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1. Introduction

In Pakistan, the commercial bank deposits have been increasing at a fairly good pace
during last 25 years. However, like other LDC's the expansion of commercial bank
deposits could not be considered adequate to match the ever increasing demand for
bank credits. It is well established that for increasing level of economic activity, demand
for bank credit increases. The commercial banks have to play a major role in promoting
economic development in absence of traditional functions by the relevant agencies.
These banks accept deposits and lend to create worthy borrowers against suitable col-
lateral. There are several constraints and a weak monetary system in Pakistan which
does not ensure readily available advances in the economy. The expansion of deposits
by these commercial banks are the obvious solution. In most of the developing coun-
tries it has been observed that a high proportion of money is held in currency and a
low proportion in bank deposits (Furness, 1975). Such a situation implies that majority
of loans have to be made in currency which hinders deposit creation. Also, the lack
of an array of domestic financial assets induces many to hold foreign securities, private
investments in informal financial sector!. Such action will again lead to a reduction of
bank deposits. The other factor which restrict the deposit creation by commercial banks
is the statutory obligation under which the commercial banks are required to maintain
a minimum ratio of reserve assets to deposits.

In developing economy, the commercial banks are recognised for their vital role in the
economy to enable to continue to meet the ever growing demand for credit. It is necessary
to enhance the deposit rate or the public's willingness to reduce the propensity to hold
cash. This discussion of willingness of the public to deposit in commercial banks
motivates to raise question like, what determines the bank deposits? and whether the
nationalisation of commercial banks indicated any shift in these determinants or not.
The objective of this study is to identify the factors determining the commercial bank

1 The informal financial sector includes (i) traditional, non-corporate banking and other financial institutions;
(i) credit arrangements in the non-corporate cotton textile sector; (iii) credit arrangements in the urban transpor-
tation sector; (iv) the "hundi'' systems of foreign exchange transactions; (v) merchant credit operations, par-
ticularly in commodities markets and (vi) the very important and rapidly growing institutions of Finance and Deposits
companies.

2 The nationalisation of commercial banks during 1974 emerged in the context of the problem of concentra-
tion of economic power in the hands of privale parties who used the possession of money institutions as a source
of exploitation which used national wealth and private deposits to create money for the financing of monopoly
capitals.
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deposits (demand deposits and time deposits) in Pakistan. The study also compares
the post and pre-nationalisation periods and test the hypothesis that deposit grew faster
in post nationalisation period. The study is based on the basis of aggregate data for
the period 1959-60 to 1985-86.

The paper is organised such that section 2 discusses the theoretical background and
determinants of commercial bank deposits, section 3 discusses the data, methodology,
the estimation and interpretation of results are presented in section 4. Section 5, gives
the summary and conclusion of the study.

2. Theoretical Framework and Model Specification

The commercial bank deposits are one of the several form of financial assets in which
public can invest their wealth to maximise their utility. This implies that one will seek
an apportionment of his wealth such that the rate at which he can substitute one form
of wealth for another is equal to the rate at which he is just willing to do so. There is
no published data available for wealth or its equivalent concept ‘permanent income"'
of the public, the national income (value of GNP) will be used as a proxy for the wealth
of the public. The increase in income would provide community saving in addition to
increased transaction demand for money. Since part of the community savings would
be in the form of commercial bank deposits, the demand for deposits would be positively
related to the national income. Comparing rural and urban areas contribution in total
deposits, no data readily available, however it is generally felt that less banking facilities
are available to rural areas and there is a strong currency preference among the rural
people. This indicates that rural income level may not have larger impact as would be
of urban income. Comparing the pre and post nationalisation period it is argued that
the impact of agriculture income would be positively related to banking activity as the
commercial banks neglected agriculture sector in pre-nationalisation period (Ghatak,
1981).

Regarding investment of wealth in addition to deposits, there are numerous other finan-
cial and physical assets which the public can put their wealth. These are; industrial
securities, national defence certificates, preferred share, debenture, real estate, liquid
assets and commodities etc. These alternative financial and non financial assets are
substituted for commercial bank deposits and will lead to an inverse relationship bet-
ween the demand for deposits and the earnings or yields on these alternative.
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As mentioned earlier more bank branches are required to capture the deposits from
the unbanked areas. As more and more people are accessible to banking system, more
people would be willing to deposit their idle cash holding or at least a part of their wealth
into deposits. The availability of banking facilities is measured as number of branches
in the country.

The credit expansion also plays a vital role in matching the growing economic activity
in the country3. Once the credit is given to the user, the same is deposited in one of
the banks resulting an increase in deposits. However, the ratio is not one to one but
these deposits are utilized or taken out over a period of time as per requirement of the
individual and hence these credit or part of credit to individuals (s) remains as deposit
with banks. This behaviour implies that one would expect the demand for deposits as
an increasing function of bank credit.

The other most important consideration regarding demand for particular deposit is the
return or yield on it, which is price for loosing one's liquidity at particular time. This
implies that demand for a particular deposit is positively related to yield paid on it.
Theoretically, it is argued that for depositors, the expected rate of interest on deposits
is more meaningful rather than current interest rate (Sandhu and Goswami, 1986). To
consider the expected rate of interest in demand function, lagged dependent variable
should be included as one of the explanatory variables?.

3 In Pakistan the bank credit is declared by State Bank and Finance authorities on the basis of expected growth
rate in domestic income, and adjusted further keeping the reserve requirement situation and deficit financing
in the country (See Meenai, 1984).

4 This argument is well taken by using Cagan's (1956) adaptive expectation hypothesis which assumes that
the demand deposits depend on the expected interest rate i§,_y on deposits and that the expectations about
interest rate are revised by i§; — i§,_, in proportion to error (i§,—if,_1) associated with the previous level of expec-
tations id being the actual deposit rate in current period and i, the previous period's expected deposit rate.
The same is written as:

D‘ = a igt + iy (1}
(g — 1G-1) = A (0§ — IG.q) 0<B<1 (2)

where ut is the stochastic disturbance term. As we discussed, expected interest rate i§, is unobservable, it can
be expressed in terms of some observable variable. From (1) and (2} we derived:

Dy = big + (1—B) Dy — » D<B<1 (3)

The D4 term appears due to the fact that i§,_; term appears on right hand side of the equation {3), which
explains the demand for deposit of last year D,__,.
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On the basis of the above theoretical discussion the simple model which will attempt
to explain the determinants of commercial bank deposits can be written as:

D; = f(Y,or Ya0r Yna 7a: ¥s Yspr YRS v0Cr kD BC,
BB, D,_;, Dy, D, or Dy)

Where
D, = Deposit of commercial banks in nominal terms
Y, = Gross National income at market price
Y, = National income from agricultural sector at market price
Y,. = National income from non-agricultural sector at market price
vg = Interest rate on the commercial bank deposits
vs = Yield on government bonds and securities
vgp = Yield on industrial securities
vrs = Investment index on real estate
ypc = Yield on defence certificate
vkp = Yield on national saving schemes (Khas Deposit)
D,_; = Deposits of commercial banks in preceeding year
BC Bank Credit in nominal terms
BB = Bank branches in the country
D; = Dummy variable=1 for nationalisation and
= 0 for pre nationalisation period
D, = Slope dummy i. e Dy multiplied by Y,

D; = Slope dummy i. e Dy multiplied by Yq,

Demand Deposits and Time Deposits

Furthermore, deposits are classified as demand deposits, time deposits and other
deposits such as national saving schemes, defence and khas deposits etc. The demand
deposits are largely held to satisfy the liquidity motives to ease the payments. These
deposits are withdrawl on demand through cheques but they earn no interest. In general,
depositors are allowed to write cheques on saving deposits subject to certain restric-
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tions. The banks also allow withdrawl of time deposits on demand if depositors are will-
ing to forego substitutability between demand and time deposits. This substitutability
will lead to inverse relationship between the demand for demand deposits and interest
rate on time deposits. It is important to mention that time deposits are not a universal
means of payment but they are near perfect liquid earns income and as a fixed capital
value. The time deposits are treated as a unique store of value.

Incarporating the above hypotheses discussed earlier the following two demand func-
tions are to be determined:

DDy = f(Yyor Yyor Yoa, v v8. YSP:
YRs: Yoc: Yko» BC, BB, Dy, D; or Dg) (4)
and
DT,

F(Yyor Y or Yna 1 18 TSP
YRS Ype» vko» BC, BB, DTy_y), Dy,
Dy or D) (5)

where DD, and DT, are the demand and time deposits respectively.

3. Data

The study is based on secondary data. The time series data for aggregate demand
deposit after 1973-74 are available in State Bank of Pakistan in various publications,
while for the period 1959-60 to 1972-73 separate data for West Pakistan was not
available. We used data from the study by Kemal (1979). The bank credit and bank
branches data are available in various issues of Pakistan Economic Survey and
Statistical Year Book.The yield data on various alternative financial assets and alter-
native mode of investment are published in State Bank Bulletin and Annual Reports.
However, it is important to mention that the data on v8: voc and ykp i.e. yield of
government bond and securities, yield on defence certificate and yield on khas deposits
are not available for the entire study period. Due to non-availability of data on yield
on real estate, an index for investment in real estate was used. The data on deposits
and national income are given in bullion rupees, interest rates and yield on financial
assets are given in percentage, whereas for the return on industrial securities indices
of share price is used.
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4. Estimation and Empirical Results

The single equation least square estimates of the demand functions for demand deposits
and time deposits, using stepwise multiple regression are given in Tables 1 and 2. We
used log linear regressions so that the coefficients of which directly provided the respec-
tive elasticities. The pooled data for post and pre-nationalisation regime is used for
estimation, using intercept and slope dummies for nationalisation period. The slope dum-
my is obtained by multiplying the national income by 1 for post nationalisation and by
zero for pre-nationalisation period.

On inspecting the estimated regressions in Table 1 and Table 2, the theoretically and
statistically appropriate estimation for demand functions of demand deposits and time
deposits are given as:

Log DD = 0.8851 + 1.4588logY, — 20824 log ysp
(7.2489) (1.1348)*"* (0.9772)*
+ 0.1633 log C — 16.4473 D, + 1.3817 Dy
(0.6460) (10.4149)** (0.9138)" " (1)
R? = 0.9144 D.W. = 2.221
RZy = 0.8930 F = 42.7383
SER = 0.4542
Log DT = —3.2099 + 064521ogY3  + 0.3000 log vg
(1.6005)" (0.3067)* (0.2706)" **
— 0.2084 log s + 0.6183 log C
(0.1945)"** (0.1445)"
+ 2.7208 D, — 0.2786 Dy (2)
(1.3165)"* (0.1276)**
R2 = 0.997 D.W. 1.65
R2y = 0.996 F. 1227.43

SER = 0.07438
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Looking at estimates of the demand function in equation 1 we find that most of the
variables included have significant impact on demand deposits except bank credit though
the sign of the coefficient was correct. For income variable it indicated as the income
increases, the transaction demand for money must also increase. This variable is in-
dicating a significant impact during post and pre nationalisation period. During pre na-
tionalisation the income elasticity of demand deposit is 1.4588 that indicates that a 10
percent increase in national income will increase more than 14 percent of the demand
keeping all other constant. For post nationalisation period the impact of income is higher
than pre nationalisation period as the income elasticity is now 2.8405 which is obtained
by adding income coefficient (1.4588) and coefficient of economic activity i.e. slope dum-
my coefficient (1.3817). The income elasticity indicates that a 10 percent increase in
income will increase about 28.5 percent of the demand deposit during post nationalisa-
tion period of commercial banks.

The yield on the industrial securities was estimated to influence significantly the de-
mand deposits. The coefficient of industrial securities is negative thereby implying in-
dustrial securities to be sbstitutes for demand deposits. The significant inverse rela-
tionship with a substitution elasticity of 2.08 may be attributed that these demand deposit
and industrial securities are hold by institutions and as the yield or price of these shares
increase by 10 percent the demand deposit would decrease by 20.8 percent. This in-
dicates the substitution of demand deposits to the industrial security shares purchase
behaviour of depositors.

The coefficient of bank credit measures the bank efficiency and is a representative of elastici-
ty of system. The efficiency of banking system is measured that by how much of the deposits
that a particular system is able to mop up consequent upon one percent rise in bank credit
of the banking system itself. Following this criterion we find that the commercial banks
in Pakistan are not efficient as they are attracting only 16.33 percent of the bank credit
in the form of demand deposits though statistically the relationship is insignificant.

Equation (2) presents the demand function for time deposits. The demand for time deposit
function indicates that the demand for time deposit depends significantly on non
agricultural income, yield on time deposit, investment in real estate and bank credit
etc. The impact of non agricultural income on time deposit indicates a positive and signifi-
cant relationship a 10 percent rise in income contributes 6.4 percent rise in time deposits.
It indicates that an increase in income from non agriculture influences the holding of
asset demand for money and hence time deposit.

The elasticity of time deposit with respect to yield on time deposit is 0.30 explains that
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if the time deposits are to be raised by 10 percent the yield on time deposit is to be
raised by 3 percent, keeping other things constant. The investment in real estate coef-
ficient indicates the elasticity of substitution between the holding of time deposit by peaple
and investments in real estate transaction. It indicates that 10 percent increase in real
estate investment will result in a decline in time deposit holding by 2 percent. As a policy
matter it seems that real estate is a significant substitute for liquid assets in Pakistan.

The Bank credit coefficient indicates the efficiency of bank as about 62 percent of the
bank credit is captured as time deposit by the commercial banks in Pakistan during
the study period.

Comparing the post and pre nationalisation regimes, as indicated by the significant coef-
ficient of intercept dummy and economic activity dummy i.e. slope dummy, that, though
the time deposits has increased during post nationalisation period but the growth rate
of time deposit growth is smaller during this period.

5. Summary and Conclusion

The results of this study are supportive of the hypotheses that an increase in income
level increases the demand for demand deposits. The investment in industrial securities
is a significant substitute for the demand deposits. In other words, the public holds the
demand deposits for transaction purposes and as and whenever there is an opportuni-
ty for investment they utilize the same resulting a decline in demand deposit. The de-
mand for time deposits are influenced by non agricultural income, bank credit, interest
on time deposits and investment in real estate. As a policy instrument it is clearly shown
that an increase in the yield on time deposits will increase mare time deposits with com-
mercial banks.

The nationalisation of commercial banks during 1974 have indicated a significant im-
pact on demand for both demand and time deposits. The results have shown that after
nationalisation period the growth in demand deposit is higher than post nationalisation.
For time deposit it indicated that though the time deposits have gone up during post
nationalisation period but the growth of time deposit have declined. It clearly motivates
the policy maker to make the return on time deposit more attractive and competitive
than other attraction available to public.
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Abstract

This paper attempts to identify the determinants of growth of commercial banks deposits
in Pakistan during the period 1959-60 to 1985-86. Separate demand functions are
estimated for demand deposits and time deposits by using stepwise multiple regres-
sion. The two models clearly capture the impact of nationalisation of commercial banks
during 1974.

LES DETERMINANTS DE LA CROISSANCE DES DEPOTS
BANCAIRES AU PAKISTAN

RESUME

Cet article tente d'identifier les déterminants de la croissance des dépots bancaires
au Pakistan durant la période 1959-60 & 1985-86. Des fonctions de demande distinctes
sont établies pour les dépédts a vue et les dépots a terme en utilisant des techniques
de régression multiple par étapes. Les deux modeéles mettent clairement en évidence
I'impact de la nationalisation des banques commerciales en 1974.
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