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Erazmework of Analysis,

r»Ccmmch;al banks' are the most important’ flnancla1 1nst1tuti°

in the Bahamas ir terms of the value and volume of financial intery,]
idlatlon.hulndeed banking and finance

is the second largest 1ndu5tq

and is. estimated to contribute scme 1132 to the Gross' Domestlc Promw

The commerc*al banks in the Bahamas are ail branches of transnatiom-

banks.:™They.are the dominant mebilizers of short and medlum term
sav;ngs and ‘the prime sunpllers of short term capi tal.

‘pJEhe canacity _to grant credit is one o:, if not the most impes
tant *wux;on 'of a bank and.the extent to which it

ef:x 1 rtly .do this uenends en the ability to ralse funds Deposits

are?the‘mcs ;innortawt source of funds and ultimately determipe the

ir ' '
i w

size ¢ f a kank’ s portaollo. For monetary policy reasons, therefore,

. L

DT

it is lm:oruant to be able to determine the factors which 1nrluence

the“aenanq for bank deposits because of the ;mpllcatlons

supplyianalySLS and commercial bank portinlic behaviour.

for money

‘ThlS is an exD’oratory study which es timates some demand

view teo ided

demznd for these.financiazl agsets
: |

organisad as fcllows,: Section on
for the analysis. In section twa

ia estimatad and the rasults

can e*fectlveTy i

Th

on the determinants of national savings.
frum the classical and neoclassical
interest.’ The cther view expounded from Keynes and other con

economists, such as, Franco Modigliani and

on income.

The main architects of the classical +heor

John Stuart-Mill and Alfred Marshall,

ere are at least two broad views prevailing in the 1

iterature
One view. which emznates
schools erphasises the rate of
temporary

Milton Friedman focuses

Ty were David Ricarco,

The classicals' argument is

summed uvp in this cuote from Alfred Marshall:

"The whole of man's income is expended

services and of commodities.

spands some portion af ki

With thet ha is szig

the production of wealth from which he expects

enjoyment in the future".t

familiar economic axiem that a man. purchases lzhour

with that portion of his income which he saves jusk

in the purchass of

It is indeed commenly saié that a man

s income and save saves anothe* i

But it is a

and commodities

m

as much as he does

to spend...., He is said to save when he ciuses

the labour and the commodities which he purchasss to be devoted to

to derive the means of

According to the classicals, the amount that is saved will be

determined by the rate of interest. as interest rates rise pesople

will be inclined to save more and consume less,

The Keynesian revolution based on under-employment egullibrium

Dade saving a function of income and inceme a function of investment

48 opposed to the classical

determinant of investment.

ard neoclassical view of saving as a

:

The notion of a consumption funetion
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Keynes explici tag i
¥ plicitly related S&Ving to income throy h hi .
logical- i % ' VLS payche.
=1 1l propensity to consume. Since saving is i .
< s 15 lncome mi

bt

nus COnsump.

tion and since Consumption is assum

2d to increase less than proportj

to inconpe {pradicated on e osit t £ wﬂﬁ
p icat the propositign that mpC- alls i e

, ) b as inco I S
} 1 - me Tisegsss
eR saving should iRCrease more than Proportd v o ncom fg“
h Porticnately g income i

Other economists,

such as J.s. Duesenberry,
ad M. Friecman h

- Ando and Modigliaﬁgﬁg
| &ve argued that saving behaﬁiou: is =
£9current income but also by past levels of income th ¢ e
$oWER 2and the age digstribution of household | f . fte o in?omﬁj;
- e N I s. Acccrclng to Duesenbuﬁ%%

level o £ ;
£ gurrent incomes relative o higher inc ==
- I G?x*

’ - + 1 -
M‘P_. avi Q C t -
ars and zlso on th-e a (=] ute .1@ e or i c
Iaviouns Ve bs 1 vel ncome

!cderﬁ
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= current income

A
f

= highe { i
a ghest lncome attaineg previous o year &

Duesenherpyls Ralative incema- Aypothenis may

7emant over Raynes!

be gaen az an im-

Ahsolt
olute Tncome Hypothesis in the sepse that it

i
determined notomggi

virizbie, lagged’

analysis of savingdbehaviouz.
fhe padic idea of Friedman's Permanent Income Hypothesisd'ana el
ande/Modigliani's Life Cyele Hypothesis® is that a consumer plans his *
expenditure not on the basis of income received but rather on tha-

basis of his long-run of lifetime income expectation. These theories
are, therefore, basad on the‘solution to the problem cof consumer;

choice where the individual tries to maximize - ... : N T

U =

subject to the present value comstraint.

sy e

In its simplast form, the linear eguation in Friedman's &nalysis

P 8 Bae n
is: -
s, =a +a, Y, + Y.
= c ) ~1 Pt LS
whera . o j -
¥, = permanent income ( o
t ; drioe
YTt = transitéry income

Friedman theorizes that changes in transitory ihcome will

¢ ' ' g

directly in changes in the level of saving since consumers saVve mo:
. o B LR AN S

out of transitory income than permanent income:. M

The Andé/Modigliani Life Cycle Hypothesis assumes that‘indivijual-;
attempt to spread their lifetime consumption evenly over théiri}ivés-:J

by accumulating encugh savings during their earning years to mqinf:in=




sav1ng is pOSlthE becaUSe the worklng 5o

:rv t;cn tenus ‘to be larger than the retlred populatlon The high
. g

level of clrrent per ccnxta income, the larcer w11l be the an
Ournt

sav;ngfnecessary to ma;ntaln an 1nle1dLal s consummt10n

an increase in 1ncome in a part*cular Yeay

lEVel lﬁ

<ret1rement. Therefore,

affect that year s ccnsumctlon but w1ll also 1ncrease sav;ngs 3
N i == g

_ual seeks to equallze CODSLHPL‘OH over hlS remaining “‘F
E ) . . B ] ‘__-4.\

3

nce by many econorlsbs or the p*ooos1tion &?7

base tHelr current conSUth‘on/saVLng dec;szons on more th

i 3ust chrent and PdSh levels of income. Sav;ng may also be influe

e -~ ~ . '
by other facters, such as inflation, the general investment glipatd

i S8Vings propansities, as well as certaip non-econemiec factors

instance, differences in, the savings rate’ of different cdunf*1eSQF

. . ) #:
reglions may be due to Sociological, political, institutional or cultwis

~conside:ations.7

‘.. Thea foregeing discussion attempts to identify the various facd

.'ecanémic and non-econcmic, that influence the growth of real saviy

Real SaVlngS may be defined as savings devoked +o capital accumul

hat 15 Net National Product minus Consumption. Income-esrners B

save and 1nvest their savings tc earn interest either on the capih

market o)

‘they may DTace them in financizl institutiens. Saversﬁ

“e we will hardly have a situatﬂéi

egulllbrlum 1n the market, financial savlngs may exceed lnvesr.!rf--‘nl

In the first instance,

‘lnvestment may outstrzn SaVlngS interest

i
eV e

Caplta lnCU%“

‘case,;the

“on investors

growth in invesiment will ultimately result in growth in money income.

alia,

rinancial savings may grow if interest rates are sufficiently attrac

otherwise the growth in money income will he reflected in a higher

‘rate of inflation particularly in a relatively closed econcomie systam.

Financial savings will normally move in line with real savings
and since commegcial banks are generally the most significant mobilize
of financial savings, if these savings increase then deposits should
increase pari passu. Furthermore, if the banks increase interest
rates on deposits this will reinforee the increzse inrdeposits through
a net shift in the asset preference of,wealﬁhoWners toward bank
deposits, especially if non-bank Ffinanecial intermediaries do not
increzse their rates correspondingly.

It is a widely held view among economists that inflation reduces
savings.8 Inflation resuits in a lgss of real income to savers, thus
reducing the capacity to save. If we zssume that inflation causes
the household sector to lose income to the business sector, then
deposits will fall since the household sector generally holds mers

. . : 2
However, as Bourne notes( ), the

depesits than the business sector.
impact of inflaticn also depends on the extent to which individusls
can protect the.real value of their financial assets, as well as
provide an additicnal source of income, by holding a& greater propor-
tion of those assets whose nominal yields are higher and/or tend to
vary with the general level of prices. Such assets may ;nc;ude time

deposits, equities; and unit trusts. But if capital markets are

not sufficiently developed, then the choice open to most savers will .
be limited tc time deposits. It is guite conceivable, therefdre, that

- /27 -




for future security and this may take the Form of a2 relatively Secy,

asset, such as, time deposits,

It has been suggested that since inflation redistributes incom

in favour of the investor class, then the decrezse in savings that o

would expect due to inflation would be offset to some extent by ap

increase in savings from this elass of savers. But there is no a pri

reason to expect “that these individuals will have a higher

.

to save ma*t*cularly since they are known to favour conspicuous congy

PICpensity

tion, = - :

As Worrell {27}

ohserves » & change in the propensity to save wi])

normally aifect the rate of accumulation of Zinancial assets since iy

institutions are ents of intended st

4

cial initially the direct Tecep:

However, financizl assets in the form of bank deposits will
sarily increase as it depends on which

latin financial assets more xabidly-
i
W assume that the

financial assets than the household

hoTG sector, then deposits should increase. Iz
business ssctor is acguiring more
sector;,
However,
meney and capital markets,
attractive nartlcularlv tire deposits.

Savings may alsoc depend on certain institutional factors such
the level of development of the banking sector which, in additien to
the institutionalisaticn of the banking habit, will have an expansit
effect on depasits. In&iv;duals may prefer to hold deposits for madly

reasons, such as, liguidity or to earn interest.

- 128 -

not neces

sector of the economy is aceuds

, 3
If we assume that it is the MF#

then other forms of assets may be accumulated rather than depes
if the cholce of financial assets are limited due *o undeVé*

then the bus~ness sector may find depcs;tga

In all, there is ¥

=1,

the income éarned“frbm sav;ng in long-term securltles is, hlghe

thet from deposits, the Ilsk incurred in the former is,ia;ﬁg;ﬁateri

Finally, the growth of ccmnerc1al bank depOSlt 1i§bili1193}r

Denoslts BRIE e

is -due to supply as well as demand consi derahlons

alsc supply-determined ow1ng to the fact that banks create dep051t§,

when they lend.

" ._,r.l...,

of an expansion in bank lendlng. hlthough the stud' focuseswon&, ;~

When we relabe the demand for deDOSLts to the dlﬁFerent va1ables”

we should bear in mind *hat we are measuring both a2 demand an

function and not a demand function only. o cooee hrier

s R e e R

T —— b ol ca—




- FD = By + B,GDP =+ B,P (5}
}?e wlll pcw estlmate the demand IUnCt.‘LOI‘lS for the four categor : .
5
tctal ‘deposits, demand: deposits, sav:_ng denoslts . where FD = fixed deposits. )
and ‘:J.xec: cepcs:r.ts _. for the period 1973 - 1982.° The demand f\mCtih
may be expressed in real terms as followsy }
D = B, + B,GDP +  B,RSD {6)
r D ‘ : £IGDF, B, x] it where RSD = rate of interest on savings
T ) - deposits
where D = real total depcsits, demand
deposits, Bavings deposits or tims deposits _ .
o oD = BO + BlGDP + BBRSD (7}
GDP' = inccmé':_,;h ‘constant prices 5D = By + B, GDP +  B,RSD . (8}
. _ . = =
P = rate gof inflation FD = B4 + B, GOP ¥ B,ESD (2}
r = rate of interest on bank deposits D = By +  B,GDE o+ B,RFD {10}
where RFD = rate of interest on' fixed
40 ri0Owing to limited computer capacity, only twe explanatory variab# deposits
vcould be.iincluded in a particular model specification. Consecruent’}g%,
. S PE: . DD = By, +  ByGD?  +  B,RFD (11)
t 'speqifications were formulated. . The fu.nca_a.ona%@ ) ’
rnﬂor_ tbe che1s were assumed to he l:.near. The demand functicns ¥¥ sp = 3B, o+ B,GRP + . B,RFD (12)
= ) : Ay : :
. . FD Bg *+ - ByGDE +  ByRFD (13}
B,P {2
= Empirical Results
: 3 £i i T 1 incom lasticit:
total deposits This section presents scme regressicn ?55}.11{:5 and income ela citr
) . &stimates. The equations were estimated by the ordinary least sguares
ENTI . L ‘ .
SRS B,GDP ¢ a,5F {3} technigque. All the variables except interest rates are expressed in
“ real terms with the retail price index (Novembar/December 1971 = 100)
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- s .‘.*%_ * . . ) ‘ .. . . D e
™ . - . -E es. The sign of the income coefficient is pe ative for tetal
roduct was used as a Proxy for national income, cas L 38

The fixed deposits rate Is that @n deposits of thrze months matﬁi F deposits and fifed depési%s ?uthéos?tive.for Sav%n?s a?d-deéééd:éefofi
under the assumption that movements in this rate adequately Prox; ée?ondly, the estlmata‘of ?he inflation V?r?éble_ls é%fo”f?iig?ir
the rates an other maturities, rhe Btatistics in parentheses ara Fiant in 1l cases and SUTpERsingly enough al%r%h? flg?ﬁ‘ofdi??5infii
rrtics, : . _ tion cceffifient are positive. Thirdly, +he e@ﬁ%t?o§§ had ;i?#iéu:

The models represeptaeg by EQUétionﬁ (2) te (5) were fitted g explanatory power as eyidenced by the EXEIETElyfﬁé%:?é" PR
annual data for the period 1873 - 137g and the results are as The resul?s of the models specified in éqgatiéhf (E)Jto‘(;Biia ﬁd
follows: ) ‘ prgsenﬁed below: s

' ] D = 1,934.25 4+ o0.19gpp = 3.17RSD
D = 13948.33 -~ 1,30aDp + 1.68p (14) {0.35) {1.87) .
{-0.29) . (1.88) ‘
2. ' % = 0.0010 SEE = 202.76 F = q.0] :
R= 0.0087  sEE = 202,13 F = 0.00
b = 604.30 & l.824GDP 4+ g, 34p (15) ‘: DD = §616.73 - 0.03GDp 0.67RSD 19)
. {0.93) {1.12; T (-0.12} {(1.15) .
B = 0.0185 SEE = 70.91 F o 0.12 2 3 ' . L Tt
2y R" = 0.0003 SEE = 635,75 g = .0.004" SRR L O
i . ﬁ l ' . BT R A L L
SD = 435,47 4+ 1.24gpp 4 0.25p 16 b3 , L . L T
(0.72) i (1.16} (1€] =5 5D = 443.80 < 0.08gpD + 0.57RsD (20) .
PR E ('_-0.58} {‘1‘201’ . . gy e
LS C.o1s5¢ SEE = 57,22 F = 0.08 o ‘ . i =i
=S R* = 0.0010 sEz = 5579 F = 0.003 .
FD = 905.88 - 4.ssepp + 1 gsp an . i o
' (-1.34) {1.93) - - .
i FD = 872,90 + 0,3z¢pp + 1.34RsSD {21)
= (%.92] (1.88)
= 0.0447 gEr . 125.83 r = g.g9
R® = 0.0028 sEx - 123,42 . F = .0.02
An attempt will be made in section four to discuss socme of wﬁ% N
possible reasons for these generally poor results. A few observa i ‘ : RERE
tions may be made at this int. rFirstl r contra te a iori .
Fe ¥r contrary prioz D = 1,963.46 - 4.53GDP + 2.18RreD S
=/3x - /230 (-1.86) (l.ey. .~

Mo . . b




+ 0.46ReD (23)
(~1.28) (1.18) A
R = 0.0106 SEE = 68.84 F = .01
SD = 449.63 - 1.03GDP  +  0.39RED (24)
(Z1.51) (1.21) |
~
®° = 0.0125 SEE = 56.90 F = 0.0l
FD = 890.02 - 2.45GDP  +  1.34RFD (25) v
(~1.65) (1.51) 2
&% = 0.0222 SEE = 123.17 F - 0.01 -

' As a generzl note, the s
for the inflation variahle ca
specifically, the income coef
The sign of the income coeffi

{21) but negative in all the

The estimates for the interest rate variable are =21l insignifice

: - s 2 s . i . . 188
However, the signs of the interest rate coefficients in eguations (I

(20),

{18) to {25) have gained noﬁhing in terms of explanatory pCower as

both 2 and F statistics are

In an attempt to determine the influence of intarest ratas onil

some demand equatlons were estinated using interest rates as the exXM

tory variables. The results

- 3%

=z,

(22) and (25) are correct.

rate

ubstituticon of an interest

<

f

H

o

B

o

(=

&
TR
g il

used n¢ improvement in the results. Horg
o . BT
ficient in 21l instances are insignificsd

:

cient is positive in equations (18) and

other ecquations.

7

The models represented by eguation§

smaliar.

are as follows:

—

T

1

w 1,974,288 -

D E87RSD +

: 0.20RFD (26)
(-1.83) (C.36)
Rz = 0,0022 BEE b 204,48 F = 0,05
DD = p25.58 - 1.64RSD - 0.04RFD (27)
{(-1.29) (-0.21)
2 e
R = 0.0005 SEE = 65.15%5 F = 0,03
SD = 452.52 =~ 1.60RSD - 0.09RFD {(28)
(-1.52) (-0.62)
Rz = 0.0031 SEE = 57.28 F = 0.04
FD = 895,12 - 3.61RSD - 0.33RFD {(29)
{(-1.58) {1.01)
®® = 0.0054 - sEE = 123.74 F = 0.03
Hone of the interest rate coefficlent estimates in equations {2§)

to (2%) were statistically significant. However, the signs of the

coefficients were correct in most instances. It is interesting to
note that the sign of the savings deposits rate in eguations (26) and
{28) has changed to a negative. Indeed, when sa;ings deposits were
regressed against the savings deposit rate only as shown in the
following equaticn, no significant relationship was discerned and the

sign remained negative.

98.055DR
(-0.68)

- 135"

s = 837.61 - (30)



1.87

A similar eguation was estimated for fixegd deposits with the
‘rate of interest on fixad deposits as the sole @xplanatory variahi,

The results are shown below;

FR = 1,362,531 - 78, 3ipep (31)
. : (=2.17)
% = 0.6575  spz < 580.91 F = 1.g3
The

interest rate coefficient was statistically significant at

N . - ‘ :
the 5 per cent level angd the value of R* s resasonably high. Fowever!,
tha sign ¢f the cgef

ficient sstimata is wrong,

The results presented so far have been generally pecor and clearly
Suggest the need for a further change in the specification of the
#odel. The results of an alternative

fpecification are shown below.
D = -55.61 + 317.98GD>5 (32}
(5.22)
r? =  0.8718 SEE = 2,375.42 P = 1.99
DD = 197.43 + g 93eDD {33)
(1.42)
2 = 0.3344 spr 503.75 F = 1.96
50 = 87.35 4 355.84gpp (34)
{1.48)

[]

-347.14  + 195.17aDp

(5.85}

0.888¢

I

SEE

1,460.35

The results are generally better.

The income coefficent estimates
in eguations (32) and (35) are significant at the 3 per cent and 1

per cent levels and the signs of the income coefficients are all correct.
Secondly, with the inflation variable and the interest rate

varizble dropped, the explanatory power of 211 the eguations have

increased considsrably particularly in the case of equations

(35).

(32) and

This indicates that inflation ang interest rates are not important

: variables in the demand for commercial bank deposit liabilities,

Table I below glves the income elasticity estimates for commercial

" bank deposit liabilities.

MY i ) ok

Table I: Income Elasticity Estimates

Commercial Bank Deposit Liabilities

Rependant Variahla

Gpp
o 1.0254 .
ol 0.6812
sn 0.8040
FD 1.3933

*Elasticities were computad at the point of means.
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in the next section.
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ions of these elasticities will
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An attempt will now be made to assess the findings. fThe fact
that the results wers unsatisfactory.in all but. two cases does not
imply that the theory underlying the model is inadequates but is due
rather to certain perculiarities of our domestic monstary, economic

‘and firancial sitvation. The limitations of the study, some of which
will be discussed in the concluding section, should alsc be borne in
mind when assessing the results.

Equation (32] shows ihat income is the only impertant determinan-
in the demand for total deposits in the Bazhamas. A Priori we would
expect interest rates to zlso be an important variable, however,
eguations (18} and (22) indicate no significant relationship between
interest rates and total deposits.

None of the specifications

[}]

or demand deposits show income or
interest rates as important varizbles. The same holds true for
savings deposits. This suggest that there mzy be other factors,
probably non-economic, which may influence the demand for savings
deposits, such as, the guest for security.

From eguation {28), we see no significant relationship between
savings deposits and the rata of interest on savings or fixed deposit:
This may be due in part to the fact that the sayings deposits rate
in the Béhamas has shown little or no change over the sewven year
periéd under review. Normally} individuals may hold a2 small amount
of savings deposits which for precautionary reasons, they may require
ta be very ligquid. This suggests, therefore, that liguidity rather

than interest rates may be = more dominant factor. Some caution shoul

VEYE



deposiﬁslféte since We are usi
months maturity.

Equation {35) reveals that income is the major déterminantw
the demand for fixed deposits. The rate of interest on fixed dER
is insignificant in all instan;es. However, eguation (31) ehowg
that fixed deposits bear some statistical relationship to the thry
mqn{hs fixed deposit rate. Conseguently, we may infer that thig
ig a reasonable proxy.

The results obtained for the effect of interest rakes on
deposits overall suggest no significant relationship between depe:g
this implies that chasp

and interest rates. At the policy level,

in interest rates will not lead ¢ any growth in the level of demt

A caveat may be noted here,

the conventional model itself but rather to peculiarities of the

T,
Sab

Rahamian eccnomy.

ProtS
i

1L

The income elasticity of demand for +otal deposits exceeds:

{1.0254) which & priori we would expect. In the absence of any

R TR

maticn on the presence or ctherwise of serizl correlation; we ma
conclude tentatively that deposit holders in the Bahamas increas
their holdings of bank deposits more than proportionately to thej:

rise in incomess.

The income elasticity of demand for demand deposits is pos
and large but less than unity. The fact that the income elastid

of demand for savings deposits is greater than that for demand

T

deposits supporis the widely held view thak as income increases
composition of deposits ghiftsin favour of savings deposits,

Wnile this may be the case in developed economies, it may

~/ o~

This is not due to any shortcomingsd .

a developing country like the Bahamas,

on the income group involived,

for demang

deposits,; as 5avings deposits are usually held by low-ine
- = ome earner:

s 3 . ) )
A5 income increases, therefore, the Structure of deposits may not
. ot

shift from demand g savings. Indeed Table I shows that the shift j
C i1rIv ar

oo s , .

the composition of deposits in The Bahamas was primarily from demand

deposits to fixed deposits,

The high estimate of the income elasticity of aemand for time

Aspasits muggests that tips depesire uhnuld be clasaifi
gaed.

ad as a luxury
Thiz large, 1tiy 1 ]
tge; poslitiye valus BUpporte our hypothesis that as.

7 3 A o= : 4 '
jnc:::ne L]lCCEaSES, [',.ile Shlfl— in the CO[IDOS; tiOIl o dEDOSitS 15 Primari

. N -
tD .L.:.J{ed dEDOS_..tS.

Before woncluding thi i i
. ¢ TAls section, it ghould be noted that khe

elasticity estimates depend on the efficiency of the regressio
i I n

PR . . .
Coéitlicients, hence they should be ihterpreted with care




as the majar determinant jip the demand for total depesits and 5“&
deposits.

is no reflec:im
is due rather to internal considerations,
The results are tentative apg should

limitations that the study faced,
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the series are presently underway,

Secondly,
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If our database can pe refined and expanded and given the ant:

Pated additional Gomputer capacity, we may be able to obtain more -
Stantive results jig future research, It is also hoped that the
inclusion of other variables,

such as, the rate of interest on geped
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- 4ith more than three (3) months maturity may lead to more Satisfactory
" with T .

§ 5 esuikts in future research,
.
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This appendix gives a bries
description of the data usea in the
empirical section of the study.

211 financial data were obtaiged
from various issues ©f the Central Bank
of the Bahamas Quarterly Review.

All variables were expressed in
real terms using the Retzil Price Index
tNov./Dec.lS?l)= 10C) as the deflator,
Data on GD? were obtainag from the Depark-
ment of Statistics Report on the Naticnal

Accounts of the Bahamas, 1573 - 1973,
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