Shapter Five

AN EMPIRICAL LSTIMATE OF THE PARAMETERSOF THE MODEL
AND THEIR IMPLICATION

1. Introduction :

Thg model has nine eguations and each equetion has
nipe independent variebles, consisting of disposable income
expected rate of inflation and expected real rates of returns
on various assets, The paramete&s of the model are estimated
with ordinary least sqguare method,

First we shall anelyse the empiricel estimates of
each of the equations of model A, consisting of verious come
ponents of household saving. Then we will go over to anelyse
the empirical estimste of the parameter of model B and then
anslyse the affect on model C., Finally we shsll déscuss in
the light of empirical estimate, the snelysis thet emerges for
the whole model,

2. Empirical Estimeotes of the Parsmeters of Model 4

) Estimates of the Parametéps of lsquation:

Seving of Hougehold in Liquid Asset

Sua = «0,705 + ©,00003 Y+ 0,229 P4+ 04040 figq+ o.hgz)m?c’

Yd (0.,00005) ~ {0.174) (0.096) (0.2

+ 00016 fieo + 0,051 Ho14 04227 Hph = 04025 o - 0299 A
(0.C26) (0.,033) ot (eicss) * (0'.032)}1Cw (0.151) %

FPu 0,755 F = 12,36 D.We = 2459

Figures in brackets are standard errors

*n
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* Significant atoR5 level
*% Significant at .05 level

The coefficient of disposable income ( Y4 ) is posie
tive asg expected but insignificent. Xt 1s an important vari-
able in the simple correlation matrix.

The next varieble is expected rate of inflation( P%).
Its coefficient is posltive but insignificant. It suggesis
that inspite of households’awereness that infletion will reduce
the real value of each unit of liquld asset, yet they conti
nue to have & higher ratio of thege, because thege assets yileld
a certaln real service which they are not ready to for-go.The
indien heouseholds have got used to money itransactions and pre=~
fer to have the convenlence of these rather than divert these
assgets towards higher income earning assets. The positive
coefficlent indicates the predominence of the following effects:
monetisation,black money, wealth and uncertaintye.

The coefficient of expected rea§?§§§§ of interest .
1g,a8 expected,positive but is insignificant,.

The coefficient of real rate of return on one year
deposit( My ) 1s positive and significent indiceting thet
both the agset components,liquid assetsand 1lliquid assets, are
complementary in households’ portfollo. 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% epproximately) therefore a rise in one year
deposit could be treated as a rise in saving deposit rate
and therefore en increase in liquid asset ratio.

The coefficlent of expected rate of return on consue
mer durable {( ) 1s positive but insignficant. 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 increae
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 1lliquid esgsets which
finance expenditure on consumeYr durables.

The coefficient of expected return on direct investe
ment (Mo, ) is positive and insignificent, The coefficient of
expected return on physical agsets(fsa) 1s positive and signie
ficant lmplying thet when the expected return on physical assets
increases, households firgt accumulate liquid assets and
later on liquidate these assets to make bulk commitments to-
wards physical asseis.we notice from our simple correlation table
that expected return on physical asgets is negatively related
to saving In physical assets, implying that when, its own rate
increages, the desirability of physical assets increases, but
actual increases tekes some time as these are lumpsum purchases,

So one of the intermedliery assets held to facilitate these
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trensettionsis liquid asset.

The coefficlent of expected rate of return on gold
( e, ) is negative and insignificent. The negetive sign implies
that as households expect returns on gold to increase, they:
divert their liquid assets’ savings towards accumulation of gold.
Therefore there ig "real gold effect” but it is insignificant.®.

The coefficient of real rate of interest on borrowing
( Nse ) 13 negative and significiant at 10% level, It indicetes
that ag real cost of borrowlng increases, borrowings esgentielly
from banks f£all. The producer segment of the household aector
economi.ses on the holding of currency and demand deposit and
invests as much of his own resources as is poasible in his farm
or business.

Thus the important variables affecting liquid asset
ratlo are expected rate of return on physical assets, ratesof
interest on one year deposit and on borrowinge. The ﬂ? u 0,755
ig fairly high and 80 is the F ratio, which implies that the
variables congldered are significantly affecting the function.
The Durbin Watson Statistic. suggest no auto correlstion,

B) Estimates of the Paremeters of Equetion. $
Saving of Household in Illiquid Asget

Soun = =14726 + 0,00001 YA + 0,367 P%™ + 0,136%6% + 04103 Kisn
= (0:00003)  (0:114)  (0a0B3) © (0e134) ¢

o 0,008 fep .« 0.027 hozt 0,086 hpps 0,414 2E + 0.149 Jis.
(0.017) ? (0.C01) > (0.056)%‘” (0.021) " *(0.993) e
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R = 0,971, F = 129.85, D.W. = 2.02
Figures in brackets are standard errors
* Slgnificent at O'Q%gégﬂgﬁ%ie Income

The coefficient of{(YdMs positive but insignificant,
The positive coefficient suggests that these assets increage
with income,apart from other reagsons to save income tax,which
i1s progressive in nature.

The coefficient of expected rate of inflation(P®) is
poaitive and significent. The positive coefflcient suggests
that under inflationary conditions, the nominal income of housee
holds increases, so that provident fund which is deducted as
a fixed percentage of nominal income would increaese, Similerly
income taxzsggsprogressive therefore with nominal income incye
aging the tax burden increases; hence to save on income tax,
households’ gaving in the form of time deposits, P.F. and LIF
also incresses. ZXhws This component also increeses, because
of tﬁe generation of more and more of black money and a strong
bilas for these assets because of tax benefits that sccrue on
this. .

MewdﬂﬂmtMemmmdmﬂﬁgﬁagxégﬁgm“
( Mos) is positive end significant. It indicates that Indian
households prefer less risky assets and exhlbit the behaviour
of being safe with thelr investment.

The coefficlent of real rate of intcrest on one year

deposit( 9&3\) is positive and insignificant. The coefficlent
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could be inslgnificant because we have in thisg category assets
like provident fund, Life Insurance Fund and compulsory depo=
sit which ere not likely to be responsive to this rate,

The coefficient of expected real rate of return on
consumer durables { Mcp) 1s negative and insignificant while
it hes a positive coefficient in liquid asset ratio though
egain insignificant. This implies that to acquire consumer
durables households in the intermediate period save in liquid
asgsets, while increaese in desirability of heving consumer
durables reducesseving in lliquid asset. This 1s natural as
11lliquid assets have long maturity period and cennot be easglly
used to purchase consumer durables ;xcept on maturity.

The coefficlent of expected real rate of return on
direct investment (hog) is negative and insignificant whereas
its coefficlent in liquid asset ratioc is positive though ine
significant. It suggests that direct investment aszseis are
complementary agsets to liquid assets while they are substitutes
to 1lliouid assetse.

The coefficient of expected real rate of return on
physical ssset (hsa) is positive and inaignificant.When expec
tation about real rate of return on physlical asset increases
the households’ desire to have these assets increases, but this
deslre 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 ligquid and illlquid assets to purchase these physical
assets. Wwhen housenolds actually acquire these assets then
they reduce the actual saving in liquid and 1lliquid assets,
The absolute value of coefficient is pgreater in liquid asset
equation as compared to illiquid asset,

The coefficient of expected real rate of return on
gold( fle ) is positive and significant. It implies thet pro=
bably the demand for geld is not to make gpeculative gains
but to meet certain soclal obligations. It also suggests that
those households who initially inherited gold and had made
capital gains when the returns increased, have not further
increased theilr 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.Bn the other hand this variable has a
negative and insignificant effect on liquid assets because
liquid asset 1s held by all sections of households, while both
gold and illiquid assets are held by generally well to do house
holds e

The coefficient of real rate of interest on borrowing
( %5e;) is positive as expecoted and insignificant. With the

cost of borrowlng 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 assei
market  of interest
ratio are expected rate of inflation, real/ rate/x xiroezetkinddd
and expected return on gold,

The R. 0,972, suggeststhat lerge part of variation
in saving in 1lliquid asset retico is explained by our vari-
ables and the F ratlo suggeststhat the relationsghip postula=-
ted is significant., The DL.¥W. Statistics suggest no auto core

relation.

C) Estimates of The Parameters of Equation:

Saving of Household in Consumer Durables

Scpm 0.591 + 0.00001Yd + 0.133P%* 4 0.158%, % +
“ij (0,00002) (0,077 (0301;2;1'3'6

2.3
0171 & 0,004 $op = 0,013 N1y, 000740
(0.,090)?l i +(o.m1)?“° (0v01h) °F (0.033 ot

0,022 - 0v16455a
(R.014) = (0.067)

-—Rqe » 0.945 » F s 6““38, D.W. » 1.27

Figures in brackéts are standard errors
* Significent at .025 level
** Significent at .05 level
| The coefficient of disposable income ( Yd ) 18 posie
tive and insignificant. The positive coefficient implies
that it is not an inferior asset in household saving portfolio.
The coefficient of expected rate of inflation(P%) is
as postulated positive and this variable has a significant
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effect on consumer durable ratic., A one percent increase in
éxpected rate of inflation leads to an increase in this asset
ratio of 0.133%, while it leads to 'an increase of ,362% in
111liquid esset ratlo. Therefore numerically the effect is
greater on 1lliquid asset. )

The coefficlient og2§§§z§§§§§§kr?%:bffagngfgfffve and
significant. The lenders feel optimistic about the rate of
intevrest and therefore expect their income to increase;this
might increase thelr expenditure on consuker duraeble. On the
other hand household who borrow funds for purchesing consumey
durebles would prefer to borrow now as the cost of borrowing
iz lower now as compared to what they expect it to be in future.
Therefore these households increase thelr expenditure on con-
sumer durables, when flesincreases Further hoshas positive
effect on liquid essets and all the other variablesg effect
like real rate of interest on one year deposit and expected
real rate of return on consumer dursbles.,indicate that both
liquid agsets 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 (9zqh) is positive and significent at 10%. This
would indicate that both consumer durebles and 1lliquid assets

may be complementary geods in household saving behaviour. We
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alsoknow that hnr positivély affects liquid assets. There=
fore liquid assets and consumer durables ere defindifely come
plementary assets, Also this positive reletionship cen then
be seen as a spill over effect from liquid essets rather than
its Baving complementary relationship with 1lliquid assmet,

The coefficient of expected real rate of return on
consumer durebles (fieo) is as expected positive but insigne
ficant probably because of the lags; similarly the coefficient
of expected real rate of return on direct investment (fio1) is
negative and insignificant. ZThe coefficient of expected real
rate of return on physical assets ( hea) 15 as postudated
negative but is insignificent. It impllies that as %ipa increases
household will prefer to invest thelr sevings in physical
aasgsets rather than commit a lumpsum expenditure on consumer
durables. This lndicates that these too assets are substi-
tudes in houge saving portfoiio.

The coefficient of expected real rate of retumn on
gold (%e ) is positive and insignificant, The positive effect
of this variable consumer durable ratio can be interpreted as:
with theincresase in rate of return on gold the households
that owned conslderable amount of gold must have made capital
gain -« this 1s the ‘wWealth Effect', With this increase in
income a part of 1t gets diverted in expenditure on consumey
durables and illiquid assets; with the latter having a greater

numerical coefficlente.
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The coefficlent of resl rate of interest on borrowing
( hse ) is es postulated nepative snd significent. It indicates
that Indian hougeholds do resaft[ggrrowing from institutions,
to acquire consumer durables, end do not necessarily have the
tendency firet to save and then invest provided they have the
opportunity for borrowing. But they are rational in their hee
haviocur « . when the cost of borrowing increases they reduce
borrowing even for consumer duradbles,

The R® w (945, is high end the F ratiocmuggests thot
the variables consldered ave important in expleining the movew
nents in our dependent varisble. 7The important variables that
are significently affecting this ratio areshss hse huys andf¥
The Durbin Watson statistic - 1s 1.27, which is in the inconoluw

sive renge,

D) ggtimates of the Parsmeters of Equation 3

§gging of Houssheld in tdirect Investment

« «0C47 + Oy 0001 Yd" = 045170 o 0,158 a
(0.00004)  (0:152)  (O.086 )h%

0,295 inm 0,024 hene 0,001 1 .o.oaa -
(OB BBl o (oo = (O sy

040061+ 0.211 N3
(o.ozo) (0e147)

T® & 0,450, Fa 4,62, Doie = 1,90
Figures in breckets are stendard errors
% Significent at .05 level,
#* Significent at .05 level,
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The coefficlent of disposable income (Y4) is positive
as postulated and gignificant as well. It 1s expected that
with all round growth in the economy, the capital market is
likely to develop and with 1t,this asset share in household
saving is likely to increase,

The coefficient of expected rate of inflation(P¢) is
negatlive and~sign1ficant also suggesting thet during inflatio-
nary conditions households are likely to reduce thelr share 1ln
this asset as uncertainties lncrease regarding the returns and
as earlier not-ed Indien households generally prefer safe ine
vestment. market rate of interest

The coefficient of real/mwsiwwswimegerxeddl (hes) is
negative as expected and significant., It suggeststhat as
household expect the market rate of interest to increesse to
avoid capital losses on this asset too,they shift thelr seve
ing from these yxwfexrxbi® to more convenlent assets like liquid
and term deposits, so that they can avail of the opportunity
of caplital gain. Further those households (especially the
money lenders) who feel optimistic when heeis expected to
increase, .generally invest thelr savings for lending to other
hougeholds o% in c¢onsumer durables, but not in direct investe
ment. Therefore 1t have a negetive coefficient.

The coefficient of real rate of interest on one year

deposit (?uan) is as postulated negative and insignificant
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suggesting that in the households’ portfolio these two assets
i.e. 111iquid assets and direct investment are substitutes.
The same conclusién can be derived when we look at the coee
friclent of %ol on Siafy, which is negative.

The coefficlent of expected reel rate of return on
consumer durebles { hep ) is negetive and insignificant. It
indiceates that these two assets are also substitutes. This
relationship is 2lso noticed in the estimation of consumer
durable equation.

The coefficient of expected real rate of return on
direct investment (%pr ) is positive as expected but insignie
fdcant. Thls could be hecause thig group consists of he®rogenw
eous assets all of which are not likely to be affected by ree
turn on variable dividend gecurity.

The coefficient of expected real rate of return on
physical assets { %ra ) 1s negative and insignificeant which
again Indicates that the two assets are substlitutes in housee
hold saving portfolio.

The coefficient of expected real rate of return on
gold (e ) is negative but insignificant indicating the two
assets to be subatitutes,

The coefficient of real rate of interest on borrow
ing (%se ) has come with & wrong sign and is insignificent.,

Thus the significant veriables affecting this ratio

are disposable, incomesexpected rate of inflation and market
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rate of interest. <Ihe ﬁ? a J459 is not high,the F ratio is
significant and Durbin Wetson Statistic’ ig in the inconclusive
range. Probably ﬁ? is low beceuse proper continuous time series

data which is comparable over this time span 1s not available,

E) Estimateg of the Parameters of bquetions

Saving of Household in Physical hsgsetss

Sea = 1.924 = 0,0001 YSL + 0a306P% + 04464 1k = 00110 hig =
Y (0,00009) (0.314) (0.170)  (0.379}

0161 hes” = 0.227horT = 0.020%p, + 04175 hse
(00083 Too0es) (e )" T(00280)

T m 0,726 , F = 12462, D.¥. = 2,41
Figures in brackets are standard errors
* Significent at .025 level,
#%  Slgnificant at ,05 level,

The coefficlent of disposable income (Ya) is negative
and insignificant. It rightly indicates that as a country
becomes more and more progperous its household will save prope
ortionately less in physical agsets flrst because these are
lumpy assets which are not easily convertible and secondly
many other financial assets sultable to the needs of house-
holds are available,

‘The coefficient of expected rate of inflation(?ﬂ)is’
as postulated posiiive but insignificant. In the simple Eoru

relation coefficient matrix it was second in importance} its
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insignificence can therefore be because of presence of other
explanatory variables which effect household decision to save
in physical assets relatively more,

The coefficlent oiﬁiiiix2§£i§§m§;;;z;§x%;§;?ii?poai-
tive and significant. The positive coefficient of hap suggests
that when households expect market rate of interest to incree
ase then to aveld psyment of higher interest households pure
chase physical assets which they would have otherwige 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 ’
agset accumulation of physical assets the same way they do of
congumer durables,

The coefficient of real rate of interest on one year
deposit ( hiyr ) is negative and insignificant, The negative
coefficlent implies that a rise in the interest rates on tem
depogit increases the ratlo of term deposits in household |
income end probably it.is at the cost of the traditional assets,
the physical assetsyin this sense they are substitutes in
hougehold gaving portfolio, On the other hand we had noticed
that when expected mte of return on physical assets increases,
both liquid assets and illiquid agssets ratio increased suggesge

ing legs in household behaviour in acquisition of physical



323

assets. Now as there are no legs in acquiring 1lliquid assets
an increase in its own rate increases this ratio and reduces
physical asset ratio immediately.

The coefficlent of expected real rate of return on
consumer durables (ficp) is negative as postulated end is
significant also,A 1% increase in hc¢p reduces this asset ratio
by 0.16%. Similarly the coefficient of expected real rate of
return on direct investment( hoi ) is negative as postulated
and is significant also., Hefewith a 1% increase inf,r , the
fall in this asset ratio is of 0.22%., Thusg the effect of ex-
pec%ed 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 signe
1ficant substitute of physical assget in household saving be~
havéour,

The coefficlient of e;pected real rate of return on
physicel assets ( hps ) is negative and insignificant. This
could probably be because of lags involved in the accumulation
of physical essets, when the expected rate of return on physie
cal assets increases,the desirability of having more of thesge
aggets 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; thls probebly takes more than one



324

accounting period and therefore we get a negative coefficlent.

The coefficlient of expected real rate of return on
gold (he ) is negetive and insignificant. The reduction in
physical assets in regponse to increase in expected real rate
of return on gold indicates that the wealthier households (who
initially owned gold) in response to increasge in wealth and
income (on account of huge capitel gains mede because of ine
crease in price of gold), like to diversify their portfalio
and so instead of ilnvesting in old assets like physical agsets,
they divert their sevings towards 1lliquid agsets= and gold,
precious stones etcj. #lsa the households who derive their
income from sBumggling of gold, gain whenfs %x increases, This
should ilncrease saving in physical assets, but the former
effect Jifetlikely to be more and therefore the insignificance
of the fffect.

The coefficlent of real rate of interest on borrowing
(hss ) i3 positive and insignificant. It has come with a wrong
gign positive a3 against negative postulated by us, Probably
this 1s again due to legs. \

The R = 1,726 1s high, the F ratlo is significent
and Durtin Watson Statistic. indicates no auto correlation.
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F) Estimetes of The Parameters of Equation 3

Saving _of Household in Negative Form (Net_ Borrowing
from other Sectors)
S5 1 0,068 + 0.0001Yd" = 04236 P* = 0,055 hss= 04055 fup. =

Ya (0.00004) (0,158) (0.088)  (0.186)
04008 hep = 0,05827"" + 0.122h,, + 0,012 fig, =
(S (030 (0.078%1” (0.ce9)
00116 }LSﬁ
(0.137)

T2 2 0,707 5 F = 9488, DeWle = 1499

Filgures in brackets are standard erxors

* Significant at 025 level
#4 Significant at .05 level

The coefficient of disposeble income ( Y4 ) is es antie
cipated positive and significant, It implies that as house—
holds®’ disposable income increases their sbility to repay back
increages. As these borrowings are from credit insgtitutions,
with increage in disgposable income, the credit wprthiness of
thesée households increages, as & result they further borrow to
invest in their own business or in farms,

The coefficjent of expeéted rate of inflation ( %) .
1s negative and insignificant. The negative sign of the coef-
ficient indicates that the households especially the self eme
ployed and farm hougeholds are pessimistic about fhe inveatment

and thetefore réduce 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 reel/zmte:oncbaawnrbdd ( 1as)
is negative and ingignificant., The coefficient has come with
a wrong sign. The coefficlent of real rate of interest on one
year deposit (91%) is negative and insignificent. This inw
dicates that as real ratesof lnterest on term deposits incree
agse, the borrowlng ratio fallsy; 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 secondaryeffect, X¥k® we notice that its effect is not
significent.,

The coefficient of resl rate of return on consumer
durables ( hep ) is negative and insignificant. A rise in the
expected rate of return on consumer durable leads to a fall im
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 ( h,r ) 1s negative but significent at 10%.
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It has come with a wrong sign.; we had postulated a positive
relationshipe.

The coefficlent of expected real rate of return on
physical assets (hea) is as anticipated with a positive coew
fficient and is significant. It indicates that as return. on
physical assets increages the profitability #f investing in
these assets increusesj therefore borrowing ratio increases,
Wle notice that one % increase in the expected real rate of
return on physical assets leads to an lncreage in borrowing
ratio of 0.12%.

The coefficlent of expected real rate of return on
gold (%) is as expected positive but insignificent., It
suggests that most Indian households do not borrow to invest
in gold. Rather gold 1s purchased for social functions and
generally it is purchased from past savings and not by lnocur-
ving debt. As most of the gold is purchaged 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
( hse) is as anticipated negative, but insignificant suggeste
ing that cost is not a conslderation, when households are bore
rowing, but what 1s lmportant is whether conditions favourable
to profitable investment in physical assets exist.. If they

do exist they do borrow nc metter what interest rates are.
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The ﬁz = 0,70 is high, the F retic is significant and D.W,
indicates no auto correlation.
G) Estimetes of the Perameters of Equations
Saving of Household Sector: ’

¥* *
Suim =0a127 = 0,00004 s + 0.965P% + 0.698hes +

7 (0.0001) (0.436) (0.242)
003 9\. N, - 00160’1‘1%‘ - 0.1 53 yl L + O.CBS 72493 -+
(0073 " "(orokey . T(0i83) T (0:218)

0.087ha + 0,189 Hse
(0.082) (0.379)

B = 0,923, F = 45444, DoWe = 2,01
Figures in brackets are standard errors
* Significant at R5 level
#* Significant at .05 level
The coefficient of disposaeble income ( Yd ) is negative
and ins;anificant. The negative coefficient indicates (though
one has to study in greater details for full impack) thet (1)
either with increase in income, the distribution of income has
favoured the lower’ income groups who save less therefore there
is & fall in saving ratio? or (2) the increases in income has
benefitted those households who have made gpeculative gains and
also earned black money. This black money & income is used
elther towards consumption of smuggled goodazgoreign made goods,

which might not be easy to report in our category of consumer

1. It ig difficult to conclude from the different estimates
avellable 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 forelgn coun-
tries’ bankse Thus when disposable income increages, alongwith
infletionary expectations and when black money is also incree
asing then under such clrcumstancesthe saving ratio might fall
because of the unreported savingse.

Thecoeiflicient of expected rate of infletion (P¢ ) is
positive and significant. A one percentage increase in expecw
ted rate of inflatlon leads to an increase of 0,965% in seving
ratio. The positive coefflcient implies thut 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 inflaw
tion, increase their saving ratio, Wwhen we look at the porte
folio effects of Inflation we find that for (1) liquid assets
category the effect is positive and insignificant (2) 1lliquid
agsets it 1s positive and significant (3) consumer durables
it is postive and significant (4) Direct investment it is
negative and significant (5) Physical Agsets it is postive
and insignificent and (6) Borrowing ratio it is negative &
Insignificant.

Therefore regarding the oomposition of saving it can be
saild that inflatlon raises the illiquid asset and consumer
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durables ratios snd peduces direct ilnvesiment ratio signifi-
cantly. Therefore inflation induces household to have mones-
tary and financial intermediaries assgets’in their portfolio,
alongwith consumeér durables but reduces direct invesiment
assetsz,

; Regaerding physicel agsets its ratio is likely teo
fall with development but prices geem to have negligible eff-
ect on this ratio, and it does not suggest that there is
flight from financial assets towards physical assets.Rathey
a rise in household saving is accompanied by not only a rise
in physical assets and éonsumer durables but by more important
agsets like 1lliquid asset and liquid asset. This reflects
that the dominant effect is of increase in monetisation, une
certainty and black money.

The coefficient of reaLéiZégzzuiizzmgﬁxi3§S??? o)
is positive and significant, As the household expect market
rate of interest to increage they save more to earn a higher
rate of return. This is in correppondence with the theory of
interest.

The coefficient of real rate of return on one year
deposit (huys ) is positive and insignificant. This insigni-
ficance 1is probebly because of conflicting effects it has on

2, As a source forfinancing investment we know direct invesge
tment is qualitatively bettier than Intermediate finencial
asgset for in the former the honower has full control over
the funds borrowed while in the latter the institutlons
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 ,xuié
ratio, It insignificantly affects the other asset ratio as:
illiquid assets, consumer durables, physical assets and borrow-
inge.

The coefficient of expected real rate of return on
consumer durables ( ficp ) 1s negative as postulated and sigrnie
ficant, A one percentage increase in the expected rate of
return on consumey durableg reduces household saving ratio by
0.16%, which 1s very smell. - increase in this rate of
return leads to a rise in complementary expenditure on current
consumption which over time is expected to recuce the saving
ratio. This rate inslgnlificently affects all the ratios exe
cept physical assets, yet it significantly affects household
saving because physical assets are a large proportion of houme-
hold gsaving,.

The coefficient of expected real rate of return on
direct investment { %01 ) 1s negative as postulated and signi-
ficant. It insignificantly affects liquid assets,illiquid
aséeta, consumeyr durables, and direc-t irvestment, but only
like expected reel rate of return on consumer durables,affects
physical assets negatively and significantly. As the share
of physical asset in household saving is high, therefore . .the
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effect of Yoy is significant and negative on household saving
ratlo,

The coefficlient of expected real rate of return on
physical assats ( hsa ) is positive and &nsignificent, The in-
dividual assets that it significantly affects are liquid assets
and borrowlng and both the coefficient are positive;this implles
that in one case 1.e. liquld asset the expected real mate of
return on physical assets posltively increases liquid asset
ratio& thereby increases, household saving, while on the other
hand a rise in this rate also increagesborrowing ratio which
inturn reduces household saving. But because of this confli-
cting effect .3 on sggregation this rate of return loises signi-
ficance, The positive signfindicates that when this rate of
return increases household saving alongwith some xthmxxof its
componentsis increese. Its own asset ratio l.e. saving in
physical asset is not encoureged immediately. The results
suggest that in this case probably legs are lnvolved between
desirablility and actual acquisition of this asset; therefore
results in our framework are not clear cut,

The coefficlient of expected real rate of return on
gold ( e ) is positive and insignificant. A positive sign
indicates that households do increese 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 monay
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transaction) from gold asset, household put & large proportion
of these gsins in term depogits; therefore household savings
rise, The asget ratlos that it significently and positively
affects aye illiquid assets end consumeyr durables. These agsets
are also held by households who are engasged in smuggling gold,

The coefficient of reel rate of interest on borrowing
( hse ) is positive but ingignificant. This insignificance is
because amongst the assets alsgo,that it significantly affects,
some are negatively affected and otherslike illiquld asset
and direct invesiment are posltively affected and therefore on
aggregation they effsei{ each other,

Thus the veriables significantly affecting hougehold
saving are expccted rate of inflation,realzgzigigmiggixgixégggfeSt
expected real rate of return on consumer durables and expected
real rate of return on direct 1nvestment.'§? = ,023 ie very
high and indicates that the veariables considered explain the
behaviour of household saving to a large extent. The F ratio
is highly significant and D.W. statistics suggest thet there

is no autocorrelation.

H) Estimates of the Parsmeters of Equations
Domegtic Sawving Ratio

D-S m 4,482 = 0,0001Y + 1.0220™ 4 0.905%ss° = 0.387 %
v (0:0001) (0.480)  (0:268) = (0e563) 9

- 0.238%c8 w 0,401 Aoz + 0,076 Hra + 0.300 b5 + 0,506 I
(0:072)  (0e091) ~ (0w238)  (0:380) 1 (0uAT)
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B2 = 0,938, F=57.26, D.We = 1.98

Figures in brackets are gtandard errors

¥ OSignificaht at 025 level.
®% Significant at .05 level.

The coefficlent of disposable income (YK ) is negative
It was also negatlve for the household saving function, Here
the F ratlo 1s much higher than in household saving function
but is still insignificant at 5% level. Thls negetive co=-
efficient as explained in the sectlon-G, is either because
digtribution of income has favoured. those sectlona who save
less orjffand black money transaction increases with disposable
income and inflation, the consumption ratlio and unaccountable
savings increase, so that our saving ratio are negatively ree
lated {to disposable inconme,

The coefficient of expected rate of inflation(P% ) is
positive and significant. Even in the household saving funce
tion the coefficient of this variable is positive and signie
ficant., But the P coefficient is numerically higher for dome-
gtic saving, 1.6+ 1.022. A one percentage increasge in the ex-
pected rate of infletion, increases domestic saving ratio by
1.022%, while household saving ratio increases by 0.965%. Gn
the whole we¢ can say that the inflation we have witnegssed -
is very moderate for a growlng economy. It has induced generaw
tion of higher household suving and domestic saving.

market rate of interest
The coefficient of real/ Tatwcvmbusuwarcudti (hes ) is
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positive and significant. The coefficient of this variable in
the household seving function is also positive and significant
though the p coefficient is numerically higher for domestie
saving, A one percentege incresse in the real bawzar bill
rate, increases the domestic saving ratio by 0,90%, while it
increases household gaving ratio by 0,69%.

The coefficlent of ;eal rete of interest on one year
deposit (97.13&) is &Q&aﬁﬂﬁgﬁégingwﬁﬁé&aﬁas the rate of
interest on deposiis increases, bgigg%%%eratea increase, which
is cost for eorporgte sector & / reduce their potential
saving. The- coefficient of this variable in household saving
function is positive, but insignificent,

The coefficient of expected real rate of return on
consumer durables (%.» ) ig negative and significant. For the
household saving function, the coefficient of this variable
is algo negative and significent, but the P coefficient is
numericaily higher for domestic saving. A 1% increage in the
expacted rate of return on consumer durebleg reduces the dome-
stlc saving retio 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 gector and the government
sector reduce their saving rat;o and thereby reinforce thig
effect by further reducing the domestic saving ratio,

The coefficlent of expected real rate of return on



“ 336
direct investment ( A,z ) is negative and insignificent. The
coefficlent of this variable In household saving function was
also negative but significant.

’ The coefficient of expected real rate of return on
physical assets ( dos ) is positive and insignificant. Similarly
in the household saving function the coefficient of this vari-
able 1s positive and insignificent. Probably as noted before
this insignificance 1is because of lags involved between the
desirability of owning these assets & actually purchasing these
agsets,
. The coefficlent of expected real rate of return on
gold (%, ) is positive and significant also; while in the house
hold saving function i3 is positive but insignificant. Probably
the increase in significance of this varlable in domestioc
saving function is because with increase in expected real rate
of&return on gold both éhe 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. VWhen return on this asset 1ncreases;
the corporate sector pa:rticularly gains and thereby their save
ings are expected to increase, which pushes the domestic gaving
ratlioe
The coefficient of real raf; of interest on borrowing
( %5&) is positive but insignificant. In the household saving

i
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function too it is positxive but insignificant.

Thus the significant variables affecting this func-
tion are expected rate of inflation, resl rate on baizar bill,
expected real rate of return on consumer durables and gold.
The R° = 0,938, is high end F retio is nigh indicating that
the relatilonship postulated is significang~ithe D,VW, ratio

1498 im in the inconclusive range.

3+  Empiricel bstimétes of the Paramete¢ts of Model B Equation:
Incremental Cagital OQutput Ratio:

AL = 7,395 « 0,001 Y o+ 5,290 P% & 0,440%3, + 2.026 b A
s (0:0007) (20791) (145910 " (3.365)

+ 04167 2ed + 0300307 + 1429 Spat
(0:632)  (0.525)  (1.254)

+ 0,657 hse
(2.488)

B2 @ 0,033, Fa1.32, DuWe 3,17

Figures in bracket are standard errors.
%%  Significant at .05 level.

The coefficient of disposable income(Yd ) is as expece
ted negative, but significant at 10% level only. It is nstural
that as an economy progresses it becomes more and more efficient
and therefore to produce a unit of ocutput it requires less and |
less of capital input.

The coefficient of expected rate of inflation( P )is
positive ag postulated and is significant also. It indicates
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that during the inflation period consldered there hes been a
tendency among the producers to install more of capital rather
than utilize efficlently the capital that ig already installed,
It could be thet inflationary tendemcles are due to structural
bottlenecks which also inhibit the efficient use of capital,
Further the demand for products which require more capital may
rigse during infletion so that the production structure is more
capital intensive, Also inflationary tendencies breed. corrupe
tion; as a result inefficient projects and peopdk are given the
job which results in less effEctivqégigscarce factor capiteal,
Thus expected rate of inflationpositively affects the incree
mental capitel output ratio.

The coefficient of real merket rate of interest is
positive, but insignificant., This rate is positively affecte
ing consumer durable, physical asset and 1llliquid asset ratios
and negatively direct investment ratio, Consumer durable and
physical asset positively affectA¢,,, while direct investment
and 1lliquid asset ratiosnegatively affect this ratio. A over-
all positive effect implies that the effect on consumer durables,
physical assgt and direct investment outweighs the effect on
illiquld esget ratio,.

The coefficient of real rate on one year deposit( 9“3"‘)
is positive and insignificant. This positive effect is because
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of its significent effect on consumer durable. The coefficle
ent of expected rate of return on consumer durables ( ﬁ@w{)ia
as postuleted positive but insignificant. Similarly the coe-
fficient of expected mte of return on direct investment(Aoi)
is positive but insignificent. Thln postive affect indicates
that higher return on securjities are meinly due to speculative
activity rather than substantial gain. The coefficient of
expected yate of return on physical assets (ﬁfA ) is positive
but insignificunte OSimilarly the coefilcient of expected
rate of return on gold and real rate of é&nteredt on borrowing
is positlve but insignificent,

The‘ﬁg;GOBS)is very low and F ratio clearly point out
that the relationship postuleted isg not significant snd these
variebles areunable to explain the behaviour of our dependent
function, The only verieble significantly affecting this
function 1s the expected rate of inflation (f® ). Probably
with the inclusion of other varisbles like: the dresk up of
investment into inventory and capital stockg kind of technoloe
gles imported, government pollcy regarding texes and incentives
and certain demsnd factors, the function could have been better
eatimated, But cur intention was to study the effects of only
thoge variables which were algo included in the saving ratio
function & none other on the incremental capital output ratioc,
Further it is cleay that even in thls function that we have
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estimsted, our mein variable, expected rate of inflation is
significently and positlively affecting the ratio ész postulae
ted,

4L, An Empirical Analysis of Model C @

Crogth Bguatlon: ‘
The growth rate in the economy ls affected by both

saving ratlio and incremental capital output ratio. Both these
ratios when egtimated in reduced form are affected by expec~
ted rate of inflation and other variables. The empirical
results suggest that both saving ratlo function and incremental
capital output retio function are positively affected by expec~
ted rate of inflation i.e. the infletlonary conditicns tend to
raise household saving, which in turn increases domestic saving
ratios This hes positive effect on growth s both household
saving and domestic saving are positively related to growth.

On the cther hand lncremental 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 hend
raises growth mte by Increassing saving ratio, while at the same
time reduces growth zate by railsing 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 B
coefficient of this varilable,
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The eatimated results are § & one percentege ilncrease
in the expected rate of inflation in our frahework leads to an
increage in saving ratio of 0.677%, while it increases the ine
cremental capital ocutput ratio by 2,.282%, Obvioﬁsly the numerd-
cal estimate of p coefficient in the incremental cepital output
ratio equation 1s higher leading us to conclude that expected
rate of inflation has negafive effect on the growth of Indian
Economy inspite of its having positive effect on domestic sav~
ing ratho: |
Se Conclusion

The enmpirical 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 return: ons colie
sumer durables and thHwBE on direct lnvestment,

Both consumer durables and direct investment’s expec-
ted ratesof return have a negative effect on physical asset,
and viébthis effect, negatively affects households saving. The
repurcussicnsof expected rate of return on consumer durables
are more serious because, it raises the ratic of consumer dure
‘ables In saving portfolio which 1s not desirable at this staée
of our development, and secondly it is significantly effecting
demestic saving ratlo function negatively, while expected return
on direct investgent is not significant in domestic saving ratio

function,
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The expected rate of inflatlon significantly affects
the component illiquid asset, direct Investment and consumer
durables} of these it positively affects illiquid asset ratlo
(at 025 significance level) and consumer durable asset ratio
( at .05 significancelevel), and the numerical coefficient of
11liquid ssset ratio 4is higher. A 1% increase in the expected
rate of inflation leads to increase in illiquid asset ratic by
0.36%, This coefficient is high, especially as the ratio of
this asset in household ssving is also high. As mentloned
earlier1, this aéset 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 es far as financing growth ig concerned is direct in-
vestment, But thls 1s being negatively affected by expected
rate of inflation. The share of this asset is not only low in
household saving, but hes been volatile as well, therefore,
probably it might not have had such a negatlve impact directly
on the growth of the economy, But if expected rate of inflae
tion continues to have a negative effect then it will hamper
proper development of cespital market and this will result in
losa both to the government and to the corporate sector. The
numerical coefficlent of the effect of the expected rate of
inflation on direct investment ratio of household is very close

to thet of 1lliquid asset ratio. As the share of direct invest-

1 Refer to Chapter 3, Section 6
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ment in household seving is low, thils might not worry us in the
present, but the negative Impact of expected rate of inflation
on an importent asset, (which is likely to be an importent asset
in future) cannoqggilittled also.

The positive effect of expected rate of infletion on
consumer durables ratio is of a small magnitude, but because
its ratio is contimuously increesing and is further expected to
increage, therefore this is not desired, especially when viewed
in the light of a 'Socialistic Soclety' that our planners ene
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 ratioc of population under the poverty
line, it is queastionable whether it is desirable to have food
shortage and unemployment increasing on the one hand, and
aopﬁieticated goods mainly to be used by high income groups ine
creasing on the other,

Thus the empirical resultssuggest that though housew
hold saving increases significantly with expected rate of ine
flation, yet only one of its component : saving in illiquid
assets, s favourably affected by expected rate of inflation,
which will help in promoting growih, while direct investment,

another long term asset, 1s negatively affected., .
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Asp expected rate of inflation has a negative effect
on direct investment ratiotherefore government should come up,
with comprehensive pollcy to stimulate capital market end provie
de incentive to household to invest in these assets,

On the other hand the méfket rate of interest dignie
ficantly affects the saving retio implying thet monetary factors
do influence the real factors even in the short run, It signi-
ficantly and positively affects | 1lliquid agset, consumer durae
blegphysical assets, while negatively, saving 1dd1rect invegt-
ment ratio., Statistically it has maximum effect on physical
asget ratio,

Certain other observations from the empirical results
suggest:

1) Increase- in 1lliquid asset ratio is generally not
at the cost of other assets, which implies thet financiasl
inmtermediaries have been successful . in raising the saving ratio
of the economy. Part of this increase is bhecause of the increase
in black money in the economy.

2) McKinnon's arguments thet real money and physical
capitel are complementary im the long run, holds true even 4n
the short run, but iln the latter caese inflation in India has
encouraged real money ratio holdings and physicel asset ratio,
(though not significantly in any cese); this 1s primarily because
inflation in India has been accompanied by increases in black
money »
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3) In both the equations : saving in i1lliquid assets
and saving in direct investment, we notice that an increase
in b oz reduces Sg.;_.a ratio, and increease in }7—‘}% reduces Soz
ratiofithough both effects are insignificant statisticelly).
This indicates that the two assets are substitutes and there=
fore the corporate sector can get funds by maising its rate of
return and thua diverting household saving from illiquid assets
to direct investment.

On the composition of saving fromt it can therefore

be tenfatively concluded {that households do not strictly have
a preferred portfolio mix and they do change the final destie
nation of theilr saving according to different set of circum-
stances. Thés the behaviour of the household depicts that
there are certain substitute assets 1ln the household wealth
portfolio like: the consumer durasbles and physical assets;
i1liquid essets and direct investment,illiquid assets and
consumer durables, @nd certein complementary assets like liquid
asset and consumer durablesg; and liqulid assets and physical
assets, All this implles that there are bound to be substane
tial portfollo 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 resultssuggest that inflationery tendencies in India
have promoted saving ratlo on one hand and increased incremental
capital output ratio on the other, Thus growth 1s negatively
affected by thigs mild inflation too.



