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ABSTRACT 

The causal relationship between savings and economic growth has largely remained a debatable 

subject despite much research into this relationship. A number of recent empirical studies cast 

doubt on the unidirectional relationship using both time series and cross sectional data and have 

come up with different results supporting the possibility of bi-directional causal relationships. 

The literature has also suggested the relationship may differ from country to country. Although 

the relationship between savings and economic rowth was established long ago in development 

economics, the recent fundamental disput , -~ d whether savings lead to growth of 

the economy or it is economic growth 

directional relation between the two. Th. 

causality, if any, between gross domest 

re savings or whether there is a bi-
~f-e-,.....,,1 

etermine empirically the direction of 

nomic growth in South Africa using 

time series data for the period 1980-2006. Un 1·'7'0 -.t_•~ ~1-raditional macroeconomic growth theory, 

which identifies unidirection • • yf: i1ii -l)u-,<L-'l,,.JlMl.mine a two-way causal 

relationship between domestic savil!B9ir!Jzg[oil3Jii.eCgrY-&Uf lthe study utilised the Dickey-

Fuller (DF) and Augmented Dickey-Fuller (ADF) techniques to test for stationarity~ It went on to 

use the Johansen-Juselius technique to test for cointegration. The Granger causality tests 

performed suggest a uni-directional causality that runs from savings to economic growth in the 

short-run while bi-directional ·causality exists in the.long-run. 

Key words: Gross domestic savings, Economic growth, South Africa, Causality, Cointegration, 

Dickey-Fuller (DF), Augmented Dickey Fuller test·(ADF), Investment. 
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CHAPTERl 

INTRODUCTION 

1.1: BACKGROUND OF THE STUDY 

UNIVERSITY OF' FORT HARE 
AUCE LIBRARY 

PRIVATE BAG X1322 
At.JC E. 6700 

The relationship between savings and economic growth has received widespread attention across 

the globe in recent years. This is attributed to the fact that ranking countries according to their 

savings rates has been found fo be very useful in explaining their growth. However, empirical 

evidence has cast doubt on the traditional theoretical explanations which assume a unidirectional 

causal relationship between savings an growth must be financed by high 

recorded large current-account deficits, a t 

economic growth and development of a 

Such a relationship dates back to the 195 

espite their high savings rate, they 

• nal theory states that in the long run, 

oent on the level of its savings rate. 

nomists hypothesised that savings and 

economic growth are positiv ft'ftr~§i ff" 6~.ur~~0
~. 

saving and growth are inextricably .~ i d.ffit<l1el 

fJe95) clearly indicates that 

~larl y, that you cannot have one 

without the other. This assertion has necessitated the question of which is the cause and which is 

the effect? Is it savings that generate growth or is it growth that generates savings? There has 

been no categorical answer to this question. The answers to this question have varied and are 

dependent on the ec~nomy in question. 

Despite the fact that the strong correlation between these variables is firmly established, 

researchers have found it difficult to identify the precise link between them. The direction of 

causal~ty between domestic savings and economic growth is still far from clear with different 

theories supporting either direction (Agrawal, 2001). This relationship can be traced back to the 

traditional classical models (neoclassical growth models) of economic growth of Ramsey (1928), 

Harrod (1939), Damar (1946) and Solow (1956). The fundamental ideas of these growth models 

suggest that savings or capital accumulation causes or leads to economic growth. This comes 

from the fact that increases in savings will translate into higher capital investment which in-turn 

will stimulate economic growth (Dawit, 2003). In a closed economy, saving is the accumulation 
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of assets or investment. In other words, savings and investment are identical. Therefore the effect 

of increasing savings is to increase the availability of a supply of loanable funds to capital 

investments. The more capital goods a nation has at its disposal, the more goods and services it 

can produce and the resultant increases in demand created by the availability of goods and 

services will lead to economic growth. This entails that the causality runs from savings to growth 

and may explain variations in economic performances of the country. 

With the same theoretical underpinnings of savings running to growth, are the advocates of 

financial liberalisation McKinnon (19 g ncl , 1973). They indicated that capital 

accumulation or physical investment is th • /I :e so rce of economic growth. They have 

long argued for financial liberalisation, __.11.U'~~o-...u.AA:LS ving is complementary to investment 

in the development process, even in a tn~Jt::]~~;:~~ here savings can go either into the 
accumulation of money balances or the ac ---- sical capital. However, the advocates 

of financial repression have argued that savings are not necessarily channelled into investment. 

(Tobin, 1965), has argued tha • ~~~tM'I].P!fJJ h tJRJ~rior savings, but rather the 
. Tog-ether zn Excellence 

prospect of profit and the elastic supply of credit to the pnvate sector. 

The proposition that an increase in the private propensity to save implies an increase in 

household and corporate savings as a result of an increase in income will enhance accumulation 

of capital which has a favourable effect on economic growth is very popular with institutions 

such as the International Monetary Fund (IMF) and the World Bank. These institutions have 

encouraged both developed and developing countries to take policy measures that promote the 

private propensity to save and to do as much as possible to check public deficits which are seen 

as a major threat to growth (Palumbo, 1996). South Africa is also following this proposition_. 

This is evidenced by the Government's Growth, Employment and Redistribution Strategy 

(GEAR) which has indicated that the aggregate saving rate needs to be raised to 23% of the gross 

domestic product in order to support an average economic growth rate of more than 4% per year 

in real income (Prinsloo, 2000). In addition to this, there has been increased recognition by the 

South African government and financial sector in general that the absence of basic financial 
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services, particularly in rural areas, is a major obstacle to growth and poverty reduction. As a 

result of this, the South African financial sector committed itself to the Financial Sector Charter 

which acknowledged that "access to first-order retail financial services is fundamental to black 

economic empowerment and to the development of the economy as a whole" (Banking Council 

of South Africa, 2003:9). The parties to the Financial Sector charter thus committed to increase 

substantially effective access to retail financial services for the lower income groups by 2008. 

In contrast to the above proposition, the life-cycle model of Modigliani theorizes that the 

relationship between savings and growth -•-~J--~'•_~......_.,e ofn r direction. This implies that higher 
growth rates of savings may result from h ,_.,,,...,..,.,.,.-.1.th of real income (real GDP), taking 

into account the fact that, if income rises a • 

and savings more rapidly. This assumpt:l! 

can increase both their consumption 

ith the finding that higher rates of 

savings are correlated with higher income ------ result of this, it can be stated that the 

more quickly a country increases it:, incom,y per cw~, the ~re rapidly it should expect the 
. . Th. . Un~vers1tv or t"Ort . arP . d . . savmgs rates to nse. 1s view enla ffi.e cpum:ry pwsmng po 1cies tlfat are a1me at 1mprovmg ogetnerznJ!;xceaence 

growth. The causality in this case runs from growth to savings. The Keynesian view states that 

change in the country's rate of economic growth will affect its aggregate saving rate. 

Thus the existing growth theories predict the causal link to run both-ways from savings to 

economic growth and vice versa. Given the two different views, this study aims to explore 

empirically the actual direction of causality and test whether the economic growth in recent years 

in South Africa has been conducive for higher domestic savings and vice versa using causal and 

co-integration test procedures. In particular the study will use the causality testing framework 

first introduced by Granger (1969) and later modified by Engle and Granger (1987). The finding 

of the study will help to gain further insight into this highly debatable issue of the direction and 

association between saving and growth. 
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1.2: STATEMENT OF THE PROBLEM 

Despite the adaptation and implementation of a new economic policy since 1995, that targets an 

increase in savings and economic growth, South Africa has failed to achieve the targeted goals 

and maintain sustainable economic growth. The country has been affected by a slow growth rate 

in domestic savings and economic growth for the past several years dating back to the early 

1980s. This is evident from the various strategic policies to promote growth that were introduced 

by the government, particularly soon after attaining its independence in 1994. In 1995 when the 

African National Congress (ANC) took power from the apartheid regime, it implemented a 

macroeconomic policy which emphasized fiscal deficit reduction, a tight monetary policy 

combined with rapid trade liberalisation ho."',.. .. "',._ .. .,M : ctive of this macroeconomic policy 

was to achieve a strong economic g I lay the basis for a reduction in 

unemployment and a more equitable dist i~~~1"'~~..~~eQ";mt and wealth. This objective gave rise 

to the Growth, Employment and Redistri (GEAR) whose aim was to grow the 

economy, generate jobs and promote an ution of income with a target of 6% 

growth by the year 2000 (fretf:ry 1996) . .Qiven ~~the ceW,l goal of GEAR was growth of 
the GDP, the outcomes in the' m1J-l~I~tt:x.,.~ _ggp~tJJI~Ythe actual performance fell Togetnerzn xcellence 
short of the target, 1 % compared to 3.4%. The review also showed that growth rate had declined 

continuously below one percent for each quarter from 1997 to 1998. In fact the growth of output 

was less than a third of its target (Weeks, 1998). Recognising that the objectives of growth were 

never met the South African government again continuously introduced other programmes such 

as Shared and Accelerated Growth Initiative for South Africa (ASGISA) and Joint Initiative on 

Priority Skills Acquisition (JIPSA) but still growth has not improved to the expected level. 

Economic literature indicates that savings provide the means for capital formation, which is in 

turn critical for economic growth. However, in the case of South Africa, while there has been 

some improvement in the growth of the economy for the last two or three years, gross domestic 

savings have been decreasing since 1980. This decrease has been accompanied by a fall in 

domestic investment. The national savings rate which is defined as the ratio of national savings 

to gross national disposable income has remained well above 20 % in the 1980s. But, this rate 

has subsequently fallen to less than 20% in the first years of the new millennium (Prinsloo, 
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2000). Having established organisations such as the South African Savings Institute (SASI) 

which promotes savings within the South African population has produced little improvement in 

the growth of savings. 

Despite the fact that the South African government has tried to devise policies that stimulate both 

growth and savings, this has not resulted in any significant improvement. In view of the fact 

growth, which is necessary for saving, is very low while savings which are critical for growth are 

continuously decreasing, the important question to ask is how the South African economy can 

grow and savings increase. Is it through f ~~ThT.., :,,ir_:~~-: rrn,Tn-n or is it through focusing on savings? 
The purpose of this study is therefore, t ctual direction of causality between 

savings and economic growth in SoJith 

1.3: AIM AND OBJECTIVE 'in'EJl-.~~!'~..IU..IN~~~ f Fort Hare 
The overall aim of this study is to er~~! ~e dRuixc9ft?lt18G~f causality between savings and 

economic growth for South Africa using investment as an intermediate link between savings and 

economic growth, in order to better inform the policy debate on how economic growth can be 

enhanced.· 

The objectives of the study are: 

• To establish empirically whether a causality relationship exists between savings and 

economic growth. 

• To determine empirically the direction . of causality between savings and economic 

growth in South Africa using econometrics techniques. 
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1.4: HYPOTHESIS 

This study hypothesised that there is a positive and bi-directional causality relationship between 

savings and economic growth. Thus we assume that savings enhance investment, which in turn 

further boost savings in the economy. Therefore, the following are the null hypotheses of this 

study: 

• • There is a positive relationship between savings and economic growth. 

• There is a two-way causal relationship between savings and economic growth i.e. savings 

cause economic growth and an increase in economic growth causes an increase in 

savings. 

1.5: SIGNIFICANCE OF THE STUD 

There is little published information on owth and savings in South Africa so 

m11~i-Real literature. This study will give an insight this study seeks to contribute e 

into the relationship between ''"-16"'.3.W.&. ~ --~ -..., • n community using panel 

data on the proxy variables. Identff9/ilgt l\~71& ~ -~{;. fi~e variables will provide more 

information for policy makers and economic agents in South Africa. This is very important in the 

sense that it can influence their investment decisions particularly if they realise that whatever 

they do, which is related to the growth of income and savings, will boost the economy. This will 

effect an improvement in the standard of living in the country through the creation of new 

employment. 

Another unique feature of this study is that it will attempt to overcome the problems encountered 

in previous studies. Thus, the study will employ a longer time-series for one country (South 

Africa, 1980-2006). It will also test the presence of unit roots before proceeding to estimations. 

The rigorous employment of econometric issues of cointegration and causality, will offer the 

advantage of testing the existence of a positive long run relationship between savings and growth 

from which some policy conclusions can be drawn as explained below. 
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The identification of the causal linkage between ,savings and growth is important not only for 

understanding the process but for the design of policy. If, for instance, savings are found to drive 

growth through the automatic translation of savings into capital formation, then policy makers 

would direct their policy at encouraging savings. If on the other hand growth is found to drive 

savings then policy would be directed to encourage growth in the economy. 

1.6: ORGANISATION OF THE STUDY 

The study is organized into five chapters as follows. Chapter 1 provides an introduction to the 

study. Chapter 2 gives an overview of bot t'l.1~~~~ mpirical literature on the relationship 

between savings and economic growth. 

covered in Chapter 3. Chapter 4 explore 

study. Finally, conclusions, policy recom 

are covered in chapter 5. 

f savings and economic growth is 

and data analysis employed in the 

• ations and areas for further research 

University of Fort Hare 
Together in Excellence 
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CHAPTER2 

LITERATURE REVIEW 

2.1: INTRODUCTION · 

A lot has been published on the relationship between growth and . domestic savings in many 

different contexts. While there is a general consensus on the broad theoretical literature on the 

importance of savings for a country's long-term growth, the empirical literature varies greatly 

and there is a debate on the direction of the relationship; that is, whether the domestic savings 

rate enhances economic growth or w .... ,_.... __ ,, 0 ic growth which drives growth in 

savings. This chapter reviews both theo ....----...--- • • cal literature which shows there is 

positive and significant relationship betw e I Ml.'-<~ 11 ~ ~4~ll~,e • The first part of the chapter reviews 

some of the theories which indicate that\t!MJ~§s~~~tive relationship between savings and • 

growth. These include the financial ypothesis, neoclassical growth model, 

endogenous growth model and(!Ji.nl-Bil{ltiJ=OJ:t~10"liU"el.~ro-vvrn11n.o ... '!!<!J."4eJ. ............ ~,,,,,. role of growth in savings 

will be explained in the life-cycle hy:001mem 

of the chapter reviews the empirical literature. 

2.2: THEORIES ON THE ROLE OF SA VIN GS IN ECONOMIC GROWTH 

i. McKinnon-Shaw model: Financial liberalisation hypothesis 

McKinnon (1973) arid Shaw (1973) put forward an argument for financial liberalisation in 

financially repressed developing countries by arguing that the various forms of financial 

repression such as interest ceilings, high reserve ratios and implicit credit programs impede the 

development of financial markets. They argued that the consequences of this are a reduction in 

the flow of funds to the formal financial sector and ·the distortion of the allocation of resources, 

especially on lower financial savings, credit supply, investment and hence economic growth and 

development. Regulation does have a negative impact on the amount of domestic savings and 
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thus capital formation. It is against this backdrop that they argued for maximum financial 

liberalisation because of its impact on saving, investment and growth. 

In his argument for financial liberalisation McKinnon (1973) indicated that money holdings and 

capital accumulation are complementary in the development process. Because of the lumpiness 

of investment expenditure and the reliance on self-financing, agents need to accumulate money 

balances before investment takes place. Positive (and high) real interest is necessary to 

encourage agents to accumulate money balances, and investment will take place as long as the 

real rate of return on investment exceed I interest. On the other hand, Shaw's 

argument stresses the importance of fi a i n for financial deepening, and the 

beneficial effect of high interest rates on eni~lfa1~~Rffill~O save and discouragement to invest in 

low-yielding projects. The increased liabi i 1 • g system, resulting from higher real 

interest rates, enable the banking system t _____ rces for productive investment in a 

more efficient way (Thirwall,~0~: 424) . . Contrar3t the al>ove views are the advocates of 
f • • 1 . nw~rs~tv5~r Oft tt::1re . . .1 manc1a repression 1.or examp e um, L~: , o wgue tnal savmg 1s not necessan y 

oget er 1 l:!.,xceuence 
channelled into investment. He argued that what is important for growth is not prior saving, but 

rather the prospect of profit and the elastic supply of credit to the private sector. 

McKinnon and Shaw in this model therefore assume that financial liberalisation will be 

associated with higher real • interest rates, as financial restrictions in the financial system are 

reduced (artificial ceilings) and would finally stimulate savings. The prime assumption in this 

model is that saving is responsive to interest rates, and higher savings rates in this case will 

finance a higher level of investment which will.lead to a higher economic growth rate. Thus, the 

policy implication of this model is that an increase in interest rate towards its level of equilibrium 

through its impact on better resource allocation should eventually lead to higher savings, 

. investment and economic growth. 
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ii. The neoclassical growth model (Solow 1956 and Swan 1956) 

The neoclassical model of economic growth (closed economy) is famously known as Solow 

(1956) and Swan (1956) model. The model claims that the steady-state or proportional growth in 

a manner that there are no induced changes in relative prices over time, long-run level of per 

capital income is determined by the rates of saving and population growth. In particular the 

model proposes that an increase in the stock of capital leads to a higher level output and faster 

growth at least in the short to medium term (In the strategies of economic development, unlike 

the Harrod-Damar model, that assumes capital accumulation is the engine of growth, the Solow-

Swan model identified that continued technological progress is critical for sustained per capita 

growth). The Solow-Swan model of long t1~.,,,k"! .... h consists_ of a production function 

roduced and a capital accumulation 

e onomy. The assumption in this case 

Ut£€~~;:aR~ ;(5 that output per capita and output per 

~ ,,--==--~--- model is fixed. The production function 

which relates the inputs in the economy 

equation which describes how capital ac u 
is that the population and the labour fore 

worker are equal. The share of saving in out 

equation is expressed as: University of Fort Hare 
Together in Excellence 

y =f(k), ............................................. 1 

This equation shows that output per heady is a function of capital per head k. 

With the macroeconomic equilibrium condition, where aggregate demand equal aggregate 

supply, the Solow-Swan model investment (I) is equal to savings (S) (closed economy) 

I= S ........................................................ 2 
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The change in the capital stock is equal to the investment net of depreciation. With a capital 

stock K, we assume that depreciation is a fixed proportion of K equal to dK. Then the change in 

• capital stock is equal to investment minus depreciation: 

M=l-dK .. ............................................. 3 

Assuming that saving is a fixed proportion of national output, then 

I = S = sQ. Therefore, 

Universi:tY of Fort Hare 
Dividing both sides of this equatio11Wg~ nirr 'rfzl.f!:eeef ~ffe~e have 

MIL = sq - dk ......................................................................... 5 

The population is assumed to grow at a constant proportional rate n, and is the same as the labour 

force growth rate. Thus MIL = n. Technological progress is also assumed to be zero initially. k 

= KIL, the proportional growth rate is given by 

Aklk = AKIK - MIL =AKIK- n .................... ......................... 6 

Thus, M= ( Mlk) K + nK. Dividing both sides of the equation by L, will give us 
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M -=M+nk 
L 

Replacing this expression for MIL in equation 5, we arrive at the fundamental equation of 

capital accumulation: 

M = sq - (n + d)k .................................. : ................. 7 

This key equation states that growth in c r M) is equal to the rate of savings per 

capita sq minus the term (n + d) k. Give :6 rce is growing at the rate n, a certain 

amount of per capita saving must be us entrants into the labour force with k 

capital per worker (nk must be used for ~ '1.1Lt"ftJ"\~~ • .,.,. , ..... -.- a certain amount of per capita of 
saving must be used to replaceJ Clla~~~e~!:lat:tliJ2 \l_l;(,BJ.U!J.~'"° R11..LJc,;::..."'L-1ua,n ... .,-ia .. r-t"IUA). Thus, in total (n+d)k in 

per capita savings must be used t~ - 0 
• ~io constant at the level k. Any 

saving above the amount (n + d) k leads to a rise in the capital-labour ratio (M>O), (Sachs and 

Larrain, 1993). 

Equations 1 and 2 have a unique (stable) equilibrium solution for output per head and capital per 

head (Given that there is no technical change). The steady state growth rate of total output is 

given by the assumption that, at the rate of population growth n, and the capital-output ratio, v 

adjusts to equal the ratio s/(n + d). Thus, in the steady state, both k and q reach a permanent 

level. In order for the steady state to be reached per capita saving must exactly equal capital 

widening, so that M = 0. Mathematically expressed 

sq= (n+d)k 
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Although the steady state means a constant value of q and kit does not mean that growth is zero. 

There is positive growth of output at the rate of n. Therefore increases in the saving rate increase 

the capital output ratio, raise output and capital per head. 

Effects of the saving rate on Income and Growth 

A question that can be posed is whether it is true that a higher rate of saving leads to faster 

economic growth. This question can be answered if we consider the following diagram. Suppose 

there is an increase in the saving rate. 

Figure 1: Effects of saving rate on inc 

y 
University of Fort Hare 

To't/t er in Exq r;l{ ce 

f(k) 

e 
Yo 

ko k 

With a saving rate of so, the equilibrium is at e. Given that there is an increase in the saving rate 

to s1, this will shift the equilibrium toe*. The shift in the saving rate will in this case increase per 

capita output and per capita stock in the steady state. This implies that the higher rate of savings 
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will generate more investment per unit of output as compared to the lower saving rate which will 

lead to an expansion of capital per worker. This process however does not have an effect on the 

long run equilibrium growth rate because this saving-investment ratio is offset by a higher 

capital-output ratio as a result of diminishing returns to capital. The savings rate in this case will 

thus only influence the level of per capita capital stock and thus per capita output towards which 

the economy gravitates in equilibrium, rather than the rate at which either magnitude changes 

(Romm, 2005). 

Briefly the Solow-Swan model is a m 
stock, growth in the labour force and ar1-..,~l"n'r.'tdc 

• gned to show how growth in capital 

-t' .. \c,·n.n;Ol!.Ogy interact and how they affect the 

total output of a nation. In this model tne;~0-m1tH~;.K • a key determinant of the economy's 

output and any changes in the capital t economic growth. The model further 
shows that the level of the economy is a: ey eterm· ant of the steady-state capital stock. It 

indicates that if the savings rate is.high th~ econofpwill have a large capital stock and a high 

level of output. Likewise it a1lJPn: ¥~fs&l!Jfr~e sav9n11 rtl~s1i~w the economy will have a Together in Excel ence ·• 
small capital stock and a low level of output. Higher savings in the Solow-Swan model therefore 

leads to faster growth -but only temporarily (in the short to medium term). This means that an 

increase in the rate of savings raises growth until· the economy reaches the new equilibrium or 

new steady state. 

Although the Solow-Swan model has managed to explain the role of savings in economic 

growth, it has been criticized, in the sense that it performs poorly when it is applied to empirical 

evidence. Although the model was the first to incorporate technical progress which influences 

labour productivity as a variable that explains economic growth, they did not clarify how 

technical progress (assumed exogenous) comes into existence. This view attracted considerable 

criticism from a number of authors (e.g. Kaldor 1957, Robinson 1962) on the grounds that the 

separation between investment and innovation ( or technical change) was artificial, as most 

technical innovation tends to be embodied in new machinery and equipment. Moreover the 
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model did not consider other things such as the role of institutions, history, social and political 

systems. 

The fact that an increase in the savings rate will not have an effect on the long run equilibrium 

growth rate is however resolved with the introduction of technological change which is 

exogenous in the Harrod-Domer model in the endogenous growth model of Romer (1986). In the 

Romer model where technology is endogenous, an increase in the savings rate not only increases 

per capita output in a steady state but it also increases the growth rate of per capita output. The 

model relaxes the assumption of diminis""·ffl"'N~tff't"'nr--,1'7'-(-,Trj'ftital and it assumes that if there are no 

diminishing returns to capital, investme • ong run growth, and growth becomes 

endogenous in this case. In this endog - el there are assumed to be positive 

externalities associated with human capi education and training) and research 

and development (R&D) that prevent the gin prod ct of capital from falling and the capital-

output ratio from rising. Also lea_rning b~ doing ! nd embodied technical progress as well as 

technological spillovers from !J \Ye~!iAlt\tfaf~Asig~tstJ~ctu~tion and development. 
Together zn Excelrence 

In conclusion, it could be stated that both the Solow-Swan model and the Romer model in this 

case show that an increase in the savings rate will lead to growth. A surprising implication of 

Solow's view was that savings will not sustain growth because savings divert money from 

consumption today toward buying machinery for the production tomorrow, but this does not 

raise the long-term rate of growth due to the unavoidable diminishing returns to increasing 

machines that set in. But the high saving economy would have higher income than the low-

saving economy. Although the Solow-Swan model indicates that savings rates have a short to 

medium effect on the growth rate, the Romer growth model indicates that when technology is 

seen as endogenous, the increase in the growth rate will be permanent. 
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iii.-Harrod-Domar Growth Model 

The Harrod-Damar model is a growth model which was developed in 1946. The model was 

developed precisely to analyse the business cycle. However it was later adapted to explain 

economic growth. According to the Harrod-Damar model there are three concepts of growth i.e. 

the actual growth rate (g), warranted growth (gw) and the natural growth rate (gn). The actual 

growth rate is defined as 

g =sic .. ................................................................... 1 

where s is the ratio of savings to income 

that is, the ratio of extra capital or in~e!S:tHnffl~ ~ 

ctual incremental capital-output ratio, 

ow of output ( Ml ~y = II ~Y). The 

----=--- _ it expresses the accounting identity that expression of the actual growth rate (1) is 

savings equal investment. Th 

equation (1) - s/c = (SIYl(II~ = 
ssions for s and c into the 

...nc001Jtltl'Yl't7emeasures the growth of output. 

To identify whether the actual growth rate will provide the basis for a steady advance in the 

future, in the sense that it keeps plans to invest and plans to save in line with one another at full 

employment, the Harrod-Domar model introduced the concepts of the warranted rate of growth 

and the natural rate of growth. The warranted rate of growth as defined by Harrod is that rate of 

, growth which, if it occurs, will leave all parties satisfied that they produced neither more nor less 

than the right amount or it will put them into a frame of mind which will cause them to give such 

orders as will maintain the same rate of growth. Put differently, the warranted growth rate is the 

rate that induces enough investment to match planned saving and thus keeps capital fully 

employed, (in this scenario there is no under capacity or overcapacity) so that manufacturers are 

willing to carry on the investment in the future at the same rate as in the past. This rate is 

determined given that plans to save at any point in time are given by the Keynesian savings 

function: 
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S = sY ......................................... ..................... 2 

where s is the propensity to save. This gives the potential supply of investment goods. The 

demand for investment is given by the acceleration principle, where Cr is the accelerator 

coefficient measured as the required amount of extra capital or investment to produce a unit flow 

of output at a given rate of interest determined by technological conditions. Thus 

I= Cr~Y ....... .... Univ.ersity.o.f For.t. .H.ar 
Together in Excellence 

In order for planned savings to equal planned investment, we must have; 

sY = Cr~Y .......................................................... 5 

The required rate of growth for a moving equilibrium through time is 

~Y/Y = s/cr = gw••·· .. ·········!······· .. ·····~···· .................................. 6 
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This expression is the warranted rate growth, gw. For a dynamic equilibrium, output must grow at 

this rate. At this growth rate, expenditure on consumption goods will equal the production of 

consumption goods and this is the only rate at which entrepreneurs will be satisfied with what 

they are doing and will not cause them to revise their investment plans. In other words, 

investment must grow at a rate equal to the product of the savings ratio and the productivity of 

capital. Given a constant savings-investment ratio, it also implies output growth at the rate so- (a 

is the productivity of capital). 

The natural growth rate in this model is derivetl-fre.ffl-l'flP:-=tfil. entity Y = L (Y/L), where L is labour 

and YJL is the productivity of labour, w • h t e natural rate of growth: y = l + q *. 

The natural rate of growth is thus made u nents which are - the growth of the 

labour force (l) and the growth of lab q*) - they are both exogenously 

determined. This natural rate of growth p s two impo ant roles in this growth. It defines the 

rate of growth of productive capacity or the long run full employment equilibrium growth rate. 
Secondly, it sets the upper lim lro ·i¥~rt§it o"ot gQ i ..... ._._ .,,..,~ cumulative expansion in 

. Toaether in Excellence . . ••• 
the Harrod-Domar model to a sticky errd. For mstance 1t g > gw, g can contmue to diverge from 

gw only until it hits gn, when available labour has been completely absorbed (g cannot be greater 

than gn in the long run). The question that can be analysed in the economy is the relation between 

• gw and gn; thaf is, the relation between the growth of capital and the growth of the labour force. 

Given fixed coefficients of production, the full employment of labour clearly requires g = gn and 

the full employment of labour and capital requires 

g = gw= gn••··················••··•·································7 

Now we consider what happens if the warranted growth rate diverges from the natural rate. If gw 

> gn, there will be a persistent movement towards depression because the actual rate of growth 

will never be sufficient to stimulate investment demand to match amount of savings at full-

employment equilibrium. Thus there will be too much capital and too much savings. However, if 
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gw < gn, there will be a tendency towards demand inflation because there will be a tendency for 

the actual rate of growth to exceed that growth rate necessary to induce investment to match 

savings. The inflationary pressure will be accompanied by unemployment of the structural 

variety because the growth of capital falls short of the growth of the effective labour force and no 

changes in the techniques of production. 

The basis of this model is that it explains an economy's growth rate in terms of the level of 

savings and productivity of capital. The model suggests that the economy's rate of growth 

depends on the level of savings and the • estment (the capital-output ratio). In 

other words, they suggested that savings R 

purposes, which in turn increase the mar , na.1~:ooact~:t1re, 

all, save then invest, thus there is no inv s 

also no growth. 

which are borrowed for investment 

ital. Therefore people should, first of 

ings which also means that there is 

University of Fort Hare 
Together in Excellence • 

The model further postulates that the expansion of the level of investment in both fixeq and 

human capital is the key driving factors to economic prosperity for any nation. According to the 

model, to achieve economic growth, policies that encourage savings and generate technical 

progress. need to be in place. The model therefore indicates that the major drive of economic 

growth is the level of. savings and productivity. 

However, like the Solow-Swan model the Harrod-Damar has been heavily criticised on basis that 

it relies on assumptions which are unrealistic in the long run these include the assumption of full 

employment, fixed relative prices of factors of production. Also, the model excludes the 

possibility of capital- labour substitution. In addition, the model is criticized for being 

analytically flawed and not addressing the role of technological change. 
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From the above discussion of the theories we can conclude that a strong association between 

savings and growth is firmly established with McKinnon and Shaw (the financial liberalisation 

hypothesis), neoclassical growth model (Solow-Swan), the Harrod-Domar model and 

endogenous growth model indicating that savings play a major role in stimulating growth. This 

implies that savings are very crucial as they play significant role in enhancing the economic 

growth of a country. 

2.3: THEORIES ON THE ROLE OF ECONOMIC GROWTH IN SAVINGS 

iv. Life-cycle hypothesis 

The life cycle hypothesis (LCH) was firs • bert Ando and Franco Modigliani in 

the early 1960's. The main motivation £ is model, is to accumulate resources 

particularly for later consumption at the habitua standard during the old ages. The model 
indicates that savings should JJ • · W@i uQtlf j:l h • ~ing span and negative for 

retired ones, and wealth should -be '{gg~!si~;eH1<Paif~I!~1J.a1v1.odigliani, 2003). The theory: 
postulates a • household's consumption pattern and assumes that individuals plan their 

consumption and savings behaviour over long periods, with the intention of allocating their 

consumption in the best possible way over their entire lifetimes, (Dornbusch, Fischer and Startz, 

2004: 339). The key assumption of the model is that consumers prefer a smooth path of 

consumption over their lifetime rather than high levels of consumption in some periods and low 

levels in others. In general, people choose stable.'Jifestyles; not for instance saving furiously in 

one period to have a huge spending in the next, but rather consuming at the same level in every 

period. 

Even though individuals or economic agents will try to smooth out their consumption behaviour, 

income usually does not follow a smooth path. This, then implies that households will use 

savings and dissaving to achieve a fairly constant level of consumption in each period. In 

particular, they will dissave when income is relatively low, and save when income is relatively 
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high. Thus as income increases, economic agents will increase their savings for future use. At the 

core of the life · cycle model is a utility function which states that an agent's life time utility 

depends on current consumption, C0 and future consumption (C1, C2, C3, C4, ................. CT), 

This can be expressed mathematically as 

where, U is utility and T is number of ye rs 

to budget constraints, that the present val 

of lifetime income as shown below. 

·fe span. Utility is maximised subject 
~1~~t~('r:,/k.,<nc!~1 mption is equal to the present value 

University of Fort Hare 
Together in Excellence 

The LCH also plays an important . role as it provides a direct link between monetary policy, 

interest rate and consumption. The LCH iclentified the role for real interest rates in capital 

markets in determining saving with two possibly opposite effects on saving- an income effect 

and a substitution effect. An increase in real interest rates makes individuals richer hence are 

prone to consume and reduce saving. However, higher interest rates also increase the return on 

savings, and hence provide an incentive to delay consumption and thus save. As for fiscal 

policy, LCH suggests that expenditures financed by deficit tend to be paid for by future 

generations; those financed by taxes are paid by current generations (J appelli, 2005). 

According to the LCH, the income stream of an individual is relatively low at the beginning and 

end of their life span and relatively high in mid life. In fact, the income profile of each 

generation is constant and productivity is generation specific. Thus the fundamental proposition 
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is that an increase in productivity growth raises the income of those who save relative to those 

who dissave, hence aggregate savings rate. In addition the aggregate savings rate also depends 

on the demographic structure of a nation and life expectancy but is independent of per capita 

income (Jappelli, 2005). This is illustrated by the diagram below. 

Figure 2: Income stream of an individual from Youth to Retirement years 

= 0 
•..-1 

(1) i 
E ::s 
0 u 0 
C U 

Debt Accumulation 

Savings Consumption 

I 

Workin8 •versity Ot 
Together in xcellence 

Youth Years Retirement Years Time 

As already mentioned, individuals borrow and lend in order to maintain slightly rising levels of 

consumption over their lifetimes. In the diagram the agent will 

• Borrow or live off endowments in the early years (youth years) 

• Save, accumulate assets and pay off debt in mid life (working years) 

• Live off savings in retirement 
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In this theory the income is consumed over the agent's life span, leaving nothing to bequeath to 

heirs. The predictions of the life-cycle hypothesis have been evidenced in the empirical work by 

Irvine and Wang (2001) who examined the savings behaviour and wealth accumulation in a pure 

lifecycle model with income uncertainty. Their study focused on the role of income uncertainty 

and the role played by a retirement period during which time-expected earnings are zero. Their 

result indicated that income uncertainty can alter savings patterns over the lifecycle 

significantly, with the greatest influence on the wealth of young individuals. Loayza Schmidt-

Hebbel and Serven, (2000) also supported the life-cycle hypothesis predictions by indicating 

that dependency ratios have a negative effect on private savings rates. It further reports that the 

negative of an increase in the old-depen e 

dependency ratio. 

However the weakness of this approach 1 , real world agents leave bequests to 

heirs. Actually older people apf~ar l}Ot to di~save very much which implies they keep their assets 

intact and eventually pass thesU ~Ji Qjt e~a hQ.lit i!Ji~ir wealth for consumption 
. . . . . Toaethe,: in Exce.llence . durmg theu own lifetimes. This bnngs to question the validity of this approach. 

In summary, LCH is a model · in which agents maximise utility from lifetime · consumption 

subject to the constraint that lifetime consumption equals lifetime income. Agents/ households 

borrow. and lend in capital markets to smooth cqnsumption given an income stream. Income is 

relatively low in early and later life and relatively high in middle age. In this model the concern 

in one's life is the old age and retirement where earned income may be expected to be well 

below active life consumption. This means that consumption exceeds earned income financed 

by negative saving in the form of a reduction in wealth accumulated in the earning span. 

Incorporating uncertainty in the model, precautionary savings and accidental bequests all these 

may affect the age after which one should start observing wealth decumulation (Jappelli, 2005). 

The important result from this model is that aggregate consumption is some fraction of expected 

lifetime income which depends on agents preferences and· on the rate of interest. In short the 
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theory argues that savings will increase when income increases and decrease when income is 

low. This result implies that growth is the driving force for savings. 

v. The Permanent income hypothesis (PIH) 

The permanent income hypothesis was put forward by Milton Friedman in the 1950's. It assumes 

that, what determines an individual's or household's smooth consumption pattern is their long-

term income and not their current income level. Households prefer a stable consumption path to 

an unstable one (Sachs and Larrain, 1993: 91). Permanent income in this case is the steady rate 

of expenditure a person could maintain fi lih • , r her life, given the present level of 

wealth and the income earned now and i rnbusch, et al 2004: 342). In other 

words, it is the amount which, on average fffl'-W-'w11~x ects to receive consistently per year 

over the remaining years of his lifetime. M'(~~tnJl~~ill!i4lJividual will try to smooth out his/her 

consumption spending by consuming a certa • n of his/her permanent income and the 

key determinants of consumpti s, shares, physical assets, 

higher education level) rather than Therefore, according to the 

model, low income individuals have a higher propensity to consume, while a high income 

individual has a relatively higher transitory element to his/her income, which is lower than the 

average propensity to consume; 

However, the permanent income hypothesis does not include any transitory or short lived 

increases or falls such as unusually high or low overtime payments. Transitory changes in 

income do not affect the long run consumer spending behaviour of the individual. Rather the 

theory suggests that any changes in income which are expected to be sustained, for example 

promotion, will only alter the value of permanent income. 

In its simplest form the theory argues that consumption is proportional to permanent income: 
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C=cYP (0<c<l) 

where, YP is real permanent (disposable) income, C is real consumption and c is the long run 

average ( and marginal) propensity to consume (Dornbusch, et al 2004:243). The above equation 

states that current consumption spending is proportional to permanent income and the remaining 

proportion is saved; consumers want a constant level of consumption, and each period equals _to 
C. 

To estimate permanent income the follow n 

Current Income = Permanent Income 

University of Fort Hare 
The relationship above implies that J ~CJ{lf "&]wfi. [IJr!Ji ·Cat/J~fl('cttrrent) income will consist of an 

amount of income regarded as transitory. Due to uncertainty an individual may not be able to tell 
what part of any increase in income is permanent, for example, whether an increase in overtime 

will be sustained. 

Given the above information, we also assume that households regard a fraction (0) of an 

increase in current income as permanent and (1- 0) as transitory. This assumption implies that 

YP = Yt1 + 0 (Yt - Y1-1) ...................... .i (0< 0<1) 

= 0 Yt + (1- 0) Y1-1 ii ...... ............. · ............ . 
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The equation implies that a permanent income is equal to last period's actual income (Yt-1) plus 

the fraction of the increase in income [ =0 (Yt - Yt-i)] which is regarded as permanent. Equation 

(2) shows that permanent income can be interpreted in income and last period's income (with 

weights 0 and (1- 0)). 

Given the permanent income equation, the derivation of the consumption function requires the 

combining of the expression of permanent income and the assumption that consumption is 

proportional to permanent income as shown below. 

C=cYP 

YP= 0 Yt+ (1- 0) Yt-1 

Substituting for YP 
University of Fort Hare 

C =c[0 Yt + (1- 0) Y~ gether in Excellence 

C = c0 Yt+ c(l- 0) Yt-1 

The last equation shows the permanent income hypothesis consumption function. It states that 

current consumption is determined by current (disposable) income and last period's income. This 

means that the response of consumer spending to an increase in income is spread over several 

periods rather than all of it occurring in one period. In other words, an increase in income which 

accrues to econ~mic agents is saved so that a fairly stable consumption is achieved. According to 

this theory, an increase in income whether it is transitory or not is saved. The effect on 

consumption of any change in income whether it is current or expected will be distributed over 

time by changes in saving. Thus, an increase in income will increase savings as the economic 

agent wants to spread this income over several years to smooth out consumption. 
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In short the implications of the permanent income hypothesis are that an increase in income will 

increase savings. It assumes that income growth is responsible for increases in savings. This is 

revealed when the theory predicts that most of the temporary increase in current income will be 

saved, while the permanent increase in current income will be spent. 

In conclusion the life-cycle hypothesis and the permanent-income hypothesis indicate that 

growth is vital for increments in the savings rates. That is personal savings and consumption 

expenditure increase with an increase in income; .conversely households draw down their savings 

when consumption grows faster than econ 

2.4: EMPIRICAL LITERATURE 

Several studies have been done in 

causation between savings an 

to determine the actual direction of 

1n.U11a-e.-.11e1-.re mixed and differ across 

countries with some indicating an e · hip while some studies indicate 

a domestic savings-led relationship and some indicating a bi-directional relationship. 

i. Studies indicating an economic growth-led relationship 

Anoruo and Ahmad, (2001) used cointegration a~d the vector error correction model (VECM) to 

investigate the causal relationship between e~onomic growth and growth rate of domestic 

savings for seven countries, which ar~ Con_go, Coteq'Ivoire, Nigeria, Ghana, Kenya, South 

Africa, and Zambia. In this study three analysis wer~ undertaken, these _are: ascertaining the time 

series properties of economic growth and domestic savings with the help of augmented Dickey-

Fuller unit root procedure; examining the long run relationship between economic growth and 

growth rate of domestic savings in the context of the Johansen and Juselius (1990) framework 

and performance of Granger-causality test to dete~mine the direction of causality between 

economic growth and growth rate of domesti,c savings. 
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The study found that economic growth and the growth rate of domestic savings are cointegrated 

in all the cases except for Nigeria. The results from Granger-causality tests generally observed 

that economic growth engenders domestic savings for most of the sample countries. 

The above finding is also supported by similar result of Carroll, Overland and WeH, (2000) who 

indicated that if utility depends on how consumption compares to a "habit stock" determined by 

past consumption, an otherwise growth model means that increases in growth can cause 

increased savings. The result that economic growth Granger-causes growth in domestic savings 

is also consistent with J appelli and PagaHH-H-":1· 

correlation between growth and savings n 

economic growth. 

4-:----H+li';.....s.i.udy indicated that there is a strong 

omestic savings follow after higher 

In 1998, Sinha and Sinha also conducted a study in • t be ore the horse? The saving 
growth nexus in Mexico. The res Jn, • • t . i ally accepted view that the 

savings rate causes higher economic grr~~flioVhMAAlYf~. The empirical results show that 

private savings and GDP have a long run relationship. The results further show that there is evidence that 

the growth of GDP Granger causes the growth of private and public savings, but do not find any evidence 

of reverse causality. In fact the results indicated that the causality goes in the opposite direction. 

Sinha, (1998) also analysed the relationship between savings and economic growth using time-

series data for Pakistan from 1960-1995. Using modern time-series econometric techniques to 

study the relationship, the study distinguished between private and total savings. The study found 

that both private savings and total savings have a long run relationship with the GDP. The 

augmented Granger causality results indicate that the growth of GDP Granger causes the growth 

rates of both private savings and total savings. Nevertheless, the growth rate of private savings is 

found not to be Granger causing growth rate of GDP, which means that the growth rate of 

government savings Granger causes the growth rate of GDP. Policies that are aimed at increasing 

government savings are likely to promote economic growth. Chaudhri and Wilson, (2000) also 

analysed the savings, investment, productivity and economic growth of Australia for the period 
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1891-1990. The study indicates that interactions between investment and productivity growth are 

complex and evolving. Savings appears to be determined residually in the growth process. 

Morande (1998) did an analysis of savings in Chile and questioned what went right. The study 

reports that Chile's overall economic performance has been remarkable in many respects, 

including a significant and sustained increase in domestic savings, to figures of around 26% of 

GDP. It empirically assesses the reasons behind such notable behaviour of savings by applying 

co-integration models to check for long-run relationships and error-correction models to verify 

short-run adjustments. The study focused ~iW,Li,,.:_4,,'~"' ·:,T savings data for the period 1960 to 

1995. The results indicate that private sa ·n affected by economic growth and a 

dummy reflecting the effect of pension r ports that most of the adjustments 

between short run and long run is complete__~~~~~ ~ ./vears, where the variable representing 

income bears the bulk of such adjustments. also compares the two episodes of good 

economic performance in the 1 s :A and 1986 till the present. 

The study found that three basic diff6 ivate savings: sustainability of 

growth, different access to foreign savings during the recovery from recession, and different 

scenarios with respect to the development of long-run capital markets. 

Paxson, (1996) investigated whether observed cross-country correlation between aggregate 

savings rates and economic growth can be explained by models in which higher growth increases 

savings rates rather than other way around. The study observed that there are two explanations 

for why higher growth might increase savings. The first one is the life-cycle hypothesis, which 

means that higher growth will increase the life-time wealth of younger savers relative to older 

dissavers, thereby increasing the aggregate savings rate. The second explanation relates to the 

models of consumption with habit formation, which imply that consumption responds slowly to 

unexpected income growth, so unanticipated growth can produce a higher savings rate at least in 

the short run. The study assesses these explanations using time-series data of cross-sections of 

household surveys from four countries: the United States (US), Britain, Taiwan and Thailand. 

The evidence from this study indicates that although growth may increase savings rates, it will 
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not increase them by much. The study also indicates that even if the life-cycle model is valid, the 

estimates of age-specific saving rates imply only small effects of growth on the aggregate 

savings rate. The reason for this is that although there is some evidence that savings rates follow 

the hump-shaped pattern indicated by the life-cycle theory, it is also the case that income and 

consumption move together closely over the life-cycle. The age effects on savings rates are 

simply too small to imply a large effect of growth on savings. 

Narayan and Narayan (2006) also used a savings model developed in line with the life-cycle 

hypothesis which argues that the main d - sa ings are the growth rate of per capita 

real income and the age dependency rati..., .__ .L:!"~~n?l',!~l'Ai~f-:ic extended through the inclusion of the 

current accoll;nt deficits (CAD) and the e variables. The most important result 

from this study is that in the short and 1 t increase in the growth rate increases 

savings by over 0.07 and 0.5 per cent respe 

University of Fort Hare 
. Toaeth.er in Exc.ellence . . . . 

Elbadaw1 and Mwega (2000) concerrtM with the contmuous declme of pnvate savmgs m Sub-

Saharan Africa, analysed the major determinants of private savings in the region. The main 

objective was to explain the region's dismal performance and identify policies that could help 

reverse the decline in the region's savings. The results of this study indicate that, instead of 

having savings transformed into investment and investment into growth, the Sub-Saharan Africa 

causality runs from growth to investment then· to private savings. The study also indicated that a 

worrisome feature of savings and investment in Sub-Saharan Africa is the region's dependence 

on foreign savings, mostly overseas development assistance, to finance the gap between 

investment and saving. The study used the experiences of Kenya, Zimbabwe and Botswana to 

analyse the main factors that drive savings in these countries. This study also provided an 

empirical analysis of private saving in Sub-Saharan Africa and other regions in the period 1970-

95 and suggests that private saving in Africa can be explained by standard behavioural models. 

These models indicate that private savings in Africa lag behind those in other regions notably the 

high performance Asian economies because of the region's lower per capita income, high young-

age dependency ratio and high dependence on aid. 
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Prema-Chandra and Kunal, (2004) examined the determinants of private savings in the process 

of economic development, in the light of the Indian experience. This study found that the savings 

rate rises with both the level and the rate of growth of disposable income. In other words the 

study found a strong statistical support for the hypothesis that both a change in the rate of income 

growth and a change in income levels are powerful explicators of change in the private savings 

rate. Factors such as the real interest rate on bank deposits have a significant positive impact on 

the private saving rate, but the magnitude of the impact is modest. In addition, the spread of 

banking facilities in the economy and the inflation rate were found to have a positive impact the 

savings rate, and changes in the external terms of trade a negative impact on private savings. 

Loayza, Schmidt-Hebbel, and Serven, (1 

Stylized Facts report that the world's av 

~)_D.1~--:fs:J,U.Qll wing to say on saving in the World: 

as declined for the last two decades. 

However, country savings rates exhibit a , especially in the developing regions. 

The study further reports that while in a small num er of develo ing countries savings have risen 

substantially (together with !J ~-\;~~~gf fa2li"te · fl.[~n declined in most other 
. . . . ogether zn Excellence . . . \\ developmg countries. This study t us postulates that the countries that save more exh1b1t,· on 

average, more stable savings rates over time. It also reports that country saving rates tend to rise 

with per capita real income levels and growth rates, domestic investment, public savings, money 

stocks, and private financial wealth. Nevertheless, substantial heterogeneity in the correlation 

between savings and related variables is observed between industrial and developing countries. 

A World Bank (1999) research project centred on the reasons why savings rates vary across 

countries revealed eight factors that affect saving rates. These factors include: income, growth, 

fiscal policy, pension reform, financial liberalization, external borrowing and foreign aid, 

demographics, and uncertainty. The project yielded a rich set of empirical results on the effect of 

each of these factors on private (and national) savings rates as explained below. 
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The real per capita income is found to be· positively correlated with private savings rates. With 

this positive relationship between per capita income and private ( and national) savings rates the 

project suggested that policies that spur development are an effective way of raising private 

savings. The project also points out that the influence of per capita income is larger in 

developing than in industrial countries, thus suggesting that the effect of the level of 

development on savings tapers off at medium or high levels of income. 

The project also indicates that growth and savings are positively correlated. The results indicate 

that much of the causation appears to r 

growth. It is indicated that a sustained in rea 

acceleration of growth that persists for 

hand, sustained increases in growth a 

savings. The effect of real income grow 

,~t-t-H savings, rather than from savings to 

:e el of savings is typically followed by an 

!>ff"~~""-l=!...t!.!.'~" eventually disappears. On the other 

permanent increases in the rate of 

pears substantial, with a 1 percentage 

point increase in the rate of growth raising the pnvate savings rate by 1 percentage point. 
University of Fort Hare 

Together in Excellence 

Ozcan, Gunay and Ertac, (2003) investigated the effects on private saving rates of a number of 

policy and non-policy variables for the period 1968-1994. In this study the empirical private 

saving model for Turkey is estimated. The empirical results support the hypothesis that the 

private savings rates have strong inertia. The findings also indicate that government savings do 

not tend to crowd out private savings and that the Ricardian equivalence does not hold strictly. 

Income level is found to have a positive impact on the private savings rate and the growth rate of 

income is not statistically significant. The study also revealed from a policy point of view, 

financial depth and development measure of Turkey suggests that countries with deeper financial 

systems will tend to have higher private sav.ings rates. It also indicates that private credit and real 

interest rates try to capture the severity of the _borrowing constraints and the degree of financial 

repression in Turkey. Moreover, the negative impact of the life expectancy rate lends support to 

the life-cycle hypothesis. The precautionary .motive for savings is supported by the findings that 

inflation captures the degree of macroeconomic· volatility and has a positive impact on private 

savings in Turkey. 
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Dani, (1998) conducted a study of transitions from low to high savings rates. He reported that the 

central message from the study was a negative orie. The study reported that focusing on savings 

performance does not seem to be a profitable strategy for understanding what makes for 

successful economic performance. The study clearly points out that increases in savings appear 

to be the outcome of economic growth, not a fundamental determinant of it. The typical pattern 

in this study is that growth rates (benchmarked against world norms) return to their pre-transition 

levels within a decade. It indicates that countries that have experienced saving transitions due to 

rapid increases in worker remittances exemplify this point and very few of these countries have 

experienced increases in their long-run growth rates. On the other hand, countries that undergo 

growth transitions, ( due to improved ter 

reasons) do end up with permanently hig e; 

sed domestic investment, ( and other 

Given these results the policy implicatio cies geared towards raising domestic 

savings do not deserve prioritY. wheJJ. designing ecol_lDmic pro~ms. The study thus indicates that 

the key to generating vicious clJPeJ.~Enlg~lJ wB.!tifhq{lsfrt\frltfri.gh savings is to kindle the 
. . . TqgefH(!r zn Excellence . . . . ... 

ammal spmts of entrepreneurs by mcreasmg the expected prof1tab1hty of theu acttv1ttes. 

Enhancing production and investment incentives seem preferable to working on savings 

incentives. 

Orazio, Lucio, and Antonello, (1999) critically_ analysed the Saving, Growth and· Investment 

using a panel of countries. The main aim of the. study was to provide an exhaustive and careful 

descriptive analysis of the correlations among savings, investment and growth rates. The study's 
'. 

motive was to establish what the main (aggregate) 'stylized facts' are that link these variables. 

For that purpose the study a used new dc;tta set gathered by the World Bank, containing a wide 

range of variables for 150 countries. The study estimated flexible dynamic (reduced form) 

models and identified long-run and short run correlations among the variables. The summary of 

results indicate the following. 
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Three results are extremely robust across data sets and estimation methods. Lagged savings rates 

are positively related to investment rates. Investment rates Granger-cause growth rates with a 

negative sign and growth rates Granger-cause investment rates with a' positive sign. Also, lagged 

investment positively Granger causes savings in all cases. In the study, growth and savings seem 

to be mutually and positively related, but an important exception arises once the study includes 

additional controls in the three variable system. The relationship between savings and growth in 

this scenario shows that growth is (positively) Granger causing savings in many specifications 

and data sets, but often the effect is quite weak. 

Ahmad and Marwan, (2003) extended ... ledge on the determinants of gross 

ff»l~~~rS.~li s (1990) cointegration and error-savings ratio in Malaysia utilizing th 

correction model to deal with the non ~1h11ni/11!1rri-tlifo\o1rties of time series of the variables 

involved. The study indicates that the adv tatistical approach is that it avoids the 

problem of spurious regressi~n.,s. The resqlts of~~ stud.Y llggest that the savings ratio· is 

d . db h d d un1vers1tv o ~.art are0 .c • d. . etermme y t e epen ency rafio~conoqiic-'gi:o , mt~es rate an 1.ore1gn irect mvestment 1ogetneFzn xcellence 
(FDI) in the long run. The short-run error-correction model reveals that in addition to these five 

variables, the savings ratio is also influenced by tax policies and growth in exports. As part of the 

major findings of this study economic growth appears to have played a key role in explaining the 

high saving ratios observed in the past three decades. 

ii. Studies indicating a savings-led relationship 

Cardenas and Escobar, (1998) analysed the determinants of savings in Colombia using the 

framework of an intertemporal model. The study indicates that national savings partially respond 

to temporary changes in output, according to the permanent income hypothesis. Higher 

government expenditures (in relation to their permanent level) are associated with lower national 

saving rates, thus disproving the Ricardian equivalence hypothesis. In other words, it is possible 

to increase national savings rates by raising the public sector savings rate (preferably through 

cuts in expenditures rather than higher taxation). 
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Apart from the predictions obtained from the intertemporal approach, the study tests other 

common hypotheses regarding savings behaviour. In particular, the study finds that changes in 

national savings and changes in investment are perfect! y correlated, and that savings cause 

growth (in the Granger sense). Additional econometric evidence in the study also suggests that 

increases in urbanization and age dependency have a significantly negative effect on private 

savings in Colombia. The result that higher savings rates lead to economic growth is consistent 

with DeGregorio (1992) and Japelli and Pagano (1994). Loayza, Schmidt-Hebbel, and Serven, 

(2000) also support the idea that private savings rise with the level and growth rate of real per 

capita income and that the influence of income is larger in developing than in developed 

countries. 

The study also argues that much of the eJ:11:~x:~~J~~~;.~:l~l-1 private savings in Colombia can be 
accounted for by the increase in curren enditures as well as by the effects of 

higher taxation. On the other hand, lower mar • mduced by trade liberalization explain the 
reduction in savings by firmsJl'J. ·r • sQ itli.li \.:1./h'P,~ e study indicated that the 

. . . . Toaefher in Excellence recent dechne m pnvate savmgs waS7 o a temporary nature, so no major offsetting policy 
interventions were required. 

Aghion, Comin and Howitt, (2006) developed a theory according to which domestic saving 

affects economic growth even in a world of capital mobility. The theory developed is based on 

the idea that technological progress in relatively poor countries generally requires a mix of 

foreign investment and local entrepreneurial effort. The foreign investment is needed in order to 

transfer frontier technological knowledge to local innovating sectors. Local savings matters for 

innovation, and therefore growth, because it allows the domestic banks to co-finance projects· 

and thus to attract foreign investment. The theory predkts that savings should affect growth, but 

not so much in relatively rich countries that, due to their small distance to the technological 

frontier, depend less on foreign investment to adopt new technologies. This prediction is borne 

out by the panel of 118 countries for which the study has data on savings over the period 1960-

2000. In this sample the study finds a sti"ong and robust effect of lagged average savings on 
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productivity growth for poor countries but a significantly smaller effect for rich countries. This 

. effect operates entirely through total factor productivity (TFP) rather than through capital 

accumulation. Furthermore, the study shows that savings are significantly associated with higher 

levels of FDI inflows and equipment imports and that the effect that these have on growth is 

significantly larger for poor countries than for rich. 

iii. Studies indicating a bi-directional relationship 

Dawit (2003) conducted a study on the causal relationship between economic growth and gross 

domestic savings in Ethiopia. The study used the cointegration and vector·error correction model 

(VECM) to examine the causal relations ifhb~'U-.vv._1t.2_e~__., e anomic growth and the growth rate 

of real GDS for Ethiopia- in the period 1 e series properties of real GDP and 

real GDS were ascertained using the e -Fuller (ADF) test. The long run 

relationship between economic growth anijL~!tQ@J~-~~1 gross domestic savings was explored 

using the Johansen co-integration procedure and Juselius, 1990 and Johansen, 1991 ). 

The results from the Johansen c • he null hypothesis of no~ 

cointegration between real economi{Jl~1wtfl! 1'~it.~~~~stic savings growth rate ( at r = 
0) is rejected at the 1 percent significance level. However, the null hypothesis that (r = < 1) could 

be rejected at 5 percent but not at 1 percent. The results of the cointegration tests therefore 

indicate that there is a long-run relationship between real GDP and real GDS in Ethiopia. 

Overall, the findings of the study lend supports to the hypothesis that the faster growth rate of 

real gross domestic savings (RGDS) causes higher growth rates of real gross domestic product 

(RGDP) in Ethiopia. However, a higher rate of growth of real GDP was found to cause faster 

growth of GDS to lesser extent. Thus, the study finally established that there is bi-directional 

(feedback) causal relationship between real GDP and real GDS. 

Schmidt-Hebbel, Serven and Solimano, (1996) provide a policy-oriented review of recent 

theoretical and empirical work on the determinants of savings and investment and on their links 

to growth. The study reports .that despite the vicious circle of high saving, investment, and rapid 
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growth experienced by some countries (notably in East Asia), the connections among these three 

variables are complex, and causality runs in several directions. However, the recent theoretical 

and empirical literature supports four main conclusions. Firstly, saving and growth reinforce 

each other that is causality runs in both directions. Secondly, saving and investment are highly 

corr~lated due to low capital mobility, domestic policies that restrict large current-account 

imbalances or common factors that push both variables in the same direction. Thirdly, physical 

investment is a necessary, but not sufficient, ~ondition for growth. Finally, human capital 

investment, technological innovation, and appropriate policies are also necessary for sustained 

high growth. 

The study suggest ways in which saving ~wca,wa~1 which are: (i) raising public savings 

is an effective and direct way to raise ecause evidence shows that · public 
savings do not crowd out private savings nflows of foreign savings should be, 

allowed and encouraged to supQort doipestic µivestment even if they help to finan~e 
. 1 h TTn1ve .s1tv or Fort t:rare k. . bl . · consumption, as ong as t e ct>'un1r_y s oqiesfic. economw pdl.i'cy Iramewor IS sustama e, _Its 

1 ogether zn Excellence 
banking system effectively regulated and supervised, and its government restrained from 
providing guarantees on foreign credit flows. (iii) Private savings are not expected to rise in 

response to interest rate liberaHzation. Evidence shows· that market-determined interest rates are 

likely to improve financial intermediation, the quality of investment, and the quality of portfolio 

choices (thus avoiding or reversing capital flight and possibly raising measured saving flows). 

Interest rates will be ineffective, howev~r, in increasing overall savings flows. (iv) Financial 

deepening has ambiguous effects on private savings_. In fact, relaxing constraints on consumer 

borrowing depresses private savings, somet_imes contributin~ to unsustainable consumption 

booms as those evidenced in Latin America in ~he 1980s and in Mexico in the early 1990s.(v) 

Starting a mandatory, fully-funded pension system may boost private savings significantly. 

The study also suggested a way to promote c~pital formation, product innovation, technological 

advancement, and growth. This is done thr~pgh the provision of a supportive policy and an 

institutional framework. Such a framework · would consist of four ingredients: (1) 
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macroeconomic stability to reduce the uncertainty surrounding investment; (2) a comparatively 

distortion-free relative price structure, to raise the productivity of investment; (3) a well-defined 

(and effectively enforced) code of property rights, to create an environment conducive to a low 

cost of doing business; and (4) adequate political institutions, to foster social consensus and 

political stability. 

Shahbaz and Mahmood, (2004) also carried out an empirical investigation on savings and 

investment behaviour in Pakistan. They found that a high income leads to high savings, thereby 

confirming the McKinnon effect. The sturf'ff-·~ttXfi~"ttn~'\'l,t that if there is an arbitrary big push 

in GDP. growth for some period, it woul AAA,.., ..... A,..A-~vings, which would positively affect 

investments, and an increase in investm nCS-J~1tUtJ:-:--JJ1L"'Iea e GDP, which would again increase 

savings. Thus by initiating that push, a ment can be started. The study also 

indicates that domestic savings are a majo investment. However, foreign savings 

were found not to be effective fo~ invest111ent m Pakistan. The study therefore suggests that 

government make·policies wJJmY~~JitNeg af Q&tal;I ~estic savings rather than 
Together in Excellence 

relying on foreign investment. 

' ' 

Masson, Bayoumi, and Samiei , (1998) examined a broad set of possible determinants of private 

saving behaviour using data for a large sample of industrial and developing countries. In this 

study both time-series and cross sectional estimates were obtained. The empirical results 

suggested that there is a partial offset on private savings of changes in public savings and (for 

developing countries) in foreign savings, that demographics and growth are important 

determinants of private savings rates, and that interest rates and terms of trade have positive, but 

less robust, effects. 

The results also identify a number of channels through which growth influences saving. A direct 

positive association between GDP growth and private savings emerges from most of the 

specifications·, especially for developing countries, although it is unclear whether there is a 



 

 

causal effect in either direction or a joint response to a third factor. A suggestive result concerns 

the level of per capita income (for the United States) and savings. For developing countries, the 

analysis finds a generally significant positive effect on the level, but a negative effect on the 

squared level, of per capita income. This result implies that beyond a certain point a higher 

income has a negative effect on the private savings rate. 

Ozcan, (2000) analysed empirical determinants of private savings for a sample of economies in 

the Middle East and North Africa (MENA) over the period 1981-1994. The study argues that the 

mean savings ratio for the selected MEN tx-1..:ruT~T.J' .. -r .... ~.,-;111!',7J~vT)Ve the mean world savings ratio (0.26 

vs. 0.16, respectively). However, the fo a · ings in the MENA countries can be 

delineated, to a large extent, by the gro This study used panel estimation to 

investigate the relationship between priv t d several macroeconomic policy and 

non-policy. A cross-country time-series da ed for the World Bank Saving Project 

is used. 
University of Fort Hare 

Together in Excellence 

In this region (MENA) private saving rates are found to have a strong inertia and they are highly 

serially correlated. This implies that the effects of a change in a given savings determinant are 

fully realised in the longer term than the short-term. It is found that in this region the real per 

capita income level has a positive impact on the private savings rate which indicates that, ceteris 

paribus, more advanced countries tend to save a higher percentage of their GDP. The real per 

capita growth rate is positively related to savings, which supports the hypothesis that there is a 

vicious circle that goes from faster growth to increased savings to even higher growth. 

The study also indicates that, from a policy point of view, the financial depth and development 

measure of the MENA region suggests that count~i~s with deeper financial systems will tend to , 

have higher private savings rates. The seve.rity of borrowing constraints and the degree of 

financial repression is also captured by _private credit and real interest rates. The study also 

indicates that the precautionary motive for savings is supported by the findings that inflation 

c;aptures the degree of macroeconomic volatility _and has a positive impact on private savings in 

the area. 

39 



 

 

Romm, (2005) used the Johansen VECM estimation technique to examine the directions of 

association between savings and growth in South Africa over the period 1946 -1992. The study 

examined the aggregate private savings rate and its interaction with investment and growth and it 

finds that the private savings rate has a direct as well as an indirect effect on growth. This 

implies that the private savings rate affects steady state per capita output directly as well as 

indirectly through the investment rate. On the other hand, the study also finds that a higher 

steady state per capita output positively affects the savings rate. These empirical results lend 

support to both the Classical and Keynesian views on the savings-investment-growth relationship 

in South Africa. 

Romm, (2005) also noted that the seve, .. 11-"-~~~~'-"l:~ ~'"'vnstraints will influence the extent to 

which growth affects the savings rate. h . t s that the more binding the liquidity 

constraints, the greater the effect of gro --·-~ -- he reason for this is that with greater 
liquidity constraints, the current consumption o e young is constrained by present income. 

Thus, they cannot react to a • ·k~E} • Ji!!i~ ~nsumption decisions. The 

h. d h . .f. Toaether1in Excelllienfce . 1 . d. . . h~ results oft 1s stu y ave s1gm 1cant poiicy imp 1cat10ns. Tl e mancia mterme iatlon m t 1s case 

has two contrasting effects on growth. Firstly, it promotes growth because it increases the rate of 

return on capital via a more efficient allocation of credit to investment. In contrast to this, aii 

efficient capital market can inhibit growth by reducing savings because of the lack of liquidity 

constraints. If banks make credit available to firms, as well as to households intending to invest 

in either physical capital or human capital, while rationing it at other times, capital accumulation 

and growth will be enhanced. 

Also the effect of factors such as human capital and technological innovation which are 

necessary for economic growth were found to be two-fold. This implies that they do not only 

have a direct effect on growth but also by promoting growth they promote a higher savings rate 

and thus the investment rate, which further promotes growth. With this result the study 

recommends that if policy aims, to promote growth by increasing the savings rate, it need not 

only focus on factors affecting savings but also on those factors directly promoting growth. 

40 



 

 

The study further highlighted that the expansion of credit to the private sector over the past 20 

years and particularly in the past decade in South Africa, has become detrimental to long-term 

growth. It further .postulates that not only does the extension of credit decrease private savings 

directly by increasing the consumption ratio, but it also dampens any beneficial effect that 

growth has on the savings rate. The study suggests that financing fixed capital investment and 

entrepreneurial activity to a large degree -and reducing the role of credit in consumption 

smoothing might result in an optimal allocation of credit. 

iv. Studies with mixed results 

Given that the conventional perception --~'7·-~·-.. ings contribute to higher investment 

~IIN-,~~1.11J. (2006), examined the relationship and hence higher GDP growth in the i.;> ... ~ ,_ 

between savings and economic growth fi 

Low-income (LIC), low-middle income 

omies with different income levels: 

-middle income (UMC) and higher-

income (HIC). The primary of th~ stu y was to investigate the relationship between 

domestic savings and econom~~ fa\hXoQ;{J;~~re~trime series annual data. To 
Together in Excellence 

determine the direction of causality, Granger causality tests were conducted. The objective was 

to determine whether the direction of causality in these economies differed according to their 

income class namely: low-income (LIC), low-middle income (LMC), upper-middle income 

(UMC) and higher-income (HIC). The empirical results suggest that the economic growth rate 

Granger causes growth in the rate of savings in 13 countries. The opposite results prevailed in 2 

countries. In 5 countries, a bi-directional causation wa~ found. The direction of causality in this 

study is somewhat consistent with the theory especially in the case of upper-middle income 

(UM Cs) and higher-income (HI Cs) economies_. The main conclusion of the study is that income 

class of a country does play an important role in ~etermining the direction of causality. In low-

income (LICs) economies the empirical results were found to be mixed while in all high-income 

(HICs)_ countries except for Singapore, the causality ran from economic growth to growth in the 

rate of savings. However, in upper-middle income (UMCs) countries a bi-directional causality 

was more prevalent. 
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Agrawal, (2000) analysed the performance of South Asian countries regarding the savings and 

investment rates and tried to compare them with East Asia. Econometric analysis of the 

determinants of savings and investment ratios in South Asia were carried out. The study reported 

.that savings as a proportion of GDP are in the low to medium range for the South Asian 

countries as compared to high for the East Asian countries, where it has been over 30 percent 

since 1980. Econometric results of the study show that the main factors behind the lower rates of 

savings in South Asia are: ( a) a less rapid decline in the age dependency ratio (which has 

remained virtually stagnant in Nepal, Pakistan and Bangladesh), while falling dramatically in 

East Asia ( and Sri Lanka), (b) the moderate to low rates of growth of gross national product 

(GNP) compared to East Asia, and (c) th les~Lt Mis , 1 management by many South Asian 

governments such as India, Pakistan an • an . d ng to low or negative public sector 

savings. Interest rates on bank deposits e • • y a positive but insignificant effect on 

savings. 

G f. d . Unive • of Foi l-:r::ireb 1 . s h A . ross 1xe mvestment as proportion o was.....fepo to.a.nave een ower m out sia Toget erzn.fixce ence 
compared to East Asian countries. Econometric analysis suggest that the availability of much 

smaller inflows of foreign direct investment and the lesser availability of domestic credit are 

some of the main factors behind the lower investment rates in South Asian countries as 

compared to East Asian countries. 

Of great importance was the focus on Granger causality analysis to test whether the high savings 

rates caused high growth or high growth rates led to high savings rates in the countries under 

consideration. The study highlighted that this question is of vital significance for development 

policy. For instance, if high savings rates lead to high growth, development policy must focus on 

ways to increase the savings rate, while if high growth leads to high savings, development policy 

must focus on other factors which lead to high growth, such as human capital, technological 

progress and trade policy. 
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The study found evidence that higher savings rates cause higher growth rates of real GNP in two 

countries (Bangladesh ad Pakistan) and that a higher growth rate Granger cause higher savings 

rates in two countries (India and Sri Lanka), with the results for Nepal failing to reject non-

causality in either direction. The results of this study of South Asian countries contrasts sharply 

with the previous empirical findings (mostly based on data from East Asian countries, which 

have among the highest savings rates in the world) that savings rates do not cause growth but are 

determined by it. The study ended with a plausible conclusion that in the case of countries with 

low savings rates, low levels of savings may well become a significant constraint on growth by 

restricting the supply of funds available for capital formation and growth. 

Using the VECM (Engle and Granger) 

relation between savings and growth fo 

savings rate has been remarkably high 

:!:t-....L~:,.,--J;N~!,!..""'-tres, Agrawal P, (2001) analysed the 

1 u tries. The study established that the 

1980) in East Asian countries. The 

econometric analysis in this study shows that tlie main factors behind the high rate of savings in 

East Asia are the high rate of · ¥~~; .• . Qi{ AUia-tl ~ing age dependency ratio. 

S . 1 . . . 1 . Toaether in Rxceffe~n.ce 1 .d fu d . pecia mstttuhona 1.eatures m some C'ountnes sucli as tlie high centra prov1 ent n rates m 

Singapore have also contributed to the high savings rates. The effect of higher real interest rates 

on the savings rate was found to be insignificant for four of the seven countries considered. Of 

the three remaining countries, the interest rate was found to be negative in Indonesia while in 

Thailand and Malaysia it was positive. In all the cases where interest rate was significant, the 

coefficient was usually small enough that interest rates changes of a few percentage points are 

likely to have an insignificant impact on the savings rates. This implies that trying to influence 

the savings rates by manipulating interest rates is not likely to be a practical policy in most of 

these countries. 

The main focus of this study was on whether a high saving rates granger causes high growth or 

high growth rates lead to high savings rates in.the seven Asian countries. The results show that a 

high real income per capita or a high growt4 rate did cause the savings rates to be high in six of 

the seven countries considered. However in three of the countries considered namely: Indonesia, 
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Malaysia and Taiwan evidence of simultaneous reverse causality from saving rates to growth 

was found. The study therefore ascertains that although the causality primarily runs from high 

growth to high savings rate in many cases, there also exists a feedback effect with high savings 

rates leading to high growth or high GNP per capita. Although the study indicates that many 

Asian countries could have benefited from this vicious circle of high growth leading to high 

savings and vice versa, it specifies that the feedback is much stronger from growth to saving than 

from savings to growth. As a result the study suggested that development policy focus less on 

promoting high savings rates and more on promoting growth rates through other appropriate 

policies. 

Ahmad, Marwan and Salim (2003) also m!_~~~~--.i...b!: st ated the factors that have influenced 

the savings behaviour in the fast growing qcuMi~~1J11'1's of Singapore, South Korea, Malaysia, 

Thailand and the Philippines. The study gs in these countries are related to 

income, interest rate, dependency ratio and foreign capital inflow. In this study both short run 

and long-run movements oflJ ·r~ r~it d fe i J-lt. f~ars 1960-1997. An error 
. . Toaether. in Excellence . correction representation of the data Was used to exp lam the short run dynamics., The study' s 

main conclusion is that Singapore, South Korea, Malaysia and Thailand share a common set of 

determinants of savings. The empirical results indicated that (i) foreign savings deter domestic 

saving both in the short and long run; (ii) savings does not Granger cause economic growth, 

except for Singapore; (iii) interest rates turn out to be significant both in short and long run 

savings functions- it was found to be positive in Singapore, Korea and Malaysia but negative in 

Thailand. This finding reflects the extent of financial liberalisation in these countries. (iv) In the 

long run the causality runs from economic growth to domestic savings. 

Saltz ( 1999) noted that past studies have revealed a correlation between savings and GDP 

growth in the Third world and these studies· have hypothesized that higher rates of savings cause 

higher growth rates of real GDP. -It is against .this background that he decided to explore the 

alternative hypothesis: that higher growth rates of GDP cause increased savings using the 

Granger causality test. The empirical evidence presented in this study lends far greater support to 
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the hypothesis that faster growth of real GDP causes higher growth rates of savings, not vice 

versa. Of the seventeen countries analysed, this result was observed in ten countries, incfoding 

two countries in which there was bi-directional causality. Also important is the result that four 

cases in seventeen countries indicates that the growth rate of savings positively cause an increase 

in the growth of real GDP. Overall, the findings of this study do not lend support to the 

hypothesis that faster growth rates of savings cause higher growth rates of real GDP. The study 

therefore suggested that policy makers in Third World countries be cognizant of these results and 

concentrate on promoting economic growth rather than just promoting savings. The evidence in 

this study therefore suggests that policies which promote growth of real GDP will lead to a more 

rapid growth in savings. This result is Cv-u.,::,.L.;;,1,v.4.i,~ ,. result by Deaton and Paxson,. (2000) 

who indicated that growth may have larg 

Using the methodology of Toda and Ya rotas and Kelly (2001) examined the 

relationship between growth_.. _ijnd. saving& for I~dii\ and .Sti. Lanka. This study used the 
.un1vers1tv o ffoi tt::ire . . . methodology of Toda and Yamammo as ci -way. o vo1 \ng prooiems and possible m1sleadmg 

1 ·ogetner zn xce Lenee 
inferences associated with the asymptotic nature of Granger causality testing in time-series 

studies. In this study the relationship between gross domestic product, gross domestic savings 

and private savings was examined. The study finds that there was no causality between GDP 

growth and private savings in India, while it appears that there is bidirectional causality between 

private savings and growth in Sri Lanka. The study therefore concluded that existing 'evidence' 

on the subject should be treated with caution, given the inappropriateness of the econometric 

methodology adopted in most of the previous empirical studies using time-series data. 

Rather than using panel-estimation methods which have been used by many previous studies 

Anderson, (1999) carried out tests of causality in time-series settings. In this study saving and 

GDP are estimated in bivariate vector autoregressive or vector error-correction models for 

Sweden, the United Kingdom (UK) and the United States of America (USA). Tests of Granger 

non-causality were performed within the estimated systems. The main results show that causal 

chains linking savings and output differ. across countries. The study indicates that for the UK and 
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for Sweden, where standard tests indicate a long-term relationship between the variables, the 

temporal interdependence differs. In the UK there is a bi-directional causality between GDP and 

gross savings. In the Swedish case, the temporal dependence is more unidirectional in its nature 

with saving leading to output growth. The results actually show that the long run relationship 

between savings and output has a positive sign in the output equations for both the UK and 

Sweden. This implies that increases in savings relative to output in a previous period lead to 

increases in output in a later period. This is consistent with the 'mechanical' link through capital 

accumulation which is the main focus of the neo-classical growth models. In the US there is no 

statistically significant long-run relationship between savings and GDP. The fact that there is a 

. long run stationary relation between gro na u ut for two of the countries conforms 

to the most elementary of the predictions fr ~-,~---~-i 

The study also indicates that the variables ------- P) can be connected in Granger-causal 

chains through different channels-in the 'long run' and 'short run' which might differ both 

regarding the direction and tlI · • Y, · 9J JJ h t · ti~cally significant short run 
. ToaethAr in Excellence . chams for Sweden. However for both~he·us, where there was no long run cham and the UK 

there are indications of short run chains. In the US the short-run causality runs in both directions 

while for the UK it appears to have a unidirectional chain from savings to output. 

v. Studies indicating no causality 

Sinha and Sinha, (2007) analysed the relationship between per capita saving and per capita GDP 

for India using the Toda and Yamamoto tests of Granger causality. The study used time-series 

data from 1950 to 2004. Three types of savings were distinguished which are: household savings, 

corporate savings and public savings. Using Toda and Yamamoto tests of Granger causality, the 

results of the study show that there is bi-directional causality between per capita household 

savings and per capita corporate savings. The study however revealed that there is no evidence 

of causality in any direction between per capita GDP and per capita corporate savings/per capita 

household savings. 
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Claus, Haugh, Scobie, and Tornquist, (2002) examined savings and growth in an open economy 

(New Zealand). The study indicated that concern has been raised by an apparent lack of savings 

in New Zealand and that it has been argued that policies which foster savings are important, as 

higher savings lead to higher economic growth. Therefore, this study was put forward to 

investigate the link between savings, investment and growth in New Zealand. The theory 

predicts that increased total savings (from domestic or foreign savers) will lead to higher 

investment and higher growth. In an open economy with access to foreign capital, domestic 

savings and investment can diverge without necessarily impending. Given that investment 

portfolios in New Zealand appear to be diversified, the implication is that barriers to capital 

mobility are likely to be small. The co nt-r,y'-fl-l>t-Q--A· e to access foreign savings to meet 

investment demands. The study conclud_l""'i,,-fJ.t::i.;tJili"fi'irerct .. ""tm,.n,.t.,!i.3r,,,...,t11 and economic growth do not appear 

to have been constrained by low domesti is result contradicts what the theory 

predicts, which is that increased total savi i her investment and output. 

With the increasing interest in eQe1c¥Af{~\iYePif F~it11litt~ the focus has been on the 
· Toaether in &~ellence 

sources that lead to high and sustainable growth. The savings rate, among others, has been 

thought to play an important role in economic growth, particularly through its association with 

investment. Motivated by these arguments, Erden, (2005) examined the question of whether 

savings policies would be effective in bringing about larger capital accumulation and so higher 

economic growth in Turkey. The study's main focus was on capturing the responses of the 

private sector to a policy shock. The study used annual data spanning from 1963 to 2002 on 

domestic private investment and savings in an effort to find out the direction of a casual 

relationship, if any, between the two. 

Employing the bivariate VECM procedure, the result suggests that domestic private savings and 

investment were closely related and formed a stable long-run relationship before the structural 

adjustment reforms implemented in 1980. In ad.dition, private investment activities were largely 

determined by savings innovations during this period. However, the linkage between the two did 

not appear to hold after 1980. These findings are consistent with the Feldstein and Horioka 
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argument that the higher the degree of international capital mobility, the weaker the association 

between domestic saving and investment. Given that the Turkish economy has turned into a 

relatively open one with the introduction of liberalization reforms in 1980s, the degree of capital 

movements appears to have risen. This has rendered any impacts of domestic private savings on 

investment obsolete. The study therefore concludes that there does not appear to be an 

investment mechanism through which the domestic savings rate enhances economic growth. The 

study indicates that more research is needed to identify both theoretically and empirically other 

mechanisms through which the savings rate operates, to generate a high and sustainable 

economic growth. 

Table 2.1 below gives a summary of emp he studies reviewed on the causality 

between savings and economic growth. 

University of Fort Hare 
Together in Excellence 
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Table 2.1: Summary of key results on causality between savings and economic growth. 

No 

1 

2 

3 

4 

5 

Authors Methodology 

Anoruo and Ahmad, Granger 

(2001 ), Elbadawi and tests 

Mwega (2000), Sinha, 

(1998), Orazio, et al, 

(1999) 

Cardenas 

Escobar, 

Aghion, 

Howitt, 

De Gregorio 

and Japelli 

and Granger 

Direction of Causality 

causality Economic 

granger 

savings. 

causality Savings 

growth 

causes 

causes 

increases in economic 

growth. 

Pagan9 T • (199~ . f H 
L un1v:e[S1 o Fort are 

oayza, 11J'gft~J;. in Excellence 
Hebbel, and Serven, 

(2000) 

Dawit (2003), Granger causality Bi-directional 

Schmidt-Hebbel et al, tests causality between 

(1996), Room (2005), savings and growth 

Shahbaz N and 

Mahmood K, (2004), 

Ozcan, (2000) 

Mohan (2006), Granger causality Mixed Results 

Agrawal, (2001), tests 

Ahmad et al, (2003), 

Saltz ( 1999) 

Sinha and Si11ha, Granger causality No Causality 

(2007), Erden, (2005), tests 

Claus et al, (2002) 
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Research framework 

From the above discussion of the literature, it is evident that there is an on-going debate on the 

relationship between savings and growth. According to theoretical literature a strong association 

between savings and growth is firmly established with McKinnon and Shaw (the financial 

liberalisation hypothesis) indicating that savings are responsive to interest rates, and higher 

savings rates will finance a higher level of investment which will lead to a higher economic 

growth rate. The neoclassical growth model (Solow-Swan), endogenous growth model and the 

Harrod-Domar growth model also indicated that savings play a major role in stimulating growth. 

On the other hand the life-cycle hypothesis and the permanent-income hypothesis indicate that 

income growth is vital for increments in tttt:r-Sittr-ttH~ 

From the various studies w hich have be n~·:::;;:===~l is study it is not possible to identify 
clearly actual direction of causality betwe .__. onomic growth. Some studies have 

indicated that the relationship may run from economic growth to savings while others have 

illustrated that savings are verµ ·x~-~~1QfF~ h~'&er studies have purported 
. Together in Kx~ellence 

that a vicious circle exists between savmgs and growth which implies that savings . ~re 

responsible for stimulating high growth, while at same time growth is also responsible for high . 

savings. A few studies on the other hand have indicated that there may be no causation between 

savings and economic growth. 

• Given the views from both theory and empirical literature, one can not actually ascertain the 

actual direction of causality between savings and growth as causation runs from both directions. 

As a result this study supports the idea that there is a bi-directional (feedback) relationship 

between savings·and growth in the South African economy. 
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CHAPTER3 

OVERVIEW OF SAVINGS AND ECONOMIC GROWTH IN SOUTH AFRICA 

3.1: INTRODUCTION 

In a country, economic growth depends to a large extent on the nature and quality of economic 

policy (Collier and Dollar, 2001). For instance, in the developing world if there is a good 

environment for households and firms to save and invest, economic growth is generally observed 

(Khamfula, 2004). Since democracy in 1994, South Africa has tried to devise various 

macroeconomic policies to enhance econ 

its citizens. In other words, the country ~]~•e:.-::~g: 

complement its political liberation an ,·-f ~r<ru~~ 

economic growth that would benefit all m 

n ddress the various inequalities among 

he apartheid era with an urgent need to 

global trade and investment with 

University of Fort Hare 
The country has managed to gain sj_g_rt1fic;; nt-~owih. S 1i1th Africa's gross domestic (GDP) is 1uger e,zn·Bxce Lenee · · ... 
four times that of its African neighbours or 25% of the entire continent's GDP (IMF, 2005). With 

this massive figure, the country can be regarded as the economic powerhouse of Africa. Though 

the country has achieved this status, it has come through difficult situations especially during the 

apartheid era, having been put under economic restrictions. The South African economy, in 

particular, has experienced decades of vigorous growth especially in the third quarter of the 

twentieth century. However, the economy went into decline in the fourth quarter and this decline 

was halted in 1994. In 1998 the decline in economic growth recommenced despite the end of 

sanctions and an inflow of aid (Jones, 2000). 

The decline in the Soqth African economy was coupled by dramatic changes in some sectors of 

the economy, for instance in the mining, finance and transport. However, together, the growth in 

• these sectors was not sufficient to couriterb'alan·ce the growth in population. In addition to this the 

manufacturing sector failed to act as the engine of growth. The failure in the economy was 

triggered mainly by the sanctions, combined with increased military expenditure. The other 
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force which contributed to the long term decline was the population explosion which to about 44 

million by the year 2000. 

Maasdorp, (2000: 10) clearly highlights some of the reasons which contributed to the collapse of 
.-

the South African economy. Firstly, he identifies structural problems as a one of the reasons 

which has limited the potential for economic growth. He argues that the long standing trade 

protection to foster import substitution has hampered exports, foreign exchange controls 

misallocated scarce capital resources and concerns over the availability of strategic materials led 

to further resource misallocation. 

The second reason mentioned is the domdlllil~~~'flld'1 1M:n~~~tfttional pressure surrounding apartheid 

which gained momentum and forced the overnment to react in two main ways. 

Maasdorp in this case explains that under the ocfrme of the 'total onslaught', the South African 

government drastically expa J i t fJJ~ e Q~Jt r. -<\ f security services. It also 

d 1 d . d Toaether in Exce.llence . . . . . hb . eve ope an armaments m us try, ftlrt1ier engaged m mihtary achv1hes m ne1g ourmg 

countries such as Angola, Mozambique, Namibia and Zimbabwe, stockpiled strategic reserves 

and essentially militarised South African society. These activities were carried out at a great cost. 

Also introduced at the same time were various 'mild' political reforms involving a relaxation of 

some restrictions associated with petty apartheid and also the introduction of the Tricameral 

Parliament in 1983. Even though these reforms were implemented, they failed to placate the 

disenfranchised black majority. The trade unions and the liberalisation movements exploited the 

resultant social stresses in a successful campaign to make the urban black areas of South Africa 

ungovernable. 

The third factor as Maasdorp reports, was the int~rnational reaction to apartheid and the South 

African authorities' draconian attempts to quell unrest in the townships. This resulted in the -

imposition of trade and investment sanctions. The economic boycott on investment appears to 

have been successful as it culminated in the 'debt standstill' of August 1985 with South Africa 
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becoming a net exporter of capital and being obliged to adhere to a strict debt repayment 

schedule. As a consequence of these sanctions the country was forced to run a current account 

surplus. This further forced the country to partly use its domestic savings for net repayments of 

foreign debt. Thus, domestic savings were not available for domestic investment. Jenkins, (1995: 

117) clearly points out that domestic savings were absorbed by expensive capital-intensive 

projects. This move reduced investment in secto"rs which would have generated higher growth of 

output and employment in the country. 

In addition to the debt repayment schedul0-tltlEHBmmti~~- rienced capital flight and there was a 

total net outflow between 1985 and 19 en of GDP (Prinsloo, 2000). The 

disinvestment during this period ge . • 1 1 outflows of long-term capital. 

Furthermore, the inflow of such capital 'v"\i,jl.;•;;,1l r; b~~~t~:~~~ mbination of perceptions of growing 

risk in lending to South Africa and a su _______ 1 pressure on banks· to stop lending. 

However, it could also be stated that considera e amounts of short-term capital also left the 

country. All these outflows of JJ • o~J:t§~°tYit J:lMi r~:Jf&nts on the short-term debt 
. . 'J'oaether in -Excellence . 

and the cessation of mflows of foreign 1hrect mvestment and long-term loans led to a susta1nyd 

deficit on the capital account. This massive outflow of capital reduced the availability of savings 

for investment and limited the flexibility of economic policy. This made the recovery of the 

economy very difficult. 

Maasdorp further argues that even the newly elected non-racial government which in 1994 

should have emphasized economic liberalisation as its top economic priority. ·He indicates that_ 

the subsequent failure of the Reconstruction and Development Programme (RDP) policy and the 

GEAR macroeconomic strategy to boost the economy substantially can be traced to three factors 

which are: foreign companies that had previously disinvested from South African were loathe to 

come back, a crime wave that increased skill emigration, depressed tourism and discouraged 

foreign investment and finally new employment legislation, which further distorted the labour 

market and raised real wages above equilibrium levels. 
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As from 1985 onwards the balance of payments which reflects domestic and international 

economic developments and determines domestic economic variables often dictated the 

macroeconomic policy. This was mainly due foreign debt commitments. This was a period 

where deflationary policies were introduced to reduce domestic expenditure in order to maintain 

surpluses on the current account, creating a situation where the country could not afford to 

increase imports because of the strain which would be placed on the balance of payments. This 

meant that strict monetary policy measures to curb domestic spending remained until the 1990s. 

The country, therefore, had to generate trade surpluses through export growth and import 

restraint, a situation which prevailed in 1993. 

The effects of the financial sanctions mea • a had limited access to international 
IN VIDE 

capital markets and with scheduled repa :ti ~ij , e country ended the period 1985'.'"93 

with a relative! y low foreign debt exposure. I"lie ou ows f capital exceeded the current account 

surplus of the balance of payments by Rl.7 bi 10n which implies that net reserves declined by 

that amount. Although the impJJt\it a'ai°t8n9tnf 9as\e,~~,,P.§ive, they meant that South 

Af . . d dd. . 1 d1J1oaether in Rxcellence f h. h • d nca mcurre a 1tiona costs an ost export manets, some o w 1c were never recovere . 

Overall, the sanctions led to the intensification of the concentration of ownership in the economy 

as multinationals were bought by large South African conglomerates. Their effect on 

employment was indirect rather than direct in sense that, by restricting economic growth aJ?-d 

damaging investor confidence, fewer jobs were created than would have been. They_ also 

contributed to falling real incomes especially for Whites whose real wages fell completely 

throughou_t the 1980s. On the other hand, the wages of the Blacks in formal employment rose 

rapidly partly because of the influence of the new African unions and continued company 

policies to eliminate discrimination. 

Macroeconomic policies in South Africa 

As from the 1980s onwards, the National Party (NP) government came to a market-based policy 

of deregulation and non-intervention. The government sought to enhance the role of the private 

sector in its policy making. In 1994 when the African National Congress (ANC) took power, 

54 



 

 

there was continuity in these policies. However, once in power, the ANC elaborated its stance on 

this economic liberalisation by adopting macroeconomic policies which could scarcely be 

faulted. Thus the government implemented a macroeconomic policy which led to the 

containment of the fiscal deficit, single digit inflation and lower interest rates. The objective of 

this policy was to achieve strong economic growth that would lay the foundation for the 

reduction in unemployment and a more equitable distribution of income and wealth.· For this 

reason, the government produced a 1994 White Paper (the Reconstruction and Development 

Programme, RDP) whose primary goal was to increase economic growth, increase the rate of 

investment to stimulate growth and to modernise production. This in turn would bring increased 

wage employment, better wages for tho and greater equality of income and 

wealth (Weeks, 1998). The macroecono ~JJ.C\+'-l!JWJlemented in this case was welcomed by 

the private sector both locally and ab o stitutions such as the International 

Monetary Fund (IMF) and the World Bank I unions (Maasdorp, 2000). The policy 

implemented saw economic growth rising i 

University of Fort Hare 
Toaether.in Rxcellence In 1996 the government launched a :rYew pohcy statement -called Growth, Employm~nt and 

Redistribution (GEAR) whose objective was to grow the economy, generate jobs and achieve 

equitable distribution of income. The target was a 6% growth by the year 2000. For the period 

1993 to 1995 the objective of enhancing economic growth was achieved. The country recorded a 

positive growth fate of 1.23% in 1995 up from a negative growth rate -2.14% in 1993. The 

GEAR programme was however disturbed by the global economic crisis which spread to SA in 

1998. The crisis resulted in a decrease in the world demand for South African exports between 

1995 and 2000, bringing a massive shedding of labour in South African firms. Furthermore, the 

growth of the manufacturing export sector fell from 10% per year to about 0% in 1999 owing to 

the global crisis. 

The GEAR programme in fact was insufficient to attract the domestic and foreign investment the 

country required in order to reach the high real growth rates necessary for modernising the 
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productive economic sectors, improving the social sectors and making in roads into 

unemployment. Overall the objectives of GEAR were never met (Michael, 2000). 

The failure to meet the targeted objective of GEAR compelled the government to come up with . 

alternative macroeconomic policies. Before 2000, the Southern African Reserve Bank was 

pursuing a monetary policy that stressed financial stability over economic growth. High interest 

rates were maintained in order to avoid capitai flight, excessive pressure on the exchange rate 

and high inflation. The policy only succeeded partly because the high interest rates had a stifling 

effect on economic growth. The policyma-,H~-a-H-.A--1~·1-e,d • ultaneously to pursue the following 

three objectives: an open capital market o s o external finance, a stable nominal 

exchange rate to underpin international r dam to adjust interest via monetary 

policy (Khamfula, 2004 ). The South uthorities then introduced inflation 

targeting with a range of 3 to 6 percent w1 ----~- cern being price stability. This. policy 
succeeded in keeping inflation within the target range. 

University of Fort Hare 
Together in Excellence 

The government has also made some major transformation in the budgetary and expenditure 

processes. It has introduced some new systems of financial planning, expenditure management, 

reporting and accountability. Activities such as budgeting are taking place within the Medium 

Term Expenditure Framework (MTEF), a rolling framework intended to provide greater 

certainty to line departments for planning and implementing policy programmes which are 

budgeted and evaluated on the basis of output-linked performance indicators, rather than on 

inputs. The MTEF also enables a combination of fiscal restraint and a strategic reprioritisation 

for allocation efficiency for the treasury. It has been supported by the Public Finance 

Management Act (PFMA) which imposes strong controls over financial management in all 

public sector institutions and requires departments to set objectives for their expenditure. 

The above fiscal reforms have contributed to a steady decline in the fiscal deficit which has been 

kept below 3% of GDP as stated in GEAR. The government has also been formally committed to 
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promoting growth through private investment and has proposed a tax cut on company profit or 

income as the most effective mechanism to increase investment (Michael, 2000). It should be 

pointed out that fiscal policy does affect private investment and thus growth. It affects private 

investment under the view that investment is dependent on savings and fiscal policy thus 

influences private investment by affe~ting the volume of savings. As a result of this the tight 

fiscal policy which South Africa implemented is supposed to promote investment by raising total 

domestic saving and reducing interest rates. The government has therefore expected that 

reducing the deficit and establishing a record of credibility and consistency in their fiscal policy 

would boost private investment. However, the b()ost has not yet happened as investment has 

Finally the government has implemented 

Africa (ASGISA) whose ultimate objectiv 

'l'M11rfi11',,.;ai1.ri~•celerated Growth Initiative of South 

- mployment and poverty by, 2014. As 

part of ASGISA the government also intro uce the Joint Initiative For Priority Skills 

Acquisition (JIPSA). The motiUt • ·tfiltfvgU Jt"-:"'\"il~f'CEai.e view that a shortage of 

kill . h . . . Tnaetherh·iJLRx.cellence f s . . s s mt e country 1s constrammg GDt> growt . Tfie immediate 1.ocus o JIP A thus·w1ll be on 

the skills identified by ASG ISA. In other words, JIPSA seeks to equip people with skills so that 

they can participate in accelerated growth (Behar, 2006). However, the achievements of these 

programmes cannot be examined at this point in time. 

3.2: TRENDS IN ECONOMIC GROWTH: 1980-1992 

The real GDP growth of South Africa has been declining since 1980 (Figure 3.1) below. The 

population grew at an average of 2.5 percent per ye~r from 1980 to 1985 with per capita GDP 

growth being negative since 1982. The dismal ec_onomic performance during this period implied 

that standards of living fell as real economic growth lagged behind population growth. Even 

though there was a recovery in -1986-198~ which was based on reckless government 

consumption expenditure, growth in South Afric~.ha~ been increasingly influenced by continuing 

political uncertainty and growing social unrest. This has led to an increasingly unstable growth in 

the economy. In all these years, South Africa's investment of an increasing share of its income in 
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the economy has not been matched by satisfactory economic growth. This was seriously felt in 

three important sectors of the economy - agriculture, mining, and manufacturing - where growth 

fell and productivity faltered (World Bank, 1994 ). 

Figure 3.1: GDP Growth, GDP per Capita and Population Growth 
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Mining output at the same time decreased throughout the 1980s and total factor productivity 

growth in manufacturing has been low - 0.5 percent per year. This level was well below the 

levels achieved in high-performing economies. Also coming into play was rising unemployment. 

During the Apartheid period employment growth deteriorated consistently coupled with a shift 

away from agriculture. Given that the labour supply growth has changed little over the past 30 

years, an even more striking issue is the growing imbalance that exists between black labour 

supply and employment in the formal sector. Even though subsistence agriculture in the 

homelands and the informal sector provide an invaluable source of employment for the rest, 

roughly one quarter of blacks are without work. Unemployment is disproportionately 

concentrated among females and young people, and only a few new entrants to the labour market 

can expect to find wage jobs. This level of black unemployment is not only a great waste of 

resources but it also fuels social unrest (World Bank, 1994). 
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From Figure 3.1 above it can be observed that as from 1989, the South African economy has 

been in a deepening recession with GDP falling from 2.4 percent in 1989 to -2.1 percent in 1992. 

This situation as discussed above has been made worse by this growing unemployment. In 

addition the recession is suggested to have been rooted in the demand shock that followed a 

substantial and sust_ained fall in parastatal investments after 1985. This recession was further 

intensified as private sector confidence declined with growing political uncertainty and social 

turmoil. The falling economic growth, a large foreign debt, misallocated resources and fiscal 

strains all created the environment for economic stagnation. Also during this period public 

spending was rising while the tax base was under pressure. This scenario ensured that public debt 

was run up while the tax burden increasan-TYT1"'ffrl-t-Tr--~rn.rt-.. 1t~m at the same time was rising and the 

exchange rate started to show these press • a ed (Strydom, 2002). 

The developments which took place in the inated in a major balance of payments , 

constraint. Balance-of-payments pr9blems gi::eatly constrained the economy as limited access to . 

international finance has meaJ-Iil11~t~ht¥i.BfritQJ;Jm\JR-£~ad to remain in surplus. In. 
Toaet1ier zn ExceTlence 

mid-1988, the current account started' to slip into deficit following moderate growth in the. 

economy (see Figure 3.2). To protect foreign exchange reserves and dampen inflation following 

a depreciation of the rand, interest rates were raised and new import duties were imposed. This 

curbed growth and pushed the economy back into recession. Figure 3.2 below shows the ratio of 

balance on current account to gross domestic product at current prices (percentage). 
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Figure 3.2: Ratio of Balance of current account to GDP 
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economy situation with a curr·®tt:ffl.qi~1ftJi1~iij~!J .A_.l.~,!!_U\1,1' ::--..... ~~~.;("J~ 7s. This situation occurred 

after the debt standstill period betw'l'~nW11 ~ f '# Htwe current account was in surplus 

and foreign savings negative because of foreign debt repayment. The figure also shows that the 

current account deficit which shows the contribution of foreign savings to overall savings has 

remained very small since 1994, never rising above 2 percent of GDP. As from 1999, the 

account has been more or less in balance. 

In spite of its high investment to GDP ratio in the 1980s (see Table 3.1), South Africa did not 

generate more jobs and satisfactory growth with this investment. This was partly for the 

following reasons. 

• During the 1980s both investment and growth in the capital stock declined. This decline 

was also accompanied by a substantial increase in the capital intensity of the economy 

which further hampered employment growth. 
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• The allocation of capital stock deteriorated during the same period. This implies that 

investment was increasingly channelled towards activities with lower-than-average 

capital productivity such as the public sector. 

• The inadequate acquisition of good and quality skills within the workforce contributed in 

the sense that it lowered the returns on investment and slowed productivity growth. 

• Rising wages and the industrial unrest which had occurred since the early 1980s further 

dampened the employment growth in the country. 

Table 3.1: Gross Capital Formation as ercentage) 

Years Formation as a ratio of GDP 

1980 25.9 
1981 27.5 
1982 27.5 
1983 26 
1984 24 
1985 22.8 
1986 19.6 
1987 17.8 
1988 19.4 
1989 20.2 
1990 19.1 
1991 17.2 
1992 15.7 

From 1980 gross capital formation as a ratio of gross domestic product was very high, well 

above 20 percent. But as from 1986 gross capital formation started to decrease continuously. 

This was attributed to the reasons stated above and a strict debt repayment schedule which the 

country was engaged in as from 1985. 
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3.3: TRENDS IN ECONOMIC GROWTH: 1993-2006 

Compared to the previous ten years, the decade since 1994 did see an improved growth 

performance in South Africa. Nevertheless, the improvement was modest, on average, both by 

international standards and the standard of South Africa's own history (Du Plesis and Smit, 

2007). In fact, the South African economy has managed to achieve a substantial success in the 

area of macroeconomic stabilization in the post-apartheid era. As mentioned in Chapter 1, the 

stabilization has not yielded the growth rates that are needed to raise the living standards of the 

majority of the population. Despite this remarkable success in the areas of macroeconomic 

stabilization, the country still faces difficult challenges arising from the legacy of 

marginalization of the majority of the p · main stream economy. Raising the 

living standards of the majority of the p u ountry intends to do, requires faster 

economic growth, vigorous employment cr.emJAafu~'1-Stt10 ger and sustained private investment 

brought about by high savings responses to Ndikumana, 2005). Figure 3.2 below 

shows the changes in gross domestic produ 

t'-l 

6,------------------------------, 
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From Figure 3.2 the GDP growth of South Africa started to recover from the deep recession 

experienced from 1989 to 1992 as indicated above in Figure 3.1. During the period 1993 - 2006 

South Africa's real economic growth rate averaged 3.29 percent and 1.39 percent in per capita 

terms. This percentage figure represented a substantial improvement on the 0.77 percent growth 

rate and 1.39 percent in per capita terms which was recorded during the period 1980 -1992. Du 

plesis and Smit (2007), report that although this increase in economic growth was a welcome 

improvement, South Africa's growth performance remained relatively low by world standards. 

A closer look on first five years after 19 -

appears to have been gathering pace at 

country has been in the upward phase PC.mt~u-Sille.$r5: 

economic expansion recorded in the hist 

from 1999 to 2006 was 3.9 percent. Althou 

South African growth performance 

ercent. However as from 1999 the 

cle. This is the longest period of 

r and the average economic growth 

ican Reserve Bank (SARB) indicates 

that that there is no sign of expansi011 coming to an en<bit is difficult to identify this performance 

with a change in the long-run glJJM)[~J;fill Yf _Qf eboQJly~~~ecovery has also been co-
Together zn Excellence 

extensive with the longest post-war upswing of the South African business cycle (Ndikumana, 

2005). 

Although there is a substantial improvement in South Africa's growth performance the behaviour 

of investment which is derived from saving· ( dis9ussed in Section 3.4) should be considered. 

Investment as a ratio of gross domestic product duri~g the post apartheid era is still very low and 

is fluctuating between the range of 15 to 18 pe~cent (Table 32 below). Compared to the period 

1980-1990 the gross capital formation averaged 22.6 percent (Table 3.1 on page 10) this is very 

high compared to the 16.03 percent for the period 1994 to 2006 (Table 3.2 below). Despite that, 

on a yearly basis, investment seems to be very low. The Finance Minister Trevor Manuel (2003) 

pointed out that investment in South Africa wa~ growing. In fact the Minister indicated that 

despite the stagnation of global markets, total investment in South Africa grew by more than 8% 

in the first half of 2003, continuing the mom~ntum achieved in the latter half of 2002, which saw 

an increase of 9%. He further pointed out that private investment expanded by 7% in the same 
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period. The Minister also added that the increase in investment in the domestic economy had 

been spurred by the fact that South Africans were able to diversify their savings and earnings. 

Given the current trend in investment, Manuel indicated that South Africa still had a number of 

challenges to overcome to increase the pace of investment, adding that the rate of investment had 

to rise from the current levels of around 16% of GDP in order for the country to experience more 

rapid growth, development and poverty reduction. He also pointed out that sustained growth, job 

creation and poverty alleviation demanded that the economy invest more. The Minister also 

highlighted that increased levels of inv achieved by dipping into the global 

savings pool. The major point which the IMl~n~tt~~fl~t.(asi ed is that vast majority of the savings 

for investment in South Africa must co ican citizens and corporations. As we 

shall see in Section 3.4 the domestic sa • rica which should contribute more to 

investment are seriously decreasing. This investment and economic growth are 

very low. 
University of Fort Hare 

Together in Excellence 
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Table 3.2: Ratio of gross fixed capital formation to GDP 

Years Ratio of gross fixed capital formation to GDP 
1993 14.7 
1994 15.2 
1995 15.9 
1996 16.3 
1997 16.5 
1998 17.1 
1999 15.5 
2000 "~, ,/\/1,14 15.1 
2001 15.1 
2002 " '--""' l IN VIDE I 15 .,_ RIMllft 

2003 \ 
I ~-TU -~MEN I 15.9 

2004 16.1 
2005 TTnivPr~itv of Fort H::irP 17 
2006 ,./ 

Together ·n Excellence 18.7 

3.4: GROSS DOMESTIC SAVINGS IN SOUTH AFRICA 

Gross domestic savings (GDS) is defined in the national income accounting literature as the net 

of gross disposable income after accounting for consumption. They are domestic resources that 

feed into the monetary system as funds to finance investment. A balance between domestic 

savings and investment reflects the foreign saving position of the country. The excess savings of 

a country would lead to foreign lending reflected by an outflow of capital while the deficiency in 

national saving as is the case in SA would lead to an import of capital through foreign 

borrowing. The deficiency in national savings will be reflected in the surplus or deficit on the 

current account of the balance of payments. • When domestic investment exceeds domestic 

savings, the shortfall will be shown as a deficit on the current account of the balance of payment. 

This must be financed by import saving from other parts of the world. 
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3.4.1: TRENDS IN GROSS DOMESTIC SAVINGS (GDS) • 

South Africa has experienced a steady decline in its national savings rate over the past decades. 

This has been accompanied by a fall in domestic investment. The national savings rate which is 

defined as the ratio of national savings to gross national disposable income remained well above 

20 percent in the 1980s (Harjes and Ricci, 2006). However, this subsequently fell to less than 

20% in the first years of the new millennium. In fact, South Africa's national savings have 

remained between 14.5 percent and 17 percent of gross domestic product (GDP) since 1994 

which is well below the savings level in the 1980s. As mentioned in section 3.4 above, 

macroeconomically, if the domestic economy generates insufficient savings to finance 

investment, foreign savings equivalent "' _.._ ........ ,., ccount deficit must make up the 
difference. However, large current defi it s stained for very long unless capital 

inflows are large and stable, so investme t ainly on domestic savings. Thus the 

central question is whether savings repre~j~~~ ~~~fbnstraint on investment hence growth 

( as neoclassical economist argue) or whether estment will generate higher savings via 

its impact on income growth ( h African policy has been 

premised on the former view w1 . 

government savings which had become negat~ve (Gelb, 2005). Figure 3.3 below shows the gross 

savings of South Africa as a percentage of gross domestic product since 1980. 
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Figure 3.4: Gross saving as percentage of GDP 
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The gross savings as a percentage of gross domestic savings has been declining since 1980 as 

indicated by the graph. The major decline in the gross savings in South Africa occurred during 

the period 1980-1982 when gross saving fell from 34 percent to 20 percent. 

3.4.2: ANALYSIS OF THE COMPONENTS OF GROSS SA VIN GS 

The components of aggregate gross savings are the private savings which are composed of 

household and corporate sector savings and government savings. Household savings or personal 

savings are that part of current income, after the payment of direct taxes, that is not consumed or 

transferred as part of household current consumption. Corporate savings on the other are the 

balancing item between the income and expenditure accounts after the current receipts and 

payments of companies have been taken into consideration. Corporate saving can also be 

described as the retained income of private and public incorporated financial and non-financial 
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enterprises. Government savings are the total of the retained profits of public enterprises and 

retained taxes and other current receipts not disbursed on current outlays by the government 

(Prinsloo, 2000). 

The changes in the components of aggregate savings are shown in Table 3.3 on the next page. 

The analysis of the trends in the private savings (household and corporate sectors) in Table 3 .3 

show that the savings ratio for the private sector decreased largely between 1980 and 1987. 

However, an upward and downward trend for the period 1982 to 1987 is noticeable but a 

relatively slight decrease over the period -~-O-t0-2000-.-1:lo;wever, the gross savings ratio for the 
general government declined prngressivel - f a ive in 1982 onwards. 

Table 3 .3 also shows that the gross saving 

domestic product in the period from 1980 to . 
a averaged 19.28 percent of the gross 

om 1980 a downward trend 

became noticeable in the aggre t • . hG'"i:'Hl'ffl"i:'ll~•e savings rate in the period 

1986 to 1990 fell to 21.85 percentTJJJlli,~?lJ' t'W/§??Settw1e£.r between 1980 and 1985. This 

downward trend continued, with average savings rates further decreasing from 21.85 to 15.19 for 

the period 2001-2005. The savings rate slowly decreased for the period 1996-2000 and 2001-

2005 with the average decreasing from 15.65 to 15.19 percent, a slight decrease of 0.46 percent. 

Gross savings were higher during the period 1980-1985 largely due to the windfall profits of 

gold-mining companies as the price of gold reached exceptionally high levels during this period. 

However the major decrease in gross savings relative to gross domestic product during the long 

downswing from 1989 to 1993 was mainly due to a deterioration in the savings ratio of the 

general government. During the same period when government savings were decreasing there 

was relative stability in the private savings ratio. 
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Table 3.3: Components of gross saving as percentage of gross product (1980 -2005) 
Government 
Savings as % Household Savings as % of Corporate Savings as % Gross Saving as % of 

Year GDP GDP GDP GDP 
1980 0.24 0.61 33.3 34.15 
1981 0.14 0.2 26.86 27.2 
1982 -0.09 0.15 20.46 20.53 
1983 -0.18 0.15 24.37 24.35 
1984 -0.4 0.54 22.31 22.45 
1985 -0.42 0.86 24.18 24.63 
1986 -0.56 0.6 23.29 23.33 
1987 -0.93 0.85 21.9 21.83 
1988 -0.69 0.99 22.22 22.53 
1989 -0.8 1.08 22.15 22.43 
1990 -0.88 0.62 19.38 19.13 
1991 -1.33 0.75 " "' I\ l9.l8 n ,. 18.6 
1992 -3.65 1.77 ~\\L V:'i_i{//7 16.28 
1993 -3.79 1.65 18.54'f? 16.4 
1994 -3.63 1.09 ' -- - / 16.88 ";i 

1995 -2.88 0.76 II LU~
1

II E l9.tf4us 16.53 
1996 -3.74 0.86 \ II TU! ~,tN J 16.18 
1997 -3.64 0.89 

,. 
17.88 ·7 15.13 

"- 17 ,u/ 
.. 

1998 -2.63 0.84 15.25 
... 

1999 -1.96 0.78 TT . .. 17~6r, • "11""1'" 15.88 
2000 -2.23 0.75 u 111 ve1 ~lL_y llH.isl" urL .r1.are 15.8 
2001 -0.87 0.6 TnnP.thPr j ~ 5~I ,:v.llenr-.P. 15.38 .. 
2002 -1.03 0.52 17'.19 16.68 

15.63 
2003 -2.17 0.96 16.83 
2004 -2.75 0.37 16.6 14.23 
2005 -1.2 0.13 15.1 14.03 

Averages 
1980-1985 -0.12 0.47 25.25 25.55 
1986-1990 -0.77 0.83 21.79 21.85 
1991-1995 -3.06 1.2 18.79 16.94 
1996-2000 -2.84 0.82 17.66 15.65 
2001-2005 -1.6 0.52 16.27 15.19 
1980-1989 24.34 
1990-1999 16.62 
2000-2005 15.29 
1980-2005 19.28 

Source data calculated from: www.dti.gov.za 
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3.4.3: TRENDS IN SA VIN GS BY THE PRIVATE SECTOR (HOUSEHOLD AND 

CORPORATE SAVINGS) 

i. Trends in savings by the corporate sector 

Like the overall gross domestic savings, gross savings by the corporate sector have been falling 

since 198q see Table 3.3. The ratio of the corporate sector's gross savings, as a percentage of the 

gross domestic product, decreased from an average of 25.25 percent in the 1980s to 16.i7 

percent in the period from 2001 to 2005. For the period between 1983 and 1985 (see Figure 3.4 

below) the decrease in the savings by the cor orate sector was equally matched by an increase in 

the growth of gross domestic per capita ~ ~,,~M,s omestic per capita is used here as a 

measure of real income). However, the c _________ ,,,-----........_ s to strengthen its savings when the 

economy is in a downward phase of th ecession). The savings ratio of the 

corporate sector thus increased during 

Between 1988 and 1989 the co orate 

Wji~~~r-i\f{[J economy's growth was declining. 

el constant at about 22 percent. 

This was a result of a slight inc...._.. .... .,,,.~ .. !~~Tit!J~rJr~L~,d,"Tc,..et-,J.l(i~,-m.g_t are 
Together in Excellence 

During the upward phase of the business cycle in the 1990s, as shown by the increase in the 

growth rate of output particularly for the period 1993 to 1996 corporate savings rose markedly. 

However, the slow growth in the output which has remained below the expected level has kept 

the corporate savings well below 17 percent despite some improvement in 2003 to 2005. Despite 

this fact, the ratio of gross corporate saving as a percentage of gross domestic product has been 

decreasing, it is still the mainstay of gross domestic savings in South Africa. This is quite clear 

from Table 3.3 where one can see corporate • savings contributing higher percentages than 

government and household savings. The two have been below 1 percent since 1980. Figure 3.4 

below shows the trends in the corporate sector's savings. 
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Figure 3.5: Trends in the Corporate sector's savings 
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Prinsloo, 2000 indicates some factors which could have contributed to the relatively stable 

performance of the corporate saving from the early 1980s. These include 

• The prevailing tax policies could have influenced the decision to accumulate income as a 

corporate sector rather than as an individual; as well as the decision to increase corporate 

savings rather than the option of distributing profits as dividends. 

• Changes in tax arrangements also could have affected the decision to distribute profits or 

retain them as corporate savings as one third of all dividends received by individuals 

were tax free and the balance was taxed at each individual's marginal rate. 

• The effective tax rate of companies which fluctuated around an average of 24 percent 

between 1975 and 1996, which then declined from a high of 29.7 percent in 1990 to an 

average of about 23.8 percent between 1995 and 1999. 
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ii. Trends in the household saving / personal savings 

By the year 1994 which signalled the end of apartheid, South Africa was left with first-world 

financial markets and a third world social infrastructure. As happened to the rest of the other 

sectors in the economy in South Africa, the South African financial services sector underwent 

dramatic changes seeking to extend access to financially services to the traditionally underserved 

population. Given this aim and more than ten years after the end of apartheid still, 42 percent of 

South Africans have never had a bank account and 54 percent are currently unbanked. In fact 

estimates indicate that 17 .5 million South Africans are unbanked. The unbanked can be 

categorised as those without a basic checking or savings account. In addition to this many 

household in South Africa are relying oil a ,,~ __ ,, c1al institutions even though they have 

bank accounts (Darian and Katy, 2005). 

In fact, commercial banks including the big hich are Absa, FirstRand, N edbank and 

Standard Bank traditionally d l-£TY!4,_,..,~,r. .. ,"'•J:l~ntrepreneurs and the poor 

elrlMelirect consequence of being the 

under-banked is that individuals might pay more for basic financial services. Moreover the 

under-banked lacked the tools they need to save and to build assets which enable these 

households protect themselves from negative economic shocks. This might be the reason why 

household savings as we shall see later in this chapter are very low, less than 1 percent. The 

diagram below represents the landscape of financial services available to South Africans with the 

unbanked and the under-banked tending to transact in the alternative financial services sector and 

the informal economy. 
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Overall for the past twenty years personal savings in South Africa, as a percentage of gross 

domestic product, have been declining (see Figure 3.5 below). As a percentage of gross domestic 

product, household savings have declined and remained below 2 percent since 1980. The savings 

rate by households deteriorated between 1980 and 1981 and remained stable between 1982 and 

1983. The deterioration in the personal saviJ?..gS ratio at the beginning of the 1980s coincided with 

a greater use of credit by the households. Households during this period were linked to rising 

debt levels as households borrowed to maintain consumption levels and contractual savings 

(insurance and pension funds). This lower rate of personal saving was thus reflected in the higher 

ratio of consumer debt which is the total of household credit and outstanding mortgages to the 

disposable income of households. 

However, the saving rate improved between 1984 and 1990. This was largely due to the slow and 

declining performance of the economy. Household savings rather increased and reached a peak 
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between 1992 and 1994, before falling again. The tightening of monetary policy and the 

relatively high real interest rates during this period helped to restrain the demand for credit and 

this forced the debt to asset ratio to fall to an average of 18.7 percent (Prinsloo, 2000). Between 

1996 and 2000 the rate increased slightly despite the policies implemented by the government, 

for example GEAR. Prinsloo, 2000 points out that a quarterly analysis of the savings behaviour 

by households suggests that the deterioration in the savings ratio of households has slowed down 

since the beginning of 1997. He indicates that this was broadly consistent with a decline from 

1998 in the ratio of household debt to disposable income of households and the fact the average 

real after tax return on savings turned positive during the second half of the 1990s. Between 

2003 and 2005 the household savings ra~D;t~Jmt,~m,,;t reased. In fact, household savings in 

South Africa have seriously decreased a 

South Africans do not have the savings h ti . 

s to zero percent which indicates · that 

The decrease in personal savW!?8 from the peginmn~f 199t to the recent years is because 
households increasingly turn~ll VGJ;~l"tYse0t~Q J t&li: tte their higher levels of 

Together in Excellence 
consumption expenditure, thus pushing down their savmg ratio to even lower levels. It should b~ 

remembered that prior to 1994 several groups of population were unable to borrow from the 

banking sector as mentioned earlier due to factors such as low income or lack of a creditworthy 

track record. In recent years these constraints have begun to ease. As a result, many households 

in these categories (the unbanked). now have rising disposable incomes and they are beginning to 

spend their wealth on expensive durables such as cars, furniture and other household equipment. 

However, much of the increased spending is on credit. This is fuelled by a desire for conspicuous 

consumption to impress the neighbours and family. Moreover, the younger generation across 

the population spectrum are apparently gripped by status, image, labels and material goods as a 

way to demonstrate their wealth. Business Report, (2008) shows that households owed a total of 

Rl.1 trillion, while household income equalled Rl.4 trillion-pushing the ratio between debt and 

income to 82 percent from 77.6 percent in the previous year. 
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Figure 3.6: Trends in Household savings 
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Referring to this poor rate of savings by households, Stals, 2001 indicates there is great concern 

in South Africa about this low level of saving by private households. He indicates that were it not 

for the continued good rate of saving maintained by the corporate sector and an important 

reduction in dissaving by the general _government in recent years, South Africa would by now, 

have become entirely dependent on the unreliable·· and unpredictable source of foreign direct 

investment for the financing of its capital expansion programmes. He even suggested that the 

remedy for the low savings rate of private households in South Africa must therefore be sought 

in either a reduction of consumption expenditure as a percentage of total income or in lower 

effective taxation or a combination the two. 
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Stals also provides the reasons for the decline of household savings in South Africa as indicated 

by Prinsloo, (2000). The following were listed as the reasons responsible for the decline in 

personal saving. 

• Rising marginal personal tax rates 

• Persistently high rates of inflation over a long period of time 

• Demographic trends particularly the absorption of more low-income people in economic 

activity 

• The relative rise in the number 

population of the country 

• Easier access to credit facilities 

le in the total economically active 

University of Fort Hare 
Together in Excellence 

Despite this poor performance in household savings Prinsloo also indicates that the decline in 

households savings over the past twenty years or so was part of the global weakening in 

households' savings performance. He even indicates that personal savings ratios declined in 

several industrialised countries and in South Africa this has in part been related to the decline in 

the real income growth of households which may to some extent reflect the rise in 

unemployment. He also referred to the role that the government can play with its tax policies in 

influencing savings by corporates and individuals. He points out that in South Africa private 

households are reluctant to reduce consumption from any level once established. Thus, a rise in 

taxes, particularly direct income taxes is therefore normally followed by a reduction in saving 

rather than consumption. 

The most important thing about personal savings is that in the past they came from contractual 

savings. They came mostly in the form of regular contributions made by employers and 

employees over a long period of time to pension funds and life insurance policies. On the other 
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hand, discretionary savings have been negligibly small in contribution and in recent years, for 

most of the time, they have been negative. In fact substantial borrowing by the households from 

banking institutions for the financing of consumption which is counted as negative savings in 

macroeconomic analysis exceeded total discretionary savings. This resulted in a growing amount 

of private sector indebtedness (Stals, 2001 ). 

Although most of the empirical literature does not provide clear evidence that the effect of taxes 

on saving is either statistically significant or quantitatively important. The common method 

which the government employs in an 'i-1' ..... ., ... u.,J " 

investment income in full or partially fr-i-"l"'--~,...-.,. 

ce savings behaviour is to exempt 

---,,.-~,r-r-e motive behind this is to influence 

~:WTJ~t-:::,L.U~uJ:wer to influence the flow of savings . . the marginal rate of return on accumul 

. South Africa has followed this route in 

June 2007, Appel reports on the new law t 

sbllmUiW!I e household savings. In the month of 

introduced by the Finance Minister 

Trevor Manuel. In this article he indicates that t e Minister has introduced the new Taxation 

Laws Amendment Bill whic1Jq}ny~ajJi¥ <lfr JnlaJ~age their savings in an 
Toaether in Excellence 

environment of rising personal debt. Tlfo Minister, he wrote, told Parliament in Cape Town that 

personal income tax relief would be granted to the· public across the board as a result of the 

steadily growing economy and administrative efficiencies of the South African Revenue Service. 

The Minister also announced that the tax free-threshold for low income earners is set to be 

increased from R40 000 to R43 000 with the 18 percent tax bracket being raised from RlO0 000 

to Rl12 500 and the 40 percent tax bracket raised from R400 000 to R450 000. The Minister 

emphasised that the raising of the thresholds for taxable earnings would effectively put R8.8 

billion worth of personal income back into the pockets of taxpayers for which savings can be 

increased. The Minister also pointed out that the long·term savings for pension, provident funds 

and individual retirement annuities can now grow tax-free so as to maximise the savings 'nest 

egg' of future retirees. 
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The other amendment that is related to the Bill is a new tax regime for lump sum payouts on 

retirement or death. Under the draft law: 

• The first R300 000 lump sum amount will be tax free. 

• Amounts between R300 000 to R600 000 will be subject to 18 percent tax. 

• Amounts between R600 000 to R900 000 will be subject to 27 percent tax. 

• All amounts above R900 000 will be subject to 36 percent tax 

The Minister added that interest and dividend exemption for individuals aged below 65 will 

increase from R16 500 to R18 000 and for older individuals will increase from R24 500 to R26 

000. The Minister also indicated that th 0""""av::..,a"m' ... f'l"fti .... "fi,.f""~~pital gains and capital losses would 

increase from R12 500 to RlS 000 and donations would also increase from 

R50 000 to RlOO 000. Finally he indica e nt rest of making sure that individuals 

have sufficient funds upon retirement o generations the estate duty 

- exemption would increase from R2.5 millio 

University of Fort Hare 
Toaether in Excellence 

iii. An analysis of Private savings ancf its response to bank deposit rate 

Figure 3.6 below shows that the decrease in the gross private savings in the early 1980s seems to 

have been negatively correlated with the bank deposit rate. A lower rate of interest of about 5% 

in 1980 caused the private sector to reduce their savings as the return on deposits was lower. The 

decrease continued until 1982 when the interest rate reached 13%. This continuous increase in 

the interest rate caused the savings rate to imprnve in ~~ndem with the interest rate during the 

period 1982 to 1984. However, a marked decrease in interest.rate from 1985 to 1987 to about 8% 

resulted in a slight_ decrease in private savings. Private savings remained relatively stable when 

interest rates recovered between 1988 and 1990. A slight decrease was again noticeable during 

the period 1991 to 1996 when interest rates \y_ere lowered. From 1998 to 2005, interest rates and 

private savings exhibited a similar trend, sugges~ing that consumers responded well when there 

was a decrease or increase in the interest rates. 
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Figure 3. 7: Private savings and bank deposit rate 
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iv. Trends in government savings 

The gross savings ratio of the general government in South Africa is very low (see Figure 3.7). 

For the period 1980 ·- 1981 gross saving by the general government was slightly above zero. 

However, as from 1982 right through to the 1990s the gross saving by the government was 

negative. The decline of savings by the government from 1985 was due to the net repayments of 

foreign debt. However the decline can also be attributed to the substantial increases in the level 

of government consumption expenditure and the escalating cost of servicing government debt. 
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Figure 3.8: Trends in Government saving as a ratio of GDP 

1 

0 
(1J 
bl) -1 RI .... 
C 
(1J 
u -2 ... 
(1J 

0.. 

-3 

-4 

II Govern 

3.5: COMPARING SOOT 

South Africa's average savings ratlll • the savings rate of other middle-

income economies, in particular those with an average per capita income of between US$2000 

and US$ 3000 per annum (World Bank, 1999). However, during the 1990s, South Africa's 

savings rate deteriorated while the savings rates of the other developing economies improved. 

This is illustrated in Table 3.4 below. 
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Table 3.4: South Africa's gross saving as percentage of gross domestic product compared 

to middle-income economies 

Country 1980 1996 

Botswana 36 43 

Malaysia 33 42 

South Africa 34 16 

Brazil 21 18 

Source World Bank Indicators, 1998 and 1999, t e 

The weakening of South Africa's saving 

which averaged 2.4 percent of the gross 

1997 

45 

44 

15 

19 

s largely due to net outflow of capital 

auct between 1985 and 1993. The high 

capital outflow was largely d 

the apartheid regime. 
\r~~aa • ~~conomic sanctions against 

Together in Excellence 

3.6: RELATIONSHIP BETWEEN REAL GROWTH RATE IN GROSS DOMESTIC 

SAVINGS (GDS) AND REAL GROSS ~OME~IIC PRODUCT (GDP) 

As can be seen from Figure 3.9 below, there seems to be a similar trend between the real growth 

rate of gross domestic savings (ODS) and real growth rate in gross domestic product (GDP). 

The falling of the real growth rate in the. early 1980~ was accompanied by a massive decline in 

the growth of real domestic savings. The real -growth rate picked up in 1984 before decreasing 

due the debt standstill in 1985. The increase in the growth rate of the savings period 1983-1984 

was also followed by a slight increase in th~ growth rate which turned positive from negative. 

This increase did not last long as the growth rate d~creased again, down to zero in 1986. Both the 

growth rate of ODS and GDP followed a similar trend for the J?eriod 1987-1991. Except for the 
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3.7: CONCLUSION 

This chapter reviewed trends in economic vings in South Africa since 1980. From 

1980 both gross savings and economic growfla~~l'P reased. The decrease in the two can be 

attributed to the sanctions which w,ere impose 011--,the country. The decrease in savings and unIVers1ty or ~ort ttare 
growth was also matched by a decreastrdg£gimssrfi'x~lmpiml formation. However, the decrease 

in savings was coupled by a greater use of credit by households. As from 1994 when the country 

attained democracy it implemented a number of macroeconomic policies with the aim of 

stimulating the economy in a variety of ways. The policies have however managed to increase 

growth but not to the expected level. This also applies to gross savings which have been 

decreasing and are not able to raise investment nece~sary to boost the economy. 
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CHAPTER4 

METHODOLOGY AND DATA ANALYSIS 

4.1: INTRODUCTION 

The literature reviewed in the previous chapters provides . some insights into the link between 

savings and economic growth. In particular, it has . been indicated that savings through their 

intermediate link with investment are vital for economic growth and vice versa. On the other 

hand, the literature is not conclusive on the causality between economic growth and savings. 

This chapter seeks to establish the causa i s and economic growth. The chapter 

is divided into seven sections. Section . 

concerned with definitions of variable 

techniques used for this study is present 

Section 4.6 deals with the causality tests. S 

model specification. Section 4.3 is 
-r es. The review of the econometric 

Section 4.5 presents the results while 

eludes the chapter. 

University of Fort Hare 
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4.2: MODEL SPECIFICATION 

Agrawal, (2001) indicates that in order to examine. the causal relationship between savings and 

economic growth and to investigate the direction . of causation it is important that other factors 

that affect the savings rate be taken into account. Given this view the variables which affect the 

savings rate will now be considered in the following proposed savings function which is a 

modified version of that found in Agrawal, (2001 ). 

where, 

GDS = gross domestic savings (GDS); 

RD = Real deposit rate; 

INF = Inflation rate; 
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YPC = Real income per capita; 

Growth = Growth of real income; 

FSD = Financial sector development; 

POL = Political instability; 

Pi are coefficients to be estimated and Br is the disturbance term. 

The estimated function can be expressed • ws: 

income (Growth), real income per capita (E..,.~"'"-n, ... ,,,,_real interest rate (RD) because they contain 

either negative or positive val iversity of Fort Hare 
Together in Excellence 

The neoclassical growth model (Solow-Swan) (see Chapter 2) indicates that if the savings rate is 

high, the economy will have a large capital stock and a high level of per capita output. Capital 

formation (investment) used as an intermediate link between saving and growth, for the purposes 

of this study ( see Chapter 1) implies there are feedback effects between savings, investment and 

growth. The following investment function is also <;;onsidered. 

Where, 

I = Domestic investment; 

CRED= Credit 

84 



 

 

ai are coefficients to be estimated and µ1 is the disturbance term. 

POL, GDS, Growth, RD and FSD are defined as before. The estimated function can also be 

• expressed in log form as follows: 

As explained above, the real deposit interest rate (RD) can not be expressed in log terms because 

the variables have either positive or nega i 

As mentioned in Chapter 2 (theoretical '$~~oo,:P,~gi!Uq1omestic savings provide the funds to 

finance domestic capital formation which 1 ulates growth. Given the nature of this 

relationship between domesti s • ings are used as::'a measure 

of savings in this study. Growth in'ffi ~is model because the life cycle 

hypothesis and permanent income hypothesis predicted that higher savings are associated with 

higher levels of real income or output. The expected sign of the coefficient of growth-is positive. 

According to the neoclassical growth model (see Chapter 2), increases in the savings'rates ·will 

lead to higher steady state levels of income or output per capita. Thus, real gross • domestic. 

product (GDP) per capita (constant prices) is used ·as a measure of real income and the sign of its 

coefficient is expected to be positive. The real deposit rate (RD) is included due to the financial 

liberalisation theory by McKinnon, (1973) and Shaw, (1973) which assumed that financial 

liberalisation will be associated with higher real interest rates as financial restrictions in the 

financial system are reduced (artificial ceilings), finally stimulating savings. The prime 

assumption in this model is that savings are responsive to interest rates. In this case a higher 

interest rate will have a positive effect on savings since it is viewed as the reward for delaying 

consumption. Higher savings rates in this case will finance a higher level of investment which 

will lead to a higher economic growth rate. Agrawal, (2001) indicates that the real interest rate is 

the Fischerian price of current consumption in terms of future consumption, thus analytically, an 

increase in interest rates will have an ambiguous effect on savings because of a positive 

85 



 

 

substitution effect towards future consumption and a negative income effect due to increased real 

returns on saved wealth. Ahmad et al, (2003) show empirically that the interest rate turns out to 

be significant both in the short 3:nd long run savings funds. On the other hand, Schmidt-Hebbel et 

al, (1996) indicate that interest rates will be ineffective in increasing the overall savings flows. 

The expected sign of the coefficient of the interest rate is either positive or negative. Financial 

sector development is included because. it affects access to appropriate savings instruments and 

the expected sign of its coefficient is positive. Political instability plays an important role in the 

sense that it encourages saving. The uncertainty of the future forces people to guard more 

aggressively against- shocks in the ~conomy. The expected sign of the coefficient is positive. 

Uncertainty about the price of future consumption 

disposable income and thus on consum~tl '\;M-t··r.......,11'11 

captured by inflation in the savings equati , 

ture asset values impacts on real-

acity to save. This uncertainty is 

is expected to have a positive sign. 

According to Romm, (2005) invest1;1ent is ~xpr as a function of savings, growth, credit, 

financial sector development a I Ii Nb -y~ig ~owth are included in- the 
. b h .f: db ,Toa ether in Excellen e 1 Th d . f _ -h-·',.: equation _ ecause t ere are 1.ee acl\. et-tect's ·between Uie vanab es. e expecte sign o t e 

coefficients are positive. It is expected that growth· in income or output has a positive effect ~ri. 
investment and is seen as a proxy for future earnings. Financial sector development is included 

because it could help promote faster r~tes of capital accumulation by strengthening the banks and 

financial systems, and the expected coefficient is positive. Because uncertainty in the economy is 

a very serious issue to investors and is negatively related to investment, uncertainty is proxied 

using political instability. The expected sign of political instability is negative. The credit ratio is 

included in the investment function due to the fact that a higher ratio will increase investment in 

the economy. Romm, (2005) clearly indicates that credit extension is a comprehensive indicator 

of the financial intermediaries and it shows the extent_ to which the financial system can channel 

savings into investment. The expected sign of the co.efficient of credit is positive. 
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4.3: DEFINITION OF VARIABLES AND DATA SOURCES 

There are three basic sources. of the data in this study: the International Financial Statistics (IFS) 

year books and the Department of Trade and Industry, Republic of South Africa which are 

available on-line (http.//www.dti.gov.za) and the World Resources Institute, (2007) available on-

line (http://www.earthtrends.org). The International Financial Statistics is a standard source of 

international statistics on all aspects of international and domestic finance. It provides access to 

time series data, for a particular country, of major economic aggregates used in economic 

analysis. These data include information such as data.on exchange rates, international liquidity, 

international banking, money and banking, interest rates, prices, production, international 

transactions, government accounts, and n • nts. The IFS and World Resources 

Institute data are combined with those oft&&.-...•\~-.... of Trade and Industry, Republic of 

South Africa, to give more valuable infor 

formation ( domestic investment), gross d 

for the study. 

domestic product, domestic capital 

d other variables which are proxies 

Briefly the variables are define ~ ~l sity of Fort Hare 

R I d . (RD) 1 Toaether in Excellence . 1 h .d ... ,.. f • ea epos1t rate : s calcutateff' as the nomma1 cteposlt rate ess t e expecte rate o 

inflation. Expected inflation is generated from the actual inflation rate. 

• Real income per capita (YPC): Real gross domestic product per capita (in constant 

domestic prices) is used as a measure real income. 

• Growth of real income (Growth): The real (in constant domestic prices) gross domestic 

product is used as a measure of income. The· growth rate of GDP is then used as a 

measure of the growth rate in income. 

• Inflation (INF): This is the inflation rate for South Africa and has been calculated from 

(CPI1 -CPio) xlOO 

the consumer price index (CPI). It was calculated as: .Inflation rate = CPI o 

• Investment (I): This is the domestic investment rate (gross fixed capital formation) for 

South Africa expressed as a ·ratio of ~oss domestic product (GDP). 
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• Political instability (POL): Is the index of political instability and is used as a proxy for 

uncertainty in economy. This variable is measured using the Freedom House's Index of 

Political Freedom. This index measures political rights on a scale of 1 to 7. 1 represents 

the highest level of political rights while 7 represent the lowest. 

• Gross domestic savings (GDS): Is measured as the ratio of gross domestic saving 

(GDS) to gross domestic product (GDP). 

• Credit (CRED): Is the credit extended to the private sector, that is, other loans and 

advances expressed as a ratio of gross domestic product (GDP). 

• Financial sector development (F D . 

gross domestic product. This is use 

the ratio of broad money (M2) to 

inancial development. 

4.4: REVIEW OF ESTIMAT TECHNI.QVE .F t H 1versl.LY.. o or are 
The aim of this study is to determi1Y'dg1elH1i~lt¥z t Si!fl.'i!jp&of causality between domestic 
savings and economic growth in South Africa using time series data for the period 1980-2006. 

As mentioned earlier in this chapter, other variables which are crucial for savings are considered. 

Thus, the estimation of the savings function above is done first. Co-integration and causality test 

procedures follow. In particular this study uses the causality framework first introduced by 

• Granger (1969) and later modified by Engle and Granger (1987). The steps involved in 

conducting a granger causality test are as· follows: 

(i) Testing for Stationarity or unit root using Dickey Fuller and the Augmented Dickey-

Fuller tests; 

(ii) Cointegration, Error correction modelling (ECM) and Model adequacy; 

(iii) Causality tests. 
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4.4.1: TESTING FOR STATIONARITY 

Performing causality tests requires that variables be in a stationary state and cointegrated. 

Before estimation is done one has to know whether a time series is stationary or non stationary. 

According to Gujarati, (2003: 798) a series is stationary if its mean, variance and autocovariance 

remain the same no matter at what point we measure them; they are time invariant. If a series is 

not stationary it is referred to as nonstationary, which implies that the series has a time varying 

mean or a time-varying variance or both. Brooks, (2002: 375) indicates that if we have a 

nonstationary series, it must be differenced d times before it becomes stationary. The series is 

regarded as integrated of order d (wher~ dis the ·order of integration). The order of integration 

( d) shows the number of unit roots in the s rieS-Or~b r of differencing operations it takes 

to make the series stationary . 

. Given that most time series data exhibit tim , that is, they follow a nonstationarity 

path, the regression of such series lea~s to sp'!rious roession results (nonsense regression). This. 

makes a statistical inference invY . \¥~ mxr ' a pQnchilcl;:y;hsense correlation involves 
Toaether in Excellence 

observing from a regression a large C"orrelation coefficient that exists merely because the, 

variables share a common trend over time. In this case the variables do not lend support to any 

theory that ties them together, for instance, they are not cointegrated. Thus any regression 

involving the series would yield spurious results. Engel and Granger (1987) clearly indicate that 

if the dependent variable is a function of a nonstationary process, the regression will produce 

influenced results, which cannot explain the real situation and is poor in predicting the real 

relationship. There are several techniques for testing stationarity, such as the correlogram test, 

visual plot of data, and the unit root test. This study uses the unit root test particularly the 

Dickey-Fuller (DF) and the Augmented Dickey-Fuller (ADF) tests to test for stationarity. 

4.4.2: DICKEY-FULLER (DF) AND AUGMENTED DICKEY-FULLER (ADF) TESTS 

The Dickey-Fuller (DF) and Augmented Dickey--Fuller. (ADF) involve testing the order of 

integration through unit root tests. For the DF test the following equation is estimated. 
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································· ................................................. 4.3 

Where, Yr is the relevant time series,~ is the difference operator, tis linear time trend and Et is the 

error term. The equation is tested against the null hypothesis that there is a unit root series 

integrated of order one. The DF test is only valid if Et is white noise (Et is assumed not to be 

autocorrelated). This implies that the error term should satisfy the assumptions of normality, 

constant error variance and independent (uncorrelated) error terms, otherwise the results of the 

DF will be biased. The fact that the DF does not account for the possibility of autocorrelation in 

the error term is the weakness of the teCl:'r-. ~ 'Tnrirr-f"1Tl:l"",Tn~kness of the DF, the solution is to 

augment the test by using p lags of the e, thus we use ADF test. The test 

equation for ADF is expressed as follows: 

p • 

~Y, =ao +PY,-1 +a1(t)+ L /J/1Y,-i +&, ...... . .. ........................ ................................ 4.4 
i=1 

University of Fort Hare 
As in the DF, the hypothesis is that h{Jflll!J~rs {71i.§iffcrJl~ll-'ifre time series. Thus Ho: p =· 0 is 

tested against the alternative hypothesis that the series is stationary, H1: p < 0. If the calculated 

statistic exceeds the DF or MacKinnon critical tau values, the null hypothesis that p = 0 is 

rejected, thus the series is stationary. On the other hand, if the calculated statistic does not exceed 

the critical tau value, the null hypothesis is not rejected, thus the time series is nonstationary. 

Despite the fact that the Dickey-Fuller test is the popular method used to test the unit root, the 

method has some weaknesses. The test is weak in the sense that it fails to detect a false null 

hypothesis. The other criticism levelled against the Dickey-Fuller (Brooks, 2002: 381) is that its 

power is low if the process is stationary but with a root close to the nonstationary boundary. This 

implies the Dickey-Fuller test fails to detect stationarity when in fact the series follows a 

stationary process. 
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The variables used in this study were tested for stationarity before estimation. The visual plot of 

the data and the DF and ADF were used. The results obtained from the DF and ADF tests are 

presented in Table 4. below and the results obtained from the visual plot of the data are 

presented in Figure 4.1. 

Table 4.1: The Dickey-Fuller (DF) and Augmented Dickey-Fuller (ADF) results 

Variable 

Growth 
DGrowth 
LGDS 
DLGDS 
LINF 
DLINF 
LI 
DLI 
RD 
DRD 
YPC 
DYPC 
LPol 
DLPol 
LFSD 
DLFSD 
LCred 
DLCred 
Critical 
Values 
5% 
Critical 
Values 
1% 

Dickey.;.Fuller (DF) Augmented Dickey-Fuller (ADF) Order of 
Integrati 
on(I) 

No 
constant 
No Trend 

-2.461 * 
-6023** 
-2.053* 
-5.405** 
-1.221 
-5.745** 
-0.2905 
-2.978** 
-2* 
-4.072** 
-3.271 ** 
-5.989** 
-1.205 
-4.508** 
1.834 
-3.936** 
4.4903 
-5.546** 
-1.955 

-2.66 

Constant Constant No Constant 
No Trend constant No Trend 
Trend ~'~M!IA /2? 

~ ~ren~L.~ 
-3.579* -4.19 ~ ' -2.llS* ':-~-3.524* 
-5.896** -5.96 ," ,.or~* I -5.769** 

-5.773** -5.705ll~ -6.2~ /-6.923** 
-0.4895 -2.949 ' ...... 1 Ll.07/ -0.2573 

-2.588 -2.659 -2.371 * -3.173* 
-4.024** -3.934* -4.485** -4.427** 
-3.218* -4.099* -3.081 ** -3.019* 
-5.862** -5.952** -5.82** -5.726** 
-1.036 -0.956 : :1.1124 -1.528 
-4.431 ** -4.457** -4.411 ** -4.331 ** 
0.7774 -1.143 : 1.823 1.012 
-3.848** • -3.911~: -3.868** -3.774** 
-3.08* -2.672 1.836 -1.128 
-5.384** -5.367** -3.712** -3.619* 
-2.985 -3.594 -1.955 -2.985 

-3.72 -4.374 -2.66 -3.734 

Constant 
Trend 

-4.978** 
-5.664** 
-3.17 
-6.492** 
-2.426 
-4.816** 
-1.772 
-3.69* 
-3.782* 
-4.322* 
-4.778** 
-5.65** 
-1.511 
-4.41 * 
-.7878 
-3.903* 
-2.449 
-3.699* 
-3.603 

-4.394 

I (0) 
I (0) 
I (1) 

• I (0) 
I (1) 
I (0) 
I (1) 
I (0) 
I (0) 
I (0) 
I (0) 
I (0). 
I (1) 
I (0) 
I (1) 
I (0) 
I (1) 
I (0) 

From Table 4.1 using t.he DF and ADF tests, it can be seen that Growth and YPC are stationary 

in levels. Thus, the variables are obviously stationary in first difference. This result also 
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confirms what has been established if we consider Figure 4.l, where it could be seen that the 

variables are stationary both in levels and first difference. The RD passes stationarity in levels at 

5 percent using the ADF test. However, it becomes more stationary in first difference as it passes 

stationarity both at 5 percent and 1 percent. Pol, CRED, I, FSD, GDS and the Inf are 

nonstationary in levels. In their first difference I, GDS, Pol, CRED, FSD and Inf become 

stationary. Taking into account the graphs of these variables, (see Figure 4.1) it could be seen 

that all the variables appear to pass stationarity in their first difference. 

University of Fort Hare 
Together in Excellence 
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Figure 4.1: Stationarity graphs 
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Using visual inspection from Figure 4.1 it can be· seen that Growth and YPC are stationary both 

in level • terms and in first difference. These variables are however more stationary in first 

difference. Pol, CRED, I, FSD, RD, GDS and Inf exhibit time characteristics which imply that 

they are nonstationary in level terms. In their first difference, RD, Pol, Credit, FSD, GDS, I, and 

In/becomes stationary. All the variables enter the models in their first difference. 

4.4.3: COINTEGRATION AND ERROR CORRECTION MODELLING (ECM) 

The cointegration test was done after ensuring the variables are of the same order I (1) or first 

difference stationary. In most cases, if two variables are 1(1) are linearly combined, their 
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combination would also be 1(1) and such variables will only be 1(0) or stationary, if the variables 

are cointegrated. The variables move together over time, although they could be individually 

non-stationary. This indicates that in the long-run the two variables are bound to a state of 

equilibrium by some relationship. There are several ways of testing for cointegration of the 

variables. The commonly used methods are the Engel-Granger approach and the Johansen and 

Juselius method. 

The study used the Johansen and Juselius method because the Engle-Granger 2-step method 

suffers from a number of weaknesses .. ~--w.;;:sv--:H«,71-wclG--j:1 lack of power in unit root and 

·- 1- {j\/ Vla • ables there may be more than one cointegration tests. Thus, if there are 

cointegrating relationship. Since the 

relationship it cannot treat this possibili 

step estimator. As a result, . any error intro 

s the use of residuals from a single 

e is that this method relies on a two-

st step is carried into the second step 

(Asteriou and Hall, 2007: 317). Also when usmg is method there could be a simultaneous 

equation bias if the causality bJJ~ • ' 1JJ Qli,tt -etitoctirons. 
Together in Excellence 

Johansen and Juselius (1990) approach 

Given that Engle and Granger test· suffers from the above limitations, this study will utilise the 

Johansen and Juselius maximum likelihood method, in which a vector error correction 

framework will be employed. This method is used to test for cointegration in a multivariate case 

and this makes it possible for one to estimate and test for more than one cointegrating vector in 

the system (Brooks, 2002:408). 

The Johans·en and Juselius method uses two test statistics which are the maximum eigenvalue 

and the trace test. Under the Johansen technique the two test statistics are formulated as follows: 

A""" (r) = -T _:t1n(1-ii )···················· ····~························· .............•............................... 4.12 
i=r+l 
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and 

A.max (r, r + l) = -Tin( 1--1.,+1 }························································································4.13 

where r is the number of independent cointegrating vectors under the null hypothesis. Ai is the 

estimated value for the ith ordered eigenvalue from the IT matrix and the larger is Ai is, the larger 

and more negative In ( 1 
- ,i i ) will be, and thus· the lar er the test statistic will be. It has to be 

noted that each eigenvalue will have ass t,..._.,.. ___ ,~.,.,, - ifferent cointegrating vector, which 

e indicates a significant cointegrating 

e of cointegrating vectors is less than 

that there are more than r. The A.trace 

will be eigenvectors. A significantly no 

vector. A.trace is a joint test where the null ·s 
or equal to r against an unspecified or ge . er 

starts with p eigenvalues and then successive! L"J:1G-1-ac11;!.est is removed. A.trace= 0, when all Ai=0, for 

i=I, .... ,g. University of Fort Hare 
Together in Excellence 

The Amax is similar to Atrace except that it conducts separate tests on each eigenvalue, and its null 

hypothesis is th.at the number of cointegrating vectors is r against an alternative of r+ 1. The 

Johansen and Juselius test provides critical values for the two tests and if the test statistic is 

greater than the critical value, the null hypothesis that there are r cointegrating vectors in favour 

of the alternative that there are r+ 1 for A.trace or .more than r for Amax is rejected (Brooks, 2002: 

405). It should be noted that the Johansen and Juselius technique indicates that the maximum 

eigenvalue is more reliable than trace test in indicating the number of cointegrated variables. 

In order to apply the Johansen and Juselius method it is crucial to specify the appropriate lag 

lengths in the system. Using Table 4.2 which presents· the A.trace and Amax test statistics together 

with their 95 % critical values, the null hypothesis Jhat there is a zero cointegration vector is 

clearly rejected by both the A.trace and A~ test statistics. However, the hypothesis that there is 
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less than or equal to one cointegrating vector cannot be rejected by the two tests for the savings 

model. We can conclude that there is only one cointegrating vector in the savings model. Using 

the A.trace, Table 4.3 we cannot reject the hypothesis that the investment model has one 

cointegrating vector. 

COINTEGRATION RESULTS FOR THE SAVINGS MODEL 

Table 4.2 below shows cointegration results obtained using the Johansen and Juselius technique 

for the savings model and Figure 4.2 shows a graphical yie"_' of the cointegrating vectors. As 

indicated earlier, the maximum eigenv~l e 

reject the hypothesis that there is at least 

graphs in Figure 4.2 further confirm these r ' 

r i ble than the trace tests. We cannot 

vector for the savings function. The 
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Table 4.2: Cointegration analysis for the savings·model period 1980 to 2006 

Ho "i Maximum Eigenvalue Trace Statistics 

Statistics 
Rank= p 

-Tlog :\max -Tilog :\trace 

(1-:\i) 95% (1-:\i) 95% 

P=0 0.8903 57.46** 45.3 157.3** 124.2 

p:::; 1 0.7157 32.7 39.4 99.84* 94.2 

P:::;2 0.6272 25~66 
~L 

67.14 68.5 

P:::;3 0.5196 19.06 --=:::: _.- .27 1 [7 41.49 47.2 
l IN Vljjf" l LU MINE Bl Mus 

I """-

P:::;4 0.4232 14.31\ I IUU -,_-_2 I V 22.42 29.7 
.~ ./ 

P:::;5 0.2671 8.08 -~14.1 8.12 15.'4 
Ur liversity c -f Fort H, Lfe 

P:::;6 0.0014 '!fiJgether in cellence 0.04 3.s· 

... 
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Figure 4.2: Cointegration vectors for the savings model 
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COINTEGRATION RESULTS FOR THE INVESTMENT MODEL 

Table 4.3 below shows the cointegration results obtained for the investment model. Using these 

results, the null hypothesis of no cointegrating vectors is rejected. In other words the hypothesis 

that there is one cointegrating vector cannot be rejected. This is because the test statistic of 132.8 

is greater than the critical value of 124.2 (A.trace). Figure 4.3 also shows a graphical view that there 

is at least one cointegrating vector in the model. 
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Table 4.3: Cointegration results for the Investment Model period 1980 to 2006 

Ho '-i Maximum Eigenvalue Trace Statistics 

Statistics 
Rank= p 

-Tlog '-max -Tilog '-trace 

(1-li) 95% (1-li) 95% 

P=0 0.8363 45.25 45.3 132.8* 124.2 

p::; I 0.7142 31.31 _39.4 87.59 94.2 

P:'.S2 0.6244 24.48 56.28 68.5 

P::;3 0.4607 15.44 ~'.zj 7 31.79 47.2 
ll ---- VIDE IN 

LU MINE Bl_~~S 

P::;4 0.3418 10.46~ , •• _ -~-·, 16.36 29.7 

P::;5 0.2049 5.73 - 7.4.1 5.901 1504 
Ur jversitv c ~f Fort H, Lre 

P:'.S6 0.0067 ff.@gether in 'icellence 0.17 3.8 
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Figure 4.3: Cointegration vectors for the investment model 

_6_0 !-vfforl! 

:::V~. 
1980 1985 1990 1995 2000 2005 1980 1985 1990 1995 2000 2005 

-5 o ,..----------, I • I- vector3! \ 

-5.5 '\/1"-v 20 n 19 
-6.0 

1980 1985 1990 1995 2000 2000 2005 

3. 75 i---..=----'-"-vect=oO . I 
" I /V\J 

3.25 Jv 
3.00 

1980 1985 1990 1995 2000 2005 

Together in Excellence 

ERROR CORRECTION MODEL (ECM) 

The Granger representation theorem (Granger, 1983; Engle and Granger, 1987) states that-if a set 

of variables are cointegrated, then there exists a valid Error-Correction Representation of the 

data. Thus, if Y1 and X1 are both 1(1) and have a cointegrating vector (1 - ~), there exist an error-

correction representation, with Z1 = Y1 - ~X1 of the form 

0(L)Ll~ =li+<l>(L)AX,_1 -yZ,_1 +a(L)e, .................................................................................. 4.5 

where Et is white noise and where, 0 (L), <I>(L) and a, (L) are polynomials in the lag operator. 
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= s + <I>M",_1 - r<½-1)- /JX,_1) + &\ .................................................................................... 4.6 

Where the error term has no moving average part, the systematic dynamics are kept as simple as 

possible. Intuitively, it is clear why the Granger representation theorem should hold, if Y1 and 

X1 are both I(l) but have a long-run relationship, there must be some force which pulls the 

equilibrium error back towards zero. The error correction model does exactly this. It describes 

how Yi and Xi behave in the short-run, consistent with a long-run cointegrating relationship. If 

the cointegrating parameter is known, all {emis in equatio~ 4.5 are I(0) and no inferential 

problems arise. The OLS method can b u e the parameters of the ECM. In this 

case the error-correction model (ECM) ca 

University of Fort Hare 
Together in Exce_llence 

where, the constant is only present in the long-run relationship. If however equation (5) the error 

correction model, contains a constant, this implies that the deterministic trends in both Y 1 and X1 

and the long run equilibrium correspond to a steady rate growth path with the unit root test, 

which indicates the series has a deterministic trend; 

= M,_1 = ¼- <1>1)·························································~···················································4·g 

The Vector Auto Regression model (VAR) describes the dynamic evolution of a number of 

variables from their common history. If we consider two variables say Y1 and X1, the VAR 

consists of two equations and a first order VAR would be given by: 
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= 81 + 011~-1 + 012x,_i + 81, ...................................................................................................... 4.9 

X, = 82 + 021~-1 + 022X,_1 + 82t···································································································4·10 

where, E1t and c21 are two white noise processes of independent history of Y1 and X1 , but can be 

correlated. 

In short the ECM is a model which is used to capture any short-run dynamics of the system and 

to distinguish between the short-run and at onships among variables. The ECM 

involves regressing the first difference o t variables on the contemporaneous 

and lagged values of the first differences o • les including the dependent variable 

and the lagged residuals from the long·4+il~~lml~~ regression. However, of .,particular 

interest in the ECM equation, is the coefficie agged residual because it rew~sents the 
speed adjustment parameter. ruhi1o.,,,;,i:,._-o,1 , ,,,a, ,,,;wn ·,H,~;.cr uatatheter ~:,m~red to be less than one in 

absolute terms for the stability of in the long-run regression to be 

cointegrated. The direction of the adjustment would be indicated by the sign of thisl:parameter 

and if the model deviates from its long-run path, the sign and magnitude of this paratn,:~ter would 

indicate the direction of adjustment and the speed at which the variables adjust in the short-run to 

go back to its long-run equilibrium path,(Islam and Ahmed, 1999). 

4.5: PRESENTATION OF RESULTS 

The saving function (equation 4.1) and investment function (equation 4.2) were estimated using 

the vector error correction model (VECM). Time series data for the period 1980 to 2006 for 

South Africa is used. Tables 4.4 and 4.5 below show the results of the savings model and the 

investment model respectively. 
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Table 4.4: Results of savings as a function of growth, interest rate, political instability, 

income per capita, inflation, financial s~ctor development plus the error term. 

Independent variables _Coefijcient t-values 

Constant ~0.0304 -2.25 

DGrowth1-1 0.0125 1.95* 

DLPolt 0.0481 • • 0.94 

DYPC1 0~0214 3.55*** 

DRDt -1.95 * 

DLinft 3.13*** 

DLFSDt 0.84 

i1983 4.25***·· • 

_ 812Excelle -2.36**,': 

where, *, * *, * * *, indicates the level of significance at 10%, 5 % and 1 % respective! y. 

Standard error 0.0635555 

F(8,16) = 3. 792 [0.011] * 

= 0.654726 

AR 1-2 test: F (2,14) = 1.3153 [0.2996] 

ARCH 1-1 test: F (1,14) = 0.031692 [0.8613] 

Normality test: Chi/\2(2) = 0.46380 [0.79~0] 

Hetero test: Chi/\2(15) = 0.00000 [l.0000] 

RESET test: F(l,15) = 2.6953 [0.1214] 
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Table 4.5: Results of Investment as a function of interest rate, credit, political instability, 

financial sector development, growth, savings, dummy variables and the error term 

Independent variables Coefficient • t-value 

Constant 0.0105 1.17 

DRDt -0.0009 -0.317 

DLCreditt 0.3397 2.95*** 

DLPol1 -0.0246 -0.785 

DLFSDt 1.42 

DGrowth1-1 2.77*** 

DLGDS1-2 0.595 

i1985-1988 -4.12*** 

Ect1-1 -2.28** 

where, *, * *, * * *, indicates the level of significance at 10%, 5 % and 1 % respective! y. 

Standard error = 0.0346116 

= 0.82672 

F(8,15) = 8.946 [0.000]** 

AR 1-2 test: F (2,13) = 0.83848 [0.4545] 

ARCH 1-1 test: F (1,13) = 0.60676 [0.4500] 

Normality test: Chi/\2(2) = 0.48647 [0.7841] 

Hetero test: Chi/\2(15) = 11.960 [0.6820] 

RESET test: F (1,14) = 0.89014 [0.3614] 

. ' 
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4.5.1: ANALYSIS OF RESULTS 

The results in Table 4.4 and Table 4.5 indicate that the estimated models which are the savings 

model and the investment model are robust. This is indicated by the adjusted R2 of 65% and 83% 

for both the models respectively and this shows that the explanatory variables account for the 

changes in the dependent variables very well. This is also confirmed in Figure 4.4 and Figure 4.5 

which show how the estimated model tracks the actual or fitted values. The F-values in both 

models are statistically significant, suggesting a robust model. The standard errors in both 

models are very .low, also suggesting that the models are significant overall. All the coefficients 

carry the right signs which conform to economic theory. This study assessed the adequacy of the 

model by performing diagnostic checks to ittelcertm-r.te-,~~~ the residuals of the error-correction 

equations approximate white noise. Thus, 

the heteroscedacity test, the reset test and t • ality test. Both models, savings and 
. I IN DE I 

investment, produced very good diagnosti I s~ i J- he autocorrelation (AR), ARCH, the 

heteroscedacity test, the normality and reset· ests (see Tab 4.4 and Table 4.5). This implies that 

the models do not suffer from autoc.orrelatio_n an eteroscedasticity. In addition, the regressed 

models show that the residuals lJ"PJoY~Ji~) iYtIQ!tJf QJ;ta~ l~ pecified, as they pass the 
Together zn Excd[ence 

RESET tests. 
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Figure 4.4: Actual versus Fitted values and Scaled Residuals for the Saving model 
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Figure 4.5: Actual versus Fitted values and Scaled Residuals for the Investment model 
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We now turn to each variable on the savings function. Growth in real income (DGrowtht) is 

statistically significant at 5%; this is shown by the T-value which is approximately 2. The 

variable has a positive sign as predicted by the theory (life cycle hypothesis and permanent 

income hypothesis) which predicted that higher s~':'ings are associated with higher levels of real 

income. The coefficient of growth in real incon_1~ shows that a 10% increase in the growth in 

real income will result hi a 0.12% increase in gross domestic savings. This result was found by 

several studies including Narayan and Narayan (2006), Prema-chandra A and Kunal S, (2004), 

Loayza, Schmidt-Hebbel, and Serven, (1998) and Ahmad and Marwan, (2003). 

Real · income per capita (DYPCt) has the predicted positive sign and is statistically significant at 

the 1 % level with a t-value of 3.55. This means that an increase in real income per capita 

increases savings sufficiently to inc;rease the saving ra~e. Specifically, a 10% increase in the real 
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per capita income will result in a 0.21 % increase in domestic savings. This result, confirms other 

studies e.g. World Bank, (1999), Ozcan, (2000), Ozcan, Gunay and Ertac, (2003) and Room, 

(2005). Loayza, Schmidt-Hebbel, and Serven, (1998), also support the idea that private savings 

rise with the level and growth rate of real per capita income and that the influence of income is 

larger in developing than in developed countries. 

Inflation (DLinfr) as a measure of uncertainty which concern the price of future consumption and 

future asset values, (with either a negative· or positive sign expected) had a positive sign. The 
coefficient of the variable is statistically s'· • • • • • ·1evel as shown by at-value of 3.13. 

The result shows that expectations of fu . y an important role in determining the 

domestic savings rate. Thus, the coefficie t 

results in a 0.28% increase in savings. h I 
;-e • plies that a 1 % increase in inflation 

I btained is consistent with the priori 

expectations in the sense that an increas ,...._~~-- and services leads to an increase in 
the savings rate so that consumption of the goo s a services is affordable. 

University of Fort Hare 
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Agrawal, (2001) indicated that the real interest rate is a Fischerian price of current consumption 

in terms of future consumption. Thus an increase in interest rates will have an ambiguous effect 

on savings due to a positive substitution effed towards future consumption and a negative 

income effect due to increased real returns· ~ri ~aved wealth. As a result of this, there have been 

considerable controversy and disagreement over. the ~ff ects of the real interest rate on savings. 

Thus with this view, the expected sign of real deposit interest rate was expected to be either 

positive or negative. The result on Table 4.4 shows that the coefficient of the real deposit interest 

rate is negative and is statistically significant at 10%. The coefficient of the real deposit rate is 

however so small in absolute terms that it cannot cause a significant decrease in the domestic 

savings in South Africa. This result conforms to other studies e.g. Agrawal, (2001) which found 

that the effect of high interest rates on s~vings was negative in Indonesia a~d concluded that the 

real interest rates have a minor impact 'on the savings rates and the sign of the effect vary from 

country to country. Schmidt-Hebbel et al, (1996) also indicated that market~determined interest 

rates are likely to improve financial intermediation, the quality of investment, and the quality of 
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portfolio choices. Thus, interest rates will be ineffective, however, in increasing overall savings 

flows. 

The dummy variable (i1983) is statistically_significant at 1 % with a T-value of 4.25. This result 

shows that the various activities which occurred during the same year wpuld have caused a 

0.33% increase in the gross domestic savings. The introduction of various mild political_ reforms 

involving a relaxation of some restrictions associated with apartheid and the introduction of a 

Tricameral Parliament could have triggered an increase in the savings rate. These reforms could 

have influenced individuals and companie addition, the savings rate could have 

reached these high levels due to the wind l'-tu.~,.:.,~LR!~~d',~n<1d mining companies when the price of 

The financial sector development (IJFSD1) ~as a positive si~ l! expected but the T-value is . 

statistically insignificant. This JJ ngfJf ~Jt!r -§Mfu~ment which affects access 
• Together -in Excellence 

to appropriate savings instruments does not have a great impact on the savings rate in South-> 

Africa. This result which shows that financial reforms do not have a great impact on the saving 1 
. . 

rate was not expected, given the fact that · there has been a vast improvement in the financial . 

sector which has been rated among -the top 10 globally with 55 locally controlled banks, 12 • 

foreign controlled banks and five mutual banks, IMF, (2005) . 

. As expected, political instability (DLPol1) has a positive sign but it is statistically insignificant. 

This implies that t~e uncertainty of the futu~e which normally forces individuals to guard more 

aggressively against shocks in the economy thus· increase savings is not influencing individuals 
. . 

and the corporate world to increase savings. This might be attributed to the fact there is stability 

in the South African economy both politically and eco~omically. 
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(iv) No causality: None of the variable Granger causes the other. 

It should be noted that the application of the traditional Granger model requires that the variables 

X and Y be stationary. Given that the majority of the economic variables are non-stationary in 

level terms, the traditional Granger model is conducted using regressions based on differenced 

stationary variables. Using differenced stationary variables however throws away useful long-

run information about the causal relationship between the variables. Thus, the technique 

propounded by Granger (1983, 1986) and Engle and Granger (1987) makes a significant 

contribution towards testing causality byj m v+1· HJ"--~nt3-HHa ysis from a static formulation to a 

dynamic one. 

The test of causality using this techniqu "thin the cointegration and the error-

correction model (ECM) ( discussed above). li1s ynamic formulation allows for causality 

between two variables to stemll. • "~ • ti Jidii - rctquilibrium relationship. In 

h d h d 1 ·ct Tog_ether..1i n Fxcellence . f . . h d ot er wor s t e mo e cons1 ers fhe possib11ty 1liat tlie long-run m ormat10n m t ata 

represented by the lagged level of a variable, X, may help to explain the current changes in 

another variable, Y, even if the short-run information in the data given by the past changes in X 

•• do not. The logic behind this model is that if X and Y have a common trend (cointegrated), then 

the current changes in Y are partly the result of Y moving into alignment with the trend value of 

X. This type of causality may not be detected by the traditional Granger. The ECM can also be 

used to detect the possibility of having reverse or bi-directional causality. Causality in at least 

one direction must exist within the ECM as long as X and Y have common trends thus the 

possibility of no causality is ruled out when variables share a common trend ( cointegrated), 

Islam and Ahmed, (1999). 

In the ECM method, the first test is to find out whether the residuals series from the long-run 

regression is stationary or not. If the residuals ~~ries is nonstationary then there is no meaningful 

relationship between the variables. In this case there is no need to proceed to test for the 
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existence of a causal relationship. Oh the hand, if the test indicates the existence of the long-run 

relationship, then we can proceed to test for causality by forming the error-correction model 

involving the first differences of the cointegrated non-stationary variables which also include the 

lagged residuals of the long-run equilibrium model. 

When applying the ECM, the null hypothesis that 'X does not Granger cause Y' is not rejected or 

rejected based on the standard Wald F-test to determine the joint significance of the restrictions 

under the null hypothesis. If it is rejected one can conclude that X Granger causes Y. It should be 

noted that the ECM as mentioned earlier H-A~~s;;ne-flessibi ity that X Granger causes Y, even if 

the coefficients on lagged changes in X i , e • ru.nify significant. Testing causality in the 

reverse direction requires the estimation tion with the first difference of the 

other variable as the dependent variable a I he Wald F-test against its restricted 

version. In this case the null hypothesis t at 'Y C,oes t Granger cause X' is rejected if the 

appropriate coefficients includi~~ !h~ coefficjent o the lagged residual are jointly signi~ipant. Y 
will in this case Granger caus~1) Iw9~ Qf,f lt h~~s are rejected, then there 

Toaether in Excellence 
exists a bi-directional (feedback) causalify between X and Y. , , 

Table 4.6 below shows granger causality results based on the Wald F-test from the estimated 

VECM. The table presents both t_he calculated and theoretical F-values under the null hypothesis 

under scenarios of granger causality with and without the error correction model. 
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4.6.1: GRANGER CAUSALITY RESULTS 

Table 4.6: Granger causality results based on ~he.Wald F-test 

A. Granger Causality Without Error Correction 

H0: GDS does not granger cause Growth 

Cale. F Crit. F 5%(1 % ) Number of lags Accept/Reject 

3.7771 ** 2.21(3.02) 2 Reject Ho at 5%,1 % 

H0: Growth does not granger cause GDS 

1.6257 2.21(3.02) 'I >r" Accept Ho at 5%,1 % " __ 4.7 - .,..__ J vi- -I I f1~1N·E Bl~~s 

B. Granger Causality With Error C,'\ '"" ' LUME"' 

H0: GDS does not granger cause Growth 
......_ -

Universitv of Fort Hare 
3.5125** 2.21(3.02) To ~ethe~ in Exeellence Reject Ho at 5%,1 % 

' 

H0: Growth does not granger cause GDS 

2.323* 2.21(3.02) 2 Reject Ho at 5% 

Note: *, **indicates level of significance at 5% and 1 % respectively 

Table 4.6 above shows that the traditional Gfanger test which involves testing for causality 

without the error correction term shows that the mill hypothesis 'GDS does not granger cause 

Growth' is rejected both at 5% and 1 % level of significance. The reason for rejecting the null 

hypothesis is that the calculated F-value is greater than the critical F-values both at 5% and· 1 %. 

This result is evidence that increasing savings will lead to increases in the growth rate in the 
; 

short run. Thus, in this case the causality flows from savings to economic growth. This result is 

consistent with the neoclassical growth model ,vhich claims that steady-state or proportional 

growth is determined by the rates of saving and population growth. In particular the model 
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proposed an increase in the stock of capital leads to a higher level output and faster growth at 

least in the short to medium term. In the same way, the reverse null hypothesis that 'Growth does 

• not granger cause GDS' cannot be rejected both at 5% and 1 %. This is due to the fact that the 

calculated F-value is less than the critical F-values both at 5% and 1 %. This traditional Granger 

test would lead one to conclude that gross domestic savings does granger cause economic growth 

at least in the short to medium term. 

Nevertheless, the application of Granger (1983, 1986) and Engle and Granger (1987) which 

makes use of the error correction and w • lysis from a static formulation to a 

dynamic one gives different results. Thi ~ tfl.\l!a:nE~e est shows that the null hypothesis 

'GDS does not granger cause Growth' is __________________ a well as 1 %. This is shown by the 

calculated F-value (3.5125) which is gr tical F-values both at 5% and 1 % 
respectively. The result constitutes ev sing savings seems to have led to 

increasing the growth rate th ,.,~- ---1c and lagged ECM effects. This result 

indicates u·ni-directional Grang ~tSaJ~l:t1/ i.l'l!ltill1n~ r • -lti ILl~>&.. •"'.,,'Wth. On the ~ther hand, 
. roaeth0 r in Rxcellence . . • . the reverse null hypothesis that 'Giown( tfoes nof granger cause GDS' 1s reJe<?Jed at 5% 

( calculated F-value greater than critical F-value) but i~ not rejected at 1 % ( calculated f ;yalue less 

than critical F-value ). This result implies that increasing growth seems to increa~e savings 

though it is rejected at 1 %. In other words ther~ i~ uni-d~rectional Granger causality flowing from 
' -· . . 

growth of real income to savings. Th~ result that high · income leads to high saving, confirms the 

McKinnon effect. Given that the null hypothe~is is rejected in both cases. When the error 

correction model is us~d, one can conclude ·that th~re is a bi-directional relationship between 

savings and growth in South Africa. Though ~ne can conclude a bi-directional relationship, the 

causality seems to be more significant when _flowing from saving to growth. The results confirm . . • , , · .. . _. 

other studies e.g Agrawal (2001), Dawit (200~), Shahbaz and Mahmood, (2004), Room (2005) 

and Ozcan (2000). 

'·115 



 

 

4.7: CONCLUSION 

This chapter sets out the analytical framework that was used to determine the relationship 

between savings and economic growth. The model which links savings, economic growth and 

other variables that affect savings was specified and estimated. Included was also the investment 

function which acts as a link between savings and economic growth as indicated by theory in 

Chapter 2. Data were tested for stationarity using the DF and ADF tests. The Johansen and 

Juselius technique was used to test for cointegration. The causality tests between savings and 

growth were performed using both the traditional Granger test ( causality without the error 

correction term) and the Granger and Engle-Granger c·ausality test ( causality with the error term). 

University of Fort Hare 
Together in Excellence 
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CHAPTERS 

CONCLUSIONS AND POLICY RECOMMENDATIONS 

5.1: CONCLUSIONS 

This chapter draws conclusions from the results of the study and puts forward recommendations 

for future policy formulation. In spite of the adapt~tio~ and implementation of the new economic 

policy that targets an increase in savings and economic growth, South A~rica failed to achieve 

the targeted goals and maintain sustainable eco~omic·growth. The country has long been affected 

by a slow growtp. rate in domestic savi~gs a wth for the past several years dating 

back to the early 1980s. The main objecti 7 um~rias to examine empirically the causal 

h Africa using time series data for the 

positive and bi-directional causality 

relationship between savings and economi 

period 1980-2006. The study hypothesis 

relationship between savings and economi savings cause economic growth and 

increases in economic growth se .incr.ea_.·_ s,·n_ sa • • Tbu , he study assumed that savings n1vers1 • -o . ort are · ·· •. 
enhance investment, which in turn bonJbfil:W ffl. t • ~ffifc2WeeAgrawal, (2001) .inq/cated that 
in order to examine the causal relationship between savings and growth and to -investigate the 

direction of causation, it is important that · other factors affecting the savings rate be ,faken into 

account. In this regard, this study examined the major factors that affect the savings rate. Thus, 

the savings rate was modelled as a function of real per capita income, growth, real deposit 

interest rate, political instability, real inflation rate and ·financi~l sector development. Given that 

investment was use~ as link between saving~ and eco,nomic growth, an investment function was · 

also specified. 

The study was anchored on different th~ories which ·suggest that the relationship between 

savings and growth is more complex. Some suggest that savings are crucial for stimulating 
• . . • 

economic growth and some . suggest . that grqwth p~c1ys a significant role in increasing savings in 

the economy. McKinnon and Shaw (the f~nap.~ial liQ~rali~ation hypothesis), neoclassical growth 

model (Solow-Swan), the Harrod-Damar mqdel and the endogenous growth model (Romer) 

suggest that savings play a major role in stimulat_ip.g .growth. In contrast to this view, are the life-
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cycle and the permanent-income hypotheses which suggest that growth is vital for increments in 

the savings rates. The different views thus prompted the study to investigate a bi-directional 

relationship between savings and economic growth. 

In addition to these theories, a number of studies revealed that factors such as real income and 

income growth, real interest on bank deposit, the rate of inflation, external terms of trade, age 

dependency ratio, rate of growth in population, urbanisation, trade liberalisation, financial sector 

, development, political instability, high dependence on aid and foreign savings are major factors 

which affect savings. The studies also r eau ality between savings and economic 

growth differ from country to country s hat in one country savings can be 

influential in causing increases in growth 1vv.~~...-.1.--xr~ 

savings. Results from many countries als 

ountry growth. will cause increases in 

b -directional relationship can be found 

between savings and growth. 

University of Fort Hare 
· Toaether in Excellence . 

In order to examine the relation betweeif savings and growth and their relationship to investment, 

the study first applied the Dickey-Fuller and the Augemented Dickey-Fuller tests to establish 

stationarity of the data. The Dickey-Fuller and the Augemented Dickey-Fuller tests indicated that 

growth (Growth) and real income per capita (YPC) are stationary both in levels and in first 

difference. However, most of the variables indicated that they are non-stationary in levels but 

stationary in their first differences. The study then applied the Johansen and Juselius 

cointegration techniques to determine whether there was any long run relationship between 

savings, growth and other factors which affect savings as well as factors that have an impact on 

investment. The results from the cointegration estimates suggest some evidence of the existence 

of a long run relationship between savings, growth and other factors affecting savings. The 

results also indicate that there is a long run relationship between investment, growth, savings, 

credit, real deposit interest rate, political instability and financial sector development. 
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The fact that there was evidence of cointegration allowed the estimation of the vector error 

correction model (VECM) which provided parameter estimates for the long run. The estimates 

from this long run relationship ingicate that an increase in growth, real income per capita, 

inflation and -a dummy variable will result in an increase in savings while interest rates will cause 

an insignificant decrease. An increase in growth and credit will result in an increase in 

investment with savings having a positive effect. The fact that there is a positive relationship 

between investment, savings and economic growth suggests that there are feedback effects 

between variables. Thus investment is very crucial in linking savings and economic growth. 

Of particular interest in . the VECM is t 
• / 

ment parameter or coefficient. . This 

parameter measures the speed of adjust.µ.L,.,.,1/U--"l;V ~' ~-,.,.,.1~"~,i;il..,.,-. t e variables adjusts in the short run 

deviation to go back to its long run equi • 1 • n a given year. The estimate of this 

parameter suggests that about 45% of the savings rate from its equilibrium level 

is corrected within a year. The stu.dy also .found rat 37% is the speed of adjustment in the 

investment model. This speed Y \lJjsfJe~! Wo_.gs-:ilaPJ1!Jaaje~ 37% of deviations in the 
1 aqetner zn Hxceuence -- -

long run equilibrium will be eliminateo. The speeds of adjustments are very low but seem t<? be 

reasonable given the structural rigidities faced by many developing countries such as So~,~h 

Africa. 

Finally, the study performed Granger causality tests to determine the actual direction of causality 

. between savings and growth. The traditional Granger test which involves testing for causality 

without the error correction term shows that the null hypothesis; 'GDS does not granger cause 

Growth' is rejected. This_ result indicates evidence that increasing savings will lead to increases 

in the growth rate in the short run. _Thus in ·this case the causality flows from savings to economic 

growth. The reverse null hypothesis that 'Growth does not granger cause GDS' could not be 

rejected. This traditional Granger test would lead one to conclude that gross domestic savings 

does Granger cause economic growth at least in the · short to medium term. 

119 



 

 

The application of the advanced Granger test which makes use of error correction also shows 

that the null hypothesis; 'GDS does not granger cause Growth' is rejected. The result shows 

evidence that increasing savings seem to have led to increasing the growth rate through both the 

dynamic and lagged ECM effects. This result suggests uni-directional Granger causality running 

from savings to growth. On the other hand, the reverse null hypothesis that; 'Growth does not 

granger cause GDS' is also rejected. This result implies that increasing growth seems to increase 

savings. In other words, there is uni-directional Granger causality flowing from growth of real 

income to savings. Given that the null hypothesis is rejected in both cases when using the error 

correction model one can conclude that there is a bi-directional relationship between savings and 

growth in South Africa. Though one ca Go11clude a bi • irectional relationship, the causality 

owth. 

5.2: POLICY RECOMMENDATIONS 

Given the results obtained, the,..sJ:udy suggests way~. ip.., which.,s~vings can be encouraged which un1vers1ty or .rort ttare . 
are: Together in Excellence 

• Raising income per capita and. income growth. This could be seen as an effective 

and direct way to increase sayings. Giv~n the positive relationship between· 'per 

capita income, growth and savings the study suggests that policies that encourage 

development in the economy are an effective way of raising private savings. 

Tools such as reducing taxation of incomes could be used. 

• The. effect of higher real interest rates on the savings rate was found to be 

significant. but· the coefficient was sd small that interest rates changes of a few 

percentage points are unlike! y to have a significant impact on the savings rates. 

This result leads one to suggest that trying to influence the savings rates by 

manipulating interest rates will not be a practical policy in South Africa. 

• The significance of inflation iIJ. this study requires a comparatively distortion-free 

relative price structure. This is very important since it concerns the price of future 
.. . . . . 

consumption and future asset values which will affect the savings rate. 

120 



 

 

The major objective of this study was to test whether savings are crucial in stimulating economic 

growth or increases in economic growth will lead to increases in savings. Given that savings 

were found to stimulate growth in the short to medium term (uni-directional causality), policies 

geared towards raising domestic saving _should be given priority when designing economic 

programs in the short to medium term. Given that a bi-directional relationship between savings 

and economic growth exist in the long run, the study suggests that the implementation of 

appropriate policies which encour~ge both increases in domestic savings and economic growth 

should be put into operation. Thus, the policies which generate a cycle of high savings-to high 

investment-to high growth and vice versa should be put in place. Entrepreneurship which is the 

driving force behind economic growth sh la . Thus entrepreneurial talent should 

be fostered and there should be no obstac es,~1nw--m:N11:~1-1·~ ules and regulations that could act as 

a deterrent to the development of entrepreP.eJ!t:£..Yl~~~~~ nd corporate). 

5.3: LIMITATIONS OF TH~ TUDY . f F rt H 
Though the study examined the rTI1'6~F-~1

~~~ sgJngs an'J-~wth in the South African og~¥ er -zn ~xceuence 
economy, it did not examine this relation in the context of an open economy. Thus tQe effect of 

foreign saving and access to foreign capital were not taken into account. 

5.4: AREAS FOR FURTHER RESEARCH 

The study suggests that more research be ·done to identify both theoretically and empirically, 

other ways in which the savings rate operates to generate high and sustainable economic growth 

and vice versa. More research is also required to analyse the effects of foreign savings and access 

to foreign capital on savings and economic growth. 
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APPENDIX 

Data used in the regression 
. . 

Year Growth Pol GDS YPC RD Inf FSD Credit I 
1980 6.6 5 33.9 4.2 -53.62 13.8 34.6 1.57 20.33 
1981 5.4 5 27.2 2.9 -37.91 15.2 37.01 2.09 21.02 
1982 -0.4 5 20.5 -2.7 -13.58 14.7 38.03 2.44 20.65 
1983 -1.8 5 24.3 -4.1 -6.31 12.3 40.77 3.11 20.29 
1984 5.1 5 22.5 2.8 .45.04 11.5 43.25 3.96 19.02 
1985 -1.2 5 24.6 -3.4 44.16 · 16.3 42.77 4.61 17.90 
1986 0.0 5 23.3 -2.2 -30.75 18.6 38.1 5.08 14.57 
1987 2.1 6 21.7 -0.1 -50.51 16.1 39.77 5.27 13.54,, 
1988 4.2 6 22.7 i I\ ,J.4,97 A. 12.8 44.82 6.30 14.63 
1989 2.4 6 22.4 'o~\' .l \I ~f__',-,('/21' 14.7 47.29 7.43 15.22 
1990 -0.3 5 19.1 ;( 26.5 "{::; 17 14.4 46.32 8.40 14.91 

' ~ - - , ., 1991 -1.0 5 18.6 15.3 - 46.8 9.69 13.95 
II~ .. '.L 

1992 -2.1 5 16.3 .a, ~INE us 13.9 46.25 9.85 13.51 
1993 1.2 5 16.4 \ nT J!!...._ ~· cN 

J 9.7 41.99 10.55 13.27 
\t.i ~ - I 1994 3.2 2 16.9 .'13.18 9 44.77 11.53 13.91 

1995 3.1 1 16.5 i' .. ,,. ... / 8.6 44.83 12.74 14.93 -· 
1996 4.3 1 l'" T 16!1 ----·.!.i_ ,_ -6,:Jn _ __ .1_ 7$ T ....... _,..,.. 46.03 14.38 15.61 
1997 2.6 1 u J.ts~' Cl .:, l~~ " U ~ .1.\. 11 Lg..J,.la L c; 49.22 17.31 16.08 
1998 0.5 1 J' 15. I JaetbJ~T irl3J3ocCl l enf&e 51.64 22.62 16.76 
1999 2.4 1 15.9 0.2 66.54 6.9 53.53 25.49 15.13 
2000 4.2 1 15.8 .2.1 , 29.11 6.52 50.16 25.63 15.14 
2001 2.7 1 15.6 o:8 37.9 6.14 52.46 27.57 15.26 
2002 3.7 1 16.9 1.9 64.85 9.2 54.31 27.41 15.26 
2003 3.1 1 15.8 1.5 5.49 5.8 58.61 28.44 16.15 
2004 4.8 1 14.4 3.4 11.03 5.7 59.57 28.65 16.88 
2005 5.1 1 14.1 3.7 13.43 5.8 57.92 31.14 17.60 
2006 5.0 2 13.9 3.6 42.36 4.5 98.75 38.61 18.91 




