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A STUDY UF SCLLUULLD BANLS RISPOMSE T0 CUS

OF ALTERIATIVE SOURCLS UF FLhNDS

by
Fcteh Ii. Chrudhri

I. INTRODUCTIC:

Cur ¢in in this paper is & limited one. We wish to
study, (o) whet weight the Ptkisteni benkers essign to cost
factors in ccquiring short funds from c¢ltern: tive sources of
supply and (b) how good substitute cre these «lternative sources
of supnly of funds for scheduled benks in Pakisten. We have
cliosen for our study the two short money markets existing in
Pabisten; newely, tihie cell money market and the Giscount window
of the State Bank of Pakistan. ,

Dr. Porter hes «¢lso tested the hypothesis_/how net free
reserves (defined as excess reserves minus scheduled banks
borrowings from the State bank of Pokistan) are influenced by
the relation of the call rate with tiie cdiscount rate. He thinks
thit scheduled banks in thie aggregete respond in some fashion
to the spread between the discount rate encthe call rete. ke
considers the spread between these two s the critical varicble
in explaining scheduled binks' borrowings from the State bank of
Pakistan. This @ssumes thet the funds cvaileble in the inter-benk
call money merket and- from the State Benk of Pekistan ere very
good substitutues. We wish to stete more explicitly lLow good
substitutes are these clternative sources of short funds @nd how

much 'critical' is tlie snread between the cell rate and the

discount rate in explaining scheduled bank behaviour pattern.

“The cuthor is & resecirch ecconomist ot tle Pekistan Institute
of Development wnconomics. He wishes to express his indebted-
ness to lir. sabdur Rehmen, & friend ¢nd colleague ¢t the
Institute, for hLis helpful suggestions on the design of this
study. He &lso wishes to thank Lir. Gazi Lholiquzzomen shmed,
staff Leconomist, for providing computetion:l help. T.e suthor,
however, rewmains fully responsible for cny remeining errors
and for the points of view put-forth here.

1/Porter, Richard. C,: Liguidity and lending: Volume of beank
Credit in Pakistean, Larachi, Palistan Insvitute of Development
peonomics, 1963, bect.oon: All.




In our opinion it would be more illuminating if we compared
tne relative cost of <lternetive sources of funds, i.e. the
call rete and the ciscount rate, in such & way that variations

in cost not only exnlcined tie veriations in the level of
scheduled banks. borrowings from the State Bank of

1

Pakistan and the inter-bank call rioney market but also showed
the strength of relationship between the ch&nges in the
relative »nosition of these raetes cna the clianges in the level
of funds transacted in the two short money merkets. This, we
intend to do with & methodology to be outlined is section

IV below.

I. Tho HYPOTHLOIS

-

wince bothi the inter-bank call money merket and the
discount window of the btete Bank of Pakistan are generally
assumed to offer funcs to scheduled banks for short run purposes
and banks in need of funds may have access to both the markets,
our hypothesis is that schecduled banks behaviour peattern. in
obtaining funds, &s rational operators aiming at minimising
costs, is highly sensitive to the cost of alternative sources
of funds even in an uncer-developed short rnoney markets
like theat of laliistan. 1n otiher words we expect a nositive
relationship between an increase in the rate of interest in
one market anc the increase of funas transacted in the other.
:1s0 we exnect a strong anc significant relationship between
tiie two series of funds transacted and tiie interest rates
clierged.

To test this hypothesis and to have & better perspective
of scheduled banks operational behaviour, we shall sinpnly
compute and study the elasticity of substitution, e,
betwean funds borrowed from the Stete pank of Pakisten
anc the call money wmerket. This will slso »nernit us to sec
how nucl: veriations in the relative level of borrowings from

thie State Bank of Pakistan and the call money market can be
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explained by varictions ia tue relative position of the two

rates -- i.e¢. the call rete and the discount rate.

I1T. POLICY In2LICATIui OF Tril STUDY

The »nolicy implication of t..is study is that if the
elasticity of substitution, e, is found to be high and the
coefficientyof determination between the relative pnosition
of the two rates and tiie level of funds transacted in the two
rarkets is clso high, then by meneouvering one rate in one
narket, the anount of funds transacted in the other would be
affected in a predictable fashion and the same may, therefore,

be influenced in the desirable direction.

IV. IMLTHGDOLOGY OF Tii. STuDY

Let us designate

YC quantity of funds transacted in tlic call money
market ;

wd quantity of funds borrowed from the otate bank
of lakistan;

Pc the average rate of interest in the call
money market during & certain period;

- 2d  the discount raje during that neriod ;.

The elasticity of substitution, e, between the funcs
borrowed from the State venk of Pekistan anc the call money
market may then be defined by the following relationship:

(c/ud) = & (Pa/Pc)® or

log (4c/id) = log « + e log(rd/Pc)

"hen log (Pd/Pc) is regressed on log{uwc/Jdd), the
elesticity of substitution, e, and some resicueal is found.
The double-log form of tlie regression is «pnropricte to find
elasticity over the whole range anc is likely to give
satisfactory fit to the datz in our case.

Ve BPTRICAL nSTILalid

Hegression between log (2d/Pc) and log (4Wc/Rd) yielded
the following coefficients of the equation
log(wc/wd) = -. 104080 + '1.568188 log (Pd/>c)

(.192)
R = .94Lb



The coefficient of log (2d/Pc), = 1.50188, is the
elasticity of substitution, e, between funus transacted
in the inter-bank call money market «nd funds borrowed from
the State bank of Pakistan, ihe figurec in the parenthesis,
.192 , indicates its standard error. The coefficient means
that &n increase in the .ratio of discount rate to call rate
by 1 »ner centege point would give rise, ceteris paribus, to
the ratio of call money funds to discount window funds by
1.57 percentage points. dign of the clasticity coefficient
is also consistent with our hypothesis of & positive relation
ship between changes in the rate of interest in one mariet en
the changes in the amount of funds transacted in the other
narket -- i.e. if the ratio of 2d to .'c gues up by 1 per cent
tlie retio of wc to «d goes up by 1.57 per cent.

The coefficient of correlation between the ratio of
interest rates anc the ratio of funds transacted in the call
money market and the discount window of tiie Stete Bank of
Pekistan was found to be very hizh, (R = .973) and
gignificent at 1 % level of the significance test.

The coefficient of deterudination, (R = .94b), was
therefore, slso very high. It means that veriations in the
quantity of funds transacted 'expleined! witi. tlic variations
in the relative cost of funds are very high-- i.e. about
95 nmer cent. In other words, factors othir than the cost
or funus are not important ceterminants for the amount of
funds transacted in the two markets.,

To be able to test the »resence of autocorrelated
disturbances, the Lurbin - latson stetistic, d, was
calculated end found to be, d = 1.47. For 30 observations
end one exnlanatory varisble, the Lurbin-! atson unper bound
du 1s equel to 1.32 at 1 0 level of significance. Since the

1

figure for our ¢ is greater then du tie hyvothesis of e

rendom disturbances in favour of & positive autocorrelation
camnnot be rejected -- i.c¢. there is no evidence of
gutocorrelation among the residuel terns.



V. Cu..CLudIunS

The findings are quite significant in view of tiwe
fact that the call money market is not very well developed
and 1s a@llegec to surfer from rigidities and imperfections.
Uur fincéing of & high c¢lasticity of substitution between
the call money auc the discount money, depencing meinly on
the cost of two sourcus of funds, does not. support the
asscrtion, often mace, thet the existing intercst rate
structure end scheduled banks behaviour pattern are
insensitive. .he Ligh elasticity of substitution, ¢ ,
further revudiates the assertion that ' in the absence
of a well develoned short money market anc extensive chain
of commercial banke, thie efficiency of tiwe. benk rate is

2/
rather limited' .

Let it be rewembered here that the cxtent of activity
in tlie call noney market has increased from an average
quarterly transaction of ebout 15.0 million ruvees in 1954
to about 47.5 nillion runees in 1904 . ! ith sucli «n €enormous
increase in the activzty, the price of trensactions in the
call noney market has bccome & scnsitive indicator of
scheduled banks beliaviour and the money .aerket position
in general. In any anelysis oI ti.e woney market end
scheduled banks operational behaviowr, ti:iis fact must be
given due recognition. Lecisions besed on the assumption
of insensitivity of scheduled benks behaviour to cost
factors would, therefore, be misleading because such
an assumntion does not stand thiie cmpiricael test deviscco

above.

2/ lieenai, SL.i., tn aporaisal oi‘vthc Credit &and ..onetary

wituation in Pakistan, haraehi, The State bank
of lakistan, n. 129.




~pnendix

SuuLtCrS OF DiTh

yuarterly data on the reallocation of funds through
the call noney market were obtained from the liabilities sice

of the Weekly ovtatenents of scheduled binks in Sakistan ¢s

ziven in the State sSark of lakisten, Sulletin, teble
captioned :7 Scheduled Banks in Pakistan : weekly

5

LGonsolidated 2ositioni. e took the sum of interbank

deposits and interbank borrowings.

Data on scheduled banks borrowings from the State
Bank of Pakistan are also given in the &bove table of the
Bulletin.

Call money rate arc gquoted in the State Bank of

Pairistan, kenort on Currency and Finence, in the table

titled: “Inter~bank Call ioney Rates (kharechi)# and the’

Bulletin, teble related to "selected wconomic Inaicators',

“he discount rate (i.e. the rate appliceble to
borrowings rrow the State bank of Pasistan) remained
constant at 3 % till Jenuary, 1959 when it was raiscd to
L j &na remained there during the »eriod covered by our
study. Later, in June, 1965, it was reised to 5 i but our

study coes not extend to that point of time.






sucrter
@@m 1
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1V
G 1
I3
11T
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c [T .d T c 2d log log d¢ 11 - 0§ Pc
2 3 i 5 [6)
56. 693 3 039 - 268983 + 01 995
08. 505 7 033 - 093126 + 08 540
00.9 337 2 0z5 075148 + 20 120
03.6 399 6 033 00L3 26 + 08 540
LO1 5 9 03 0. 01400 + 0.0 0 &
L34 4 373 4 020 0.005716 + 0.1 7087
419 9 340 9 023 0.090519 + 0.2 0332
31 9 368 8 033 0.034628 + 0.0 3540
29 7 877 k OL - 0.3100 3 - 0.0 07 &
L52 7 &34 0 03 - 0.2074 & + 0.033858
L&Y 4 787 5 02 - 0.2004 8 + 0.170696
+93 7 190 3 0 - 0.3823 9 + 0.0222 6
all values in Col an e in Lu of rupee (La 00 coo
sources of dat ere give p oendix
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