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RESEARCH ON RURAL SAVINGS IN INDIA
By

B.M, Desai®

Recent research on rural savings in India is reviewed

and evaluated. Most savings studies emphasize the ability
to save and little is said about incentives to save. Many
of these studies use data or research methods that have
major weaknesses. Suggestions are given on wavs to improve
future research on rural savings in India.

Compared to many other low Inceme countries there has been a good
deal of research done on rural savings in India. This research has
covered four topics: the volume of savings, the composition of savings,
the methods of measuring savings, and data requirements and availabilitv,
This paper concentrates on reviewing research on savings volume. Esti-
mates of rural household savings published by the Reserve Bank of India
(RBI) are also critiqued since they form a data base for the savings
macro studies.

About 100 studies of rural savings in India are available. These
studies are macro time-series, micro cross-sectional, and both macro and
micro. Some of the studies in the third categorv are not empirical.

The micro cross-sectional studies are based on samples of rural house-
holds. Most of them present data rfor only one vear although several of
them examine data for two to five years. They measure savings as a

residual after deducting consumption from income, although some studies

*B.M. Desai is an agricultural economist with the %World Bank. I have
received helprul suggestions and comments on this paper from ifzal Ali,
Dale W Adams, D.K., Desai, .M. Desai, M.D. Desai, Peter Hazell, John W.
Mellor, Edward Rav, Claudio Gonzalez-Vega., and J.D. Von Pischke. The
usual disclaimers applvy.



used both this and the asset account method. The concept of Zross
savings was also uced. Against this, the macro time-series studies
consider the concept of net savings, besides the Asset Account method.

A orincipal conclusion that emerges from this review is that
the existing literature focuses mainly on the "ability to save'" and that

.

little attention has been ziven to the "incentives to save'=' . In part,
the lack of analysis on incentives results from widely held and long
cherished assumptionc that rural people do not save, espccially in
financial Zorm. These assumptions have resulted in an over-emphasis
on the improvement of "zbilitv to save' as a ramedv for increasing
rural savings rates. Trev have also lead to an imbilance in the
role assigned to rural financial markets in favor of loans and
against mobilizing savings. Such emphasis orizinates Irom the
Investment-rirst approach to conceptualization of research on
RFMs. According to this, unlike the Flow-or-rfunds approach, technoleogical

slack exists in the rural sector buc avenues of investments are not fully

utilized due to lack of finance. It also assumes that there 1s no scope

1/. - ; . . . . . .
='For furrher discussion of the importance of incentive in agricultural

.,‘
development, see Schultz; Mellor; and in the context oY rural Zinancial
markets (RFMs), see Gurlev and Shaw, 1356 and 1960; Patcr’ck; wai:

Shaw; McXinnon; Adams and Singh; Adams 1973 and 1978.

g/Illustrations of such views can bte found in the report of the
All-India Rural Credit Survev (AIRCS) Committee and in a2 study by
Harpal Singh and 0.P. Gugnani.



for "improved" financial intermediation by promoting transfer of funds

from surplus units to deficit ones by financial intermediaries. These
assumptions have heen questioned by recent research which suggests that
technological slack doés net exist, bio-chemical technologies can be adopted
by the farmers without much loan, and that financial reforms can facilitate
growth of income and capital.

In the fcllowing discussion the preceding theme is developed by
formulating an analytical framework that facilitates a critical examination
of various issues considered in different studies. This is followed by a
review of RBI estimates cf rural household savings. Some of the basic
assumptions on which the existing RFM literature and the policies rest are
also highlighted., Before concluding the paper a few suggestions are
offered about Zuture research on RFMs,

Determinants of Rural Savings

Rural households' decision to consume now or in the future is
influenced by both "ability to save" (ATS) and "incentives to save' (ITS).
While the former i~ primarily related to income, current or permanent,
the latter is determined bwv the rate of return these households expect from
furegoing present consumption. For rural households the returns to savings
represent ¢ price for current consumption. Such cost would vary with the
type of saving opportunities available to these househoids. The importance
of "inceatives' as a determinant of savings was emphasized by Schultz, who
stated that, "although there has been a long standing concern about the

effects of the level of per familv income upon percentage of income that



is saved, there has keen no comparable ccncern about the effect of difference
in relative prices of new income streams upon savings and investment' (Schultz,
1964, p., 74).

Most studies reviewed consider the "ATS" hvpothesis alone.

Moreover, all these studies are Kevmesian and aggregative in the sense that
thev consider only current income as a measure of "ATS". Very few studies
used a permanent income variable. Xeynesian framework has several weaknesses
when aprlied cto rural savings behavior. It assumes that the decisions to
consume and save-invest are independent, a very weak assumption when applied
to rural households. Further, the original purpose of the Xevnesian framework
was to provide a rationale to forecast and control business cycles that ori-
ginated in urbtan-industrial economies. Xeynesian analysis also assumes that
orocduction and consumption possibilicies change gracuaily.

These limitations are also applicable to those studies that examine
disaggregated savings behavior of households belonging to different income
groups or farm sizes or technological categories. This is because these
studies relate savings to current inccme alcne, and more importantly the diifer-
ences in the average and marzinal propensity to save (APS and ¥PS) of differ-
ent groups cannot be unequivocally attributed to "ITS". Differences could be
due to differences in the dependency ratio, or in the permanent and transitory
components of income or in the accesibility of the housenolds to financial
institutions, or in their expected rates of return on savings and investmenc.

Alternatively, they could be due to differences in all these factors taken

together,



Testing of "ITS" hypothesis involves conceptual, methodological
and data problems that are difficult to resolve. In the literature two

of these problems stand out:

{a) the direction of influence of the expacted rate of rerurn
on savings, 2nd
(b) the measursment of the expected rate of return.

Cn the first prohlem there are cwo sichools of thought: that the

influence of interest rate on savings L/ is zero, or that this influence
is uncertain and cannot be predicted a priori.

The zero value response school rests on an implicit assumption about
the "income effect'" of interest ra:e being both negative and of the same magni-
tude as the positive "subscitution efiace. This is z much more restrictive
assumpticn than the one implied by the second school of thought. The argu-
ment of the uncertain (total) effect as advanced by this school rests on
the grounds that the size of the negative "income effect'" could be the szme,
smaller, or larger than that of the positive "substitution effect.'" Even this
assumption is restrictive, because "income effect' need not be negative

alone.

1/ Since all the econometric stucies reviewed use only single equation saving
models, chev may also imply the famous identificaticn errotr of showing demand
instead of supply schedule. Consequently, when estimaticn of such a model
gives a negative relation between savings and interest rate it may actually
reflect this relation between investment and interest rate. For the curpose
of this review it is assumed that savipng schedule estimated bv these mccels
approximate that schedule which is derived from the inter-section of iuves
ment and saving as depicted -v the time-series data under the assumpticn
of unstable investment and stable saving schedules. (Friend).

-
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surplus :initially ar in cthe later pericd. If it hzs a surplvs initially
the househdéld is better o7 (i.e. the present value of its income rises)
when the interest rate goes up. Such a hcusehold would consequently increase

rrant consumpticn and that would mzke the "income effect” of the intarest
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rate on savings negative. IZ, on the cther hand, a household has a surplus
in the later period, it is worse-off when the interest rate rises. For such a
household the "income effect' cf a rise in interest rates on savings would be
positive.

In realitv, both these types of households exist. Depending upon

the weight of these two types of households the aggregate income effect

could be positive, negative or even zero. When it is posizive the positive
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substitution eiiectc of the intarest rate I1s obviously rein:
case savings increase with the increase in interest rate. The sanme
result would hold if the income effeact is zere, though the =magnitude of the
positive saving response would now be smaller. If, however, the aggregate
income efisct is negative, cthe "total' effect could be negazive, dcsitive,
or zerc, depending on the size of the two effects, as is recognized bv the
1
second school.=
It may not be unreasonable to assume that the aggragate income affect
could be zero, considering that other facteors are the same “3r the two
groups of housenolds. Under chis assumption we can arzgue

of thought, that 1s, that the "fotal" affect of interest rzzes on savings

would be positive, 2An additional rezason IZor this propesizicu stems Srom zhe

which also recugnizes that such ambiguity in determinin He influence of
interest rate on compositicn of savings ("financial' and "zhysical" savings)
does not hold.

1/ Any of the thrae outcomes is, however, possible under a Ilow-cI-funds approacnh,
I

a
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dacline in the future demand for non-financial assets as a result_of the
rise in interest rates. This decline would lecwer the prices of these
assets which in turw would imply that the total wazlue c¢f wealth held by
the :zavers would also be lower than tefore, The savers would now strive
to restore the previous value of their wealth by reducing the level of
consumpticn. Such rflexible behavior would come from the self-emploved
entrepreneurs lixe the rural households, assuming that their demand for
crediz is interest-inelastic though their savings are interest—elastic.£

Only two studies attempt to measure expected rate of return
or "ITS". One used the real interest rate on postal savings of the rrevious
vear as an indicator of incentive (GuPta, 197C). This study showed a positive
response of rural savings te this interest rate, Lesides revealing a
decline In che !fP’S out of inccme when the medel was re-estimated after
ommiting the real Iinterest rate variable. The second study used the index
of Investment opportunities as measured in terms oI weighted district average
of the adopters of new technology in the preceding year (Bhalla, 1973).
Accerding to this study, savings of the subsistence households increased

with the increases in the investment cppertunitv index, whereas that of

2/

the non-subzistence hcuseholds declined with the increase in this index.

Th s ) { 7ot s { i
1/ The approach of the third school may oe termed as prior savings approach.

2/ Such a result of non-subsistence farmers can be attributed to increases
in their borrowings instead of reduction in consurption to finance
investment. The explanation orovided in this studr seems to rest on an

atisfactory assumprion that the capiral market is rerficct for credit

rather than beoth credit and savings.  Ancother interesting finding
Ls cross-sectional studv is that the model estimation is not wverwy

nsitive to alternative reasures of permanent income. The ctwo measures
n the study are: fa) weiphted average of inceme for the past three

t
ears, and (b) earnings function aprroach.
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save used in both studies are rather

proxies. This is because rural hcusetolds hold both '"pavysical' savings,
such as farm assets, Sulliing, ofi-farm assecs, zold and sewelrw, etc. and
"financial" savings, such 2s bank degcsics, cash, etc. Weighted average

of expected yields from all these savings constituta th:2 true measura2 of
incentives =5 save Icor these households, Hewever, use of reszl incerest raza
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obtainec in one of the studies. Yet another reason “or such a result could

be that the real interest rate used in this study is unlikelyv to be free of
market distortions. Therefore, smaller and insignificant response ccefficient
should not be interpreted as showing inferior savings behavior of rural house-
nolds. This would hold even when such coefficients are compared for rural
versus urtun oz small ersus large farm hourehol i, hecause fipancial market
distorticns are generally larger for rural households and more so for the
poor.

To conclude, rural savings response estimates based on the "ATS'"
hypothesis alone suffer from specification errors. Though the incorporation
of the "ITS" hvpothesis involves methodology and data related difficulties,
these arrors are too serious to ignore. The efforts initiated bv the two
exceptional studies should therefore be welcomed and strengthened. As will
soon be shown, the users of macro time-series data published by the RBI shculd,

however, recognize their limitations.

Rural Household Savings Estimates of the RBI

The RBI estimates are deficient because of their reporting, measure-
ment and analvtical weaknesses. As a result, rural savings are considerably
underestimated. The extent of underestimation would also vary significantl -
from one income or asset or farm size group to the other. In general, it may
be high for lower income groups. Before we elucidate these conclusions a

brief description of how the estimates of rural savings are derived is

presented.



The RBI estimates are derived by using a rural savings to azriculc:rgl

incoxe ratio as reported in the All India Rural Credit Survevy (AIRCS) and
its follow-up. These ratios are 3.3 percent each for 1951-52 and 1961-62,
and 3.7 percent for 1956-57. An average of these three ratios is uniformly
applied to the agricultural income of each of the years from 1950~51 to
1962-63 to obtain the absolute amount of rural savings Zor these years. The
amount so derived is then deducted from the independent estimate of savings
of all households to separate urban from rural savings.

Savings estimated in the AIRCS and its follow-up are developed
by utilizing an Asset Account method of measurement of savings. According to
this method, savings of an economic unit is defined as the difference in an
accounting period between changes in assets and in liabilities adjusted for
capital transfers and capital zains and losses. Assuming that no adjustment
is required for capital gains and losses,

S

[(1PA + :FA + ALA) - AL - NC] - D

savings (net)

@
=y
o
[A
1]
w
1]

APA = purchase of physical assets including non-monecized invest-
ments, consumer durables, and buildings minus the sale of
such assets.

AFA = acquisition of fimancial assets like shares, sgcuricies,

insurance policies, etc. minus liquidaticn cf these assets.
ALA = acquisition of liquid assets like currency, crop inventories,
bank deposits. informal loans, amounts receivables, etc.

minus ligquidation of chese assets including recovery c:

informal loans.



AL = change in liabilities, i.e. borrowings including accounts

payables minus repayment of past debts and accounts payables.
NC = inflow of capital transfers minus outflow of such transfers.
D =~ depreciation.

As can be seen from the above, the data required to estimate savings
are enormous and ara subject o wide margins of errors. Moreover, ex-
clusion and inappropriate treatment of one or the other item, as will be shown
below, would also distort the savings estimate.

The RBI estimates consist of non-random errors, since many of the
items like depreciation, changes in inventories etc. are derived by making
arbitrary and at times subjective, adjustments. Econometric models used by
most macro time-series studies under review do not allow for non-random
errors and variations in the data (Rudra).

Second, when these models ragress rural savings on agricultural
income, the good fit obtained by them is artificial, besides showing
circularity on which the estimates of both savings and income are based
(Rudra).

Third, the RBI series exclude rural savings in the form of non-
nonetized investments. éuch investments take the form of land improvements,
digging of wells and water channels, reclamation of lands, laying of new
orchards and plantations, construction and repair of farm buildings
and cattle sheds, etc. These investments have genuine cost even if
they are undertaken with family labor. This is because the direct cost
of such labor would be its consumpticn without which it cannot contribute

%o the procuction process. Morecover, the indirect cost of non-monetized
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investments also arise froum the increased productivity which would be foregone
if such investmemts wers not undertaken. These investments are very signi-
ficant for smaller farmers. =Zven in 1970-71, according to the large-scale
sample survey of National Council of Applied Zconomic Research (MCAER), non~
monetized investments for farmers owning less than five acres constituted
three percent of their income, and 37 percent of their savings. For the entire
sample the corresponding figures were two and eleven percents (Bhalla, 1976).

rourth, the RBI series also excludes savings in the form of gold
and jewelry on the zrounds that it is a consumer durable. Such a form of
savings is often undertaken to hedge against emergencies. It is also held
when the access to the formal 3FM is non~existent and/or imperfect. Under
these circumstances, rural hcuseholds borrow “rom infor=mal credit agencies _v
providing such an asset as collateral. These borrowings often Facilitats
non-monetized investments through family labor. Providing loans against
such collateral is also popular among some formal financial agencias. Rural
saving-income ratio would therefore be affected by the exclusion of zold and
jewelry. This ratio increases by about 30 to 35 percent for the three years,
namely, 1951-52, 1956-57 and 1961-62, for which the relevant data were avail-

. . 1

able to reestimatas savings.—

rifth, the RBI series overemphasize the concept of net savings
even though the estimates of depreciation are considered imprecise. These
estimates are derived by making liberal allowances for replacement, repairs,

and mainterance of various farm assets. For rural housing and farm assets

it is extremely difficult to distinguish expenditure on repairs from mainten-

ance, and replacements from new investments. For this reason, estimates of

1/ Data for this are taken from Ishikawa.
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gross instead of net savings are preferred to judge the savings capacity of
rural households whose farm technology is not highly capital-intensive.

(Raj, 1962).

Sixth, as mentioned earlier, the RBI series is based on the rural
savings data obtained for the AIRCS and its follow-up. In deriving this
estimate through the Asset Account method net bosrowings of the rural house-
holds are deducted without allowing a credit for net lendings (i.e., informal
loans including accounts receivables minus their recoveries) of these
households (Paniker). Non-availability of data on lendings and recoveries
(RBI, 1960, p. 317) may have caused the exclusion of this item from the sav-
ings estimate. Another reason for this treatment could be that the net
borrowings of the rural sector migcht have been considered an inter-sectoral
transfer. However, such treatment cannot be justified on either of these
grounds. This is because an overwhelming provortion of rural borrowings was
intra-sectoral; it being 93 percent in 1951-52, and 81 percent in 1961-62,
assuming all non-formal credit was provided from within the sect:or.i

Considering these proportions, rural savings can be reestimated
for 1951-52 and 1958-59 for which the required detailed data are available.g/
The savings to agricuwltural income ratio for 1951-52 now works out to 5.8
percent instead of 3.4 percent implied by the RBI treatment. For 1958-59,

the corresponding ratios are 3.6 and 3.8 percent. The extent of underestima-

1/ These data are taken from RBI, 1954 and 1969.

2/ Data for this are taken from Paniker.






of savings to income usad in the RBI estimates of rural sav-

. l/
ings.=

(2) Rural households are homogeneous in their cash-flow profile.

This homogeneiry assumption needs to be tested not oalv for differ-
ent types of households but also for a given househcld's profile

of cash-flow during the vear and over the vears. Rural households
receive a large part of their incomes only once o twice a vear,
whereas their expenditure is more or less continuous. Suc.. cash-flow pro-
file results in periods ot deticits and surpluses. RFM policw
emphasis on extending credit is derived from, among other ractors,
the deficit period aleone. Yet another implication is that the
estimate of interest-elasti.ity oI savings for an aggregate period
of one year may not be sufficient to determinz households'

response to saving incentives.

(3) Rural househclds tend to save only when their incomes increase.

(4) These househelds do not respond to saving incentives like higher
rates ol return on ctheir savings. For this assumption to hold either
the negative 'aggregate income' effect would have to fully offset
the positive 'substituvcion' effect of a rise in saving incentives,
or both these effects would have to be close to zero or too small
to be significant.

(5) Related to the preceding two assumptions is yvet another assumption
that the raticnalitv of rural households' decisions to consume now
or later is unimportant to studyv.

(6) rinally, the demand for credit by the rural households is interest-

elastic, whereas their savings are interest-inelastic.

1/ Since 19%6 the RBI has discontinued estimating these savings.



ns would require inccrporating toth
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Test of the above assumpti
the "ATS' and 'ITS' hvpotheses. This would be possible for both the marcro
and nicro data on savings, as is amply shcewn by the two studies reviewed
earliar. Besides using this conventional approach to savings research,
fucure research might also De conducted by carefullv selecting samples in
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ssing tecnhnological change or special
nobilization programs. Undertaking such studies would tesv the two

hyvpotheses under conditicns where returns to savings are changing. Studies

can also be organizsd te 2valuate the imract of upward revisicon in the interest
rate and such other policies that would mave a more direct bearing or

saving incentives. Such pilot savings moblizarion programs and studies based
cn them mav be given a prioritv over other types of savings and credit
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studies, for thew weuld Zacilicate introduc

revisions f~r the RFM in general.
Ccnclusions

The "abilitv to save' thesis has been extensively studied in

1
Trdisz as well as in other low income countries (LICs).= These studies have

" . .

~een useful, but their neglect of the "'incentives to save' livcothesis

{mplies an assumpction that the iIncentives and opoortunities to save nave

rot much rnle to plav in i.creasing savings rates. Testing this hypcthesis

and the assumptions underlving them should be given a high priority in

future research on rural savings. This research needs to carefullv specify

the incentives variable, since rural households hold their savings in the

1/ For a review of lizarature on this subject on LICs see Mikesell =t al.,
and Snvder. Even these raviews are incomplete in showing the critical im-
portance of the 'ITS' hvypothesis.



form of 'phvsical' as well as "financial" savings. It also needs to preperly
cdetermine the direction of influence of the rates of return on both the volume
and the ccmposition of savings. 3esides using the ceonventional approach

to savings rescarch, future research might be conducted by caretfully

zmples in the areas witnessing technelogical change or special

7]

selecting
"“inancia." savings mobjilization programs. The new literature may also be

developed bv premoting and researching programs with better rates of return

on financial savings.
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