
Chapter Five

AN EMPIRICAL LSI IMA TB OF THE PARAMETERSOF THE MODEL 
AND THEIR IMPLICATION

1 • Introduction ;

The model has nine equations and each equation has 

nine independent variables, consisting of disposable income 

expected rate of inflation and expected real rates of returns 

on various assets* The parameters of the model are estimated 

with ordinary least square method*

First we shall analyse the empirical estimates of 

each of the equations of model A, consisting of various com- 

ponents of household saving* Then we will go over to analyse 

the empirical estimate of the parameter of model B and then 

analyse the affect on model C. Finally we shall discuss in 

the light of empirical estimate, the analysis that emerges for 

the whole model*

2, Empirical Estimates of the Parameters of Model A s 

A) Estimates of the Parameterss of Equation8 

Saving of Household in Liquid Asset

St-fl
Yd

* -0.705 + 0*00003 Ya + 0*229 0.040 ^ias+ 0.435 W*
(0,00005) (0,174) (0,096) (0,204) 4

+ 0• 016 h&-j> + 0,051 Jlbi* 0*227 Jtp* - 0*025/4,- 0*299 A*** 
(0.026) (0.033) (0.066) (0,032) (0.151)

Kz« 0*755 F * 12,36 D.w. - 2.59

Figures in brackets are standard errors
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* Significant at&C£5 level 
** Significant at 0*05 level

The coefficient of disposable income ( Yd ) is posi

tive as expected but insignificant* It is an important vari
able in the simple correlation matrix*

The next variable is expected rate of lnflatlon( Pe)* 

Its coefficient is positive but insignificant* It suggests 
that inspite of households’awareness'that inflation will reduce 

the real value of each unit of liquid asset, yet they conti
nue to have a higher ratio of these, because these assets yield 
a certain real service yfrich they are not ready to for-go.The 
Indian households have got used to money transactions and pre
fer to have the convenience of these rather than divert these 
assets towards higher income earning assets* The positive 
coefficient indicates the predominance of the following effects*.
monetisation,black money, wealth and uncertainty.

market
The coefficient of expected real/rate of interest : - 

is,as expected,positive but is insignificant.
The coefficient of real rate of return on one year 

deposit( hp ) is positive and significant indicating that 
both the asset components,liquid assets and illiquid assets, are 
complementary in households’ portfolio• It is generally obser
ved that when interest rates on deposits increase, , there is 
simultaneous increase In the interest on saving deposit. As
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a large proportion of saving deposits is treated as demand 
deposits (87% approximately) therefore a rise in one year 
deposit could be treated as a rise in saving deposit rate 
and therefore an increase in liquid asset ratio*

The coefficient of expected rate of return on consu
mer durable ( ) is positive but insignificant. It implies
that as expected rate of return on consumer durables increases 
the desire to have them in the household saving portfolio incr
eases! therefore households*liquid asset accumulation increa
ses to finance these lumpsum expenditure* Most of the house
holds first save and then Invest in these goods* The savings 
are expected to be either in liquid or illiquid assets which 
finance expenditure on consumer durables*

The coefficient of expected return on direct invest
ment (km ) is positive and insignificant* The coefficient of 
expected return on physical assets(h,PA) is positive and signi
ficant implying that when the expected return on physical assets 
increases, households first accumulate liquid assets and 
later on liquidate these assets to make bulk commitments to
wards physical assets. -Me notice from our simple correlation table 
that expected return on physical assets is negatively related 
to saving in physical assets, implying that when, its own rate 
increases, the desirability of physical assets increases, but 
actual increases takes some time as these are lumpsum purchases* 
So one of the intermediary assets held to facilitate these
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transattionsis liquid asset*
The coefficient of expected rate of return on gold 

{kb) is negative and insignificant* The negative sign implies 
that as households expect returns on gold to increase, they- 
divert their liquid assets’ savings towards accumulation of gold. 
Therefore there is "real gold effect" but it is insignificant-"*

The coefficient of real rate of interest on borrowing 
( ) is negative and significant at 1(¥ level. It Indicates
that as real cost of borrowing increases, borrowings essentially 
from banks fall. The producer segment of the household sector 
economi-ses on the holding of currency and demand deposit and 
invests as much of his own resources as is possible in his farm 
or business*

Thus the important variables affecting liquid asset 
ratio are expected rate of return on physical assets, rates of 
interest on one year deposit and on borrowing* The H2 ■ 0,755 

is fairly high and so is the F ratio, which implies that the 
variables considered are significantly affecting the function*
The Durbin Watson Statistic*, suggest no auto correlation, 

B) Estimates of the Parameters of Equation*. i 
Saving of Household in Illiquid Asset

Yd
1*726 + 0*00001 Yd + 0.567 P6-* 

(0*00003) (0,114)
♦ 0,136^4
(0.063)

+ 0.103 k
(0.134) T'

0*006 kt,D.*
(0.017)

0.027
(0.021)

0.066 0*114 k
(0.056) (0,021)

*
6, + 0.149^-6(0.099)
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R2 * 0.971, F « 129.85, D.W, - 2.C2

Figures la brackets are standard errors
* Significant at 0,025 level.

Disposable Income
The coefficient o$£Y4)Ls positive but insignificant.

The positive coefficient suggests that these assets increase 
with income> apart from other reasons to save income tax., which 
is progressive in nature.

The coefficient of expected rate of inflation() is 
positive and significant. The positive coefficient suggests 
that under inflationary conditions, the nominal income of house
holds increases, so that provident fund which is deducted as
a fixed percentage of nominal income would increase. Similarly

ratesincome tax^are progressive therefore with nominal income incr- 
asing the tax burden increases; hence to save on income tax, 
households’saving in the form of time deposits, P.F. and LIF 

also inoreases, Siwia This component also increases, because 
of the generation of more and more of black money and a strong 
bias for these assets because of tax benefits that accrue on 
this, market rate of interest

The coefficient of expected real/zKtfixanxbaazarxbSZZ 
( Kt) is positive and significant. It indicates that Indian 

households prefer less risky assets and exhibit the behaviour 
of being safe *ith their Investment.

The coefficient of real rate of interest on one year 
deposit( hp) is positive and insignificant. The coefficient
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could be insignificant because 1*6 have in this category assets 
like provident fund, Life Insurance Fund and compulsory depo
sit which are not likely to be responsive to this rate.

The coefficient of expected real rate of return on 
consumer durables (hc-t>) is negative and insignificant while 

it has a positive coefficient in liquid asset ratio though 
again insignificant* This implies that to acquire consumer 
durables households in the intermediate period save in liquid 
assets, while increase in desirability of having consumer 
durables reducessaving in illiquid asset. This is natural as 
illiquid assets have long maturity period and cannot be easily

i

used to purchase consumer durables except on maturity.
The coefficient of expected real rate of return on 

direct investment (hof) is negative and insignificant whereas 
its coefficient in liquid asset ratio is positive though in
significant* It suggests that direct investment assets are 
complementary assets to liquid assets while they are substitutes 
to illiquid assets,

The coefficient of expected real rate of return on 
physical asset (hp.a) is positive and insignificant, When expec

tation about real rate of return on physical asset increases 
the households’ desire to have these assets increases, but this 
desire cannot be fulfilled in our accounting period of one 
year,* it takes more time. For this, resources have to be raised
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particularly for the components machinery and equipment and 
residential dwellings* As a result households save both in 
the liquid and illiquid assets to purchase these physical 
assets. When households actually acquire these assets then 
they reduce the actual saving in liquid and illiquid assets.
The absolute value of coefficient is greater in liquid asset 
equation as compared to illiquid asset.

The coefficient of expected real rate of return on 
gold( Jl&t ) is positive and significant. It implies that pro
bably the demand for gold is not to make speculative gains 
but to meet certain social obligations* It also suggests that 
those households who initially inherited gold and had made 
capital gains when the returns increased; have not further 
Increased their saving in the form of gold. The households 
have preferred to diversify their saving not only with the 
view to minimise the losses, but also because of government 
regulations regarding ownership of gold, and other convenient 
assets being available*©n the other hand this variable has a 
negative and insignificant effect on liquid assets because 
liquid asset is held by all sections of households, while both 
gold and illiquid assets are held by generally well to do house 
holds•

The coefficient of real rate of interest on borrowing 
( ) is positive as expected and insignificant. With the
cost of borrowing increasing household will first prefer to save
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and then invest rather than borrow and invest.

Thus the important variables affecting this asset
market of interest

ratio are expected rate of inflation, real/.rate/xwKiJsajzeixiaWa. 

and expected return on gold.

in saving in illiquid asset ratio is explained by our vari

ables and the F ratio suggeststhat the relationship postula

ted is significant* The d.yj. Statistics suggest no auto cor

relation*
C) Estimates of The Parameters of Equation?

R « 0.945 , F » 64,38, D.w. - 1,27 

Figures in brackets are standard errors 

* Significant at .025 level 

** Significant at .05 level
The coefficient of disposable inoome ( Yl ) is posi

tive and insignificant. The positive coefficient implies 

that it is not an inferior asset in household saving portfolio.

as postulated positive and this variable has a significant

The R*% 0.972, suggeststhat large part of variation

Saving of Household in Consumer Durables

The coefficient of expected rate of inflation( P**) is
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effect on consumer durable ratio* A one percent increase in 
expected rate of inflation leads to an increase In this asset 
ratio of 0.133#, while it leads to an increase of *362% in 
illiquid asset ratio* Therefore numerically the effect is 
greater on illiquid asset#

real market rate of interestThe coefficient of^tacazacxxfckii: is positive and
significant* The lenders feel optimistic about the rate of 
interest and therefore expect their income to increase;this 
sight increase their expenditure on consumer durable* On the 
other hand household who borrow funds for purchasing consumer 
durables would prefer to borrow now as the cost of borrowing 
is lower now as compared to what they expect it to be in future. 
Therefore these households increase their expenditure on con
sumer durables, when hsbbincreases* Further h&bhas positive 
effect on liquid assets and all the other variables’ effect 
like real rate of interest on one year deposit and expected 
real rate of return on consumer durables indicate that both
liquid assets and consumer durables are complementary assets
!

in household portfolio', therefore there could be some spill 
over effect from liquid asset also*

The coefficient of real rate of interest on one year 
deposit ( hif,) is positive and significant at This
would indicate that both consumer durables and Illiquid assets 
may be complementary goods in household saving behaviour* We
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alsoknow that hiy positively affects liquid assets* There

fore liquid assets and consumer durables are definitely com
plementary assets* Also this positive relationship can then 
be seen as a spill over effect from liquid assets rather than 
its having complementary relationship with illiquid asset*

The coefficient of expected real rate of return on 
consumer durables (hts>) is as expected positive but insign- 

fleant probably because of the lags; similarly the coefficient 
of expected real rate of return on direct investment (hs>i) is 
negative and insignificant. 2he coefficient of expected real 
rate of return on physical assets ( Wa) is as postulated 

negative but is insignificant. It implies that as Wa increases 

household will prefer to invest their savings in physical 
assets rather than commit a lumpsum expenditure on consumer 
durables* This indicates that these too assets are substi
tutes in house saving portfolio.

The coefficient of expected real rate of return on 
gold (9u* ) is positive and insignificant* The positive effect 

of this variable consumer durable ratio can be interpreted ass 
with theincrease in rate of return on gold the households 
that owned considerable amount of gold must have made capital 
gain - this is the * wealth Effect*• With this increase in 
income a part of it gets diverted in expenditure on consumer 
durables and illiquid assets;, with the latter having a greater 
numerical coefficient*
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The coefficient of real rate of interest on borrowing
( ) is as postulated negative and significant* It indicates

to
that Indian households do resort/borrowing from institutions, 

to acquire consumer durables* and do not necessarily have the 

tendency first to save and then invest provided they have the 

opportunity for borrowing* But they are rational in their be* 

havlour - when the cost of borrowing increases they reduce 

borrowing even for consumer durables*
The R2 m *945* is high end the F ratioauggesta that 

the variables considered are important In explaining the move

ments in our dependent variable. The important variables that 
are significantly affecting this ratio nrethe>&,(is&,%yK 

The Durbin Watson statistic is 1*27* which is in the inconclu

sive range*
D) intimates of the Parameters of Equation t 

Savina of Household in Direct Investment

. -0.047 4 0. 0001 Yd. - 0*317 P* 
(0.00004) (0*152)

► 0.158 kft-eT- 
(0*006)

0*2950*021 hc-s* 0*001 hM - 0*CB4^pa- 
(0.196) 0 (0.025) (0.003) (0,082)

0.006 0.211 ^-s a
(0.030) (0.147)

l2 9 0*459» F. 4.02* D.W. • 1.90 

Figures in brackets are standard errors 
* Significant at *025 level.

** Significant at *05 level*

t
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The coefficient of disposable income (Yd) is positive 

as postulated and significant as well* It is expected that 
with all round growth in the economy, the capital market is 
likely to develop and with it, this asset share in household 
saving is likely to increase.

The coefficient of expected rate of inflation(P£ ) is 

negative and significant also suggesting that during inflatio
nary conditions households are likely to reduce their share in 
this asset as uncertainties increase regarding the returns and 
as earlier not^-ed Indian households generally prefer safe in
vestment • market rate of interest

The coefficient of re( %&&) is 

negative as expected and significant. It suggests that as 
household expect the market rate of interest to increase to 
avoid capital losses on this asset too,they shift their sav
ing from these -praf&xaEMa to more convenient assets like liquid 
and term deposits, so that they can avail of the opportunity 
of capital gain# Further those households (especially the 
money lenders) who feel optimistic whence, is expected to

f

increase, .generally invest their savings for lending to other 
households os in consumer durables, but not in direct invest
ment, Therefore it have a negative coefficient.

The coefficient of real rate of interest on one year 
deposit is as postulated negative and insignificant
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suggesting that in the households7 portfolio these two assets 

i.e. illiquid assets end direct investment are substitutes*

The same conclusion can be derived when we look at the coe
fficient of ke* on Sj-l-a/y^ which is negative*

The coefficient of expected reel rate of return on 
consumer durables { Wj>) is negative and insignificant • It 

indicates that these two assets are also substitutes. This 

relationship is also noticed in the estimation of consumer 

durable equation*

The coefficient of expected real rate of return on 
direct investment (9u>i ) is positive as expected but insigni

ficant • This could be because this group consists of heterogen

eous assets all of which are not likely to be affected by re

turn on variable dividend security*

The coefficient of expected real rate of return on 
physical assets ( ^Pa ) is negative and insignificant which 

again indicates that the two assets are substitutes in house

hold saving portfolio.

The coefficient of expected real rate of return on 
gold (hb, ) is negative but insignificant indicating the two 

assets to be substitutes.

The coefficient of real rate of interest on borrows 
ing () has come with a wrong sign and is insignificant.

Thus the significant variables affecting this ratio 

are disposable% income^expected rate of inflation and market
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rate of interest. The R2 « .459 is not highjthe F ratio is 

significant and Durban Watson Statistic' is in the inconclusive 
range. Probably Ir is low because proper continuous time series 
data which is comparable over this time span is not available.

£) Estimates of the Parameters of Equation:
Saving of Household in Physical Assets?

Spa m 1.924 - 0.0001 Yet + 0.306 Pe + 0.46444 - 0.110 W *
Y<t (0.00009) (0.314) (0.179) (0.379) 0

0.161 hc-j>* - 0.227Wf - 0.020 + 0.175^6
(0.048) (0.059) (0.141) (0.280)

R2 * 0.726 » F « 12,62, D.W. * 2,41

Figures in brackets are standard errors 
* Significant at .025 level.

** Significant at .05 level.
The coefficient of disposable income (Y«l) is negative 

and insignificant. It rightly indicates that as a country 
becomes more and more prosperous its household will save prop
ortionately less in physical assets first because these are 
lumpy assets which are not easily convertible and secondly 
many other financial assets suitable to the needs of house
holds are available.

The coefficient of expected rate of inflation! P^ls 

as postulated positive but insignificant* In the simple cor
relation coefficient matrix it was second in importance} its
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insignificance can therefore be beoause of presence of other
explanatory variables which effect household decision to save

in physical assets relatively more.
real market rate of interest

The coefficient of/xxa&xjsataxB is posi

tive and significant* The positive coefficient of suggests 

that when households expect market rate of interest to incre
ase then to avoid payment of higher interest households pur
chase physical assets which they would have otherwise delayed; 
this is particularly true of stock holdings. Also those 
households who are lending at market rate of interest are 
optimistic about future earnings and therefore increase their 
asset accumulation of physical assets the same way they do of 
consumer durables.

The coefficient of real rate of interest on one year 
deposit ( ty*-) is negative and insignificant* The negative 

coefficient implies that a rise in the interest rates on term 
deposit increases the ratio of term deposits in household 
income and probably it, is at the cost of the traditional asset 
the physical assets;in this sense they are substitutes in 
household saving portfolio. On the other hand we had noticed 
that when expected ate of return on physical assets increases# 
both liquid assets and illiquid assets ratio increased suggest
ing lags in household behaviour in acquisition of physical
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assets* Now as there are no lags la acquiring illiquid assets 
an increase in its own rate increases this ratio and reduces 
physical asset ratio immediately*

The coefficient of expected real rate of return on 
consumer durables (heo ) is negative as postulated and is 

significant also* A Increase in kcj> reduces this asset ratio 
by 0.16^* Similarly the coefficient of expected real rate of 
return on direct investment( ) is negative as postulated
and is significant also. Herewith a *\% increase inkox * the 
fall in this asset ratio is of 0*22^. Thus the effect of ex
pected rate of return on direct investment, is numerically 
larger than the effect of expected rate of return on consumer 
durables* Thus both these assets can be thought of as a sign
ificant substitute of physical asset in household saving be
haviour*

The coefficient of expected real rate of return on 
physical assets ( ) is negative and insignificant* This
could probably be because of lags involved in the accumulation 
of physical assetswhen the expected rate of return on physi
cal assets increases,the desirability of having more of these 
assets increases, but accumulation of this asset does not take 
place immediately; rather temporarily other assets like liquid 
assets and illiquid assets increase- to finance, in the end,, 
purchases of physical assets; this probably takes more than one
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accounting period and therefore we get a negative coefficient* 

The coefficient of expected real rate of return on 
gold is negative and insignificant* The'reduction in
physical assets in response to increase in expected real rate 
of return on gold indicates that the wealthier households (who 
initially owned gold) in response to Increase in wealth and 
income (on account of huge capital gains made because of in
crease in price of gold)f like to diversify their portfolio 
and so instead of investing in old assets like physical assets, 
they divert their savings towards illiquid assets and gold, 
precious stones etc* Also the households who derive their 
income from sumggling of gold, gain when9i&,±* increases* This 

should increase saving in physical assets, but the former
effect is likely to be more and therefore the insignificance 

net
of the Effect •

The coefficient of real rate of interest on borrowing 
(ksb) is positive and insignificant* It has come with a wrong 

sign positive as against negative postulated by us* Probably 
this is again due to legs*

The R m ; .726 is high, the F ratio is significant 
and Durbin Watson Statistic, indicates no auto correlation*
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F)

$&
Id

Estimates of The Parameters of Equation s
Saving of Household la Negative Form (Met Sorrowing
from other Sectors)
i 0*068 ♦ 0*0001 U* - 0.236^ - 0.055 £&a- 0.055 W- 

(0.00004) (0,158) (0*068) (0.186) *
0*006 hto - 0.058 tax** 

(0*024) (0*030)
0*116 h~sb 

(0.137)
E2 . 0,707 , F . 9*8%i

♦ 0.l22?ipA ♦ 0,012 -
(0*078) (G.Ge9)

Q.W. - 1.99

Figures in brackets are standard errors

* Significant at *025 level 
** Significant at .05 level

The coefficient of disposable income ( 'fd. ) is as anti
cipated positive and significant* It implies that as house
holds’ disposable income increases their ability to repay back 
increases* As these borrowings are from credit institutions, 
with increase in disposable income, the credit worthiness of 
these households increases; as a result they further borrow to 
invest in their own business or in farms*

The coefficient of expected rate of inflation ( P£ ) 

is negative and insignificant* The negative sign of the coef
ficient indicates that the households especially the self em
ployed and farm households are pessimistic about the investment 
and thetsfore reduce borrowing* Also as most borrowing is not
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done for increasing expenditure on consumer durables and
direct investment, therefore this ratio falls*

market rate of interest
The coefficient of real£^tecx^3ba®K®c3l)5Kb3jc ( 166) 

is negative and insignificant* The coefficient has come with 

a wrong sign* The coefficient of real rate of interest on one 
year deposit (Jiiyv) is negative and insignificant* This in

dicates that as real rates of Interest on term deposits incre
ase, the borrowing ratio falls, this could be because both 
real rate of interest on one year deposit and borrowing rates 

are positively correlated implying that a rise in real rate of 
Interest on one year deposit simultaneously leads to rise in 

borrowing rates; this then'- reduces borrowing ratio* As this 
is secondaryeffeet, ill* we notice that its effect is not 
significant•

The coefficient of real rate of return on consumer 
durables (5U j> ) is negative and insignificant • A rise in the 

expected rate of return on consumer durable leads to a fall is 

borrowing ratio both as shown in the simple correlation table 
and in this regression* It implies that generally households 

do not still borrow for purposes of purchasing consumer durables; 
rather they finance it by first saving in other assets.

The coefficient of expected real rate of return on 
direct investment ( W ) is negative but significant at 1($.
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It has come with a wrong sign.; we had postulated a positive 
relationship#

The coefficient of expected real rate of return on 
physical assets (Hpa) is as anticipated with a positive coe- 

fficient and is significant# It indicates that as return:, on 
physical assets increases the profitability if investing in 
these assets increases; therefore borrowing ratio increases.
V/e notice that one % increase in the expected real rate of 
return on physical assets leads to an increase in borrowing 
ratio of 0.1255.

The coefficient of expected real rate of return on 
gold (5bn) is as expected positive but insignificant • It 

suggests that most Indian households do not borrow to invest 
In gold. Rather gold is purchased for social functions and 
generally it is purchased from past savings and not by incur
ring debt. As most of the gold is purchased on occasions like 
marriage, the demand for these is not related to the return on 
gold.

The coefficient of real rate of interest on borrowing 
( ft.se>) is as anticipated negative, but insignificant suggest

ing that cost is not a consideration, when households are bor
rowing, but what is important is whether conditions favourable 
to profitable investment in physical assets exist,. If they 
do exist they do borrow no matter what interest rates are.
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The R2 - 0*70 is high, the F ratio is significant and D.w.

indicates no auto correlation*
G) Estimates of the Parameters of Equation:

Saving of Household Sector I

SU'H m
* *

-0.127 - 0*00004 Yd + 0*965 PL + 0,698 W + (0.0001) (0.436) (0.242)

0.359W (0.49) J
0.1 edict

(0.06631
0.153 Idi^* + 0.085 +

(0.083) (0.216)
0.067^ + 0.189 W 
(0.082) (0.379)

R2 - 0.923# F » 45.14# O.W. • 2.01 

Figures in brackets are standard errors 
* Significant at .025 level 
** Significant at .05 level

The coefficient of disposable income ( Yd ) is negative 
and insignificant. The negative coefficient indicates (though 
one has to study in greater details for full impact) that (1) 

either with increase in income, the distribution of income has
favoured the lower .: income group* who save less therefore there 
is a fall in saving ratio1 or (2) the increases in income has 

benefitted those households who have made speculative gains and
also earned black money. This black money & income is used

oreither towards consumption of smuggled goods/foreign made goods, 
which might not be easy to report in our category of consumer

1. It is difficult to conclude from the different estimates 
available that distribution of income has become more
equal over the years in the post-independence period.
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durables• Also these households savings* which are not repor
ted might be kept illegally in Indian banks or foreign coun
tries’ banls. Thus when disposable income increases, alongwith 
Inflationary expectations and vfoan black money is also incre
asing then under such circumstances the saving ratio might fall 
because of the unreported savings.

Thecoeificient of expected rate of inflation ( ) is

positive and significant. A one percentage increase in expec
ted rate of inflation leads to an increase of 0.965% in saving 
ratio. The positive coefficient implies that like the advanced 
countries, inspite of so many structural differences, monetary 
and financial market differences^expected prices are having 
similar effect in under developed countries also* So that 
in India households in response to a moderate rate of infla
tion, increase their saving ratio. When we look at the port
folio effects of Inflation we find that for (1) liquid assets 
category the effect is positive and insignificant (2) illiquid 
assets it is positive and significant (3) consumer durables 
it is postlve and significant (4) Direct investment It is 
negative and significant (5) Physical Assets it is postive 
and insignificant and (6) Borrowing ratio it is negative & 
insignificant•

Therefore regarding the composition of saving it can be 
said that inflation raises the illiquid asset and consumer
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durables ratios and seduces direct investment ratio signifi
cantly* therefore inflation induces household to have mone
tary and financial intermediaries assets' in their portfolio, 
alongwith consumer durables but reduces direct investment 
assets2,

/ Regarding physical assets its ratio is likely to 
fall with development but prices seem to have negligible eff
ect on this ratio, and it does not suggest that there is 
flight from financial assets towards physical assets.Rather 
a rise in household saving is accompanied by not only a rise 
in physical assets and consumer durables but by more Important 
assets like illiquid asset and liquid asset* This reflects 
that the dominant effect is of increase in monetisation, un
certainty and black money,

market rate of interestThe coefficient of rea^zatmKxxmiasass^MM {%&■&) 
is positive and significant* As the household expect market 
rate of interest to increase they save more to earn a higher 
rate of return* This is in correspondence with the theory of 
interest•

The coefficient of real rate of return on one year 
deposit ) is positive and insignificant* This insigni
ficance is probably because of conflicting effects it has on

2* As a source forfinancing investment we know direct inves
tment is qualitatively better than intermediate financial 
asset for in the former the borrower has full control over 
the funds borrowed while in the latter the institutions 
interfere with thefunds lent*
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the components which get cancelled in the process of aggrega
tion. It positively and significantly affects liquid assets 
and negatively and significantly affects direct investment 
ratio* It insignificantly affects the other asset ratio ass 
illiquid assets, consumer durables, physical assets and borrow
ing *

The coefficient of expected real rate of return on 
consumer durables ( hc-z ) is negative 85 postulated and signi
ficant . A one percentage increase in the expected rate of 
return on consumer durables reduces household saving ratio by 
0.1656, which is very small* 'Aa-'> increase In this rate of 
return leads to a rise In complementary expenditure on current 
consumption which over time is expected to reduce the saving 
ratio. This rate insignificantly affects all the ratios ex
cept physical assets, yet it significantly affects household 
saving because physical assets are a large proportion of house
hold saving.

The coefficient of expected real rate of return on 
direct investment ( ho-i ) is negative as postulated and signi

ficant. It insignificantly affects liquid assets,illiquid 
assets, consumer durables, and dlrec-t investment, but only 
like expected real rate of return on consumer durables,affects 
physical assets negatively and significantly* As the share 
of physical asset in household saving Is high, therefore .'.fxe-
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effect -of is significant and negative on household saving 
ratio.

The coefficient of expected real rate of return on 
physical assets ( hp.* } is positive and insignificant. The in
dividual assets that it significantly affects are liquid assets 
and borrowing and both the coefficient are positivejthis implies 
that in one case i.e* liquid asset the expected real site of 
return on physical assets positively increases liquid asset 
ratio& thereby increases, household saving, while on the other 
hand a rise in this rate also increases borrowing ratio which 
inturn reduces household saving. Bat because of this confli
cting effect } on aggregation this rate of return loises signi
ficance. She positive sign|indicates 'that when this rate of 
return increases household saving alongwith some xeUwsxof its 
components:** increase. Its own asset ratio i.e. saving in 
physical asset is not encouraged immediately. The results 
suggest that in this case probably lags are Involved between 
desirability and actual acquisition of this asset; therefore 
results in our framework are not clear cut*

The coefficient of expected real rate of return on 
gold {hb, ) is positive and insignificant. A positive sign 
indicates that households do Increase their savings when this 
rate of return increases to make speculative gains* On the 
other hand the wealth effect is strong i.e, on realising specu
lative gains (of which some are in the form of black money



333

transaction) from sold asset, household put a large proportion 
of these gains in term depositsj therefore household savings 
rise. The asset ratios that it significantly and positively 
affects are illiquid assets arid consumer durables. These assets 
are also held by households who are engaged in smuggling gold.

The coefficient of real rate of interest on borrowing 
( hs-b ) is positive but insignifleant. This Insignificance is 

because amongst the assets also., that it significantly affects^ 
some are negatively affected and others like illiquid asset 
and direct investment are positively affected and therefore on 
aggregation they offset each other.

Thus the variables significantly affecting household
market rate of interest

saving are expected rate of inflation^ real/r*t®x»»xhaa»srxMia# 

expected real rate of return on consumer durables and expected

high and Indicates that the variables considered explain the 
behaviour of household saving to a large extent. Ihe F ratio 
is highly significant and D.w* statistics suggest that there 
is no autocorrelation.

H) Estimates of the Parameters of Equations

—*2real rate of return on direct investment. R * .923 is very

Domestic Saving Ratio

i^S
V

- 0.238W- 0.101 &dz + 0.076 ip* 0.300 0.506 h-&
(0.072) (0.091) (0.238) (0.090) (0.417)



R2 - 0.938, F*57.26, O.W. - 1.98 

Figures in brackets are standard errors
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* Significant at .025 level*
** Significant at *05 level.

The coefficient of disposable income ( Yrf ) is negative 

It was also negative for the household saving function. Here 
the F ratio is much higher than in household saving function 
but is still insignificant at 5$ level. Ibis negative co
efficient as explained in the section-G, is either because 
distribution of income has favouredthose sections who save 
less or^and black money transaction increases with disposable 
income and Inflation, the consumption ratio and unaccountable 
savings increase, so that our saving ratio are negatively re
lated to disposable income.

The coefficient of expected rate of inflatlon( P2* ) is 

positive and significant. Bven in the household saving func
tion the coefficient of this variable is positive and signi
ficant, But the P coefficient is numerically higher for dome
stic saving, i.e. 1.CE2. A one percentage increase in the ex
pected rate of inflation, increases domestic saving ratio by 
4.022$, while household saving ratio Increases by 0.965$. Gn 
the whole we can say that the Inflation we have witnessed - 
is very moderate for a growing economy. It has induced genera
tion of higher household saving and domestic saving.

market rate of interest
The coefficient of rea^(n&t, ) is



335
positive and significant* The coefficient of this variable in 
the household saving function is also positive and significant 
though the P coefficient is numerically higher for domestic 
saving* A one percentage increase in the real ba-zar bill 
rate, increases the domestic saving ratio by 0*90%, while it 
increases household saving ratio by 0,69$*

The coefficient of real rate of interest on one year 
deposit ( fop) iff as'the rate of
interest on deposits increases., borrowing rates increase^ which

thereforeis cost for corporate sector & £ reduce their potential 
saving* The-, coefficient of this variable in household saving 
function is positive, but insignificant*

The coefficient of expected real rate of return on 
consumer durables (fos>) is negative and significant* For the 
household saving function, the coefficient of this variable 
is also negative and significant, but the P> coefficient is 
numerically higher for domestic saving* A 1% increase in the 
expected rate of return on consumer durables reduces the dome
stic saving ratio by 0,23%, while it reduces household saving 
by 9*16%• This implies that not only households reduce their 
saving ratio, but also the coporate sector and the government 
sector reduce their saving ratio and thereby reinforce this 
effect by further reducing the domestic saving ratio*

The coefficient of expected real rate of return on
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direct investment ( hDz ) is negative and insignificant* The 

coefficient of this variable in household saving function was 
also negative but significant-*

The coefficient of expected real rate of return on 
physical assets (%pa) is positive and insignificant* Similarly 

in the household saving function the coefficient of this vari
able is positive and insignificant. Probably as noted before 
this insignificance is because of lags involved between the 
desirability of owning these assets & actually purchasing these 

- assets.
The coefficient of expected real rate of return on 

gold ( he, ) is positive and significant also j while in the house

hold saving function it is positive but Insignificant* Probably 
the increase in significance of this variable in domestic 
saving function is because with increase in expected real rate 
of return on gold both the government and the corporate sector 
gain* The government owns gold as one of its assets and the 
registered firms who are transacting in gold business are part 
of the corporate sector. When return on this asset increases, 
the corporate sector paiticularly gains and thereby their sav
ings are expected to increase, which pushes the domestic saving 
ratio•

The coefficient of real rate of interest on borrowing 
( h$g, ) is positive but insignificant* In the household saving
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function too it is positive but insignificant*
Thus the significant variables affecting this func

tion are expected rate of inflation, real rate on baizar bill, 
expected real rate of return on consumer durables and gold.
The K2 * 0,938, is high and F ratio is high indicating that 

the relationship postulated is significant^;the 0#w, ratio 
1,98 in in the inconclusive range,
3* ' Empirical Esthnfetes of the Parameters of Model B Equation:

Incremental Capital Output Ratio:

Figures in bracket are standard errors,
** Significant at ,05 level,

The coefficient of disposable lccorae(Y4 ) is as expec
ted negative, but significant at 10$ level only. It is natural 
that as an economy progresses it becomes more and more efficient 
and therefore to produce a unit of output it requires less and 
less of capital input.

The coefficient of expected rate of inflation( fe )is 
positive as postulated and is significant also. It indicates

AO
Ac * -7.395

+ 0.16?^
(0,432)

♦ 0,657
(2,488)

E2 * 0.033, F=1.32, D.W. 3*17
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that during the inflation period considered there has been a 
tendency among the producers to install more of capital rather 
than utilise efficiently the capital that is already installed*
It could be that inflationary tendencies are due to structural 
bottlenecks which also inhibit the efficient use of capital* 
Further the demand for products vdiieh require more capital may 
rise during inflation so that the production structure is more 
capital intensive* Also inflationary tendencies breed- corrup
tion; as a result inefficient projects and peopii are given the

usejob which results in less effective/of scarce factor capital. 
Thus expected rate of Inflationpositively affects the incre
mental capital output ratio*

The coefficient of real market rate of interest is 
positive, but insignificant* This rate is positively affect
ing consumer durable, physical asset and illiquid asset ratios 
and negatively direct investment ratio;, Consumer durable and 
physical asset positively affect 4%0, while direct investment 
and illiquid asset ratiosnegatively affect this ratio* A over
all positive effect implies that the effect on consumer durables, 
physical asset and direct investment outweighs the effect on 
illiquid asset ratio*

The coefficient of real rate on one year deposit( 
is positive and insignificant* This positive effect is because
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of Its significant effect on consumer durable* The coeffici
ent of expected rate of return on consumer durables ( )is 
as postulated positive but insignificant* Similarly the coe
fficient of expected mte of return on direct investment(&oi) 

is positive but insignificant* This postive effect indicates 
that higher return on securities are mainly due to speculative 
activity rather than substantial gain* The coefficient of 
expected rate of return on physical assets (!•?* ) is positive 

but insignificant# Similarly the coefficient of expected 
rate of return on gold and real rate of tntereit on borrowing 
is positive but insignificant*

The l^2-G033)is very low and F ratio clearly point out 

that the relationship postulated is not significant and these 
variables areunable to explain the behaviour of our dependent 
function* The only variable significantly affecting this 
function is the expected rate of inflation (f° )* Probably 

with the Inclusion of other variables likei the break up of 
investment into inventory and capital stockj kind of technolo
gies imported, government policy regarding taxes and Incentives 
and certain demand factors* the function could have been better 
estimated* But our intention was to study the effects of only 
those variables which were also Included in the saving ratio 
function & none other on the incremental capital output ratio * 
Further it is clear that even in this function that we have
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estimated, our main variable, expected rate of inflation is 
significantly and positively affecting the ratio At postula
ted,
4, An Empirical Analysis of Model C :

Grofeth Equation;
The growth rate in the economy is affected by both 

saving ratio and incremental capital output ratio. Both these 
ratios when estimated in reduced form are affected by expec
ted rate of inflation and other variables. The empirical 
results suggest that both saving ratio function and incremental 
capital output ratio function are positively affected by expec
ted rate of inflation i*e. the inflationary conditions tend to 
raise household saving, which in turn increases domestic saving 
ratio* This has positive effect on growth as both household 
saving and domestic saving are positively related to growth.

On the other hand Incremental capital output ratio is 
also positively affected by expected rate of inflation* But a 
rise in incremental capital output ratio implies a fall in 
growth rate. Thus expected rate of inflation on the one hand 
raises growthmte by increasing saving ratio, while at the same 
time reduces growth rate by raising incremental capital output 
ratio. The actual effect of expected rate of inflation on growth 
will depend upon the strength of the two effects i,e, the £ 
coefficient of this variable.
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The estimated results are s a one percentage increase 
in the expected rate of inflation in our framework leads to an 
increase in saving ratio of 0,67756* while it increases the in* 
cremental capital output ratio by 2,282%. Obviously the numeri
cal estimate of £ coefficient in the incremental capital output 
ratio equation is higher leading us to conclude that expected 
rate of inflation has negative effect on the growth of Indian 
Economy inspite of its having positive effect on domestic sav-

i

ing ratios 
5* Conclusion s

The empirical results suggest that the important vari
ables positively affecting household saving are expected rate 
of inflation and the market rate of interest, while those nega
tively affecting the ratio are expected ratesof retura.onscon
sumer durables and these on direct investment*

Both consumer durables and direct investment’s expec

ted ratesof return have a negative effect on physical asset* 
and via this effect, negatively affects households saving* The 
repurcussions of empected rate of return on consumer durables 
are more serious because, it raises the ratio of consumer dur
ables in saving portfolio which is not desirable at this stage 
of our development, and secondly it is significantly affecting 
domestic saving ratio function negatively, while expected return 
on direct investment is not significant in domestic saving ratio 
function*
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The expected rate of inflation significantly affects 
the component illiquid asset, direct investment and consumer 
durables* of these it positively affects illiquid asset ratio 
(at *025 significance level) and consumer durable asset ratio 
( at *05 signifieance^evel), and the numerical coefficient of 
illiquid asset ratio is higher* A 1% increase in the expected 
rate of inflation leads to increase in illiquid asset ratio by 
0.36%. This coefficient is high* especially as the ratio of 
this asset in household saving is also high* As mentioned 
earlier1* this asset category is particularly important for 

generating growth, as these are the genuine longterm savings 
of the household which can be used to augment capital stock in 
the economy* Another very important asset category which is 
important as far as financing growth is concerned is direct in
vestment. But this is being negatively affected by expected 
rate of inflation* The share of this asset is not only low in 
household saving* but has been volatile as well, therefore, 
probably it might not have had such a negative impact directly 
on the growth of the economy* But if expected rate of infla
tion continues to have a negative effect then it will hamper 
proper development of capital market and this will result in 
loss both to the government and to the corporate sector* The 
numerical coefficient of the effect of the expected rate of 
inflation on direct investment ratio of household is very close 
to that of illiquid asset ratio* As the share of direct invest-

1 Refer to Chapter 3, Section 6
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ment in household saving is low, this might not worry us in the 
present, but the negative impact of expected rate of inflation

on an important asset, (which is likely to be an important asset
bein future) cannot/belittled also.

The positive effect of expected rate of inflation on 
consumer durables ratio is of a small magnitude, but because 
its ratio is continuously increasing and is further expected to 
increase, therefore this is not desired, especially when viewed 

in the light of a 'Socialistic Society* that our planners en
visaged • with an increase in the share of consumer durables, 
the production structure would be geared more and more towards 
production of these goods, or the goods may be smuggled which 
is worst*

With the high ratio of population under the poverty 
line, it is questionable whether it is desirable to have food 
shortage and unemployment increasing on the one hand, and 
sophisticated goods mainly to be used by high income groups in
creasing on the other.

Thus the empirical results suggest that though house
hold saving increases significantly with expected rate of in
flation, yet only one of its component s saving in illiquid 
assets, is favourably affected by expected rate of inflation, 
which will help in promoting growth, while direct investment, 
another long term asset, is negatively affected. -
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As expected rate of inflation has a negative effect 

on direct investment ratiotherefore government should come up, 
with comprehensive policy to stimulate capital market and provi
de incentive to household to invest in these assets*

On the other hand the market rate of interest Signi
ficantly affects the saving ratio implying that monetary factors 
do influence the real factors even in the short run* It signi
ficantly and positively affects < illiquid asset, consumer dura- 
bles^hysical assets, while negatively, saving indirect invest
ment ratio. Statistically it has maximum effect on physical 
asset ratio*

Certain other observations from the empirical results
suggest s

1) Increase1' in illiquid asset ratio is generally not 
at the cost of other assets, which implies that financial 
intermediaries have been successful in raising the saving ratio 
of the economy* Part of this increase is because of the increase 
in black money in the economy*

2) McKinnon’s arguments that real money and physical 
capital are complementary in the long run, holds true even in 
the short run, but in the latter case inflation in India has 
encouraged real money ratio holdings and physical asset ratio, 
(though not significantly in any case}] this is primarily because 
inflation in India has been accompanied by increases in black 
money *
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3) In both the equations t saving in illiquid assets 

and saving in direct investment, we notice that an increase 
in Wi reduces S^t-ft ratio, and increase in ^reduces Seu
rat iofct hough both effects are insignificant statistically).
This indicates that the two assets are substitutes and there
fore the corporate sector can get funds by raising its rate of 
return and thus diverting household saving from illiquid assets 
to direct investment.

On the composition of saving front it can therefore 
be tentatively concluded that households do not strictly have 
a preferred portfolio mix and they do change the final desti
nation of their saving according to different set of circum
stances. Thts the behaviour of the household depicts that 
there are certain substitute assets in the household wealth 
portfolio likes the consumer durables and physical assets? 
illiquid assets and direct investment,illiquid assets and 
consumer durables, and certain complementary assets like liquid 
asset and consumer durables? and liquid assets and physical 
assets* All this implies that there are bound to be substan
tial portfolio effects. If this istrue, then there will not 
be a direct relation between supply of money and prices, rather 
thestate of disequilibrium might continue for long. Thus the 
empirical results suggest that Inflationary tendencies? in India 
have promoted saving ratio on one hand and increased incremental 
capital output ratio on the other. Thus growth is negatively 
affected by this mild inflation too.


