real. income it is esgsentlal that they invest
into essets which yleld highgr return, 8o that they are able
to maintain thelr real consumption. So there is now @ change
in the attitude of saversfwith emérgence of speéulative agsets,
they invest in these to add to their real income) i.e. from
saving for precaution and transaction demand to speculative
demand, ZThus household would 1003 gt the relative yields on
all the assets available and accoiding to their preference

for risk,convenience etc. choose that asset composition from
which they get higher yields. Any asset whose oug return
increases vis a vig others, iis p?oaortion in income is likely
t0 lncreage and therefore the two are positively relateéd,
whereas relatlve increases in the yield of other asset will

invariably lead to a fall in its proportion,
‘ Effect of

4, Description of Model A s A Detailed Description oF the/
Independent Variebles on the Composition of Saving end

Totel Household Saving @

(a)Saving in Liquid Asset
oA - gs; Yd + ﬁ»a Pe + ?’za hea t g’”%"g’" * ﬁ'g X.(’_.-g ¥ ﬁ“’ ‘o1

Yot
+&)79LPA + F’l& 9»(,,+ ﬁ’lq 2156
@u is the coefficient attached %o personal dispogsble

wv—

;gggagc Money is primarily demended to satisfy the precaudio=
nary, transaction and speculative mo?ives of the household,
If money is held on account of the first two motives, then
we expect thet this will be a constent proportion of income
i.e. with increase in deiposable incame. the demand for money

will increase proportlonately, this is especlelly true of



130

‘ monetised economy., Hence we expect lncome elasticity to be
one., In case of economles,which are stlll in the process of
monetisation, higher income 1evelg will lead to more than .
proportionate increase in money and therefore elasticity could
be greater‘than one during this initlal phase of development,
But at very high levels of income it is possible that the prOo=-
portion of di:sposable income set eside in money asset .may fall,
s0 that though income elasticity is high, it 1s not equal to
one, This rest on the hypothesis' thet‘the services derived
from the stock of real balences rise proportionately with an
inerease in stock. On the contrary as the stock of real bale
ances rises relatively to other forms of wealth, the services
derived from the stock decrease oﬁ the margin in precisely the
seme wvay that a rise in the stoekfof physical cepital relative
to other forms of wealth results in its marginalphysical proe
ductivity, although total productivity rises as the stock groua“.11
In case of an underdeveloped economy ilke India, where all the
transactions are gtill not monetiged we expect_ﬁhigi

Money is also demanded to satisfy the speculative dew
mand, This speculative demand for money has been usually dige
cussed in the context of a model with money and at least one
other finencial asset. In the staendard Keynes model, this
other asset is asgumed to be a coﬁsél "But 1t 1s interesting
to note that the exlstence of a pgre non money asset is not
cnecessary for speculative motive to be operative, Money
ynecessarily competes with inventories of good as a‘atore of
value“.12

11. Marty, A. (Feb, 1969)
12, Gupta, S.B., (April-June 1972)
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In most of the un@erdeveloped economies where near
non money finencial amsets are new to the aeconomy, goods ine
ventories and gold are an important form of holding wealth.

If prices of goods and gold are subject to fluctuations thenthey
encourage speculation in these, Therefore during inflationary
periods in these economies, guch aéeculation leads to substi-
tutions between inventories of goods, gold and money. This
leads to speculative demand for money to hold on the same
grounds on which Keynegian speculétive demand for money to

hold emerges. Therefore different returns on assets and ex-
pected rate of inflation, 1n this equation would allow ug to
enquire,whether Indian households have speculative demand for

ROBEY .

§i§~ is _the coefficlent of expected rate of Infletion.
As the householdsy/this rete to increase, they will add move
to commodity inventories as returns on these have increased.
Households demend real cash balances to meet their transacélion,
precautionary and speculative motives. . If these halences are
essentlally held to meet the first two motives then inflation,
if 1t does nothing to transaction motive, would heve at least
increased uncertainty and therebyglead to an increase in the
precautionary demand, On the vhole therefore the real cash
balances should increase,, But households also have these
balances in thelr saving gortfolié to meet speculative demands

i.e. to reap certein speculative gaing. Ag expected rate of
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inflation increases, speculative gains on commodity inventories
increases;therefore any real cash lying idle with the house=
hold would be diverted towards increasing commodity inventore
ies, so there should be a fall in this asset holding,

Further underdeveloped countries are not fully monc-
t1sed therefore with the increase in the uge of money as a
medlum of exchange, households in generasl should demand more
money than otherwise. '

The emergence of black money which is mainly associe-
ted with inflation is likely to make physical assets like land,
resldential construction, consumey durables and gold more proe
fitable to be held in household portfolio aldngwith hoarding
currency. '

On the other hand beceuse of the wealth effect (1.e
households initiaily hold a sizable proportion of wealth in
physical and other hoards) there are caepital ga;ns‘during ine
flation. On selling these assets, the households are lihely
to keep these in the first instance in currency itself, there=
fore this ratio might increase,

Ag the effects are many, nothing definite c¢an be
postulated about the sign of the coefficient Bm,, it can be

positive or negative
ﬁﬁé is the coefficient with respect to the expected

markef rate of interest. This raﬁe is the one charged by local
" shroffs for discounting local bills in the unorganised sector
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These rates s;re riot administered though subject to certailn
upper limit,so to a greater extent fluctuation in them refl-
ects the market condition. This rate is therefore treated as
the market rate of interest, When households expect this rate
of interest to increase, to avoid: capital ioss they would save
more in the form of cu:frrency and demand deposlts. This is bew
cause no sooner the actual .fate of interest rises they cam
easgily shift from liquid asset to other financial assets where
capital gains accriie. Therefore we expect @39_2,9_ '

ﬁh is _the coefficient with regard to commercial bank
one xeamgogi’c rate. An increase in this rate would lead to
an increase in its own asset ratio, and if this increase is
at the expense of money then the two assets are substitutes,
Most of the studies conclude that these two azsets are not
subsgtitute but satisfy different ;;ypes of demand of the housee
hold and are therefore independent. As nothing&’piiori can
be gaid .. Pw 20 |

Ris  is the coefficient attached to expected rate of
| return on consumer durables : If household behaviour is such
that they first save in the form of money and then liquidate
it for consumer durablesthen,an 1ﬁcrease in the desire to
heve consumer durables will simultaneously increase this asset
ratio, but when they are purchased and actually held by the
households, then liquid asset rat;;o falls. Therefore, we
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expect that with increage in expected returns, 1f there are
no legs between desirability end acquisition then Pis<O
but if there ave lags then P’JE?O} » Onamriofi grounds we
are not sure therefore %ﬁLéﬂz

_Eﬁg__ is the coefficient with regerd to expected rate
of return on direct invegtment If rates of return ere ex-
pected to increase then,to take aﬁvantage of these capital
gains any money held idle for speculative purposes, must be
diverted towards these assets in their portfolio (i.c. mainly.
the urban household). Thexefore an increase in this expected
rate of retuxn should negatively affact the proportion of
this asset and thus %_@5,9,_

&n is the coeficient gigh regard to expected rate
of return on residential construction. As expected rate of

return on physicel assets increases, we shouldnormally expect
its own asset ratio to increase, ' But aé having them in the
portfolioj,needs lumpsum linvestment, therefore there ere bound
to bé some lags between the desiré t0 have them and to actue
ally acquire them, Thus aavingshgve to be asccumulated in the
intervening period and one of the convenient means of accumue
lating saving: is in liquid assets, therefore we expect fﬂzsz
_EEE is the coefficient with regard to expected rate
of return on gold., If this rate ls expected to increase
then the demand for gold (as apeculative asset) increases.
This will generally be at the cosf of liquid asset, which

¢an be easily comverted. As the nature of the demand for
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gold is essentially to!meet the gocial obligation, therefore

with higher price of goldjste purchage the same amount of gold
more savings need to be diverted, On both these grounds the

money ratio should fall. -

On the other hand there is considerable amount of
initiel wealth that is held in the form of gold, o the value
of wealth increases for these households., On selling gold,the
most convenient asset to be held is currency at -least in the
short run and therefore its ratio might increase;of the two
effects the former effect is likely to be more predominant
and therefore EEESEL

P is the coefficient with respect to borrowing vetes.
If the borrowing rates are going up, then the producers in
the hougehold sector will like‘to’increase investment by self-
financing to avoid high@r interest cost, therefore currency
agset ratio is likely to decrease. . we expect Eiﬂffl

b) S iz 11liquid agse

ng da t ﬁa{Yd * @aap + @‘239%5 t
A 3 Paydpa + Pag et Pas 9’“‘ B

%&a 9’»‘{3 v [545 Sep'+ ﬁ’ae&o;z:

%ﬁL is the coefficient gifh regard to real dEsposable
income of hougehold (Yd) As\é;increases,\household saving
in these agsets ig likely to 1ncrgase as thege are nhon infe-
rior assets which ére likely to be preferred by households,
As income increases saving in contractual form should incree .

ase for with growth we expect the share of agriculture sector
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to fall and thet of secondary and tertiary to increage. As -
contractual saving are made by household in the urban sectox
who derive their income from secondary and tertiary sectoxs
any increase in the latter sectors’: share in income 1s likely
to increase the ghare of financial asset in household port-
folio, therefore we expect @2¢Z£L
éa\ is the coefficlent with regard to expected rate

of infigg;on ( /¢ ). when nouseholds expect the rate of inflew
tion to increase, they are aware that the real velue of their
i1lliquid saving is falling and so also their relative real
returns, yet they continue to save at least as much in nominel
terms because (1) Penalties in case of discontinuing the paye
ments of premium on insurance policy are Reavy. (2) Provident
fund is deducted at source according to government regulation.

Further these savings are in the neture of precaue
tionary saving (especially life insurance) and therefore if
households view the saving in this agset in real terms, they
would add enough of nominel savings to maintain the real value
of this asset and therefore the ratio could remain constant,

It is also possible that households instead of opting
for life insurance under inflationary condition,prefer other
financial assets of shorter matur;ty period as uncertainty ree

garding returns increases in these. There might be switching
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from life insurance to time deposits which 1s our intra come
position ltem and so the effect of Pa'might be weekened,

On the other hand with black money transactions in-
creasing a convenient asset to invest this black money is
time deposits Therefore this ratio might increase.With in-
creage in nominal income(because of inflation) more and more
hougeholds will be covered inthe category of tax payersand
those already paying in the category of higher taxation slab,
To save on taxes, household would invest their saving in
assets which give:; them tax benefit, Most of these assets
ere of this nature., Thérefore we cannot say onaaédbri grounds,
whether %Eigfa

ﬁhg is the coefficient of expected market rate of
interest: When the market rate of intercst is expected to

increase, households would expect rate of interest on this
financilal asset also to increage (though these are administer-
ed), Instead of opting for insecure-and higher retdrn, house~
hold would prefer secure assets where expected returns are
also likely to increase, therefore saving ratio in this is.
likely to increase. On the other hand if households are more
risk taking then instead of opting for these assets they will
temporarily hold liquld assets untll actual returns on risky

agsets increase, when they divert their liquid assets towards
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these assets, Therefore nothing epriori can be seid, Thus
ﬁa&%c

@&» is the coefficient with regayd to commereial ban
one year deposit rate : This is its own rate of return and

therefore likely to have positive effect on this asset ratio
Pan >0

ﬁas is the coefficlent with regard to expected return
on consumer durables : As expected rate of return on consumer

durables increases, household desire to have this asset will
increese, If households under such circumstances were planne
ing to save in time deposits, they would divert it towards
consumer durables, therefore these two assets are gubstitutes.
On the other hand life insurance fund and provident fund are
sevings towards which houseﬁolds have already committed theyee
fore the flow of saving towards this will not be affected but
the maturity emount that is repaid might get diverted towards
consumer durables, instead of time depositsand to thot extent
agaln ililquid asset ratio might fall., But as the total of
premium amount in any particular year is likely %o be much
more than the maturity amount therefore the latter effect is

likely to be of & smeller magnitude., On the whole we expect
Bas<o

‘%Qe is_the coefficient with respect to expected return
on direct invegtments As returns on direct lnvestment are eX=

pected to increase (and because these assets would rhecessarily

compeyac with X1liquid asgets) it is expected that illiquid
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asset ratio will fall i.e. R6$C
Baz  is the coefficlent with respect %o expected re-
3ggghgg_;ggigggmggghggagggggzigg(%Aa) ¢ then expected return
on residentisl construction is expected to increase, the desirve
to have physical essets increase, but as these are lumpsum
investment household cannot immedéately own them, therefore
when hoaincreases, the ratio of illiquid assetsincreases
(particularly of Time deposits) to finance eventually these
assets. Also on maturity of life;insurance Fund and Provident
fund, or,withdrawals from these might be made to finance ine
vestment in thesejto that extent a rise in the actual invest-
ment of physical assets will reduce all components of 1illi-
quid assets. As there are expecteé to be lags befweendeaired
and actual increase in physical agset ratio, therefore in the
intexrvening period this ratio may:increase. EELKQ .
Egg, 1s the coefficient with respect to return on geld,
If this rate increases and if gold and this asset ame compete
ing in the portfolio of househodds, then en increase in gold
investment wlll be at the expense:of illiquid assetstherefore,
@gggg. But as these two assels are generally not held by
the same group of households the relationghip is expected to
be wesk.

ﬁaq is the coefficient of rate of interest on borrow-
ing. If borrowing rates are increésingathen household would

borrow less for financing sny activity and would prefer to

self«finance their capital expenditﬁre. Therefore they would
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decrease their saving in time deposits to finance their capital
expenditure, Generally it is noficed that retes of interest

on one year deposit and borrowing rates move together as both
are administered, so when this rate increeses,return on 1lli- .
quid asset should also increase and therefore this asset ratio
too shauld increase, Thus we postulate %@)O

c) Saving in The Form of Exgegdi&gre on Consumer Durablegt
g v Pai¥d Paa P€+ Baathen + F’BH%‘XA“ Pas Yot Paclos

\{d 4 @3791,;);}1— F{gg%e,,-rﬁgq%ﬁ

Consumer durables are held primarily for the specific
services they provide, which for the most part are not close
substitutes for other assets But with the éxistence of thege,
household incentive to save may increase to finance expendle
ture on these assets. ,

%Ei With increase in ggggogable income of the house=
hold, the proportion of income allocated to consumer durables
increages, these are the preferred asseis of thé households,
In the modern economy from the ownership of these, certain
social status is acquired. At lower levels of income, the
households will not be able to afford the luxury of having
thege . As lncome increasesand nhecessary consumptlon is
satigfied, household would then allocate their increases in
income more to these assets. Theidesire to have these incre=
ases; with (1) the availabllity of these assets and (2) throe

ugh the demonstration effect, As the economy moves towards



141

higher income levelg, expenditure on consumer durables incre-
ases at the expense of other financiel assetss So that with
the availability of these goods, househcld may be expected to
first incresse their financlal gaving to acquire these goods
and on purchase liquidate these savings, Therefore we expect

Y9) >0

B3z Coefficient of expected rate of Inflation : There

are two conflicting effects of expected inflation on this asset
ratio. "The inter temporal substitution effect resulting from
a higher expected rate of inflation is most likely to affect
consumer Durable, because such goods are costly and have a
long 1life time. The benefits from acquiring them when prices
ere low,relative to what they are expected to be in future, can
be considerable, It ig generelly easier to accumulate and
store stocks of durables than of non durables and services,
Moreover hoarding of durables is facilitated, by the ready
avallability of consumer credit“.14 The other effect of ine
flationary expectation is that,it creates uncertainty; sabout
real income and therefore makes the attitude of the household
peasimisticl® As a result,consumers revise downward their
real income expectation and lower their current consumpition

level on consumey durables by either postponing the purchases,

-

14, Springer (August 1977)
15. Dorrance, G. (March 1966)
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16 Thus an incrée

or by switching over to inferior products.
ase in the expected rate of inflation is sald to depress the
mood or sentiment of the consumer and this ls reflected in a
decline in spending. But in underdeveloped economies inflaw
tion isaccom-palned by black money, whose main outlet is in
these commodities., Therefore we expect’.. : the black money
and intertemporal substitutlon effect to be strongeyr than
the uncertainty effect, and thus our hypoﬁhesiesiihat Eé&ffl

ﬁgg is the coefficient of expected market rate of

inteyest : If this rate 1s expected to increase,households
would not like to invest in securities as they would then
incur capital loss. To avoid this they would divert their
savings from these to investment inconsumer durables. Also
all those houscholds who are borrowing for investing in cone~
sumer durables would prefer to borrow mere now and incur the
expenditure on consumer durables as borrowing in future is
expected to become expensive, so %géffi

%éi. Coefficient of return on commercial bank one

year depoait : If these two assetsjconaumer durebles and

iliiquid assets,are substitutes in the household portfolio
then it will be negative, but if they are complementary in
the sense, that those household who increase their illiquid
asgset ratio are also those who increase: their expenditure

on consumer durables, thenthis coefficient could be positive

16, Wernele, D and Buch, S.W. (May 1975)
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as well. On apriori grounds we cannol say any thing,there-
fore %@ﬁ%EL

Egg_ Coefficient of return opn consumer durables i.c,
its own rate of return : Its own rate of return ls defined
as the retio between expected price increase in these duwrae
bles and general price. Its own return is: likely to have
pogitive effect. As return: on holding fhese assets incree
ases,then by purchasing these assets earlier, household would
make capital gein and therefore &ntertemporal substitution
effect is likely to predominate. Also prices of consumer
du;ables are highly elastlc in thelr taxes, and therefore
any expectation that a particular durable good/or its compom
nent is likely to be texed at a higher rate,will shoot up its
demand just before the tax announcements. During inflation,
government may tax these commodities at higher rate at each
successive budget and there by 1ts demand is likely to incree
age Just before the budget and raige its asset ratio. On the
whole we expect @2&;251

@2&; Coefficient of return on variable dividend security.
If this 1s positive it implies that the two goods are complee
mentary in the sense that the households who increase this
asset retio i.e, direct invesiment also simultaneously incree
as¢ their expenditure on consumer durables, In case it is
negative it implies that these two assets are substitutes,

i.e. with increase in return. on alternative investment,
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investment in consumer durables 1s reduced and diverted to the

dther asséts. On apriori ground nathing definite can be said,

therefore &3520 depending upon how households view these

two assets in thelr portfollo, ’

%Q_. Coefficlent of return on construction : If thig
-rate increases saving in consumer durables will fall,as now
savingsare diverted towards physical asseis, But it is also
1likely that ownership of residence provides incentive to
spend in consumer durables & therefore might increasge this
agget ratio; this is the long rw:lE effect, while in the short
run we expect it to be negative,therefore: [237<0_

Eéi_ Coefficient of rate of return on gold : As return
on gold increases more of desposai)le income will be held in
the form of gold and less in consumer dursbles but this effect
is likkly to be small as gold is primarily held by rural housee
holds and consumer durables by urban. We expect @’é:;ﬁ_‘i

i%é‘l Coefficient of rate of borrowing: As the rate of
borrowing is expected to increase, this ratio is 1likely to
fall, as it has become more expen;sive to borrow and so the
effectlve price of consumer durables has actually increased,
As borrowing can be important source for finencing these, e

expect F’sq {0

d) Savinpg in the Form of Direct Investment

- o(;, + ﬁtde r P P4 Piadan + By, %tfw ﬂqs%c'g
14 t [A% Yoz + fg’a? Poa + &»8‘%—@, * ﬁ»q Asa -

Soz
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ﬁ%{ coefficient of disposeble income: As income incre-

I

ases,the share of these assets is likely to go up as these are
non inferior assetgespeclelly company stocks which are specu=-
lative assets. Because of the rise associated with it and
knowledge required for its investment, people at higher income
would be willing to hold these,therefore we expect éﬁkzg

Algo investment in small saving and national certificates is
done with the intention of saving on teXes., At higher incomes,
when the tax rates are higher the need to save on these taxes
increages,therefore an increasing part of income may be set

agide for these sggets.

- f@ﬂn Coefficient of Anticipated rate of inflation :
when inflation is anticipated at lower rates,there would bhe bu-
oyancy in the capital market and therefore we expect gains
from investment In equities., Traditionally these agsets are
considered as inflationary hedges, Therefore if movements in
their §ields and inflation are positively related thefr, in-
creaging proportion of saving and income will flow into these
assets, though 1t may be at the cost of other assets. - As
far as investments in government securities are concerned they
are likely to fall as return on these are falling, but cer-
tain indirect ‘benifits of tax exemption may continue to mske
householdshave this in their portfolio. With inflstion,tax

rates are high and therefore tax evasion becomes profitable,

A part of these assets are deposits with post office which
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in the rural sector serve as transection balance and are as
liquid and convenient as money, therefqre inspite of returns
falllng thelr proportion at constant prices remalns stoble,
If cepital gaing are not there 1anuities with Inllation,
which is likely to be in an underdeveloped economy (profite-
ability is Xow also because of gtructursl botilenecks and
not only due to deficiency of demond), then because the row
letive returns on these assels are falling,this asset ratioc
is likely to fall therefore nothing can be ssid on a priori
sround %ﬁ&é!l

%ﬁé Cocfficiont of expected Karket Rste'of interest s

When the merket rate of interest is expected to increase,

then houschold would save in those assets, which can be easily
switched over to assets where capitsl goins accruey theree
fore there is going to be an Incresge in ligquid end time
deposite savings which can be even st the expense of direct
investment, iherefore we cxpect \5H3<<C

%wq is the c&effigiont of opne year deposit rate on
commercial bank deposifs ¢ If householdsin the asset port-

folio treat these fwo assets as substitutes, then an increase
in the deposgit rate is likely to meke this caset less atirze
ctive to have in thelr porfolic and therefore their share is
likely to fall;thus %Ha<io o But if the assets are complew
mentary then ﬁ%kj7o « Thus on aprori grounds we are not

certainabout the sign of [Py, ; thus By 20
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?@5 is the coefficlent of expected return on consumer

dursbles : If the two assets are substitutes in household
portfollo then it shall De ﬁégative otherwise positive, Nothe
ing aprorl can be gaid about its relationship,therefore Eﬁfjig
%ﬂi is_the coefficient of éercted return on direct
invegtment : As it increases this asset ratio is 1likely to

incré@ase,therefore Py >0

%ﬁl is the coefficient of expected return on construce
tion : As return. on cons%ruction{increasés funds would be
diverted towards these assets. This incraase idphysical assets
could be et the expense of direct investment,therefore ﬁe
expect %ﬁfoz

gﬂﬁq is the coefficient of expected rate of return on
gold: We expect the relationship tp be weak as gold is prie
marily demanded by the rural and~%his asset by the urban. To
the extent rurzl population think of these assets as substile
tutes for gold,an increase in the(rate of return on gold is
likely to divert funds from small saving to these specualative
assets (Gold) and therefore we expect ﬁﬂjﬂﬁfl

ﬁqg is the coefficient of rate of interest on borrowing'

( %53) : If borrowing is done by household to purchase these
assets,then an increase in this rate will reduce this agset
ratio. Also an increase in this rate increases the burden on
households,as & result household now have less resources for
saving in other forms (especiallyffor the rural population it
will be the post office saving). Therefore a rise in %sa will

reduce this asset ratio ; ﬁ97<:o |
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e) Saving ip Physical Asset 3
30a cds v Psi¥y + P Py Psy ben + ﬁ’st; %Lan v Paheo
" +PeeYor + Bsy Do v Poghe + Psg hen

@y, is_the coefficlent of dipposable Income : When
digsposable income of the household increases it generally also

means that the economy is progressing. With the over all
development in the economy, therexia going to be financial
development i.e, different types éf assets would now be availe
able, With the avallability of financlal assets of different
sorts we expect that households who were earlier gaving in
physical assets, would divert their savings into more guitae
ble asgsets,the financial agsets. As a result the proportion
of physicel assets 1s likely to decline when development takes
place in the economy. Therefore we expect the coefficient of.-
di:sposable income to be negative 1i.e. @31551 ¢
§§£ is the coefficient of expected.rate of Inflations
In India. prices have been mcving;up on account of numerous
Iactor37, like increase 15 money supply, failure of mansoon
leading to food shortages, (and therefore there is a sharp
rise in prices of food products. This infturn leads to increase

17. Simha, S.L.N, (974 )
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in general price index because of its weight), Structural
rigidities etc. The dependence of sgriculture gector on
mnsoon is substantial, and increases in generzl prices because
of food prices will reduce the totel income of the rural sector
at constant prices, which would lead to fall in investment in:
farm equipments by household. Recurrent failure of crops may
not provide the right incentive for accumulating farm assets;
rather it might divert funds from thege to holding up their
stocks of commodities, gold etc., and thus reduce marketable
surplus, While in the urban areas,the unorgenised business
enterprise,due to pressure of demand, increase their profits
and therefore expand thelr activities by further investing in
machinery and equipment,

On the other hand,with inflation continuing for long
and 1t being expected,households will perticularly find it
attractive to divert funds towards increasing inventory hold-
ing where speculative gains are large (especlally for an ecoe
nomy which faces recurrent shortages). Also luxurious regie
dentlal constructionsare good investment outlet for black
money which is ﬁsually accompanied by inflation., Therefore
on these considerations the proportion of physical assets
might increase, thus we expect gEBJZE

_ﬁgéﬁ the coefficient of expected mar rate of
Interest : VWhen household expect market rate of interest
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to increase,then to avold payment of higher interest in future
they will purchese physicel agsets which they would heve other-
wise delayed, this is particularly true of stocks. Also those
households who are lending at market rate of interest are optie
migtic about future earnings,and this optimlsm increases their
agset accumulation of physical assets the seame way they do of
consumer durables, therefore Psy 20

&s’g‘ is the Coefficlent of one year depogit rate with
Sommersial bank: If physical agseis are substitutes for depo-
' sits with bank then,an increase in this rate will increase
.depoaits with banks and reduce physical assets i.e. Psu <o,

E_g«_;_ is the coefficient of expected return on consue
MR duregbles: With increages in this rate,expenditure on
congumer durables increages., If this increase in consumery
durables leads to increase in saving ratio and, reduction in
current consumption then other asset retio will not be affece
ted and generelly as these are meinly consumed by urban housee
holds, their impact is likely to be less on physical assets,

though there might be some substitution between them. Theree
fore Pss <O

%56 is the coefficient of expected return on direct
investmenti A&s thls increasses physical assets are likely to
be reduced, We expect ?’5‘6 £0

Egg is the coefficient of expected rate of return on
residential construction: As it 1s its own rate, an increase
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in it is likely to increase its shere end therefore P57 0

Pse  is the coefficlent of expected rate of return on
gold: As expected rate of return on gold increaseshouseholds
to have speculative gains would divert their seving from other
assets to gold, or reduce their consumption ratio to invest
in gold. In that case the physical asset ratio might decline
On the other hand those who alreedy have a large proportion
of gold in their saving portfolio might realise capital gains
by selling these assets (wealth effect). This increase in
real wealth might increase physical asset ratio. Also gold
is a good collateral for borrowing and with increase in the
value of gold,borrowings cen be effectively increased. 4s
thege borrowing are essentially to meet social and religious
demands, therefore the potential of households to save in
future will fell and with it the accumulsation of physical
assetss Thus onapriorli grounds one cannot say anything
definite about the sign of &52;, it can be positive or nega~ -
tive ﬁ_sﬁ;o_ \ '

%ﬁ_ is the coefficient of borrowing rate 3 As the
real cost of borrowing increases, investment ratio in physie
cal asgets should fall, because their net profitebility by

investing on these aasets reduces;therefore we expect Pse<o,
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£) Saving in the Form of Net Borrowing from other Sectdrs:
_S_§ 046 + @’é; Yd + ﬁézfﬁ ?’&39&3&1‘ Po th}: ¢ Pys Rep

\fd'v 1_ sé%ol‘fﬁmﬁpﬂ_,,ﬁ&%}lcur )&69 XSgr

w

Eéi coefficient of diaposable income: As the dispesse

ble income of household increases,this ratio 1is expected to
fall if borrowings are made by the household having lower con-
sunption levels, But if borrowing is incurred for increase
ing the share of other asset like consumer durables,construc-
tion of houses etc, then with the increase in income,the des-
ire to have these assets increases and therefore to finance
thege assets'accumulation,borrowing will increase, The effect
of disposable income will depend upon the purpose for which
borrowing is done. Here the borrowing figures relate to, in-
gtitutional credit to the household sector,who are catering
meinly to their own asset holders, These asset holders are
likely to be in the upper classes egg life insurance corporse
tion gives loans against the premium paid by the household in
question,sinilerly loans are granted against provident fund
outstandings and loans egainst term depogits are gilven to its
asset holders, Only that proporsion of loans advanced by
commercial bapks and coope¥ative benks are for financing agrie
culture operations and trading, which are not to its asset
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holdera. 4&s the proportion of the latter ls high we expect
farm households and other selfemp;oyed hougeholds to increase
their borrowing ag ddsposable income increases, @ELZQm

P2, goefficient of Anticipated rate of Inflation: As
households anticipate inflation, they realise that their real
incomes are falling; this makes them: pessimistic about the
current situation and also increages uncertainty. Therefore
they are likely to reduce thelr borrowing for purposes of any
asset accumulatlionjon the other hgnd,there are now some asseis
on which speculative gains can be made, Due to intertemporal
substitution effect as noted in equation ( SQQ}. households in
the expectation of rising prices may hozrd zéese commodities,
Algo some components of physicel éssets,like residential cone
struction and inventories may be good investment during ine
flation and therefore borrowing t§ increage this asset holde
ing may increase.,

During inflation debtors gainy therefore borrowlng
will increase as it entails smeller cost. Borrowing in India
is mainly done by ferm householdsfand self employed households
for productive purpose and not tovfinance expenses on consumey -
durables or investment in direct securities- (though lately
households might be borrowing for this also but its propoxr=
tion 1s still likely to be small). As Infletion is mainly
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due to structural rigiditles,therefore during in¥lation the

investment outlook may not be very optimistic; as & result

borrowing may also fall;so nothingapriofl cen be sald sbout

the effect of expected rate of inflatlon on borrowing 1.e,
Peazo

%ﬁ%_ is the coefficient of expected market rate of
intercgts As this rate increases, less of farm households

and self employed would borrow from market and switch to
cooperative and commercial banks Mediately,therefore ‘

.2 borrowing would increase from institution. Thus we expect
?’63)0

E_(_:g_ is the coefficient of one year de‘p_gs;t with com=
merclal banksi As these rates increase,saving in term deposits

will increaseithis will increase the potential of households
to borrow againstithese deposits. But rate of interest on
borrowing is positively related to this rate, and therefore
borrowérs would reduce their demand for borrowing i.e ﬁ’ﬁ_ﬁ_{
P&Q is the coeffiglent of expected rate of return on
consumer durableg: As this rate of return increages, borrowing
made to finance these additlonal) investments in durable goods
should increase. If households have a tendency to self finaw
nce these purchases rather than borrow (because of attitudes
towards incurring debts and due to non existence of such loans
being available either from the mamufacturer, retailer or the

financial institution) then purchases in consumer durables may
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lead to a £a8ll in effher liquid assetsor illiquid assetls, rather
than in increasing the borrowing ratio. With lncreasing loan
facilities being evallable,an increase in returns-on these
assets will increase borrowing ratio share; thereifore we
expect Pb5 >0

bo, Coefficient of return on direct investment: As
this rate increases and if borrowings are made to finance
these savings,then borrowings ratio too would increase, but
the effect is likely to be smell %QQZEL

EEZ Coefficient of return on Regidentisl dwellings
Ag this rete increases borrowings will increase to finance
this saving in physlcal asgets, therefore &ézglg

ﬁj@, Coefficient of return on gold § As return on
gold increages the effect may be two fold (1) to increase
holding of gold, borrowing may increase, Also the initiel
holders of gold find that,its value has increaged and there-
Tore,horrowing amount againgt the same amount of gold incres
ases ,therefore , Pes>0 (2) 6n the other hand,with more of
wealth, Some borrowers mey liquidate their debt by selling
of small quentity ofgold, But the former effect 1s likely
to predominate: ,therefore [5 6820

%ﬂl Coefficient of rate of borrowing : In the uasuel
circumstance with the real cost of borrowing increasing house-

holds would borrow less therefore ﬁ6?<x>
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g) Saving of the Housgehold Sector ¢
_.5... N EDde + BLW% E{»;%e;g + &»91;39; + 8597—(’«.9
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B, Coefficient of Disposeble Income: As disposable

et

income increasessaving ratiorincreases,but some ninimum level

of lncome is required for households to have pésitive saving
ratlo. The increase in ‘S/‘fa ratid) due to income increeses is
because there are lags in consumption behaviour Hougeholds
ere used to some leved) of consumption of goods and services
and they find it difficult to change these immediately, It
takes them some time to adjust to the new income levels and
therefore\when income increagses the consumption ratio doeg
not increase correspondingly,while%@dratio increases. Algo
as income increages the income originating in urban ereas
increages relative to the rural areas and the households of
the former as pointed out by various studies'® nave higher
marginal propensity to save than the latter,therefore too S/M
ratio would inecrease, On the pctﬁolio front with increase
in ~dtspogeble income, financial assets would inerease with
the emergence of financial institutions; households with
higher saving ratio \would like to diversgify thelr asset hold-
ing by including these new agsets in their portfolio. With

18. Refer to Chapter 1
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the availability of thege assets the saving ratlo is further
likely to increase, so we can expect that in underdeveloped
countries with increase in disposable income saving ratio
should increase ééngz

B, ccefsictent of anticipated rate of inflation :
Anticipated rate of infletion cen theoretically affect saving
ratio both positively and negatively, that is why a lot of
empirical work has been done to study the effectg of inflation
on personalmsaving ratiu.19 The effect of inflation,will de-
pend upon how houpeholdsview price rise and then how do they
react to it, This would depdnd apart from other factors on,
the gtage of development of the economy and what ia the pre-
sent level of living of the household, thelr aspirations and
attitudes. The allocation of income and wealth to different
components dependa essmentially on the perception of the house=
holds i.e., how they view and how much important consumption
saving end different forms of saving are and to what extent
~: each one of them gatisfy their goel, If more importance
is given to preserving the resl value of money and other ine
come earning assets then saving will increase during infle-
tion (provided the finsnciel asset ratio in the household
wealth portfolio are high. It is only then possible for the

19. Reference may be made to chapter 1 section 1 (e¢)
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real value of the household wealth to fall with infletion),
The saving ratio with inflation is likely to increase, when
income earners are falrly satisfied with their present level
of consumption (of atleast the neccessary cohaumption) and
therefore are not enthusiastic about increasing the consumpe
tlon ratio,such behaviour iz usually noticed among the house=
holds in higher income groups of underdeveloped countries or
1s generally true about advanced economles, In underdeveloped
economies, the levels of per 6apitau consumption 1s £, r below
the minimum reéuired for a'large section of population, There=
fore,households, when they expect inflatlon,are not expected
to increege thelr saving, rather they struggle hard to meine
tain the little real consumption that they had before, It
is only the middle class and upper éncome groups who might
increase thelr saving ratio. It is thus upper class which
contributes meximpum towerds saving (so infletion is inducing
concentration of savingl)e They in the past had savings and
therefore would like to continue to have thege for future une
certainiies_ jon the other hand,as most of the households have
a higher proportion of physical asgets and other hoards in
their wealth poxtfolio, therefore capital gains on thesge
(which are usually accompanied by inflation)are likely to ine
crease their consumption 9L consumer durables, conspicuous
consumption like Juxurious residential accomodation,where as

they will reduce the financiel saving ratio as returns during
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inflation are falling and sometimes even become negative.

In the underdeveloped ecﬁnqmies, most of the housew
holds are still not exposed to different financial assetsand
therefore most of their saving is either hoarded or is in
' real asgsets and commodities,theréfore substitution from finaoe
neial assets to these asggets offéring capital gains are likee
ly to be greater in underdevelopéd countries then in the devew A
loped countries, where the convenlence that financial assets
yield, is given more importance i.e. at such higher income
levels these households can enjoy ihe luxury of having the
seme proportion of money in their assetswhich is a convenient
asset to hold. Therefore inflation in underdeveloped econow
mies is likely to have different effects from those in devee
loped countries. |

Most of the studiesgo

releting to developed countries
have concluded that saving ratio increaseswith.inflation,fhe
reagon being that households place much utility on a fairly
constant liquid asset to income ratio both on account of lie
quidity and,less transaction cost involved in holding

these assets and due to lumpiness of other real assets, whose
imperfiect knowledge about future returns deters households to
have these in their composition“,lfhus the real balance effect
is predominant in these economies. Anbther reason for saving
ratio to fncrease with inflation is thet, the latter increases
uncertainty regarding real 1ncom§s and this makes the house=
hold pessimistic, whlch then leadé to reduction in consumption
ratio. ,

20, Reference may be made to chapter 41 section 4(b)
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Therefore in the advanced countries on account of
both the factors (1) the real wealth of the households falls
with inflation as most of it is keld in financial assets, (2)
the portfolio of the household is falrly rigid in redl terms
(because of the real balance effect liquid assets are ﬁeld in
a fairly fixed proportion), therefore, saving ratio at current
prices hag been rising with lnflationary condition, _

Bui in underdeveloped countries like India the effects
of inflatlion are mixed and one cannot draw a definite conclue
sion about the effect of inilation on household saving., This
is partly because hoﬁsehold sector sonsisis of a heterogenous
group whicﬁ included both the pure household and those which
are selfemployed. These two categories of household are likely
to react differently and the behaviour of one may negate. the
behaviour of the other, Keeping this in mind we have to0 dige
cuss the effect of inflation. In the household saving gomposi-
tion physical aessets form approximately 50% of the total save
ing, therefore it is not necesgsarily true that the real wealth
of the household fells. In case of household, who have a large
wealth ratio in which land, building, gold are supposed to be
predominant assets, large capitel geains can accrue to these
households, This will give the incentive to increase their
consumption ratio and expenditure on consumer durables, SpecCue
latlve assets, inventories of goods, Only those households, i.e,

the wage and salary earners, vho are gaving some proportion of
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their wealth in financiel sgsets will find their real value
of wealth falling. It is these households that will reduce
their consumption ratio, But as there are greater incentives
to switch from these financiesl assets to speculative assgets
even these households would alter thelr portfollco compositions,
such that it favours physical assets like residentisl conge
struction, commodity inventories, foreign exchange etc. Hence
in underdeveloped countries (1) The wealth effect during ine
flation periods is such that it may increase the conspicuous
consumption ratio (2) there is more flexibility in the port-
folio composition of household. The houscholds switch over
to physical assets and gold, which they are accustomed to hold,
and therefore do not attach much lmportance to holding liquid'
assets. Therefore on both these considerations we might find
that the saving ratio declines with inflation; since in our
definition we have included consumer durables and some physi-
cal essets, the portfolio switch over to these Lfrom financial
agsets would leave the saving ratio unchanged at a point of
time (though these switching operations may effect the saving
ratio negatively in the future). If incresses in physicel
assets and durables are at the cost of reducing consumption
ratio then only, saving ratioc would increase., Our hypothesis
is that B.<®

Pg is_the coefficient of expected market rate of

interest: As this rate 1s expected to incresse, the primary

effect is of increase in liquid assets. If this increase in ratio
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is not‘ compensated by an fall ln other agsets of the house~
hold, then saving ratio will rise, But if a rise in this
asset ratio leads to fall in other asset ratio, then the
effect mey not be substantial on saving ratio, Looking to
all the componen‘t‘:s’ effect we see that all saving components
rise expept borrowing which is expected to increase,and that
on 1lliquid assets the effects are uncertain, On the whole'
therefore we expect ib_ggg ¢

E.Z.l_*_ is the coefficient of one year deposit with come
mercial banksi As the proporitlon of household saving in com=
mercial bank deposits is very high the effect is expected to
be positive on saving ratlo. Any increase in the rate of ine
terest on these safe gssets is likely to lead to reduction in
other asset ratios like,direct investment and consumer durable
ratio end to smaller extent in ph;ysical assets, because these
combine certain functions like liquidity,safety etc. which
make it a preferred asset. If 1n93;eases in 1lliquid asset
ratio is at the cost of hoarding, gold and consumption then 3/«{4
ratio will increase with increase in 1 year deposit rate, but
if this is not the case fh?n at the same point of time the
effect on S/Y , Tetio might not be l:meh,but over a period Sfy
ratio will incresse,so B4>0. On the portfolio front an
increase in thig rate, reduces liéuid agset, direct investe
ment, consumer durables, physical agsets, while it increage
illiquid asset ratio and :':« . borrowing. ZTherefore depende
ing upon the strength of positive versus negative effectson
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agsets of saving would the exagt effect of saving ratlio be
determined, Therefore on aprori grounds we are not certain,
therefore @g_%_q

jﬁ; coefficient of rate of return on consumer durables:
With the increasge in the rate of return on consumer durables
we expect its own asset ratio to increase. 6 1f this increase
in consumer durable asset ratlo is at the expense of other
financial assetsthen saving ratlo at that point of time may
not be affected. But an increase in this ratio over time is
likely to have negative effect on saving ratio because incree
aged expenditure on consumer durebles implies complimentary
expenditure which increases current consumption and reduces
saving ratlo, Its effect on the portfolio are as follows: it
increases consumer durable and borrowing ratio, reduces phye
sical agset and 1lliquid aegget ratio, while the effect is une
certain on liquid aggetsand direct investment. As the share
of physicel assetsand i1lliquild agsets is high and increase in
borrowing reduces saving, theref&re we expect EE&Q

jﬂa is the coefficlent of expected return on direct
invegtment: The effects of these are likely to be small on

saving ratio as the proportion of {this asset is very small,
Due to the presence of large unorganlsed sector and undere
developed oapltal markets, industrial equities are generally
held by urban households only. A rise in thig rate is likely
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to reduce liquid asset ratio illiquid asset ratio and physical
asaset ratio, whereas it will increese direct investment and
borrowing and its effects are uncertainzgonsumer durable ratio.
So the portfolio effect isg likely to reduce’saving ratio. On
the other hand the wealth effect l.e. (capital gains on the
initial holdings of these assets) will not be substantial
because of Iits small proportion in total wealth. Therefore
we expect Ee_g_g

B, is the coefficlent of expected rate of return on
construction: As pate of return. on this increases, other assets
being substitutes, their ratio should fall, while that of phye
gical assets should increase (provided there are no lags bete
ween desirability and actual ownership). The greater the sube
stitution between physicel and financial assets the weaker
would be the effect on saving ratio at that point of time but
over a long time a higher ratio of physical assets in wealth
reduces saving ratio in future., ©On the other hand, if there
are lags in the behaviour of houskhold, then an increase in
this rate of return will lead to temporary increases in other
assets of household seving tiparticularlyy is liquid assets,

So that in the short run it will increase finencial asset and
saving ratlos: ‘

On the other hand because of the wealth effect (1.e,
there are large capltael gaina acceming to the holders of
physical assets) luxurious consumption end hoarding is likely
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to increase and therefore other agsets ratio might fall except
consumey durables whose proportioh is expected to increage.
Therefore on aprori grounds we are not certain of the effect
of this rate of return. Thuaf%jgfg

B, coerrgmsent of expected rate of return on golds
With increase in the expected rate of return on gold, houséw
hold saving will flow increasingly in gold, if it held as a
speculative asset in the househoid wealth portfolio. But if
the demand for gold is to meet ceitain social and religlious
obligations then resl investment in these will not be related
to rates of return. If increases in gold are by substituting
other assets included in our saving defination, then saving
tatio will fall; on the other hand, because of l.rge initial
holdings of gold any increase in its prices will increase the
real value of wealth of these households who can increase their
current consumption ratio and the?éfore reduce saving ratio/
oXx can lncrease consumer durable ratlo and therefore increasge
this ratio. Further gold?is & good collateral for borrowing
and therefore increases in its vaiues implies that higher
financial borrowlng is possible, for investment in forms etc.
and therefore increases in its return can stimulate physical
asset matio which are not likely to be at the cost of other
agsget ratias, Its effects on portfolio composition are negae
tive on 1illiquid asset ratio, Consumer durables ratio and

direct invesiment, while positive on borrowing & @ncemtain
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on liquid asseti?%%ysical agsets, Therefore on aprori grounds
nothing definate can be sald about its effect on saving ratio
80 ?ggg

_Eg coefficient of borrowing rates An Increase in the
real cost of borrowing is expected to reduce physical assets
consumer durable expendlture and borrowling and increase 1llie
quid asset and liquid asgset ratios As the primary effect. l1s:

on its own asset 1.e. borrowing, we expect B, to be positive

5. Description of Model B

Incremental capital output ratio ls a technical cone
cept which implies how productively a factor of production
capital (which is scarce and important for growth in undere
developed countries) is employed to yield output., The pro=-
ductivity of capital depends on a number of factors iike,the
present state of technical knowledge including educational
standards achlieved by the country, the funds that are diverted
towards research and development programmes, the factor aveile-
ability and how easily can surplus be transferred to the defi-
cit sectors etc, In the long run all these factors could be
acted upon to reduce the ratio,

In most of the‘studies which have desalt with raising
growth rates, saving ratic has been given the due importance
ag a factor affecting 1t, but reduction in incremental capital
output ratio has not been considered as (it was perhaps assumed

that these ratdos cannot be changed by the deliberaite economic
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policies in the short run) a factor affecting growth rates.
In the short run we do find that there are wlde fluctuatlions
in this ratio, therefore growth rates would generallybe affec-
ted by this. '

a) Factorg Affecting Incremental Cagi;él Qutput Retio:
In the long run the factors affecting ac/e (incre=
mental cepital output retios) are:

1) TIhe relative price ratio of different factorsg of
production. If the price of labour i.e, waege; rate riges
faster then the price of lemrable funds i.e., interest,then
producers in the long run will increase their profit ratios
by choosing the technique of production which employs capital
as a factor of productlon more than labour per wiit of out-
put L.e. as w/i increases K/L increases and therefore K./O
ratio increases. But any increase in factor price ratio w/i
does not immedietdly lead to higher §/L. because once machines
are installed with a particular capitel intensity they cannot
be changed (without being used these cannot be just thrown)
because investment declisions are primarily irreversible over
short perlods. In case of underdeveloped countries even if
this factor price ratlo moves up, more capital may not be

profitable as cooperative factors of production especially

w/1 = Factor Price ratlo w = wages & i.= interest rate
K/L = Capital Labour ratio K/0 @ Cepital Oubput ratio
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technicel skilled man power may not be avallable,

11) Arother factor affecting it is the quantum of resou~
rces available, that could he diverted to increasing each
factor préductivity and general productivity of the economy.

111) with the availability of resources proper financisl
structure 1s required which transfer the saeving of the surplus
gector to the deficit sector, So thet financlal funds do not
hamper the development process.

But in the short run, a government dedicated ftowards
achleving higher growth rates can lower incremental capital
output ratio (and thereby,given saving ratio, can increasge
growth rates) by followipg policies of (1) directing invesgtw
ment in the short run towards hottleneck sectors where capae
city crestion effects are substential (2) of raising utili-
sation of existing capacity (3) giving incentives to small
scale and indigeneous sectors which employ more lebour intene

slve techniques.

b) An Analysis of Effect of Inflation on Incremental
Capital Output Retio:

Our primery concern ig to study the effect of ine
fletion on incremenial capital output ratio, Does inflation
sinultaneously affect saving retio end incremental cepital
output ratio, If so, then its effect on growth can be analye
sed in "Herrod Domag - framework", At the outset it may be
mentioned thet inflation effects on this ratlo (incremental
capital ocutput ratio) may not be direct and it mey teke long
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time but still an attempt is made po study the same,

During inflation relative prices change and so re=
distribution tskes place, Inflationary effects are basgically
through this redistribution. The greater this redistribution
the greater the effect on growth in the short term (but such '
large redistribution is not desirable on equitj grounds). In
the conte;t of Model A, we have stﬁdied how inflation that is
anticipated, leads to changes in the composition of households?
net worth. The composition of saving can effect incremental
capital 6utput ratié in two ways: (1) the portfolio of house~
holds in response to inflation mayibecome such that the finane
cilal flow of funds to deflcit sectér falls« 7This coupled with
their (deficit sector)'inability 6 raise resources from intere
nal sources, will starve them of funds. This will results in
lower cepacity being utilised andfor in a continuous situation
like this, prefer a lower producti&e techndque using less capitel
so that incremental capital output ratioc increases. (2) If ine
flation changeé the composition of demand for commoditiles and
diverts it to consumer durables then, producer will have the
incentive to produce these commodities as demand is high over
here end therefore it is more profitable to menufacture and trade
in these., Generally this category of goods requires more sophie-
sticated‘technology and therefore cééital labour ratio in these

intan-
industries are higher,Further these: commodites have higher import/

t



170
sity21 i.e. certain components are imported - as a result
secondary snd tertlary (1inkages) effect of production, of
these commodities in the short run are not realised within
the economy. .

'Thus an increage in the asset portfolio of these in
households capital account is likely to increase incremental
capital output ratio in the short run and also due to high
import intensity reduce growth effects on the domestic econo-
ny. ‘

Also infletion by making physicalassets aktractive
rélative to financial assets, not'only reduces the funds that
can be borrowed Sy the deficit sebtor but also makes the rela-
tively less productive assets among the physical agsets more
attractive "The form of invesiment induced by~inflation is as
significant as its aggregate amouht. Not all investment cone
tributes in equal degree to the aitainment of increasing proe
duction and higher gtandard of living. Inflation encourages
investment in construction and inventories rather thsn in in-
dustry and agriculture“za. If in the share of total investe
ment, inventories and constructlon proportion are high then
because of their lower degree of @ontributioﬂ to output, overe
all incremental cepital output retio will rise,

Apart from 1nflation;a;,induced householdk compogie

tion of saving effect, incremental capital output ratio is

21. Chandra, Nirmal Kumear (April 4982)
22, Bernstedn,, EM. and Patel, I.G. (November 1952)

1



17
affected by the capacity utilisetion ratio. The published
figures on this ratio relate to changes in output due to changes
in capital stock, without any reference to the effective uti-
lisation rate of Industryj therefore fyom this atatistical
measurement it will be possible, that with better utilisation
output increases and hence the ratio will fall. In the short
run then can Ififlation have some effect on capacity utilisa
tion? 1In the standsrd Keyneslan analysis inflation by incre=-
esing the effective demand puts pressure on the producers to
work at or near full capacity installed and thereby reduces
incremental capital output ratio and increases growth in the
short run. This is possible when installed capacity already
exists and the main cause for lower utilisation is the lack
of effective demand. In most of the underdeveloped economies,
the. - installed capacity may mxist but the low level of utie
lisation 1s not mainly on account of demand deficlent factors,
but other factors like shortage of raw meterials, foreign exe
change bottlenecks, labour troubles and other structural rigie
ditles, Therefore in these countries the relationship between
inflation and capacity utilisation is not as gimple and strai-
ght forward as in developed countries,rather it is indirect
and complex, Generally we. expect inflation to positively
affect Incremental capiltal output ratio

¢) Ihe Structural Equation of Model B :

E(}r’uﬁfuon ¢l AC, ZSen 4 Z2$eh 4 ZaSpa
40 Yd. Yl 7
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Sr.4 means saving in assets like currency,demand
deposits, illiquid assets and direct investment. Scp, 18
saving in the form of consumer dﬁrablesand Sera 18 saving
in physical assets. In this equation the terms are endoge-
neously determined by our model A.From our earlier discussion
we expect Z, <o, Zavo and | 2320 o+ The effect of
physical assetswill depend upon the relative growth of its
different components €.g. if inventory and construction of
residentiel houses increeses then Zs>o s but if machie
nery and equipient ratio is increasing, then because 1t has
strong linkeges effect, thereforé incremental capital output
retio will fall, *

For estimatien purpose, we are esti&ating not the
atructural form but the reduced form of the ebove equation as
we are interested in the total impact of the verious varie
ables, Thus in its estimation form the equation is:

EMQ' %%fr‘”ﬁm + V2P 4 Valan *r‘ﬁ;%yu“fsf‘wo + Vetor+ T2 4ma
*'{%}lg +r Tqhsa + N

d) An Analysis of the Effect of Independent Variable on
;ncremegtal Capitel Output Ratio -~ The Reduced Form
@F Model B

The expected signs of the various coefficientsare
explained below:

Y\ Mben digpossble income of the household increases,
thelir saving ratio increases and therefore all the assets
being non inferior, their fatio too increases. But with devee
lopment and increase in income, household are likely to pre-
fer financiel assets to physical assets, Therefore although
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each individual asset . amount - increases, the ratio of
financial assets increeses at a faster rate, on account of:
availability of these assets, change in the outlook of housew
hold with development and the reduction in risk and increase
in convenience that financiel intemmeddaries provide. Thus
with growth we expect the ratio of financisl seving to in-
creage faster, which implies that more capital is available
to the deficit sector, The deficit sector in turn can improve
thelr techniques of production and scale of prodactim too, as
& result the overall productivity increegesand incremental
capltal output ratio falls.

With financial intermediaries, increasingly supply-
ing the credit to the deficit sector, more efficlent projects
that have growth potential and higher productivity will be
given preference over thoge projects which were self financed
on were financed by money iendera, who give credit mainly on
the basis of collaterals offered, Thus increase in financial
intermediaries implies that finences will gradually be availe
able to the entrepreneurs: who have modern outlook, have tech~
nical background and sound projects rather than to wealth
owners who have only collateral value to offer., Thus a new
cless of enterpreneur is encouraged which helps in pushing
the economy towards higher growth rateg. Therefore with ine
creage in disposable income, the raetio of financial assetsimx
increases,which implies that funds flow to more efficient
entrepreneurs who with latest technology utllise capitel a

scarce factor in the best manner: and thus increase the
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productivity as capital reducing 4¢/,p .« Therefore Y <o,
In our Model A, we have already noted that when
hougeholds in the underdeveloped countiries expect prices -
to rise,vunlike their counterpart in developed countries
(wvhere real cash balance effect is predominant, which results
in 1ncreasmgar;a1 cssh balances heing held ag “ac propore
tion and therefore increases thé saving ratio)sare not likely
to increase the retio of liguid essets, for here real commoe
dity effect and real gold effect are likely to be predominant.
As a result we expect real consumption to increase. Therefore
in underdeveloped countries saving ratio may fall, Also as
switching operationsbetween filnancial and physical assets
ere gwift and eagy, with returns rising in physicel assets,
financial asget ratio is likely to fell, and that of physi=
cal assetszyésriégilyﬁmong the physical assetg, ag inventories
are good inflationary hedges diversion of funds is likely to
take place both from farm machinery and equipment and f£inen=
clal assets towards inventories’and construction, which as
discussed sbove leads to~1ncrea§e in AC/p, e Vith expected
inflation the ratio of consumer durable expenditure is likely
to increase which through the démand factors will lead to
higher share of this product in output. A higher ratio in
output of these commodities will incresse AC/.. So on the

portfolio front because’iinanciél agget ratio decreases
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consumexr durable expenditure rati:o increases end physical
asset ratio and its composition towards inventories increase,
All these have the seme effect on incremental capital output
ratio, that of increasing it ,thefefore we expect Y2 >0

Y s the coefricient of expected market rete of inter-
est. WVhen the expected market rate of interest increase, the
household will increase liquid aséets. consumer durables and
physical assets while it will red;uce direct investment. The
effects on 1lliquid essets are not certain., Consumer durables
and physical assets would 1ncreasié incremental capital output
ratio, while liquld assets would reduce it. @ A reduc-
tion in direct invesiment will increase incremental capital
output ratio. As the effects are‘i conflizcting, nothing defi.-
nitecan be sald about its effect on Ac) therefore 1320

T, goefficient of one yeap deposit rate: As this rate
increases, the proportion of illiq;aid asgets will increase,
which will reduce A¢/,,, Its effect on consumer durebles is
uncertaln. It will also reduce p%lysical agset retio & so
increase/decreage AC/,, o On the whole we expect ¥4 <O

Y5 goefficient of return on gonsumer durables: As
return on-consumer durables increéses, their asset ratio will
increage at the cost of other rin:anoial assets which would
mean an increase in AC /Ao, It 15 expected to reduce illi-
quid asset ratlo, while its effec‘ils on liquid essets and direct
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investment are uncertain. The share of physicel asset will
fall and thereby increase/decrease Aﬁﬁgo . Therefore over-
211 %5 is expected to have positive effect on Al je Ts>0

@; Coefficient of return on direct investment: Reparde
ing the effect of return on direct investment on incremental
capital output ratio nothing definite can be concluded on
apriori ground. If increases in its return lead to increase
in financial asset ratio at the expense of other hoarding,
thenr with more long term funds being evallable, the deficit
sector can increase the cepital base, which ln the short run
will increase capital output ratio but in the long run decre-

age 1t as some gestation peripd is required for cap;tal to
lbe productive, On the other hand it might increase/decrease
expenditure on congumer durables and reduce physical assets,
which pogitively effects A%ﬁo' Regarding lts direct effect,
1f increaging returns on these assets generally reflect in-
creasing profitability of the corporate sector, which in
turm implies efficient: use of resources, If this is true
then an increase in ¥eturn would lead to lowering 4¢) .. On
apriori ground nothing definite cen bhe said. ihether the
direct effects are stronger than the portfolio, therefore 3%;;9"
Y7 Coefficient of return op consbruction: As return on
construction increasesg, the sghare of financial assets is

likely to increage;this in turn will increase funds flowing
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to deficit sectors with the resuit_%% will decrease. AlBO
this will lead to f£fall in consumer durables. But if with
investment in resldential constrﬁction. expenditure on conau;
mer durables incresses dspecially the component furnishing,
then the two would be comp;ementéry and thus increase the
share of consumer dursbles which in turn would increase Al ,
but if they are substitutes i.e. an increese in residential
construction leads to post-ponement in consumer durable expenw
diture especially transport, then its share will fall and AC/,
will fall, But the proportion of physical asset will increase
and since construction is highly:capital intensive%%is likelwm
to increase, Therefore it is expected that as it increasges
financiel assets and physical assets, no matter what its
effect on consumer durables are,.it will generally decreage
capital output ratio i.e. we expect 1340

Y&  Coefficient of return _gold: If gold is not held
for speculative motive, but for érecautionary motive and otherx
soclal and religious needs, then;increases in its returns will.
cngcessarily reduce financial aaéet ratio. Further because
they are used as collaterals for 'borrowing, therefore investe
ment in physical assets might increage and particularly of
farm invegiment which ¥ilkoreduce Aggo. Its effectson consu-
mer durables are likely to be negligible and that on physical
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zsset predominazat because gold asset ratio is hi her in rural

3

arees. ThereforeTg 20

s Coefficient of borrowing rates: is borrowing rates

——

increase, borrowing proportion will fall and sc¢ will the
prysical asset ratio especially in i:arm investment which will
increase AC/AO' It will 2lso reGuce expenditure on consumer
durables and therefore reduce AC/AQ o 1t will increase {ina-
ncial aszet ratio and therefore reduce AC/AO . 3Because of

e_fectsnothing apriori car be saic, there-

Trus 1n the nutshell these ere the expectesd signs

of the coefficientsof lodel A and lModel 3.
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6. An Apalysis of the Relatiopnship Between Composition of
Saving and Growth 3

Inflation is a short term phenomenn, which moves
the econéﬁ? into disequilibrium, Here relative prices change,
therefore there are diatributional changes and thus composi-
tion of various aggregates «is affected: like Income product
saving and invesmeni. Thege changes then affect the gquality
& the rate of growth of the economy. Here effects of inflae
tion on composition of saving are studied, The composition
of saving in tum affects the (1) ratio of household saving
and therefore the domestic saving ratio. (2) Incremental
Capital output ratio.

Apart from these two effects composition of saving‘
may affect growth in a qualitative manner by easing the flow,
reducing the risks, providing certain convenlences, which
affect growth directly rather than affecting the quantitative
magnitudes like seving ratio and incrementel capital output
ratio,

By definition the saving ratio is sum of all its
componenta’ raticy, therefore any increese in any one of its
components will increase the saving ratio provided, this ine
crease in one component 1s not at the cost of the other come=
ponent, If there are substitutions within the portfolio then
saving ratio at that time period may not change, but because
of this portfolio future saving ratio can ghange. Herewe are
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analysing the asset ratlo effect on the generation of future
savinge. Any asset which leads to higher saving ratios in
future is preferred to one which reduces the potential saving
ratioin future, beceuse the former helps in promoting growth.
Similarly an asset retio which reéuces incremental capital
output ratio is preferred to one which increases it as far
as growth generating effec¢ts are concerned,

We shall now consider how each component of house-
hold sa;ing is,in promoting growth:

a) Seying in Liquid Agset: A part of household agsets is
in the form of money. Money is demanded primerily as an asset
because of the numerous funciions that it performse.g. means
of transaction,store of value, a means of deferred payments
etce Therefore "Though the redison @'ebeeof money is basically
service, it camnot do it alone. Its role depends on the state
of combination of other resources. It must serve as a lubrie
cant mechenism in some stages, means of diveraification in
others, enhance integration atill in others and so on. Money
behaves somewhet differently from other factors of production
in that after a certaln stage of growth and development its
effectiveness as an engine of growth falls rap&dly“gB. Thus
this agset ratio im likely to affect saving ratio and incree
mental cepital cutput ratio differentlys depending upon the
atage of development of the economy.

2%, 'Laumas, P.S, and Khan, AM. (April-June 1973)
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In most of the uhderdeveioped economies like India
where transactions are still not cent percent in money, there=
fore by introducing money barter bwansactions are replaced,
Here money cap'tharefore play a multitude of roles and is
therefore called a Yquasi factor!. Money affects real face
tors by: (1) Préviding basis for credit creation , and (2)
increasing certain types of utility and efrioiengy. in the
abgence of money, where barter aiista,tréda takes place in
real terms. Here borrowing and lending of real resources
cannot differ from the amount saved.za The introduction of
money frees borrowing end lending from the existing volume
of available saving. Therefore saving 1s generalised. It.
is this generalisation of saving that frees current investe
ment from current saving reaultiqg in *forced saving',
Therefore a movement from barter ‘to money mekes the economy
efficient by releasing the real resources that were tied for
future transactions, which can now be used productively to
increese the growth of the econcﬁy. Thus it increases saving
ratio at the same level of income by avolding wastage of
resources in barter. Because mogey provides a sensge bf 5€0U
rity & pride of possession, househodd will now be willing to
work hard to hold this asget. | |

24, Gail,®drson (August 1972)



182

So long as introduction of money, reduces commodity
hoarding of real goods and of gold (which were held for
future transactions), it diverts the real resources to iis
producers (f.e. government). There is not cost or marginal
cost in printing currency notes. By having these in the
portfolio the household releesse reael resouxces (i.e.s/y ratio
increases) which government can use for development purpose.
But as monetisatlion increases further, and when all the trae
nsactions are in money then increasing money asset ratio,
will no longer displace commodity hoarding, but will be at
the expenge of other financial assets. If. money holding
increases at the expense of other financial assets, then its
positive effectsare nullified;zS We are still at that steage
where monatisation is increasing for most of the timezs and
therefore increages in money ratio would have positive effect
on seving ratio, particulariy in the rural areas.

| . Regarding lts effect on incrementel capital output
ratioy, we have to see lis impact as a factor of production.

Schampeter believed 1t to be very significant in rearranging

25, a) Johnson, H.,G. (Feb. 1969)

b) Te Siang. S.0¢ (“By 1969)

¢) Rama Mohan Rao, T.¥.8., (Jane 1979)
26, Regerve Bank of India (4976)
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production by entrepreneurs to bring about economic growth.
Levaharl & Patink1n27 state "..ese8n €conomy without money
would have to devote effort (Labour and capital) in order to
achleve the multitude of'double coincidence' or buyers who
want exactly what the seller has to offer on which success=-
ful barter %s based, Hence the entrance of money into the
production function reflecta the fact that it frees Labour
and Capital for the production of commodity proper®, Stresge
ing on the services that méney provides, Johnson states that
money serves a form of producéss’:Capital goods rendering a
direct service in the produgtion process, its contribution
to economic welfare conslsting in an increase in the flow of
final goods available to consumera.za

Therefore if households in their portfolio in the
initlal steges have higher money asset ratio it would raise
the productivity of the capital too and therefore incremental
caplital output ratios are likely to reduce with a higher
ratio of these assets.

Thus if the share of money asset in the household
portfilio increases (especially in the initial stgges when
money is introduced and therefore its share is low) then it
is likely to have posiiive effect on growth both by increase
ing saving ratlo and by lowering incremental capital output
retio.

27. Levehari & Patinkin (September 196a)
28, Johnson,H.G. (Feb. 1969)



185

b) Saving in I1liquid Assets: A higher ratio of 11li=
quidessets 1.e, time deposits with commercial banks and cone

tractual saving in provident fund and 1life insurance corpor-
ation implies that more of households savings ere being chene
nelised through the financiel 1ntérmed1ar1eeJinstitutions.
These . sevings are mainly from the urban household, The exis:
tence and increases in the activity of finenciel intermediary
institutions mean: that more and mor@ of securities with déf-
ferent risk, maturity, liquidity etc. are issued by these
ingtitutions, to cater more and more to the household pre-
ference for different assets, and:therefere in this process,
the institutions are able to tap Qt alteagt inactive portion
of the money holdings. Also by offéring assets which suit
household prefergﬁce, they are ab?e to generate additional
demend for these from thelir increased income i.e. they might
compete wiﬁh current consumption and reduce it to divert it
to these asgset ho}dings. ,

The increage in demend for these assets is likely to
be at the cost of money, in case of monetised economy,>?
{ household have money assefa ratib in excess due to lack of
alternatives) or a shift from traéitionél forms of saving
like commoditles,gold,preclous stones (this is possible when
with money being introduced in traditionel societies - finane

29. Khan, M.Y. (November 11, 1978)= "Currency ratio has shown
a de¢lining trend over the period 61=62 « 74=75, As agai-
nst this, currency ratio had shown a rising trend during

51=52 - 61w62, due to lack of benking hebit and backwarde
ness of banking system and financial market",
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cial intemmediaries too are there, so that tie money that
would have gone in hoarding is diverted to these financilal
intermediaries)., Therefore financial intermediaries by
improving the financiel technology (over money) and by diverte
ing increasing hoerdings towards their securitieg aye likely
to increase saving ratlo,

This is corroborated by the experience of advanced
countries, where ratios of financial assets are related to
higher rates of household saving and vice versa}o

Apart from time deposits, contractual gavings which
are in the nature of setisfying precautionary saving are
assets of long period maturity and because they cannot be
easlily converied into cash, therefore a higher ratio of these
in comparision to liquld assets 1s llkely to depress congume
ption. So a portfolio with higher illiquid asset ratio is
likely to reduce the consumption ratio as compared to one
where liquid asset ratio is predominant, and therefore saving
ratio is likely to increase with a hjigher 1lliquid asset
ratio, ;

Regarding 1lts effect en incremental capital output
ratio, we shall have to see how these financisl intermediew
ries in thelr ordinary business allocate their funds and
whether it has some effect on growth, While atudying the

30. NCAER Occagicnal: Papers (i966-67)
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effect of financial intermediaries on growth most of the
authors following Gurley and Shaw note that these institutions
have the ability to ensure the most efficient transformation
of mobilised funds into resal caﬁital. "It helps to allocate
the surplus investlble resources by a sort of obJectivity
test, which would be based on the oppoptunity cost of the
scarce financlal resources of the economy. However such
objectlvity of allocative efficlency in the growing economy

can be atlained only iﬁhelf financing ylelds place progressl-
vely to institutional indirect financéng“31: These financlal
intermedlaries in the pursult of higher returns, would allo=
cate their funds to such ectivities which earn high profits,
1.0, funds would be directed in a free prilvate economy where
the produc-~tivity is highest. Spellman32 argu-ing for higher
financiel intermediary ratios states"financial intermediaries
affect growth by allocating capital resources to earn an aver-
age yield much higher than under self finance., This financial
intermedisry raises the yarginal product of caplital for each
capital intensity. The more the financial intermediaries in

" terms of lower unit financial cost the higher will be the rate
of return of capital and greater will be the capital intensity".

31. Mckinnon, R. (1973 )
32. Spellman, L. { 1970 )
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Almost all these intermediaries are nationalised in India,
therefore an lincreasing amount of agving belng diverted to
thege implissthat large scale projects involving long gesta-
tion lags with higher productivity can be undertaken especioe
1ly in those fields where there are high spill over effects,
which increase the general productivity of the economy and
particularly that of capital,

Therefore we expect that with higher ratios of
111liquid assets incremental capital output ratio will f2l1l
and that saving ratio wlll increase. Thege effects are more
enduring than money l.e. though both liquid assets and 1llie
quid assets promote growth, but 1llliquid assets effect growth
with higher propensity and its effacts are long term and
therefore a higher ratio of these are more growth promoting.

¢) Saving in Consumer Durabless A higher ratio of thege
in the household portfolio is most likely to lead to fall in
saving ratlo in the future., If increases in consumer durable
expenditure is either by borrowing or by liquidating illiquid
assets, then the effect on saving ratio, at that point of time
may be little or none. If these are at the expense of current
consumption expendlture then saving ratio would increase,

Regarding its effect on incremental capital output
ratio, it can be stated that these commodities have (1) higher
'import intensity than treditional goods®, Therefore wasting

our valusble toreign exchange on the consumption of few at
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this stage of development is not advlisable, especially when
much better use can be made of this in other neccessary cone
sumption goods and cepital goods industries, so that rate of
growth increases with gocial Justice, (2) The employment and
income generating effects on the domestic economy are likely
to be less because of high *“iaport intensity' and also because
these require a higher capital intensive technology, it would
regsult in increasing incremental capital output ratio.

Therefore we expect that increases in consumer durable
expenditure will have & negative effect on growth. They re-
duce (1) the saving ratio; as associated with thege expendie
ture are some other current expenditure, such as cak,its
maintenance, petrol etc, and (2) increase incremental capital
output ratio.

Argu-ing from the otherside Friedman states, "the acge
ulsition of modern oonsumer durables mekes gsome unigque contrie
bution to the development process.' Economlic development reé=
quires widespread and profound change in the structure and
functioning of a soclety. The adoption of new ways in cone
sumption, is a more palatable form of change ~ one which brings
its own source of gratification, since any change from tradie
tional ways will make subsequent change a little easy to accept,
modern consumer durables may eﬁse the transition to modern ways
in production®, He concludes that familles who were having
modern consumer durables in thelr portfolio also exhibited
modern economic behaviour in directions which are important to
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a development effort. They were more likely to save, to utilise
modern saving medium,to be innovative in their businegs and
to hold positive attitudes towards the efficacy of the work
effort as a means of advancement R

True, congumer durables caen motivate households end
cen therefore be treeted as 'incentlive goods'. Only 1f this
positive effect is much higher then its negative effect, will
it be degirable to increase expenditure on consumer durables.
Probably the. negative effect out weilghsthe posltive effect on
the economy in the short run, therefore it is desirable to
reduce thelr ratios if the short run growth is the target.

d) Seving in Direct Investments: The proportion of these
assets in the household portfolio is very little. But over-
time especially investment in Corporate Sector equities 1is
likely to be favour.ed by households as shown by the trends
in advenced economies, whereby household portfolio is gradue
ally shifting from financial intermedieries to investment in
stock and shares,

with the development of capital market this asset is
likely to be preferred., With each introduction of a finane
clal asset, a financial innovation takes place e.g, from
barter to money to financial Intermedieries assets to now

equities, Tt has been shown thet such improvement leadsto

33. Friedman, D.S. {October 41970)
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borrowers and lenders desire being met more and more, thus
raising both saving and investment ratio. Also by thelr ine
troduction wealth becomes more attractive to hold and there-
fore wealth ratios 1nbreaae.3“ Thus, as long as there is .
1little substitution between these and other financial asset
ratios saving retic should increase. A large part of this
conglsts of direct invegtment in govermment securities,post
office deposits and saving certificates and they are primarily
held for tax exemption. On the whole these agsets are likely
{0 increase saving ratio.

Regarding iis effect on incremental capital output
ratio, the main difference between direct invesiment and
illiquid assets is that thé former is a direct charge by the
borrower on the lender and therefore no intermedlaries are
involved, Also these essets are of long term meturity. These
funds are preferred by the corporate sector to the inter-
mediary funds as there 1s no restriction on thelr use., Thesge
funds will be used to expand their capital stock and no ln-
terest payments are required, therefore the cost component falls.
An increase in their share like that of illiquld asgsets is likely
to make more funds available to the deficlt sec¢tors, who can
then expand thelr operation,reduce cost, adopt better techni-
ques, resulting finally in increasing productivity and theree
fore incremental capital output ratio is likely to fall. These
34, Moore, Basil (1968)
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are all long term effects; in the shortrun the effects might
be marginal. Therefore on both -counts, these assets by
increasing saving ratio & by reducing ocapital output ratio,
promote growth.

e) Saving in Physicel Assetss Saving in physical assets
includes 1nvestmen§£§g%hinery and equipment, construction and
inventories. Its effect on growth can be analysed depending
upon which of these three components increase relative to
others. With an increase in investment by farm householdy
unincorporated busginess enterpriges in machinery and equipe
ment, thelr iﬁéomes are likely to increase, which at higher
levels will generate higher saving ratio. The very desira-
bility of investing in these, ralses the saving ratio of this
clasgs, as a part of it is self financed and in traditional
economy like oursself finance may be an important source, As
these are 'lumpy lnvestment'!, household have first to accumue
late enough money to0 finance these; this could either be cur-
rency or inbank deposits) therefore 1its desirability would
increase financial @sset ratios In houseshold portfolio,

An increase in the share of inventories ratio is
generally directed towards meking speculative gains and there-
fore .is 1likely to be at the expense of other assets. An
increase in inventory ratio, which leads to higher cepital

geing will lead to higher saving ratio { as our definition
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includes consumer durables). But this higher ratio will be
held in essets like consumey durables luxuriocus residential
construction, which increages saving ratio in the short runm,
but has negative effects in the long run.

Similarly the desire to own house (and this being
primarily self finsnced) will increasse seving ratio. But
once this investment is realised it will lesd to fall in
saving ratio both because certain costs like repair and
maintenance etc. have increased and the degirability of
heving this asset ggain, which induced earlier saving, is no
longer there.

Purther, though it stimulates saving retio in the
same way that acquisition of machinery and equipment does,
but because in the latter case these household are producerg,
who on once acquiring machinery and equlpment are not satige
fied;, rather the urge to lmprove and expand operation further
increases demand for machlnery and equipment and therefore
they have all along positive effect on saving retio, whereas
in the case of pure households once a house is acquired the
urge to replace it is much less than among other households
who want to add to machinery and equipment. <herefore conge
truction might not have ag strong effect as machinery and

equipnment.
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Regarding its effect on incremental capitel output
retio, again the effects are different for each component.

Plant and machinery investment if utilised optimathy
leads to increases in higher outputs and therefore promotes
growth. Construction too is productive and it has impact on
output. In the process of constructing a house, incomes to
labour are made, employment increases, other inputs are demanded,
which via. the '*linkege effect' affect the ocutput and amploye
ment .0n the other hand construction of luxurious houses has
much less linkage effect as comparedto machinery and equlipe
ment. But machinery and equipment is more productive as an
asset than construction, Inventories are basicially held to
avold discontinuities'in production, they smoothefy the proe
duction process, but directly do not increase the productivie
ty of the economy. Any increase in their holding in excess
to the required amount, not only will lead to creating artie
ficial shortages in the economy and its repurcussion on the
prices and household portfolio, but at the seme time increase
incremental capital output ratio as total investment now
embodies more of inventory ratlo which 1s less productive,

Therefore i1f in the physlcal assets the proportion
of machinery and equipment increasesrelative to othersthen
it will promote growth otherwise the effects may bé uncertain,

£) Borrowing of Household: These are negative saving,

an increage ln these will reduce the flow of funds and is
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therefore likely tq have negative effects on growth. But it
thege savings are to finance productive activity of the house
holds then thelr effect on saving ratio may be positive and |
80 on growth. But if these funds are used for consumption
purposes then it is 1likely to reduée seving retio and growth.
7. Conclusion : |

The main purpose of the study is to analyse the be-
haviour of household saving, espgéially when the economy is
-facing inflation of a mi&? order, It has often been recommene
ded in the context of underdeveloped countries that fiscal
measureg cannot push the economy towards higher rates of
growth becauae of its very nature : the large proportion of
mixed income group, the low level of disposable income and
all transactions not being routed through the market. As a
result they recommend the use of #nflation es a tool for
development in underdeveloped countries., Here too in the
same way that fiscal policies hav§ limitations, the monetary
policies also may not have the deqired impact, because of
the small bage of money use. In Jnderdeveloped countries,
‘because ﬁouaeholds are used to having real commodity énd gold
in their saving portfolio, they will find it relatively easy
to give up money and otger financial asseta( insplte of their
convenience) for the other real assets where speculative
gains are higher e.g. in land, goid, inventories., So that
inflation, instead of having the beneficial effect of
raising seving ratio and reducing?capital
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output ratio by increasing capacity utilisetion, may actually
distort household portfolio by reducing the ratio of financial
assets, This will in turn reduce saving ratio and growth rates,
Also it will inhibit development of Money and Capital markets
and the household portfolioc preferences will continue in
traditional items, thus hampering growth. On the other hand
with inflation are associated controls, foreign exchange
restrictions which lead to increasing capacity bullding and
less utilisation, resulting in waste of resocurces.

Therefore in the context of an underdeveloped eco-
nomy, we find thet inflation changes the relative composition
of savings in terms of various assets, favouring physicil
assets in comparison to financial aessets and among the finane
cilal assets favourg short term maturity assetg to long temm

(es uncertainty increases). Such a reallocation may tend to

increese saving ratio because, due to speculative pgains,
these are epngouraged, but growth will be negstively affected
ag investment will be directed into ssgets by the deficit

units, where personsl gains are higher than use value, "Ine
flation tends to widen the gap in return between investment

whose socizl benefits are high (in agriculture and induatry)
and investment whose private benefits are high(e.g. invento~
ries, luxury housing etc.) in favour of the latter, The wind=
fall profita and cepltal gains assoclated with inflation

broaden the scope for private profitable investment and direct

repources to them at the expense of sociall& profitsble invest-

ment and thus reduces growth*35.

35, Bernstein, E.M. & Patel, 1.G, (November 1952)
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APPENDIX = 3.1

' BRACK MONEY !

Black economy consists of &4 elements?

black income, black wealth and black transaction. Black

t black money,

money 1s black wealth accumulated from saving out of black
income and kept in the form of currency notes., Black income
'is the income that ought to form the basis for income tax
assessment but hag not been whereag Black wealth is the accue
mulation of saving from black income 1n the form of various
assets including cash. Unlike white economy,it is called
black because 1t carries & special stigma: of disgrace asg
seen from et leagt legal gtandard of society. This disgrace
ariges from the fact that it has originated basically by vio-
lating one or the other law of the country. Here there are
two type of vhdlations:

1) Law is violated by unreporting or underreporting of
quantities related to or originating from the activities
which are basically legal -~ 1,e, when traders,menufacturersand
other professionals . engaged in perfectly legal activities
suppress gome portion of their output, turnover, income or
show ficticlous expense on their account in order to evade
direct and indirect taxes,

2) Law is violated because of indulgence in activities
which are basically illegal and therefore Wnreportable as such

1. For details on these concepts reference meay be made to
"Black Money =~ A financial Express symposium" Financial
Express, December 6, 1982.
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irrespective of the quantity involved, These may arise from
iilegal activities such as gambling, smuggling,prostitution,
corruption or from uneuthoriged ‘sele of permita', licenses
or from black marketing of products and services wﬁiég are
legally required to be sold at controlled prices end/or thro-
ugh - specified channels,

The principlé. motive for unreporting or underreporte
ing of the quantities of turnover, income and assets ~ related
4o legal activities is to minimise tax liability and thereby
increage the diéposhble income and in case of gecond type of
activity, it is thelr nature.

During periods of continu-ous inflation resl incomes
are falling and tb protect these more and more people would
regort to these tax evasion and avoldance, Also inflation is
usually accompained by controlsand changes in relstive prices
such that investment in few assets like gold, land becomes
profitable, where underhend deslings are possible. Under such
conditions 1llegal activities of smuggling and gelling goods
at black market price lead to greater generation of black ine-
come and wealth., Also to keep upthereal level of public ine
vegtment, the government to finance its proJjects (which esca-
late in costs) increases tax rates, which further gives incene
tives at higher rates to evold these taxes. Thua though Black

Income and money may exist even in an economy not facing



199

inflation, yet it basicelly thrives in an ecomomy under con-
dition of infletion onlye.

This phenomena is very complex and hes varied effectis.
Its basic quality is. that once it comes into exigtence it
multiplies. Once somebody has some blackmoney, which he uases
for other economic activities and because this cennot be dise
closed, as financing has come from black source, therefore a
legitimate ecormmic activity turns into black, this keeps on
multiplying.

Black and white money are not reaily parallel eco;
nomy, rather they are perpetually interlocked;converaion of
black money into white or vice versa 1s taking place all the
time, Since officisl statistics are based on the relevant
statistical and other information of the quantity reported
or recorded of legal activitles, they relate,it is believed,
to the white economy only and therefore exclude the black
economy. As the principlé motive ror_under reporting or
unreporting is to minimise tax payments s Some of these actie
vities could be reported else where, where tex liability . is
less or abgent rather than its right place of origin,and |
illegal activities may however be stated as originating fLrom
other legal activities, Thus to some extent these transactions
are getting reported in the official statistics under one or
the other legal activity, but there is no doubt that undere
est%mation of national income is there on account of Bla?k
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money.

For India the estimate of bleck or unaccounted ecow
nomy range from 5% of officially measured groma national pro-
duct to 50%. "This enormous variation is due partly to the
difference in years for which the‘estimates are made, partly
due to differences in the definition of Black money and meinly due
to the variety of methodologles deployed to grapple with an
intrinsically difficult task"®, Dr, Rengneker? has estimated
thaet black income in 1980-81 was B.18,241 crores (which came
to about 63% of gross national product) and suggested that
the compound rate of growth of black economy at current prices
over nearly the whole of last decade wes in the neighbourhood
of 18% pe.as Another study“ has egtimated sn understatement
to the extent of nearly 50% of recorded official gross natione
al product in the year 1978-79, For a couple of years earlier,
i.e. 7677 another atudy5 estimated the figure to be 12% only.

The estimates which put Black economy as high as 50%
of groms national product are impwbable, if not impossible.
This is s0 becauge agriculture and certain other activities
including public administraetion, defence, railways,public

2, Acharya, S. (March 1983)

3. Rangneker, D.K. (September 1982)
4., Gupta, P, and Gupta,S (January 1982)
5, Chopra, O.P. (May 1982)
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utilities end organised benking end imsurance, where black
economy is unlikely to be aignificant,account for almost 60%
of National ocutput. Thus any claims that the official gross
national product data are underestimates by the order of 50%
imply that the sector where the unaccounted economy can be
plausibly believed to flourish, It is larger than the offi-
clally estimated output from these sector. Sandesara’ places
black money at roughly about 10% at current prices in 1982,
Similarly PanditB argues that underestimetion for black money
reasons cannot exceed 10-12%; Therefore it is generally bee
lieved that our gross national product is underestimated to
the extent of 10%., Though the ratio may seem t¢ be small,
but its effects are widespread.

Thus this leads us to the questlion under which cone
dition black economy thrives, Among the bamic causal factors
are inflatlion, taxation, controland immoraelity. Bach of this
is positively assoétated with black money., 4 high inflation,
higher rate of taxation, more controls and widegpread immorae
1ity meke for a larger size of this economy. Inflation reduces
the real value of (money) income., One way of protecting oneself
against such a reduction is by underreporting the quantity

6. Acharya, S. (1983)
7. Sendesara, J.C. {March 20, 1982)
8., Pendit, V.N. (December 1982)
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involved in turnover, income and wealth at the levels, which
ettract lower rates than otherwise, s0 that more post tex
money helps to retain the reel value. An emwvironment of scare
cities and inflation is an ideal breeding ground for black
money more so if people expect the scarcities to aggravate or
prices t0 continue to rise at the seme or faster rates. Shorte
ages make hoarding profitable, There is e scoramble to get
possession of scarce goods, even though it mey mean borrowing
money in black market to finance hoarding operation.g

Another ceuse i3 the rate and structure of taxation
alongwith the administration of texation. It hes sometimes
been argued that it is human nature to evade texes irrespec-
tive of whether tax rates are high or not. Thias is veyry diffi-
cult to verify, But nonethiess it seems pleusible that the
higher the tax rates the higher will be the number of instances
of tex evaegicon and once an agsesse evedeg texeg and gets away
with it then it becomes increasingly difficult to convert him
ageln to be an honest tex payer even 1f tex rates are reduced,
Though reduction in tex rates may reduce evasion, 3wt it will
be increasingly difficult in a climate where assessees have got
used to evading taxes to bring about desirable results,

An important cause for government to incresse tex
rates must be that it has to increase its sources for finane-
cing heavy capltal projects and other infrastructure facili-
ties (which increeses the overall return on capital). With
infletion cost of different projects escalates and the real
9., Pendse, D,R, (September 1987)




203

revenue of the govermment fallsg which it tries to offget by
increaging the tex rates., Therefore both the development

need and infletion would demand a higher rate of taxes with

8 steep progressive rate structure "The effect of high marginel
tax rates is that the activity called tax evasion begins to
yield a high rate of return and accordingly leads to a large
degree of indulgence ln this kind of activity. The result

is further shrinking of the tax base over and ebove that pro-
duced by the creation of black market earnings which by defi-
nition reduce the reeal quantum of tex base"1°.

Another important cause 1s the existence of not Just
controls, but the extent and rationality of the regimeof cone
trols'ls Stringent controls atre perhaps the most important fac-
tor which includes not only statutory controls but also bureau=-
cratic and administrative conirols and the delays,the proce=
durel wrangles and all the rest of 1t'2, NCAER'® in its report
concluded that during the period 1965.66 - 1974-75, black money
to the extent of K.840 crores wag createddue to operation of
price controls in respect of Just 6 commodities:urea, cement,

paper, Automobile types, venaspati and steel, Dagli Committee1&

10. Rao, V.K.R,W, & Others (1970 )
11. Acharya, S. (1983)

12, PendSe, D.R, (March 1983)

13+ NCAER (June 1978)

14, Dagli, (May 1979)
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pointed out that "price end distribution controls have in the
past led to generation of black money on a significant

scele ", Thus under price control system,conceived without
regard to its economic logic or essentlality in terms of
mass consumption, black earnings increase in 3 different and
equally 1mportant15 ways i

1. Suppliers have a stake in gelling at free market
price which is illegal and cannot therefore declare
the price for fear of the law,

2+ Suppliers have a high motivation to sell quantities
in the free market beyond the permissible (rationsel)

'1imite and camnot declare these extira quantitites
for fear of the law.

3. These undeclarasble dealings (illegal quantitf multie
plied by illegal prices) not only expand in each
commodity market but as commodity controls multiply
the black markets multiply in number,

These controls themselves are partly the result of
inflaticnary policies being followed by the government. "The
government of a developing couniry employing infletionary
development policles is likely to be under strong political
pressure {o protect important sectors of the community from
the effects of inflation through control of food prices, rents,

15, Rao, VKRV & Others (1370 )
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urban transport fares end so on“16 (

Controls cannot be done away with beceuse of the
adverse effects on black economy, On the other hand they
must be implemented with strict vigilance on equity grounds.
What 1is needed is . "more discriminate ' price and quantity
controls on articles of luxury and semi luxury consumption
and on essential industriel inputs, elther leading to &
reduction in such controls or based more on edasticity, which
will remove the incentive for black market transaction.
These commodities will then bear a legel price. He,who sekls
at that price will feel free to do so and will therefore decw
lare his earningss!? ‘

Thus from our analysig of the causes of black RoONO-
my, it is clear that though all the three factors mentioned
above increase black economy the underlyingcause for the othepy
two may be related to inflation. Though higher tax rates end
controls may be there without inflation, the possibilities of
increasing tax rates & control are higher with infletion. So
under inflationary conditionsblack economy thrives

If this variable was explicitly included in our
model as an independent veriable, then its portfollo effects
are ¢ it is likely to increase currency retio, as black money
cen easily be hoarded in this, It is likely to reduce illiw.
quid asset ratio (particularly Provident fund and Life Insure

16, Johnson, H. (1969)
17+ Rao, V.K.R.WV. and others (1970 )
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ance Fund) and direct investment and increase consumer dure-
ble expenditure & investment im assets like gold etc. This
is because unlike white economy, this income hag very limited
outlet and use - any agset holding in which they have to
disclose the gource of finencing will be discouraged with
black income. Therefore 1t is easler to invest 1llegal
incomes in certein kinds of assets like urban reel estate,
jewellery, entiqu-es, preclgus stonea,famuggled goods etc,
with black money, by underreporting the value of such aséets.
It 413 not easy to understate the value of shares and bonds
because their prices sre regularly quoted on stock exchange,
Similarly it holds for govermment bonds, This makes the
transaction of first kind more remunerative because the ta&
liability on the gains can also be eagily evaded, where as in
the other case that cannot be done easily. Therefore the
main outlet of black money is in non institutional assets
like land ¢, bﬁildings, go0ld and commodity stocks. Those

who sell these essets ageinst black earnings often do so for
purpose of tex evasion., Having got the black money they are
themselves constrained not to go into capital market and other
institutional deposits like bank deposit as there is risk
attached to it and the interest rates are low to attract black
liquidity into these (IxtidexPdwdt for a risk averter there
may not exist an interxest rate in the white segment which
can influence the portfolio choice of the holder of black
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income) and therefore they are forced to invest in other non
instixutional esscets like land, gold etc, Black money gets:
concentrated on such non ingstitutional asaéts smuggled goods
end 6ther consumer durable goods. Most of these agsets do
not promote growthj rather the income and employment effects
of these smuggled goods are in forelgn countries from where
goodeg are either smuggled or imported, Also currency hoarding
end foreign exchange are convenient means of hoafding black
money for both transaction end aspeculation purposes, Thus
its share is 1likely to increasej this is conclusively brought
out by the railds conducted,

Acharya1a

commenting on the disposition of Black
wealth conludeg that "the most important vehicle for holding
black wealth is provided by undervaiued real estate, both
residential and commercial. Next in significance is undervalued
stocks in business followed by gold, silver and other pree
clous metals, bepami financiel investments, undisclosed holde
ings of forelgn assets and diamonds and other gems"., Cash
i1s not found to be a very significant form of holding black
wealth. This is partly because it yields no returns and
further large quantity of c¢ash ig vulnerable to detaction
during reids, whereas in case of most of the other assets

problems of establishing ownership and of valuation serve as

18, Acharya, S. (March 1985)
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effective lines of defence.

The portfolio distribution of black wealth 1s be-
lieved to vary significantly with categories of economic
agents, Professionals and salary earners are likely to hold
a higher proportion of their black wealth as cash or precl-
ous metals and stones than businessmen who heve easy access
to other alternatives in their own enterprises or in these
of interlinked business concerns,

The implication for our study is that as greater
proportion of households consist of professionals and salary
earners (though we have businessmen in the asmall scale sector
included in our household sector), - we expect that with an
increase in black wealth there will be increase in our liquid
asset ratio and to the extent the precious metals and stones
shares increase, we have lost the potential saving that could
have heen used for development purpose.

Also the egtimates of income and saving are likely
to be affected by thisg."The underegtimations of savings beca=
use of evasion considerations is likely to be less in propor
tionate terms, than the underestimation of gross Domestic
Product. Thus the rate of savings 1s likely to have been
exaggerated.319

19. Acharya, S. {1985)
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APPENDIX 3 3,2
REFFECTIS OF GOLD®

In most of the underdeveloped countries households
in their asset portfolic have a sizeble amount of wealth in
the form of gold. Gold has been for a long time a traditio~
nal form of investment, meinly satisfying the precautionary
needs (by which we meen the religious and social nceds, €8-
pecially of the women in the foxm of Jewellery). The tradie
tion seems to continue stlll, though we expect it to reduce
with development,educetion of women and availability of other
financial assets. Thus as a proportion to disposable income,
this ratio over time should fall. But during periods of ine
flation, because of high cepital gains, it is considered to
be an inflatlionary hedge. Therefore the demand for this asget
will increase, as inflation continues. But the difference is:
with inflation 1t 1s demanded in the portfolie of assets, due
to speculstive gains and thus its proportion in disposhble ine
come will increase, the higher the rates of inflation. There
has been phenomenal increase in the price of gold. The
price of gold per 10 grams has increagsed from R.93.54 in
51=52 to Re1722.54 in 82-83 (average annual percentage inare-
ase is 54.,00) while the index no of Wholesale prices has moved



210

from 50.4 in 51«52 to 268.6 in 8283 (aversge annual percene
tage increase is 14,7641,

Becauge of its large initial proportion in total
wealth and in the addition to stock each year any study diree
cted towards studying the composition of household assets cane-
not preclude this esset. Its effecis are both on the come
position of saving and the rate of saving. Also by diveréing
some resources into this agset the economy lo-ses potential
saving thet could have been used productively to increase the
capital stock and growth of the economy.

As noted aboved

we could not explicitly consider it
as an asset in our model A, because of non availability of
data in g time series form. Also because all the increasges
in stock are mainly from gold smuggled into the country, any
egtimate about It is likely to be susceptible to large margin
of error. Nonetheless its Importance cannot be ignored,

The effects of gold hoarding can be studied both via
the wealth effect (1.e. on the initial holdings inherited
from past) and the portfolio effect (i1.e., the way composition
of the household asgsets s affected by additional rescurces

being diverted towards this asset). Ona prori grounds we can

1« On comparing year to year % increase in whole sale price
index and gold price, we find that during periods of high
inflation. Gold prices have also recorded higher increases,
this 1s particularly so after 1970's. Inflation rate
durdng 72-73, 73=74 & Th=T75 was 10.0, 20.2, 25.1 while %
increase in gold prices was highest %hanﬂzon. 52 4. 40,5
Similarly during 79-80, 8081 W.P.I increased by 17.1%

18 42% while gold prices increased by 46.0% & 31.3%.

2, See chapter 2.
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gay that with an increase in the emount of resources thet go
into gold hoarding each year, the relative importance of finm
encielcdsset will reduce because these ere substitutes in the
household portfolio. Therefore an increase in gold retio at
the expenge of financisl asset/phyaicéi assets ig likely to
(1) reduce the surplus flowing into the deficit sectorsand
(2) divert investment from productive uge to unproductive .
use, therefore reducing growth rates,.

Before we analyse the effect of Gold hoarding, it
will be useful to have some idea of the additional resources
thet go intc increasing the stock of this asset every year,

The estimates3 of gold and silver stock made by
Regerve Bank of India, show that the total private stock of
gold in India wes around 105 million ounces in 1958. This is
a large amount in aebsolute terms being the historicel accumu-
lation of gold. The saving pattern in Indiaa shows that
during the years 195051 to 58«59, the proportion of saving
in gold asset to household sector saving varied from 1.6% %o
13.7%; normally its ratlo has been around 3% and its propore
tion in disposable income has been about0.,1%., The ratio is
small and insignificent but inspite of this its effects could

3. Reserve Bank of India Bullet-in (TApril° 1958)
4. Reserve Bank of India Bullet-in ( August1961)
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be wide-spread, For later years no officlel estimetes are
evailable, But Simhe, S.L.N.° has estimated the private
stocks of gold at about 150 million ounces which has been
endorsed by Bombay Bullion Associetion. He has also recke-
oned that in the last 30 yeears about 50 million ounces $1 500
metric tons) of gold have been smuggled into India. On an
average %0 tons have been amuggled in a year6. The annual
requirements of gold in India are placed at 75 to 80 tons,
By assuming that 50 tons of gold is the annual
demend (this is the figure on the lower gide & therefore the
actual demand should be higher then thig), we have estimated
the household total saving in gold for a period of 5 years
begiming from 1960-61. The amount of additions to gold
hoarding 1.e. 250 tons over 5 years is eveluated at current
prices by teking the averege price of gold for these 5 years
undery considerationr’. The current value figuresare then
deflated at constant price by private consumptlon expenditure
deflator (this is the deflator used for other financisl save
ing in our model). The value of gold hoarding at conastant
prices is then taken as a proportion to real di sposable income

and total savinga. They are given below in the following

5. Simha, S.L.N. (November 26th 1977)

6. Gangadhar Gadgil (June 22 1986) - "Data published in
the annual publications of consolidated Gold filelds of
London indicates thet between 196B8-1980 a huge quantity
of 1,066 tons was smuggled into Indis, Thus on an aver=
age in those 15 years, 71 tons of gold came into India
every year.In 1985 the inflow was as high as 140 tons"
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table 302 e

APPENDIX TABLE 3.2.1
Househoid §gving in Ggld

Years Average Totall Total Total Total
Priced Saving Saving Saving Saving
Gold(ks/ inGold inGeéld 4inGOld/ in Gold/

10 gms) at curs at cone Yy Total
rent : stent net
Prices Prices saving
(R.Crores) (s Lrores) y
1 2 3 4 5 6
60-61 = 6L=65 116,67 290 466 37 b8
65=66 = 69=T70 154,82 387 | 415 29 2439
T0=71 = Th=T75 303.12 857 682 L0 2467
7576 = 79-80 736.48 18411 1052 S50 2.7
E0~81 = 84=85 1761.20 4403, 1680 62 3.50

e ———

___Sourees 3 (1) F‘igu?é;bf average price of Gold are taken from

Reserve Bank of India, Report on Currency & Finae
nce (various issues), statistical statement, "Pri-
ces of Gold and Silver®,

(2) For disposable Income, total saving, Private cone

sumption expenditure deflator -« See Text Chapter 2,

The appendix table reveals that the proportion of
household saving in gold in |

7 The average price of gold is obtained from various issues
of Regerve Bank of Indila 'Currency & Finange!, Statisﬁical
Statementg Prices of gold and silver,

B8, The ratios when taken at current prices do not d:n.ffer much .
Tr-—=~ 2~ = marginal difference but the trend is the seme.

3
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dispogable income is very smalle But what i1s disturbing is
the rising trend over the period (even with the modegt agsume
ption of seme smount of gold being smuggled each year). With
larger capital geins, it is natural for households to invest
more and more ingold, therefore particularly in the later years
more would have been directed than is evident from these fige
urese. Also its proportion in total saving is rising which
implies that with increase in this asset ratioc the other
agsset ratiog are falling. Though these asset ratios are
small, yet if these are chennelised for capiial formation
perhaps it can contribute greatly towards growth not only

by easing the financlal flow, but also by relaxing exchange
constraint., Thus these could be used for financing growth.
From the table what 1s revealing are the years 65«66 to 69«
70, when total additlonto gold hoarding is less then in the
previous block;also its ratics in income and seving have
fallen, 4 part of the explanation is: Probably with a new
series of 7% go0ld bonds introduced in March 1965 and 3rd
serlies national defence gold bonds 1980 issued in October

65 - where bonds were redeemable in gold of stendard purity
at maturity, people reduced their hoarding. This could also
be a reflection of the strict gold control measures which
remained in force till November 1966. In September 1968

Gold control act wes passed where in restriction on gold
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Boldings were made and holdings sbove the prescribed limits
were to be declared, All the above government regulations
may heve had a megative effect on gold hoarding.

In subseguent years the demend picked up especlially
in the rural areag with, rural debt relief measures, which
have reduced the activities of the money 1ender39

Before we analyse its effects in terms of our model
wve will see what are the factors determining the demand for
gold by household,

Hdarding of gold can be attributed to conceptually
3 distinct motives: namely precautlonary purpose, the psychic
income accruing from Jewellery and ornements and expectation
of capital appreclation, corresponding to which goldcan be
regarded ag a liquid asset, a store of value,as & durable
congumer good and as a hedge1o.

Precautionary motive for hoarding gold may not be
much, by the household, (If an indexof the volume of gold sale
by agriculturiststo meet their monetary cost or customary
levels of consumption is an indicator of precauticnary motive)

beceause "the distress sales of gold are not normelly of --

9. Hemlats, D, "Gold in Retrospect and Policy Option® in
(ed.) Simha, S,L.N, "Aspects of Bold Policy" ~ "With
rising farm output a consliderable portion of the en~
larged income of farmer has found its way into gold,

10. Chandavarkar, A.G. (1961).
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an appreciable megnitude, because of the esgteem value attace
hed to gold and is only resorted io in exceptional circumste
ances“11. This argu-ment understétes precautionary motive,for
though outright sale may not be nérmally high, but because ith
a collateral asset used for obtaihing loansg, the amount of
these loans will then meet their érecautionary needs also.12

The argu-ment put forward by Bauer and Yamey13 that
gold as a hedge against currency instability and inflation is
questionable because a substantiai portion of income is derie
ved from non monetised sector maylnot strictly hold true for
an economy progressing where monetisation is increasing. With
inflation and gold hoarding,monetisation itself will suffer
and therefore the economy bears the losses.

Gold in the form of peculiarity of ornements in
countries like India cannot be a éood hedge because of pecu~
liarity of ornament market = themf sale usually involving a
capital loss. Thls means that gold apart from being a non

income ylelding asset in all formsis subject in its most

11. Ibid. '

12, "Gold loans of commercial benks constituting 2,.,5% of
total advance at the end of 41975 formed 1.2% of total
advances at the end of 1969 "Reserve Bank of Indig
Bullet<in October 1977.

13+ Bauver, P.T. and Yamey, B.S. (4967 )
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important form (ornaments) to a capitalloas‘in the eventof
sale 14, This is true, but the rése in gold prices in the
past has been so substantial that loss on account of this 1s .
partly compensated, Also due to fall in real return on
other agsets, the capltal loss here will be meagre, so that
this is still a preferred asset by the household,

It has been argued that the speculative motive does
not operate, since it is only the deeler and middlemen in
gold who are chiefly connected with meking estimates of
future prices of gold, Here it may be mentioned that in the
household sector, unorganised manufacturing concern and traders
are included, which would include deeler in gold in the hougew
hold sector - this is precisely the household segment that 1s
hoarding substantlial addition of this asset in the hope of
maeking large capltal geins. Therefore in the household gsector
itself we have pure households, who predominantly hoard gold
to meet some of their precautionary, social and religious
demand in the form of ornaments. On the other hand are dea-
lers in gold, who are hoarding gold for speculative motive,
As our definjition of household includes both the groups
therefore both motives are said to ope#ste. But with ine
flation, speculative motive doeincrease and thls is clearly
indicated by the amount of gold that is conflsceted regularly

14, Chandavarkar, &4 .G, (1961)
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by the custom department, Nonetheless it cen be said that holdw
ing of gold is primarily motivated by : the paychic income accrue
ing from possession and use of crnements and is lergely a reflece
tion of sociological and historical milieu eff .underdeveloped
countries,

' Thus the factors likely %o affect demend for gold are
income, its own prices, infletion and returns on other asset.

The demand for gold in under developed countries ia
determined largely by variations 1in the level of income. An
increase in income 1s likely to lead to increase in demend for
gold., Regarding the effect of other asset return on the demand
for this esget, Chandravarkaer states: "the demend for gold being
interest inelastic no practicable rise in the rate of interest
is likely to divert gold from private hoards into banking syse
tem or into interest bearing securlties or prevent further hoard-
ing". Because of lack of any conslistent and determinate relatione
ship between hoarding of gold and price of gold, a rise in price
of gold, would be ineffective as a meang of preventing gold hoarde
ing or of mobllising the existing hoards. Simha15 on the other
hand states "It would seem that upto a point the demand for gold
is elastic in relation to Income end inelastic in relation

of & minl-
to price, People in the various strata of society have some notion/

154 Simha, SJeN, (1978)
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mum holding for the family based on consideretion of securlty
prestige and convenjience, When once that limit 1s reached
elasticity would be low in relation to income and high in
relation to price. Of course as in case of other efsets,
commodity price expectations also play a pert. If for any
reason there 1is expectation of a sharp rise in prices, there
would be tendency to buy the metal in order to reap - capital
gains', All thege observationsare conjectdres based on the
behaviocur and motives flor holding & none of thege has- been
tested because of lack of data. If may be added that gold is
a convemnient medium for holding tax evaded money end so with
inflation its share in assets may increase further,
Inclusion of gold in our portfollo model implies
that household have another asset available to them. At
lower hoarding levels, they are mainly determined by income,
but at higher levels they are affected by inflation and its
own price rise, therefore (1) with increases in income, its
proportion in income will go up. (2) with increase in prices
of gold and inflatlon 1ts proportion in income too will go
Upe With consistent higher capital gains on this asset for
the past 30 years households who were primorily demanding
this asset for precautlonary, soclal and religious function
may also add to thelr motlves the speculative demend and
therefore its sharesboth in saving and income are likely to
increase. Thils would lead to a fall in either consumption

or more important a fall indemand for othey assets.maixizx. As
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the speculative demend 1s likely to come from higher income
groupes whose merginal propensity to consumer is low “the
purchase of gold would likely be at the expense of other
saving which would have been mede in one form or another"16.
Inflation which has been accompanied by (a) rises
in prices in gold and fall in relative return on other assets
(b) generation of unaccounted income, will have two fold
effects: (1) By increasing the value of wealth of the household
held in the form of gold, it makes the household feel optimi-
stic and richer; therefore congumption ratio is likely to ifie
crease & saving ratio to fell and this fall in saving ratic
will be borne more by the physical assets& financial assets rather
than consumer durables On the other hand because of real
value of gold increasing, more can ﬁe borrowed (because its
a collateral asset) for investment purposes and therefore a
rise in price o@ gold can be productimg, if gold 1s increage=
ingly used as coll@teral for borrowing for investment in egrie
culture & manufaeturing. Therefore wealth effects on growth
are uncertain.(2) The portfolio effect : Inflation is likely
to make gold en attractive asset for the household and thus
reduce the flow of saving that could have financed the deficit
sectors,demand for funds originating in expension of their

capltal.,

16. Chandavarkar, A.G. (1961)
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fhe increase in proportion of gold hoarding can have

effects on growth by: i |
(1) Reducing the funds flowing to the deficit sector
(2) By increasing conspicuou§ consumption in particular

Stressing its positive ;ble Chand-aevarkar argues
that it can play the role of 1adu§ement goods for producers
of ggricultural commodity and thefeby helps to mainteln and
even increase their marketed surpius "The role of precious
metals as an inducement good and consequently as an instiue
ment of monetisation and development of subsistence economy
is overlooked in historical and contemporary discussion of
the problem®,'” It is not to deny the effects of gold hoard
as fdncentive goods; But the question we are faced with is:
whether we should allow such heavy smuggling of gold or reduce
restractionson it, Just because these are incentive goods?
Axé there no better methods of pr§v1ding incentives to agrie
culturist, which are cheaper in térms of growth. If‘they
are there then furthe accumulati;n of[?gggg- should be re-
duced drastically,

Again as pointed out by ?hand&avarkar18 "a high oy
rising level of gold prices has hérdly any significant ecoe
nomic consequences .e.eess A3 rige in gold prices leaves the

total quantum of hoarded gold, unaffected because the economy

17« Bauer, P.T, and Yamey, B.S. (/}967 )
18, Chandavarkar, A.,G. (1961)
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a8 a whole camnot hoard more gol@lthan the fixed existing
supply and it does not ralge theiggnefal price level or
affect the produttive potential or real capital formation
in the economy". Such analysis peglects the effect of
capital geins on the behaviour of household, With the price
of gold increas;pg, ownexrship pa%tern among the household
will chenge. By selling this aséet a_holder makes capital
gaing; these capital gains, if they raise consumption fatio.
would add to inflation rate; if @&kerted towards réal estate
or other speculative assets or smiggled goods, the saving
retlo would fallj only if they a}e held in financial assets
or physical aggets - machinery and equipment, will they
directly promote growth - but then inflation by meking thesge
assets less attractive is not likely to induce households with
capital gains to heve these in their asset portfolio. On the
'other hand, the hous@hold which acquires this (Gold) asset,
has diverted his income from being spent on goods (that could
create employment and income) oﬁ in holding financial assets
(which could increase funds to'déficit sector) while expendi-
ture on gold, especlally when it is Just transferred, has no
effect on growth. Therefore though the trensaction on aggrege
ation over household sector candésouj, its real effects are
felt in the economy. |

Thus from our analysis it is clear that increage in
‘tﬁe price of gold, and in the réte of inflation, whether it
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increages hoards or not, has negative effects on the growth
of the economy. Therefore the policy should aim at not

only reducing the incremental demand for gold but also aim
et reducing the past hoards of gold. Therefore Simha con-
cludes "The heart of my solution is the need to prescribe a
statutory ceiling to individual holdings of gold in &1l form.
The Ceiling should be large enough to meet the so called
essential requirements, especlally of our women folk for
religious and social purpose and at the same time low enough
to make a real contribution to the gold problem by weening:
our public away from a hablt which,whatever might have its
merits till 15«20 years ago, has lost much of its relevance
today"19.

19. Simha, S.L.N. ( 978 )



