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INTRODUCTION

The importance of monetary policy in economic stabilization has long
been recognized in the developed nations, The long standing controversy in
these nations has not been whether money "matters" in stabilization processes,
but whether the contribution of monetary policy for short run stabilization
is as significant as fiscal policy. There has long been an implicit tendency
to minimize the contribution of monetary policy in raising the rate of econo-
mic growth and facilitating capital formation. In this context, the treatment
given to monetary policy in its role as a stimulant of economic growth has
been very sketchy, One finds such statements as "over the cycle, prices and
output tend to move together,” and that "a monetary change that provides
vigorous (monetary) expansion is. likely to promote a vigorous rise in both
and conversely.“l Such statements are qualified by conceding that, in the
long run, a country's growth and development actually depends on such real
factors as its technology, population, the skill of its labor force, and its
endowment in natural resources.? Perhaps, the explanation for the existing
ambiguity with regard to the specific role of money in growth processes may
be found in what David I, Fand considers to be a dichotomy between monetary
theory on the one hand and the historical and applied analysis of business
cycles and stabilization processes on the other. "Monetarists follow the

classical tradition in their theoretical analysis and treat the nominal money

lyilton Friedman, "The Supply of Money and Changes In Prices and Output®
in The Relationship of Prices to Economic Stability and Growth: Compendium of
Papers Submitted by Panelists: U.S. Congress, Joint Economic Committee,
Mmon' DICQ' 1958. Pe 251.

21bid,, p. 251.



stock as a kind of vell and stress that its influence is primarily on nominal
variables, with very little permanent impact on real endogenous variables,
But as they move from monetary theory into analysis of business cycles and
stabilization pollicy, the money stock is somehow transformed into a powerful
lever for determining income, employment, and the price level, n3 The belief
that money primarily influences "nominal variables” and that the analysis of
production and distribution can very well be undertaken even without its use
;eneatod classical thinking, as is evidenced by John S, Mill's statement,
"there cannot be intrinsically a more insignificant thing, in the economy of
a soclety, than money; except in the character of a contrivance for sparing
time and labor . . . it only exerts a distinct and independent influence of
its own when it gets out of order, ot
. In recent theories, monetary policy is not treated so lightly -- especially
in moderately shortrun analysis., The fact that it is offered as an alternative
policy choice to fiscal action when there are disturbances in the real (non-
monetary) variables suggests that money is expected to be more than a “veil",
And the rate of g:r:outh of the money supply is duly incorporated in growth
models along with other 'real® factors.5 However, the supply of money, unlike
other variables in growth models, is determined exogenously. There is always
the danger of error of either over e#t:l.nating or under estimating the right
amount of money that an economy can usefully accommodate, If such an error

is made, it may set off undesirable repercussions in the economy.

3David I, Fand, "Monetarism and Fiscalism" Banca Nazionale Del Lavoro:
Quarterly Review, vol, XXIII, No. 94 (September, 1970), p. 278,

“John S. Mill, Principles of Political Economy, BookITI, ed. W. J. Ashley,
New York: Longmans, Green and Co,, 1929, p. 485,

5R.G.D. Allen, Macroeconomic Theory, London: Macmillan, 1967, ch. 20.



As a result of this fact, the monetary policles of most developed countries
have been aimed at preventing "money itself fron being a major source of
econonic disturbamo."é In practice, this would mean the avoidance of excessive
. expansions or contractions in the quantity of money over any phase of the
economic cycle, It is significant to note at this point that the major de-
pressions and inflations that the developed countries have so far experienced
have invariably been blamed upon the erroneous estimation of the right amount
of money needed.’ With the sdvantage of hindsight, it seems it has alvays been
possible to attribute the ravages of economic disturbances to the miscalcula-
tions of the monetary authorities, Monetary policy is also expected to “pro-
vide a stable background for the economy,” so that, ", . . fthe/ consumers,
employers and employee, can proceed with full confidence that the #vera.ge level

of prices will behave in a known way in the futnre."s

While such policy
emphasizes actions intended to restrain money from exerting its own "independent
influence"”, there is the additional belief among many economists that monetary
policy can usefully be employed in "offsetting major disturbances . . . arising
from other sources. nd The controversy in the developed countries, and the lack
of clarity in analysis that had been referred to earller, has been over this
last use of monetary policy. From recent developments, it appears, however,
that the controversy is becoming redundant, due to a growing recognition that
both fiscal and monetary policy may have to be used simultaneously in order to

offset any severe imbalances in the eeonony.w

6Milton Friedman, “The Role of Monetary Policy", The American Economic
Review, Vol, LVII, No., 1 (March, 1968), p. 12.

7Ivid., p. 3.
. 81paa,

9Ibid|. P 14,

10L,c. Anderson and J.L, Jordan, "Monetary and Fiscal Actionss A Test of
Their Relative Importance in Economic Stabilization" FRB of St, lLouis, Monthly
Review (November, 1968).



But the aim here is to consider the role_ of one aspect of monetary policy
in the developing countries. Thiés may raise the question: why consider the
role of monetary policy in the developing nations at all, if there is already
a general theory of money? A general theory of money may well be applicable
to both developed and developing nations in general terms, i.e,, the direction
of change in the money supply resulting from any particular policy action does
not differ completely in the two economies, But analysis in general terms
may not be very useful in indicating specific policy actions that would be
effective in different economic environments, It will not be too gross a
generalization to say that "monetary theory is , . . institutional in character,
in the sense that the effect produced by money is conditioned by the socio-
economic environment surrounding it."n For instance customs connected with
ways of holding money (demand deposits and currency) differ between the two
kinds of economies. In the developing economies, currency constitutes the major
part of the money supply, whereas in the developed economies, demand deposits
account for the major part.lz This suggests that the ability of banks to
create money is different in the two situations, because the public's demand for
currency is an important factor that affects the supply of money. Therefore,
the degree of applicability or the effectiveness of a monetary theory in ex-
plaining actual economic phenomenon in the two instances may not be identical
1f the institutional differences are ignored.,

Some studies have indicated that the same economic variables explain the
demand for money in both developed and developing economies. But the relative

gamta Prasad, Role of Money %h{ In A Developing Economy, Bombays
Allied Publisher's Private Limited, 1969, p. 7.

127,D. Khazzoom, The Currency Ratio In Developing Countries, New York:
Frederick A. Praeger, Publishers, 1966, p. 4.




significance of each variable explaining the demand for money may vary between
the two cases.l? This fact, coupled with the realization that the emphasis on
monetary policy (looked at in an historical perspective) has been different in
developed and developing economies, gives the rationale for investigating the

role of monetary policy in the respective economies separately.

An exhaustive investigation of the role of monetary policy in the develop-
ing economies will not be attempted here. Instead the report will examine the
monetary aspects of deficit finance and discuss the theoretical and empirical
support this measure has been accorded in the literature with regard to its
alleged stimulating effect on economic growth and development, We have chosen
to consider the influence of deficit finance on three variables that are often
considered to be the chief engines of development. We shall discuss the in-
fluence of inflationary finance on each of the following:

1. The rate of growth of real domestic savings

2., The flow of foreign investment

3. The foreign exchange positions of developing nations

The selection of the last two variables will be justified in the appropriate
sections (pp. 20 & 24 below), The report accepts Gardner Patterson's defini-
tion of deficit finance as "a net increase in the amount of money in circula-
tion, such increase being the result of conscious governmental policy designed
to bring about economic activity that the officials believe desirable and that

otherwise would not have taken place, il

135.0. Adekunle, "The Demand For Money: Evidence From Developed and Less
Developed Economies" IMF Staff Papers, Vol. XV, No. 2 (May, 1957), pp. 220-
258,

mce:r:a.ld Patterson, "Impact of Deficit Finance In Underdeveloped Countries:

Sonat.'é.mes Neglected Aspects", The Journal of Finance, Vol. XII, No. 2 (May, 1957)
p. 178.



Monetary Expansion and Savings

Economic development has accumulated its own history of experimenting
with various ‘novel' ideas that were proposed as short-cuts to a rapid rate
of growth. Very often, these proposals did not have sound economic theory in
_ their support, but were advanced as pragmatic approaches to situations which
demanded immediate action when the a.ppropr!.ﬁta conditions needed to take an
action were lacking, The idea of "forced savings” was one of these,

Forced saving may briefly be defined as an indirect way of transferring
income from consumers to investors, using market prices as the principal
instruments of change, Since usually more than half of total savings comes
from the profits of investors (entrepreneurs), a society -a,yrbe willing to
undertake a transfer of resources from consumers to investors in anticipation
of increasing the level of savings that would be forthcoming voluntarily, For
this purpose, a government (or other central planning body) may encourage in-
ﬂationaxy_ris& in prices deliberately by simply relaxing all or some of the
instruments that control the supply of money. For instance, the central bank
may lower the reserve requirements on all deposits in the commercial banks so
that they can expand their lending activities to the public. The detalls of
the process by which forced savings is obtained is clearly expressed in Don
Patinkin's summary of the classical and neoclassical views on the subject: “The
essence of this doctrine (forced savings) is that an exogenous increase in the
quantity of money which acerues initially to entrepreneurs, or to those who
lend to them, will increase the proportion of an economy's expenditures going
into investment, and that the necessary corresponding increase in savings will
be forced upon workers and fixed-income recipients by the inflationary price

movements which the monetary expansion generates., In this way such an expansion



can increase the amount of real capital in the economy. nl5 The implicit assump-
tion here is that investment is responsive to changes in the rate of interest
through the schedule of the marginal efficiency of capital (i.e. investment
is interest elastic) and that em in the rate of interest significantly
affect the volume of investment available at any time,

This is all right when one has in mind a developed economy with large
capital market. However, in the developing economies it may not be feasible
to rely upon the rate of interest to bring about the desired level of invest-
ment, Arthur I, Bloomfield expresses this view when he writes that "interest
rates play a lesser role [in the developing countries/ than they do in the more
developed countries in influencing the volume and direction of 1nvestuen‘l:."16
The rate of interest may be low, and yet the public may not take this opportunity
to borrow for needed investment purposes. A study in one of the provinces in
Ethiopia showed that farmers there preferred to borrow from relatives or, if
this was not possible, from merchant money lenders at higher rates of interest
than they one they could get from the National Development Bank,l! Usually,
this is the result of lack of trust in the intents of the govermment. Since
the Development Bank requires the farmers to mortgage their lands as collaterals
for obtaining loans, they shy away from it regardless of the cost of borrowing
it offers. The farmers can get loans from the merchants with less formality by
simply promising to pay back loans after harvest. The final result, in the

15pon Patinkin, Money, Interest, and Prices, Evanston, Illinois: Row,
Peterson and Company, 1955, p. 2

165rthur I. Bloomfield, "Some Problems of Central Banking In Underdeveloped
Countries" The Journal of Finance, Vol, XI§ No. 1 (March, 1957), p. 192.

171akew Birks, A Credit Study of Alemaya Farmers Cooperative Society:
Bulletin., Dire Dawa, Ethiopia: Imperial Ethiopian College of Agricultural
and Mechanical Arts, 1965,



event they are unable to pay back the loans, may be the loss of their property
in both cases. But they seem to hate to have to give away the titles to their
property in advance, In such cases the availability of credit is more important
than the cost.

In the classical and neoclassical use of the term forced savings, not
only is the government able to generate “real capital”, but it is also implied
that rising prices may act as incentives for people to work harder and work
more hours in order to maintain their accustomed level of living.la Thus
the government was envisaged as accomplishing, by a single "novel™ action,
what enormous outlays to persuade the public about the virtues of hard work
and austerity in relation to national well-being might not have accomplished.
The question now raised is: ignoring the possible results of inequities in
income distribution among the different segments of the population, would the
deliberate pursuance of an expansionary monetary policy really support the
developmental effort?

The Optimistic View

In support of this position one economist writes: "One of the forms in
which savings becomes available is through a limited expansion of the stock of
money, which helps to finance investment in the economy thus to produce an
expansion of output."lg He concedes that monetary expansion in excess of what
the growth in real income warrants will certainly give rise to elther excessive

18;,1,, Back, "How Important is Price Stability in Economic Growth?” The
Relation of Prices to Economic Stability & Growth: Compendium of Papers
Submitted by Panelists. U.S. Congress Joint Economic Committee, Washington,

1958, p. 36.

1%annan Ezekiel, "Monetary Expansion and Economic Development,” IMF
Staff Papers Vol, XV (March, 1967), p. 80,



price increases or pressures against external reserves. But he seems to main-
tain that there is still a permissible range of monetary expansion beyond the
level set by increases in real income which will not "create pressure" on
either prices or external reserves. Convinced that this is the case, he
attempts to determine the "proportions of investment that could be financed
in a non-inflationary manner by the increase 1!1 the stock of money. »20 The
analysis is not quite similar to the argument for forced savings, Here, stable
prices are also one of the goals of policy and inflationary tendency is pre-
sumed to be avoided. And yet the assertion is made that there is a level of
investment that may be financed from "the savings implicit in monetary expan-
sion,"21 |

Another approach distinguishes between true inflation that is applicable
to developed economies and that which is applicable to developing econonies.zz
In this analysis an infiationary situation may exist in the developed economies
irrespective of the state of employment of the labor force. High unemployment
levels and pressing excess demand for goods and services over the supply are
not seen to be mutually exclusive. It is contended that inflation may begin
even when the full 'employment n.:f labor is not reached, as a result of miscalcula-
tion or mismanagement by the monetary authorities. According to this view,
the latter situation would not be considered as an instance of "true inflation",
True inflation can exist in the developed economies only when there is excess
demand at full employment of labor. Similarly, there would be 'true inflation®

in the developing economlies when there is excess demand for goods and services

201pid., p. 82,
21 pid,, p. 83.

22K K. Kurihana, The Keynesian Theory of Economic Development, New York:
Columbia University Press, 1959, p. 144, :
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over the supply with full employment of non-human resources (i.e. without

reference to the state of employment of la.'bor).23 After this clarification
about the nature of true inflation in the two economies, it is asserted that
"lack of real capital, not of labor, is the ultimate bottleneck to real ex-

pansion relative to monetary empansion"zu
The argument emphasizes the dual character of investment in being able to

in the developing economies,

enlarge both capacity and income. Capacity is understood to mean the ability
to initiate and sustain any productivite activity that increases output in
real (non-monetary) terms. A measure of the productive capacity of an economy
would be the total amount of capital already invested 11: both human and non-
human resources corrected by a productivity coefficient. It- follows, then,
that for correct analysis of deficit financing, it is necessary to determine
whether, in the long run, investment may have a greater capacity-increasing
effect than an income generating effect. It is further implied that if invest-
ment outlays are primarily concentrated in the formation of durable productive
equipment, the capaclity-creating effect of investment 1s likaiy to blunt any
inflationary tendency that may be associated with t};e monetary expansion., Un-
fortunately, the inflationary tendency is not really blunted even if capacity-
creation is increasing., Taking the view that inflation arises when people demand
more goods and services than are currently being produced, prices will keep in-
creasing until either the rises in incomes are taxed away or supply catches up
with the demand., Capacity-creation does not take place without simultaneously
increasing incomes. The increase in output (as a result of larger capacity)
relative to increases in income can potentially mitigate the inflationary

tendency; but as it is argued elsewhere in the report (p.1%4 ), income has to

23Tvid,, p. 145.
2hrpid,, p. 145,
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be seen in relation to output of consumable goods. And sinece in the developing
countries the expansion of thls sector 1s rather slow, the brunt of inflation
may not be completely avoided.

The argument also appears to be inadequate in another respect. It dis-
misses all relevant constralnts, other than capital, that are responsible for
the slow rate of growth. As one economist has pointed out, "more recently,
the importance of capital has been somewhat toned down, and the complementarity
of resources or composite forces of development has been increasingly empha-
sized . , . this suggests that other factors have been more important than
capital. n25 Often, it is the labor skills, technology, general economic and
political organizations, and educational levels of the population, among other
things, that determine the rate of development. It would not be useful to
confine attention to the "capacity-creating" ability of a monetary expansion
to the exclusion of other relevant factors which, if present, simultaneously,

determine the nature and extent of development.

Optimistic View (With Qualification)

Another group of economists neither endorse inflationary finance as bene-
ficial to economic progress nor reject it a-.ltogetherr, on the basis of conven-
tional theoretical analysis. They contend that no categorical statement can
(or must) be made about the merits of this policy without at the same time
examining how the deficit is generated and what other things are happening
concurrently. They suggest that the effectiveness of inflationary finance

“is a question that can be resolved only by seeing in particular cases what

258hu-Chin Yang, "Capital Supply and Economic Growth: Sources of Savings,"”

in Economic Development With Special Reference to East Asla, ed. K. Berril,
New York: St. Martin's Press, Inc., 1%5. p. 71.



is accomplished by an investment inflation and what its consequences m."zé

Or, as Patterson writes, "No a priori answer can be given fto the question
of deficit finance/. It depends very much on the structure and organization
of the particular economy, on the social and political conditions then ruling,
on whether the crops during this period have been especially good or bad or
just average, etc,"27

Benjamin Higgins also voices this belief when he dismisses any uncritical
acceptance of the argument for inflationary finance by saying: "the concept
of forced savings belongs to that era of confusion in the theory of savings and
investment"28 when the difference between ex ante and ex post saving and its
relation to investment was not correctly understood. He believes that there
is an "optimal pattern"” of inflation and that this optimal level is different
for different nations., It is seen to depend on such things as the strength of
the money illusion, and the point where speculation begins to take the place
of productive activity and that these in turn depend on the “reactions of in-
dividual workers, consumers, and investors in particular societies at particular
tines, "29

He examines the experiences of several countries to see if perlods of
high inflation were also periods of high rate of growth and to compare the
growth rates with the inflation rates, He concludes that there is no sig-
nificant correlation between the growth rates and the inflation rates that

26g,M, Bernstein and I.G. Patel, "Inflation in Relation to Economic
Development" IMF Staff Papers, Vol. V No. 5 (November, 1952), p.

27Patterson, p. 183.

ZBBenja.nin Higgins, Economic Development, New York: Norton and Co., Inc.,
1968, p. 485,

29Tbid., p.
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would emphasize the positive aspect of prolonged inflation, Typical of this
group of economists, Higgins does not dismiss the whole notion as irrelevant,
He suggests that "although it is difficult to say precisely what the optimal
pattern of inflation would be, there is reason to believe that it would take
the form of a "step function', with short periods of fairly rapid price in-
crease alternating with long periods of price stability."3C Thus he implies
that a skillful manipulation of the money stock can have positive effects in
the form of increased savings and more rapid development. Such adtiitional
complementary conditions as weak labor organizations and growth conscious
entrepreneurial class that is always anxious and willing to channel the in-
creased gains that result from rising prices to productive activity, are
believed to support the development effort, In subsequent pages, it will ba
indicated that these complementary conditions are far from being prevalent in
the developing countries.

A Critical View

Other economists are often more critical about the results of deficit
finance in the developing countries, They do not view this practice as an
isolated policy choice that would be relevant regardless of the type of economic
environment that it is applied to. They point out that deficit finance can be
of value only when an economy is confronted with inadeguate effective demand in
relation to potential supply (i.e. where there is the capacity to call forth
the necessary skill and technology to accomplish full-employment of labor).

The question is not, they frequently suggest, whether it is beneficial to
capacity-creation if a plant for the manufacture of farm machinery is con-
structed instead of a pyramid built. It is only the developed nations that

Bolbido # Do



14

have this type of technological choice. "Most, if not all less developed
countries, do not possess to any quantitatively significant extent the sector
producing machinery and equipment . . . Bank credit . . . can hardly transfer
resources to machinery and equipment production just because this sector is,
for all practical purposes, absent. "31  Another economist adds: "Economic
underdevelopment means a lack of the capacity for economic growth; without
the capacity to grow, a high level of income . . . will not generate a con-
tinuous process of cumulative expansion.”32 The critics contend that the
inflationist argument for forced saving arose as a "false parallelism between
the policies recommended in advanced economies in a state of depression on the
one hand, and underdeveloped economies plagued by extensive open and disguised
unemployment on the other hand."33 These economists emphasize the structural
differences between developed and developing economies and urge that care be
taken in any policy prescription. They point out that in developed countries,
there exist many built-in stabilizers such as highly progressive tax systems
and high marginal savings rates,)* Furthermore, it is suggested that it is
possible to expand both consumption goods and producers goods more rapidly.
The lag between the outlays of capital made to revive the economy and the
actual use of resources is not very long.

Developing countries lack these kinds of accommodating opportunities,
The tax systems are usually deficient; since there is a non-monetized sector

3Markos J. Mamalakis, "Forced Savings in Underdeveloped Countries, A
Rediscovery or A Misapplication of a Concept?" Iconomia Internazionale, Vol,

XVII, No. 3, (August, 1964), p. 409,

32Hiroshi Kitamura, "Foreign Trade: Foreign Trade Problems In Planned
Economic Development” in Economic Development With Special Reference to East
Asia, ed, K. Berril, New York: St, Martin's Press, Inc., 196%, p. 192,

33Xenophon Zolotas, Monetary Eguilibrium and Economic Development, Prince-
ton, N.J.: Princeton University Press, p. 7.

M1bid., p. 9.
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in the economy, argicultural production may not be elastic enough for domestic
consumption; marginal propensity to save is low and there is not an efficient
mechanism that would channel private savings into productive investment. Even
assuming that a suﬁstantial part of the work of development is undertaken by
the government and that most productive resources are under its direct control,
the situation may not be remedied, In developing countries, the usual criterion
for the choice of investment plans is the contribution to the development effort
and not simply the profit rate.35 That is to say, among a set of possible
investment outlets, the ones that promise higher returns are not necessarily
invariably given priority in selection. There is the tendency for administra-
tors to try to evaluate all investment outlets in terms of a subjective value
judgment as to their social usefulness, The price mechanism does not direct
resource allocation (or is not allowed to do so). Activities which "increase
the production efficiency of the working force but are not undertaken by private
entrepreneurs because of the long gestation period and lack of immediate returns.“36
are usually embarked upon initially. These include investments on infra-
structures such as the development of transportation systems, power, and land
surveys to study the potentials for mineral resources that may be profitably
exploited in the future. In such cases, there is an inevitable delay between
the outlays on som; socially useful productive investments and the flow of goods
available for consumption., This type of built-in lag between expenditures and
revenues is likely to encourage an inflatlonary tendency, Thus, what might be

stimulating effects of monetary expansion -~ favorable to highly productive

3 1vid., p. .

36Hazaffer Ahmad, "A Survey of Deficit Financing: Some Concepts and Certain
Measurements," Pakistan Economic Journal, Vol., XX, No, 1, 1969-70, p. 22,
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activities in developed countries -- is rendered inoperative in developing

countries because of the underlying structural weakness of these economies,

Several other economists are not satisfied with merely pointing out the
ﬂ:allomess of the theory of inflationary finance, They want to convince
policy makers that the object of policy should be that of the control of in-
flation since the increment to the growth rate that is realized is insignificant
compared to the undesirable repercussions it starts off. H,S., Odeh writes,

"by distorting price relations and undermining general confidence, prolonged
inflation tends to direct investment away from strictly productive sectors and
thus slacken growth. w37 Another economist specifically enumerates the un-
productive investment activities that may predominate by pointing out that
"luxury types of consumer durables, fancy apartments and commercial structures,
and real estate are apt to get the lion's share of investment from inflationary
profits, w38 Bent Hansen is even more forceful in his denunciation of the
theory. After deriding this practice as a "highly wasteful and costly" method
of creating increased domestic savings, he goes on to say that "a careful
consideration of the theoretical basis for the doctrine /inflation induces
growth/ will show that inflation need not necessarily or exclusively lead to
forced savings,"39 but may instead altogether undermine the investment plans.

374.s. Odeh, The m;. of Inflation on The Level of Economic Activity,
Rotterdam Press, 1964, p. v

38oward S. Ellis, "Price Stability: The Conflict Between Growth and Con-
trol of Inflation” in Economic Development With Special Reference to East Asia,
ed, K. Berril, New Yorks St. Martin's Press, Inc., 196%, p. 255.

3Bent Hansen, Inflation In Small Countries, Cairo, Egypt: State Bank
of Cairo, 1960, p. 72.




