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THEORITICAL BACKGROURD & LITRRATU:S REVIAZW

ooncnl sts have reosgnised the imposrtence 0f finangis
%ntmwmu in the pmg?a o: osoncmic developmant glince
long., Seimmpeter called,/'e vehicle of economlc growth',
Many othors have Songidaered the rol. played by finaneial
intemediaries in gencral and commer cisl banks in particular
in promoting and mobilizing savings tn an economy &s &
necessary dondition for economic dsvalopmont, In the
duveloping countries, the plamners and policy mekers have
invariably recognised the importance ©f the financial

system in incressing production and productivity.

The financial systen ig 8 eet of inetititional
arrangements through which financigl reacurses {og
comngnds over real resources) in the economy are mobilized
from surplus unitcs and crensferred €0 deficls spondeavs,
The institutional acrangecents include all conditiong
and mechanisms governing the production, distribution,
exchange ard hwlding 2f firsncial assets or instrun ats
of all kinds and the organisation &s well as the manner
of operation of Linanclal markets and institutions of
all discripticns, Iin concrete terms, financial aseets,
f£inancial markets and finszcial institutions are the

three main constituents of any finarcial uynum.ﬂ

It is @ historical fact that banks have usually

been the firgt type of financial institutions to dsvelop

o8 & nedium of saving&z
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e sredit of alaborating the ¥ele of fiasneigl
intermediation and suggesting the wide spectrum of
finenclal asscts which ars avallable in an economy as
it moves along the path of coonmaie progress goes to
Garley & dhow. They propounded ths thaals that the
financial assots of none=ban ing firnancial interxmediaries
gained in importance as the ..2ocuss 6 eocnonie mmmi
cf au econcmy wcaiezatas.a the 2atic of bank money
(cheque deposit) to total financial assets first increased,
bu¢, has levelled and decrocsed, with o log of ene or
several genersticna. Harold cobs=rved that "as econcomie
doveloprment progrossed the ahare ¢f the banking sgyastam
in the assots of the financial institutions hes declined.
This was true of Britain as well as 2all developsd
countriees, The share 0f the newer types of financial
ingtitutions, vig., primary savings banks, milding
gocicties, mortgage banks, life innrance sowpanies,
govornment and private retiromont funds, investaent
companies and finance campsnies has inczsaced in rolation
to bhoth the assats of all finencial f{nstidutions az well as
to total financisl assscts. T late Sixties Gpldsmith
coneludaed that tho assets of the banxirng syzten {central
and commercial banka) are now considersbly below those
of all othor financial inst cutions takea together in
the sconomically moast sdévanced countries wvhile the
opposite relaticnship is still comon in less doveloped
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oountrim" This ralationghip contined £ hold true
even at present,

S8evazal reasons sre put forth for the loss of
grounds by commoroial banks to the l.E.F.ls,

FMratly, once a ¢~tain stage of econcmic development
12 reachod, the inocme elastioity of dauvand for non-bank
financial sssots/services is higher than those of commercial
banks,

Sdacondly, inflation raised the operating costs of

banks more than those of i B F Ia,

Thigdly, the banks have bean most discriminated
againat in the monotary and tax policlos.

¥ourthly, socme legal factors also throttled the
growth of banks &,g. the caelling on interest rates, vrice
contxol on transaction charges, restriction en the engey
of new banka and opening of bank branthes solely for
profit maximisation,

Lastly, the clectronic funds transfer machaniow
enable the 8§ B F Is to render money trananission service
without having to incur the full burden of lsbour-
intensive operutiongl costs thet is boxne by the commercial
benks which sre 0 a gre.t extent bound by their historxy.



Thus, what was once the grezt advantage of the commercial
banks - thelr dmination of the moncy ereation and
transgyni ssion syste:, has proved to be a mixed blessing.
Inspite of all thia, it needs 0 be noted that commercial
banks are the only financial intermedisries which creato
eroedit and thus have influmnce on the money supply in

an economy., The exporience of the developed countries
has clear lessons for the developing countrios. Once
the K B F Ip reach the size at vhat they offer eacy
accaosibliliiey ¢o the public, they ore bound to offer
stiff compatition to the Quunerclial benks., Unlesa

the latter, wider ¢neiy spectrun of services and

asnets through financial tmvatlg;;_&d improve
opexcticonel ef{figlency thaough professiongl managomsnt
and adoption of medern trchniques, thalyr market shere

of finsncial assots 458 bound © duwindle rasidly.

Role of Invcougdlaries

financiai Intermediaries ( ¥ is) are institutions
or fimmg thig cadlate of stand Detwasn ultimate lenders
and ultimate borrcvers of between those with budget
surplus and those who wigh ¢to run budget daficits,
The exarples axe banin, insurance comnanies, unit trugts
(or mutual funds), investmant companias, providsnt funds,
etc, The cantral function of all Fipaneial Intermediaries
is to collect surpluses (savings) of other econoric

units and ¢t lend thar to deficit mpendars,
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F Is ere donleors in sscurities, what they Imy are
primary seturities what thay ssll are secondary seguxities,

The secondery securities in the fouom of saving
deposits has enchled the banks to mobllise savings of
houssivlds vhich can be used to lond even to a distant
farmer who could not otherwige borrowe directly from
an urban houechold on the strength of his cwn promiose

O paYe.

The main advantages to gawreg f£rom the F Ig are -
Low risk, Oroater liquidity, Convenlience of
doalinge and rondaring of other services,

Borrowerg aloso have a prefereace foy F Ig e
thoy have big poole of funds, 80 thaot big individusal
denands for funds can e satisfied csaily, mugh groater
certainty of the avatilability of funds a3t all timee,
the rate of interest is lower, Tregulated 7 Is do not
fleece snall borrowers in the manner money - landers do.
Tha true econcmic basis ¢f financial intermodiationilizs
in the - 1 « law of large numbers, and

2 - econamice of scale {n pYortfolio managanent

1 « Lsw of Large Nunbers

All ¥ Ig operute on the asaumption sapported by
statistical law of large mumbers that not all the
greditors wiil put forward thelr claims for cash st

the same time.
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2 - Sooncalos of acale in Fortfolic Manogasent

F I8 coan renp sevaral oconamics of stele in portfolie
managenant shich inprove signiéicantly thelr net ratoes of
return from thelr asset holdings by -

1 « Reduction of risk through portfolio

dliversi€ication,

2 -« Professional managemont.

3 - InMvisibilities and Merket imperfections,

4 - Other cost aconomies,

F Is play 8 very important role in the functioning
of a modern ccmplex econcmy, in proncting economic
dgvelorment ond in the wogking of tha monctary and
eredit policy. The moro numerous, varied, well organieed,
geographically vell-dli stribated and efficiont the F Is,
mozre dgvaloped i the financinl infrastructure cf an

econany in gemoral,

The financial pystes helps produetion, capital
accumulation and growth by «

3 - Dncoursging savings, §

2 = Mobilising them and

2 « Allocating thesm anmong alteorpative usoes and

UseL 8.

Eagh of thase function 1is Smportent end the

efficiency of a givon financial system depends on how

well it performs cach cf these mnctionu.G



Finsncial Intermediation by Banks

o iaperam

™The proceze 0f finencial intermediation by banks
is aptly dascribed by Goldfold & Chendler, *a3 bank
gathers funds from people by issuing and eeiling financial
Cclaims against itsalf. It can acquire assets to the
ex ont and only o the extent, that it is sapplied with
furis in exchange for financial claims ageinst it".
Thus, a bank participates in financial markets, in two
principal roles - as & buyer of funds through issues of
claimg against itself and as a selier cof funds orx
purchaser of claima against others.? This process of
mobilising savings from the economy and chanreliasing
the funds to the investors ia known as the process of

financia)l intermediation.

Gopal Karkal observes, "the image ¢of banks has
changed from the traditional ‘dealer in money' ¢ thet
of a modern 'leader in developwent'. Banks congider
it their primary task together deposits (i.e. mobilise
savings of the peocr la) &3 3 means of pmvﬁding the
resources for lending {i.e. channelising the savings
thus collected into the most productlve and profitable
invegtments). The deposit role of banks is as important
as the credit roie, for the essential activity of the
bai. s 18 converting of the raw materials of deposits

into ocutputs of leoans and investment.
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The dusinesg of the aoonercisl bank 45 ‘receiving,
trangierring and endashing Geposite’. EBank is an
instivusion which dosls in money and mongy substitutes
and 4t also provides a zangas of finencial sarvices.

The adst daportant functions poerformed by banks
are ac undel -

1 e providing 3 wehiaidism for making payment arnd
ranitiances, &nd

2 - 2 olo of intermediaries batwesn borrowers
and primary leadors. Commercial banks also
desl in Sebts snd in the process thoy create
wohiy. The procuss of wonay csescion by the—
banks 15 known as ‘monotiastion of czedit,'®

oMo Xivastavd Cowd 1ight 06 a speial wapect
of daposlt acibilisation, “& Comsnerglal bank iz the only
dagtitution which accapts funde L£iom the publis 4 ¢the
foxm of denand deposite d.6. Aaposlts sccounte which are
subject to withirawal by the owhiel on Ceand and
subject €0 tiansfer €@ a thizd M Ly mouns of &

chegue. *

Bgnk snd Non-bank Finsneial Intermediaries (¥ B ¥ Xa)

Role of banksg and R B F Ip in the fiold of
daposiy mobiligation is explained in the Repore of
Study Geoup onn K B F 1lg, "in texms of drowal on the
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pool of community's saving, K B F Is are main competitors
with banking system in the field of deposits. The tinme
accounts of household sectors are the main source of
funds for N B F Is. The competition with commercial
banks has therefore relevance mainly with reference ¢o

time accounts.

Despite the insured character of bank deposits
the individuals prefer to put their money with N B F Is
due to the following advantages -

1 ~ A better rate of return on deposits,

2 « The specialised type of customer services, &

3 « Bagler access,

N B F Is have been able to thrive in areas vhers
the banking systen is well spread due to the A fferential
rate of interest on deposits. N B F Is mobilise deposits
by paying higher rates, of interest than the banks as
they have not to maintain liquidity ratios.on the other
hand there is a possibility of charging higher rates of
interest by N B F Is from thelr loan customers because,
their major clientsle are snall men, who have very few
other sources of finance. FMurther at present certain
tax benefits are given to the dspositors of commercial
banks whereas such benefits are not available to the

depositors of N B F Ig,
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Some of the deposits at the margin, may represant a
shift fran the crganised banking gector. Some part of it
would constitute an aspect of resource mobillgation by
organi ged institutions. The problem of flight of deposits
can be solved by bringing in the degree of survelilance of
both deposits and lending operations of N B F Ig, N B F Ig
should supplement the activities of banks. Their function
with respect to deposit mobilisation, is somewhat akin

t0 the role of the local non-scheduled banks or urban banks. 10

D.M. Mithani has distinguished banks and X B F 1s

as under -

Banks

Thelr liabilities are accepted as a8 means of payment
in settlement of debts. Form a homogemous group,: Frovideg c
short-term loan in the money market. (/i%zeratez multiple
expansion of credit. Credit crestion is doterminad hy the
availability of excess reserves. They can ralse funds
costlessly as no interest is payable on denand deposits.
Peopl > deposit money for sathaty, conveniemco and liquidity
conasiderationg., Less time involved in the process of credit.
The financlal claims on the N B F Is are increasing at the
cost of bank‘s demand deposits.

NBYIg

Thelr liabilities are not accepted as a meang of
payment in the settlement of debt. They form a heterogenous
group. They spread all over the entire range of financial
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markets, supplying short, medium and long tern credit. Mobilise
savings for investment. Operation and saving mcbilising process
i8 governed by structure of interest rate. Pay hicher and higher
interest to attract more funds. Economic motive of earning extra
income, Lending operations involve longer time period and are

based on income turnover. Operations can cause destabilisation
impact when there are changes in the structure of portfolios
held by than.!

Savings &nd Bank Deposits

Bank deposits constitute a vital component of national
savings. Hence, for explaining the behaviour of bank depoasits,
it is pertinant to draw on the theories explaining the behaviour
of savings.

Savings could be defined either as a flow concept or a
stock concept., As a flow, saving is defined as income not
consumed. $8ince income and ccrnsumption both are defined as
flows, savings also becomes a flow which is 8 homogenesus
difference between two flows. Asg a stock concept, saving
can defined as a rate of change in wealth,

Individual households invariably save a part of
thelr income, for meeting future needs. An individual
household first of all mects its consumption needs from
the income in sny given pe:?iod., The excess of income
over consumption is his savings. When the savings of
individual income earning identiéies is totalled we get
the savings of the economy during the period. 8&ymbolically,
S=Y - C, where &5 denotes savings., and Y and C stand for

income and consumption respectively.

The corcept of aggregate savings bacame an important
monetary variable, in economic theory since Keynes declared,

*savings is a function of income i.e. S = £ (Y). That is



to say, & as income increase saving: also increases and
vice-versa, savings depends on the propensity to save,
wnlel 1z dexived £ram tlhe propensity to consume,
Sy:nbolically 1t meana é = 1= ;C; + where propensity to
save % 1s equel w0 one minus the propensity to consume
i.e. % o Accuxding to Keymes, the consumption function
{or the propensity to conegune) is a stable function of

12 ;¢ follows fram this, that

iacena {n the shwrt period.
the savings function {(oxr the propensity to save) would
also be stable function of incone, It shruld be noted
that though the propensity to save 13 a steble function
_...0f income, savings (individial or aggregate) is an
increasing function. Thus, the marginal propensity to
save [-ff-g—- ] tc en increaging function. Thus, f-%

18 always greeter than zeroc, but less than unity.

Saversl economists tested this "aAbsolute lncome
Hypothesai s® of Keynes, From the three sagnents of covors
in an ecomomy, viz. households, firms and gov -mment,
Households contributed a very mignificent proportion of
totel savings in all the countries. Hence, the econcmic
theorists concentrated their sttention on suggesting
various alternative explanations of houzeholds saving
behaviour. The important lanunarks were -

1 - Relative income hypothesis of Dulesen Berry,

1948,
2 - "Pemmanent Income Hypothesis” of Friednen 1957.
3 - Life Cycie Hypothesis of Modiglini & Brumberg
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1954 and Ando & Modigliini of 1963,

According to the *Permanent Income Hypothesis® of
Milton Fridman permanent income and not current income
{Keynes) is the basic deteminent of savings and consumption.
Permanent income in a year, is not current income but
depends upon the expected income to be acquired over &
long period of time. The actual or measured (¥m) income
is composed of permanent income (Yp) and transitory income
(Yt). In the longrun positive and negative changes in
the transitary incomes cancel in an economy and there is
a fixed relationship between average permsnent consumption

and permznent income.

This explaing the empiyical observation that “total
savings accounts for a faixly stable share of totel income®,

despite the rising trend of income owzsx:i::!.me.13

In the recent past the life cycle hypothesis of
Franco Modigliani and others was found very useful in
explaining ths savings behaviour in various econcmicalily
developed countrisa, 14 The hypothesis assumes that the
primary motive for saving 15 to provide for retirement,
thus, individuals save during their working yesrs and
di ssave Quring their retirement. In a stationary econcmy,
the savings of the young w: ' 1 exactly equal the dissavings
of the 0l4, leading to aggregate household savings of zero.
In the process of either population growth or productivity
growth however, a positive amount of household savings
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Wik} result becauge the savings of the young will
exceed the dissavings of the old and the higher the
rate of population or productivity growth, the higher
will be the household savings rate. Modigliani has
argued, however, that it is not population growth

per ge but the ratio of retired households to working
households that influences the savings rate. Moreover,
since the population that has not yet reached working
age, contributes to consumption without contributing

to income, its ratic also affects the savings rata,

The life cycle hypothesis also identified some
other factors influemcing savings in an economy, viz.
retirement related factors (ratios of the retirement
span to lifespan, the retirement age etc.), social
security (public old-age pensions represent an
alternative source of financing for the retirenent
years and hence will tend to reduce private savings),
the rate of consumer price inflation and the land .
prices (rising rate of inflatio. and land prices will ~

increase savings),

The Role of Savings in a Welfare State

Capital “ormation is the most significant
variable of economic growth. At the macro-level,
the banking system is the main component of
the machihery which converts savings into capital.ls
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It is through the three stages of capital formation
that banking contributes tc economic growth - mobilisation

of savings, financing and investment in productive activitieg

and assets.

After the second World War the concept of welfare -
state became popular, increasing considerably, states
participation in the economic activities. The state
has also taken over the responsibilities earlier shoul dered
by the family and the Comrnunity. The United Natlionsg =-
World Economic Survay of 1960 - indicated that the economy
in the centrally planned state was better off thoq(f\ in
other countries. Financing the growing gamut of socio-
economic activities i‘equired larger resouxces which are

Alone.
not possible to secure from taxationn It requires-
the rise in the rate of capital formation. The rate uE
investment and szvings has to be raised. "The future
wel fare of Great Britain depends, opines L.G. wWhyte to
a great extent, upon a high level of capital investment...®.

This is only pr .sible in the long run by the generation

of an adequate wvolume of saving. 16 The United National
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Committee of experts has observeds “At 18 & common place
thet economic progrees 1z a function among cther things,
of the rate of new capital formation. In most of the
countris=g where rapid economic prog;mmne is occuring net
capital formaticn at home is atleast 10 parcent of the
nati-~gl dincome and in some, it is sibstantially higher,
zasning that population increased between 1 and XIX¥2X

1.1/2 percent per ammm.r’

In less developed countries (LDCg) the states
regponaibilitieg in econcmic and social gpheres ere far
more than in advanced countries. $Several szocial services
have to ba provided by the state to keep pace with the
growth of economic activities and the growing expectation
of the people. W.R, Arthur Lewlies stated that Industrial
countries must invest betwaem 10 to 15 percent of their
national income to hava an economic growth of 3 to 4
percent. He furthex states, *for India to raise her
stundard of living by 1 percent annually she would have
to raise the rate of investmant from its culizent level of
4v$0 5 percent to say 12 percent of national income."
Thus, savings was considervgsgne of the vital factorB of

development as ifnvestment hac to be financed by savings.

_ Realisaing the importance of gavinqs in the process
of ecogxmic development the govermments of LDCs made
concreted affort over the pest three decades for devélopinq
£inancieal intermediaries of ell posasible types for



mobilising savings from various seguments of the community,
The Govermment of India has enphasised on mobilisation of
savings in all the five year plans from the inception of
planning. $Several legislations have bean passed, £rom
the State Bank of India Act 1955, ¢to the'Reqionnl Rural
Bank Act 1976. Legislative powers were used by LDC
Governments to create new institutions and to strengthen
and control the existing ones for mobilisation of savings.
A ginguliar trend opserved in all the countries has been
growing channeligation of gaving to the state for financing,
the ever increasing state activities, Hence, in a welfare

state, "promotion and mobilisation of savings are conciously

directod bovax:éa the achieiaﬁent of socio-economic

objectives. a8

The fundsacatal factors i{afluencing savings are
aptly sumrerised by Arun Ghoasa, “it must be emphasi sed
that a ralging of intezrest rates is not necessary fox
tapping higher savings. One must go back to fundamentals.
Savings are not a function of the rate of interest, though
wvhere savings are liekly o be channelised is of course,
a function of relative interest rates, of the asset
preferences of the conmunity, and the liquidity of different

)
foxrma of assets.l 18

For study of savings as a macro level paremeter,
it is usually calculated at current prices. There is no

universely accepted concept of savings at constant prices.
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For the savers the real value of savings depends on the
general price level.

For the right higtorical perspective, it is
interesting tc observe that, even during a relatively
more advanced stage of development snd with higher per
capita incomses during if61-90, the present day developed
countries had an average saving rate (12-13 percent) which
was significantly lower than that of allLDCs during 1961-70
and was more or less equal to the saving rate of the low
income LDCg during 1961-70. Farther, their growth rate
of GDP(1861-90) was roughly half the growth rate of even
the low income LICs (1961-70).%°

From the review of trends in output, investment,
gavings and capital inflow during 1951-8C, V.Y. Bhatt arrives
at broad conjectures with regardsto the saving-investment
aspect of the devalopment precess in the LiCg,

l - “Maintenance of high investment levels 45 largely

a function of domestic savings performance, capital

{nflow from sbréed, serves mainly as a catelyst and

as a factor in relaxing the foreign exchange

constraints rather than as @ major factor in

supporting rising levels of investment.

2 - The domestic savings rate is positively related
to the level of income and it's growth rate", and

to the size of a country.
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3 - For ralsing savings rate the degree of development
of financigl structure and the examir.ing of positive
real interest structure seam ¢o be important
factors. Evidence to support this relaticnship
exigts practically in all the countries.

4 - In mixed economies, a major part of domestic saving
takes place in private sector and more particularly
in the household sector. Publie sector savings,
generally account for less than one fourth of total

savings.

S - "Ihere has been no aystenatic rise in public and

aggregate saving attributable to riaing public

revenmes., w21

Commenting on the structure of finaacial savings
Dr. V.V. Bhatt, obscrves, “the structure of financisal
savings seeus to be evolving in favour of deposits and
claims on goclal security institutions in LICg which have
experienced a signif&@az\t riae in the eaving rate of the
non-corporate sector during the last 15 years or zo. &uch
has been the historical trend even in the developed
countries., It seams desiravle for the LICg to assist this
trend and concentrate their efforts on bringing about or
facilitating m those changes in financial structure and in
the laws and regulations which affect it, that will ensure,
or atleast make more likely that a predominately indirect
and institutional and largely contractual and mandatory flow
of personal agving contributes as much as possaible to

22
economic growth.®
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Litersture Review

During the post-bank naticnalisation period; bank
deposits ir India have grown at a compound growth rate of more
than 19 percent per annum. Bank deposits constitute one of
the important monetary variable of the Indian economy. They
accounted for 47.3 percent of the national income in the year
1986-87. Obviously/ its growth and composition has aroused
considerable interest and concerned several studies were
undertaken during the last two decades. Most of them have
focus on identification of factors influencing the growth of
bank deposits. The models using the data of determinants
have been used for forecasting and predicting the future growth

of depusits. While all the studies have # examined the
behaviour pattern of aqggregata bank depesits, A few of them
have considered the demand and tiras Jdeposits separately.
They have argued that the motives for holding two types of
decosits dlifered, dlfference setc of factors inflvence

thelr growth.

The availableiiterature on bank deposits is reviewed
baelow. The 1st part deals with the determinants of bank
deposits on the demand side and second one/with thogse based

on supply sida,

Demand Approach

'mo\wle_
Khusro and Sidharthan was a pa pioneering work on

determinants of bank deposits 1in the esarly seventies.23
They identified interest rate as the only variable

influencing the demand for bank deposits. Further, the
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demand and time deposits were treated separatsly. 7The demand
for denand deposits was found to be inversely related to the
rate of interest on time and savings deposits g\%«s the édamand
for time deposits wes directly related to the interest rate
on time deposits,

Shakuntala Desal made attempt to identify and quantify
the variable which are relevant in explaing the behaviours of
aggregate deposits as also the time and demand deposits of
all scheduled commercial banks with the help of multiple

regression analysis.

Using the stabllity of these relationships and certain
assumg;tiona, regarding the likely lgvel of these variables, to
arrive at quarterly estimates of aggregate, time and demand
deposits for 1980 and i981. Quarterly data concerning
deposits and explanatory veriable for the period from March
1972 to December 1979 have been utilised.

The deposits of the banking system in this study are
considered to be largely a function of National Income,banking
facilitiez in ithe form of total number of commercial bank
branches, opportunity cost variables,such as.yield on ﬁdeposits
themaelyes and the expected rate of inflation and lagged

deposits.

Following veriables were used in the model :

1) Branch expansion

2) Value of agricultural production

3) Index of Industrial production at current prices
4) Wholesale price index

5} Aggregate deposits at current prices with a time 1ag'



32

6) Denand dsposits at current prices with a time lag,
7 Time deposits at current prices with a time lag,
8) Time trend,

9) Rate of interest on company deposits.

10) Rate of interest on variable divided industrial

securities,

1 -« Branch Expansion s+ The banking facilities specified
as total number of branches of all commercial banks (lagged
by two quarters) (bt-2) showed highly significant (at 1
percent level) and positive coefficient in all the three
models on deposits. In fact, branch expansion variable
ranked the highest in- terfns of its vglge of elasticity.

In other words, extension of banking facilities in the form
of branch expansion would help to the maxdmum extent in
mobilising the highor to untaepped deposits potential and
also in generating new potential via credit deployment

function of these branches.

2 -« Lagged Deposits t+ Deposits lagged by one year (ADt-4,
DDt-4 @gé‘a_ TDt~4) as a variable representing the characterxistic
of stickiness of deposits exerted s highly significant (at

1 percent level) and positive influence on aggregate demand
and time deposits. Lagged deposits variable ranks second,

to branch expansion variable in terms of the value of

elasticity.

3 - Rate of Inflation ¢+ The rate of inflation specified
as wholesale price index lagged by quarters (Pt-4) exerted &
negative and highly significant (at 1 percent level)

influence on deposits as compared to rate of interest, which
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substantiates the hypothesis that in preseance of high
inflationary trends in the economy the substitution between
daposits and real assets is more probable than the substitution
between deposits and financial assets, Moreover, given

the same level of income, the capicity of the indiviéuals

to save and invest 1s adversely affected with a rising price
level which explains the negative influence of prices on

dep081te .

Of the two spscifications tried namely, wholesale
price index with one year time-lag and Without any time-lag
the fomer turned out to be a stronger determinent in terms

of significance tests than the later, implying that

depositors adjust their investment decisions to price
changes with a time-lag,

The prics slasticity of demand for deposits expressed
as coefficient of wholssale price index variable {(Pt~4) was
higher than that of rate of interest. The valua of price
elasticity were higher though marginally in case of time
d%ggsitﬂ ag Qompéared to ‘demand deposits implying that the
inflation effect mekes the substitution of deposits for
real assgetsd more attractive in case of time deposits than

in case of demand deposits,

4) Hational Income
Although the index of industrial production expressed

asiﬁcn-farm incame (IVm) and the value of agricultural
production specified as:’fam income (Yt-4) as anticipated
showed positive influence on deposits in &all the models,
thelr values were stastistically insignificant in majority

of the equations. .
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s) The non-farm income elasticity of demand for deposits
and farm income elasticity of demand for deposits was Zfound
to bs as low as 0,06 to 0.16 and 0.001 to 0.02 respectively.
The effect of income variable on deposits appears to be
under estimated in the regres;ion. This may bs attributed
to underlying assumptions in specifying income as farm ang
non-farm income and resultant exclusion of income from
service sector. Although this appears to be the only
alternative available to arrive at quarterly assumptions in
constructing this series, it may distort the impact of inéoms
variable by under-mining its importance quantitatively in
explaining the behaviour of deposits.

B e

6) Trend Variable

Trend variable though positive im sign showed
‘statistically insignificant 't' values in most of the
regressions indicating that there is no definite trend in
the deposits series. The inclusion of this variable did

not improve the value of D.W statistics.

7) The percentage error in terms of the deviation of

the estimated levels'of deposits from the actual levels of
deposits was the lowest in the case of aggregate a8nd time
deposits (on average around + 1 percent). However, the error
was somewhat higher in the case of demand deposits (on

average between + 2 percent).

G.V, Satyamurthy and others made attemptsto construct
an econmmetric model for forecusting deposits of scheduled
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commercial dbanks in India taking into account a variety of
factors influencing varietions in the level of the bamk

deps:)si.t.B.l'g

Deposits with schedulad commercial banks in India may
be clascified into two diffaront categories - demand and
time deposits, The annual time series data on ther variables
for the period 1960-61 to 1977-78 have been mads us~ of
the formulation of the models, For demand deposits, following
factors were included in the mode] s
1 National Income at current prices in the year ¢,
2 Total number of scheduled cammercial bank branches

at the end of the year t.

3 The rate of inflation in the year t, (Base Ysar 1960)

It can be observed that except national income all
other variables considered are not statistically significant.
While the changes in brangh net-work do éexert influence on
the doemand depositg to a certain extent the influence of
rate of inflation and interest rate are Comparatively
insignificant.

In the caze of time degosits, the dgposits level at
the current year i3 influenced among other things, by thae
leve) of time dapocits in the past year., This is dus to the
fact thet a majority of the time deposits in the recent yma
past are likely to be continuad in the current yea: and to
the campounding effect of interest earned.

C. Rangarajen and G.S. Gupta, heve studied seperately

the demand for current accounts, saving accounts and fixed
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deposit accounts because in recent years with the chapge in
the formila adopted for partioning savings deposits,
considerable jumps have been sean in the time deposits on
demand deposits. Also this kind of‘classification enabled
them to understand the possible shift between one type of
bank deposits and another consequent upon changes in the

interest rates offered on these deposits.qc

They have estimated the relationship in nominal terms
rather than in real terms. Data for the period 1960-61 to
1978-79 were used for estimating the relationship.

The selected independent variables were as follows s

1. ..ilat National irodust at factor cost in current prices
(Rs. in crores)

2. Bank Branchesg

3. Ratio of bank branches opened in that year to the
total bank branches.

In relation to current deposits, all the variables
have the right kind of sign-income has a positive effect,
and ‘branches' has a positive co-sfficient. However,
'branches'! alone has a co-efficient which is statistically
significant. The ratic of btne year has @ negative co-efficient,
they have found in thelr varicus experiments that when both
income and branches are usaed as independent variables only
one becomes significant. If branches are omitcted, income
has always a strongly sigrificant co-efficient. Since during
the lgst ten years, national income and branches have grown
at a fairly rapid rate, 1i'hecomea difficult to disentangle

the separate effects,
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In case of savings depositas all the co-efficient have
right signs. Income has & positive co-efficient. Branches
again has a positive co-cfficient. It can be seen that only

the co-efficient for income is statistically significant.

In relation to the fixed deposits income has a positive

coefficient. Branches again has a posi ive coefficient,

The author has also examined the importance of income
and branches as determinants of bank doposits from the cross-

section analysis,

For the year 1974-75, they related the three types of
deposits in various states to income in the various states
“and the ratio of nom-agricultural income to total income and
to the number of branches in eagh state.

In the cross-section analysis, the factors nentioned
above 11(6) taken and addition only as follows &
- Ratio of non.agricultural income to the total

national income.

For making predictions for the future,one will h:.ve to
make assumption# on the behaviour of nominal incams, the rate
of interxest and growth in branches. Howvever, it can bwe
observed that while on “he average the deviations between the
actual and the estimated value is not much, the deviations
are quite pronounced towards the end. .n view of this, they
tried to re.estimate the equations using the more recent
observations. One problem faced in estimating equations with
Smaller number of observations is the reduction in the degree
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of freedom particularly when a number of independent variables

are to be used,

They have taken the estimated and actual value for
the three kind of deposits using the equations estimated
with smaller number of observations. It can be seen from
the eatimated values are closer tc the actual values in
many years, In relation to current deposits and savings
deposits between 1970-71 and 1977-78) the estimated values
are closer to actual values according to the new equation in
S years with respsect to fixed deposits the new estimates
are closer to actual valuss in 7 years, On thing that

emerges from analysis is that for the purpose of forecasting

it i; better 0 use equations based on recent observations

even though it has -2 limitations which was pointed earlier.
In the demand &pproach, it was found th:t the ecuationsg
based on the sample period 1969-70 to 1978~79 penform better
than those based on the period 196i-62 to 1278.79% in
reproducing the history. Although, there is no quarantee
that an equation which azplaihs the history better would
predict the future 3150 better tham the other equ.:tions,
this s tyues Ta o¥hey wovds ;o Wgh R 71§ geneyelly ,
generallzﬂthe necessary condition for better prediction,
though it 1s not the sufficient cdndition. Foxr this reason,
in what follows, t-we equations based on the shorter but the

more current period are used for gemerating deposits forecasts.,

In 1982, study of D.M. Nachne, several variables were
studiég?" A three equation model was tested, featuring
currency, demand deposits and time deposits as the dsependent
variables. As the model was fully recurssive OLS equations

was considered adequate, Por the demand deposits eguations,



the explanatory variable tried were -

1) Net noneagricultural inccme at current(market) prices

2) Rate of interest cn 3 months deposits

3) Bank branches

4) A dummy variable to examine the impact of bank
nationalisation.

On the other hand, the explanatory variables tried
ocut in the time deposits, equations were -

1, 3 and 4 mentioned above plus the difference between
the interest rate on one year time deposits and gold inflation

rate,

The model was fixed for the years 1960-61 to 1976-77
and expose forecasts were made for the three years 1977.78,
1978-79, 1979-80 and compared with actual data vhich was
already available on the whole the forecasting performance

of the model was. quite good.

Satyamurthy and others also formulated separate models
for demand and time deposits.®
modal waz f£fittsd for annual time series data for the peried
1980-61 to i977-78. Several explanatory variables ware tried
from which only mational income turn out to be having

The multiple linear regression

statistically significant impact on bank deposits, While in
the changss in the branch net-Work and interest rate on time
deposits for 6-12 months ¢°d ereot influence on demand deposits
to a certain axtent, the influsnee on interest rates and
inflation was comparatively insignificance. In case of time
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deposits the modsl indicated -a strong influence of the lavel
of time deposits in the previous year, This highlighted the
sticky character of tims deposits and explains why time
deposits increase even in years of a decline in national
income or of savere drought conditions. The second important
factors was the national income. It also had a significant
influence on bank deposits. The model also indicated that

in the context of the nigh inflation rate in the economy, the
deposit fended to the decline., Also increase in the maximum
interest rate on time deposits apd average yelld on industrial
segurity tend to increase tims deposits,

) 29
In more recent study, Vikas (:1'1.‘;1:::?.ﬁ has projected the

compenents of aggregate deposits using new factors like
income distribution, legged value of bank dsposits, call
money rate within the banks and intervention aifegt in the
vyear 1977-78 of withdrawal of high denomination of currency
notes from eirculation in that year, apart from income and

interest variables,

The latest methodical study available on the toplc
i8 that of Thomas P2ul and mgttadaare’yoa';{ The study presents
comprehensive literature review, analysis the b=haviour of
aggregate bank deposits and their determinants. In order to
ocvercame, the prcblem of multi-collinearity and to make use
of available a prior ‘nformation both time series and cross-
section data used for estimating demand function. A new
approach to study the determinant bank deposits and in
components was followed in which there is no income effect,
The effact of income on bank dsposits was computed as an

income coefficient from the crosssszection data containing
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income and deposits of different states of India. A Xegression
equation was f£itted scross the 22 strtes for the fixed year
variables of bank deposits without income effect were computed
using the resiéual of the nominal net naticnal products using
pulled cross.sactisn and time series method they observed

the real effect of the interest rates variables (which ars
correlated amo.g themselves alongwith national product)
influencing aexpoctations and rate of inflation and numbar of
bank branches on bank deposits and in components,

The non~linear relations were found to be significant.
The coefficient for double log equation was highly significant
and thus doukle log equotions explaln ths relation best.
Income either permanent or current Was Iound to bw the
dominant wvariables affecting benk depcsits. They ulso
concluded that there was & non-linear rolatioashi§ betuean
branch expansi€n and growth of bank deposits. Interest
rate policy hed no positive impact con bank deposits, This
was explained by domination of consideration like safety
etc. rather than rate of return for holding bank deposita,
Inflationaxy expectation had a significant negative é&action
with fixed and total deposits.

Supply Approach

Khusro and Sidharthan's identified the Ad4fferential
interest rate and the reserves as the supply side factors
1nf1uenaeé bank depositif Applykng statistical techniqua
of two stage least sqQuares (TSLS) they found benk reservus
a8 the most important variable explaining the supply of dsposits,
Even the effect of the differential betweent the market rate

of interest which the banker receive £hm and the rates they pay
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on deposits alsoc had gubstantial effect on deposit swply.

One of the most comprehensive study was undertaken
by C. Rangarajan and G.S. Gupta’¥, Their supply approach
was based on the premise that tctal daposits in the systems
can ingrease only it high power money is increased by
Central Banking System., TWo ratios were used - the current
de;;osits ratio (C/TD) and excess reserves to deposits (ER/TD)
The deposit multipiier 418 dependent upon two paramsters
which are totally policgy determined with & higher proportion
of currency to deposit the multiplier would be smaller,
Similarly higher the reserves ratio lower would be the
multiplier. The impact of these two variables (ratics) on

bank deposita was examined through regression analysias using
the data for the period 1968-69 to 1975-76. In 31l the year
except one (1973-74) the actual and estimated values of
deposit corresponds very c¢losely. However, the limitation
of these methods are the difficult in making reaponable
assumption on the growth ©f nigh povered iloney and required

regerves ratios,
B

8. Singh a2nd B.B. E*esmmrs3 has alse included the supply
appreach in their study of determinant of bank deposits, Both
have highlighted the imvortance of reserves in promoting bank
deposits, The later has aléo taken the component of the

aggregate monetary resources viz, cg’ » B, I“G and N.‘

cq = Bank Credit to Government Sector

C. = Banks' credit to Commercial sector

E” = Net foreign exchange assets of banks
L; = Government's currency liabilities to tha public
N~ = Net non-monetary licbilities of banks. -
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However, the predication value of sugh an equations was
several.; critised. ft was argued that, the frame at best,
is an only am according identity while any change in any
of these gcomponents would lead to & corresponding changas

in M it cannot be said for sure, which was the causal

3l
relationghip works. Inspite of these, short comings the

ey .:tions can ke used for short-term forecastings purposs,

With increasing importance on bank deposits &s a
monetary varieblae, several studies ware undartaken to
identify the factors influsnced the growth and behaviour
of benk d&posifs in Indfa and in other countries, Coghlan's
work 3415 meinly concarmed with conceptual issves, Ha
Tesented two types of models regarding the supply of
deposits based on multiplier approach. Firstly, the simple
rotio model used three ratios, (A) Ratio of bank reserves
to bank denosite, (B) Ratio of public cuxrenay[tc Dhank
dapozits, (C) Ratio of high powered monav o hank daposits.
The sccond one was a structural model vhich uszd pubiic demands
for currency bank reserves and other related variables,
He cautioned that “he assumption of linea’s behavicmral
eduation may be unrealistic, He also pointed out that
application of multiplier rmodel is possible if ﬁ{ﬁ"x only
if the lnplicit assumption of demand for bank ¢redit are true.

Timea Series Approach

A severa]l studies have attampted forecastings of
bank g?posits following the time series approach. The
D. Ray's study in the recent past made use cf Holt-Winter
and Box.Jenkince methods., The most of the e=rlier studlies
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showed that thess %tWo methods on en average, porfomed better-
than the others, The ten years data frem 1970 to 1%@#
total bank deposits indicated that though 4l series is mnﬂl
in gharacter. The scascnality is not #c pronounged, W.
1t 1a always better to build & snasmocpiu seazonal model $o

explain any verieble dua to sessonality. Hence, the two
methods mentionad earlier were selected, Lascly, it was

found that daposit forecasts based on conbinec forocam)

widar the two methods performed estimates wall Compare to
the individual forecasts, ‘

Varsha Varde™® applied Box-Jenkinee model for fore-

casting waekly deposits. This model i3 genarally used for

sbort-term fomcasting of variables, It is oxeea%ﬂ as the
most accurate and povwarful tims serjes forecasting method,
However, 1t iz chstly and complexs in ¢omparison with otherx
clagsical tima series techniques. This method gave the
most accurate one werk zhead foracast of daposits,

Conclusion

From the above review, it is ¢lear that most of the
regent studles to forecast and explain the level of bhank
deposits in India, demand function and estimztad u=ing
v-ax:iabies such as npationgl income, rate of inflation, no.
of branches, inflationory axpectations ete., Majority of
them found nstional income as the dominant - :ctor £or -
determination of bank deposits, Interest rate variables
ware found to be Bmsis statistically insignificant in most
of the cases, :Iven when coefilcient had correct s;.qna.

Howevex, many studies have indicated that deposit holders

do shift ons typs of deposit to other type vhen ralative rate
of return changed,
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