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Session 10: Financial Policy

Reading: Textbook GPRS Chapters 14
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· Gerald Meier: Leading Issues in Economic Development, 6th Edition, Oxford University Press, 1995,  Part IV, “Domestic Financing of Development,”  pp.161-212.

· World Bank, World Development Report 1999/2000, World Development Indicators, Table 16.  WDI-CD Rom 1999, relevant tables

· World Bank: Monetary Policies in Developing Countries

I. Introduction

1. Financial policy in LDCs covers all measures intended to influence the size, structure, and operation of financial markets and the system of financial intermediaries.  The financial system plays a key role in development by supplying financial assets (including money, defined in various ways), by mobilizing and allocating savings (financial intermediation), by distributing risk, and by providing monetary authorities with tools for managing economic stability.  The ratio of broad money (M2) to GDP is a common measure of financial development.

2. A country’s financial system consists of a variety of interconnected financial institutions, both formal and informal.  

a. The central bank is responsible for the control of the money supply and the general supervision of organized financial activity.  

b. Formal financial system.  

i. The commercial banking system is the most visible and vital component of the formal financial system.  

ii. Other formal financial institutions include savings banks, insurance companies, and in a growing number of middle-income countries, pension funds and investment banks specializing in long-term credit, and stock exchanges.

c. Informal and largely unregulated.  Pawnshops, local money lenders, trade credit, other informal arrangements in borrowing and lending.

3. Financial policy.  

a. In DCs is the same as monetary policy - the use of monetary instruments to reduce instability caused by fluctuations in either internal or external markets.  In US, for example, Instruments include open-market operations, reserve requirements, discount rate to commercial banks.

b. In LDCs, FP has a much broader meaning.  It includes monetary policy, measures intended to encourage the growth of savings in the form of financial assets, to develop money and capital markets, and to allocate credit between different economic sectors. is part of financial policy.  

II. The Functions of a Financial System

1. Financial system provides 4 basic services essential for the smooth functioning of an economy:

a. a medium of exchange, a store of value called money, and a unit of account - money supply

b. channels for mobilizing savings for investments - financial intermediation

c. a means of transferring and distributing risk across the economy

d. a set of policy instruments for the stabilization of economic activity

2. Money and the money supply

a. Money supply: defined as the sum of all liquid assets in the financial system.  

i. M1 = currency in circulation outside banks (C) + demand deposits (D)

ii. M2 = M1 + time deposits (T)

iii. M3 = M2 + liabilities of specialized deposit taking institutions (O)

b. As per capita rises, money increases as a ratio to GDP. [Table 14-1] Monetization.  Higher income countries have higher M2/GDP ratios.  Taiwan 1970: 41%; 1992: 166%; 1995: 183%; 1997: 162%.  Why Taiwan was higher than other countries including Japan?

c. Liquid assets are not only source of financial growth.  Nonliquid financial assets (e.g., primary securities) grow rapidly.  Financial ratio (net financial assets to GNP) rises as per capita income increases.  Very poor countries 20%. High income such as US, 200%.

3. Financial intermediation (FI) 

a. As financial development proceeds, the ability of the financial system to perform the function of financial intermediation grows as well.  

b. Process: gathering savings from savers and channeling them to investors. 

c. In LDCs as households are net savers, commercial banks tend to be the only FI.  New forms of intermediaries will appear as development proceeds.

d. Flow-of-funds accounts are the best way to measure FI activities.  The liquid asset/GDP ratio is used to proxy measurement of FI if flow-of-funds accounts are not available or unreliable.

e. Technologies for mobilizing and allocating savings: FI, fiscal system, inflation, foreign savings and foreign investment.

4. Transformation and distribution of risk

a. All economic activities involve risk taking.  Individual savers and investors tend to be risk averse, but with different degrees.  They demand risk premiums for bearing risk.  A well-functioning financial system furnishes a means for diversifying, or pooling, risks among a large number of savers and investors to reduce risks according to individuals’ risk tolerance.

b. Specific risks can be diversified away, but not systematic or market risk.

5. Stabilization:  generally focuses on efforts to control inflation..

III. Inflation and Savings Mobilization

1. The most obvious problem of financial policy in developing countries has been controlling inflation.  The text distinguished between chronic, acute and runaway (hyper-) inflation, and then reviews the sad history of high-inflation episodes over the past half century.  Usually, the source of inflation can be traced to unmanaged government budget deficits.

2. Inflation episodes

a. Before 1970s, LDCs experienced moderate inflation, except some countries in Latin America, especially Argentina, Brazil, and Chile had had chronic inflation – prices rising 25-50% pr year for three years more.  

b. The LAC experience indicates that long periods of double-digit inflation does not necessarily lead to national economic calamity in all societies. Table 14-2 shows 15 countries experienced chronic inflation during 1950-92.  

c. Acute inflation.  Inflation excess of 50% for three or more consecutive years.  It was experienced by 15 countries over the postwar period. May or may not slow economic growth. But bad for income distribution.

d. Runaway (hyper-) inflation.  Inflation rates exceed 200% per year.  Had devastating effects.

e. Why hyperinflation?

i. Government budget deficits being financed by central banks.

ii. massive expansion of credit to private sector.

iii. political strive or civil war.

f. Peru. Hyperinflation 1988-90.

i. Trigged by large budget deficits and sustained by subsequent ongoing deficits, virtual economic collapse, and steadily rising inflationary expectations.

ii. Inflation rates highest in history.  2000% per year.  Currency on the free market fell from 12oo intis per US dollar to 436,000 intis per dollar.

iii. A monthly magazine Cuantos (How Much?) provided details of inflation to help people cope with inflation.

iv. Inflation reduced to 75% per year in 1992, as government reduced its budget deficit to 1% of GDP.

g. Table 14-3. Inflation by regional grouping 1964-92.

3. Some economists argue that inflation can be beneficial, as it forces the mobilization of savings by effectively taxing money balances.  Some also contend that inflation may be tolerable as a by-product of keeping aggregate demand buoyant to stimulate investment.  Yet high inflation probably has the opposite effect:

a. the inflation tax only augments domestic savings if the government has a higher marginal propensity to save than the private sector, which is improbable.  In any case, inflation is a very distortionary form of tax.

b. high inflation is often associated with negative real interest rates.  While the link between interest rates and savings is weak, there is no doubt that negative real interest rates strongly affect the form in which savings are held.  In particular, negative real interest rates reduce the demand for liquid assets; this impedes monetization and financial intermediation.  In addition, negative real interest rates mean that financial institutions must resort to nonprice rationing of funds.

c. inflation interferes with price signals and add to investment risks.

d. On balance, high inflation almost certainly has an adverse effect on the level and efficiency of investment.

4. Forced mobilization of savings

a. Inflation is another form of taxation.  Inflation tax rate = inflation rate / (1 + inflation rate)

b. During 1950s and 1960s, many economists [represented by UN ECLAC] viewed inflation as a means of greasing the wheels of development, forcing transfer of savings from savers to government for investments.   

c. Two implicit assumptions  lay behind the argument that the forced-saving strategy would improve economic welfare in developing countries.  

i. Collection of conventional taxes is highly responsive to inflationary growth; its revenue elasticity with respect to nominal income growth >1. 

ii. Efficiency losses from inflation taxes are less than efficiency losses from the use of conventional taxes to increase government revenue.  

d. Under those assumptions, it can be shown that:

i. a government’s marginal propensity to invest out of inflation taxes is 1 or >1.

ii. the revenue elasticity of the tax system is also 1 or >1.

iii. the marginal efficiency costs of inflation taxes are less than those for explicit taxes, the growth-maximizing rate of inflation may be as high as 30%.

e. However, those assumptions were proved invalid.  

i. Little evidence that governments have a marginal propensity to invest out of taxes that is close to 1. [Stanley] Please effect (p. 309): For most of LDCs, because of high marginal propensity of government consumption, increased taxation actually resulted in less total domestic savings.  

ii. the net result of even moderate inflation on a government’s total revenues (conventional taxes plus inflation taxes) may actually be to decrease the government’s ability to expand total investment.  

iii. Evidence suggests that once inflation exceed 2%, the incremental efficiency losses from inflation taxes tend strongly outweigh those from conventional taxes.

f. At best, government mobilization of resources through inflation is a knife-edged strategy.  Tax reform is a substitute for inflationary finance, but not the other way around.

5. Inflation as a stimulus to investment

a. Some economists argued that rising prices can act as a stimulus to private business enterprises.  They argued that inflation was helpful in drawing labor and capital out of declining sectors of the economy and into dynamic ones.  In LDCs, they argued, inflation would help to speed up the reallocation of labor and capital out of traditional or subsistence sectors into the modern sectors with the greatest potential.  Thus moderate inflation was seen as desirable. An inflation rate as high as 10% may be desirable.

b. However, the deliberate use of sustained inflation to spur development is likely to achieve the desired results only under limited set of circumstances:

i. If inflation is a sustained policy, people will take the expected inflation into their  decision-making.   The expected beneficial effects would not occur.  In the short run, because the information in LDCs might be imperfect and inflation may produce desirable effects, but in the long run it will be recognized and the policy will lose its impact.

ii. Inflation increases the riskiness of all investment decisions.  Because of the uncertainty of actual inflation rates, inflation tends to reduce private sector investment in projects with a long-term horizon.

iii. Inflation may severely curtail private-sector investment by constricting the flow of funds to the organized financial system if nominal interest rates are not allowed to rise as rapidly as the expected rate of inflation.

c. Many of the arguments developed in favor of deliberate inflation may have been little more than efforts to rationalize the failure of many governments to bring inflation under control.  In most cases inflation in both DCs and LDCs has been more a consequence of policy miscalculation or economic dislocation than a consciously chosen instrument of economic growth.

6. Inflation and interest rates

a. Nominal interest rates (i), real interest rate (r), inflation rate (p), tax rate on interest income (t), and real interest rate after tax on interest income (q)

b. 

 or approximately, r = i - p

c. 

, or approximately, q = i(1-t) - p

d. Real interest rate is critical in determining the extent to which the financial system will be able to mobilize and allocate savings for development finance.

IV. Interest Rates and Saving Decisions

1. In evaluating the impact of financial policy on economic growth, two questions:

a. implications of r for consumption-saving decisions.  Estimates of interest elasticity of savings (S) 

(= 

).  S may be ratio of national savings to GNP.

b. decisions about the uses of savings. Elasticity of demand for liquid assets (L) with respect to r. 
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)

c. If both elasticities are zero, financial policy can only have a minimum role in development process.  When both are high and positive, the scope for growth-oriented financial policy can be substantial.   If 

is small or zero but 

is positive and large, financial policy may still have significant impacts on savings mobilization through the financial system.

d. But the evidence is mixed on the extent to which higher r may stimulate S and thus increase the national savings (GNS) to GNP.

e. Maxwell Fry’s study in Asia: GNS/GNP rises about 0.1% for each 1% rise in r.  The result is too small to justify a rise in r as the main approach to raising national savings. Savings rates are determined more by income and by economic and demographic structure than by interest rates. 

2. Interest rates and liquid assets

a. Real interest rates play an important role for growth in money holdings.  

b. Real demand for liquid assets in LDCs (L/P) is a function of real income (Y), real return on nonfinancial assets (g), real interest rate on deposit (r): and a constant d.

 

  [Eq. 14-7]

c.   In developing countries, income elasticity of demand for liquid assets may exceed 1.  Liquid asset balances furnish a convenience service to asset holders.  In LDCs, studies show that r has been a powerful factor affecting liquid asset demand.  In Asia, where interest rates have been liberalized (r >0), liquid assets/GNP ratios have risen fast.  Table 14-4 on real interest rates 1980 and 1992.  M2/GNP jumped in many countries.  When r<0, (LAC and African countries), growth in demand for liquid assets was minimal.

V. Financial Development

1. Negative real interest rates is the main character of a “shallow” financial system.  Shallow finance results from policies involving repressive interventions, which retard development of the financial system.  In contrast, deep finance can be achieved by liberalizing financial markets and avoiding sharply negative r and rapid inflation.  A deep finance strategy puts the financial system to work mobilizing and allocating savings.  It also accelerate the development and efficiency of the financial system and helps reduce dependence on informal credit markets.

2. Shallow finance and deep finance

a. Financial deepening policy seeks to promote growth in the real size of the financial system; i.e., the growth of financial assets is faster than the growth of income as measured by liquid assets to GDP, or, M2/GDP.  The ratio provides an approximate indication of the banking system’s ability to increase its lending for investment purpose.

b. Growth in the real size of the financial system enhances its capacity for intermediation; i.e., channeling savings for productive investment.

c. Shallow finance: M2/GDP ratio grows slowly or fall overtime.  The real size of the financial system shrinks.

3. Shallow financial strategy

a. Characteristics of shallow financial policies

i. high legal reserve requirements

ii. pervasive nonprice rationing of credit

iii. sharply negative real interest rates.

b. Countries would not deliberately adopt shallow finance strategy.  Rather, the repression of the financial system flows logically from certain policies intended to encourage investment. 

c. Low nominal interest rates were maintained as a means to promote investment.  As long as the supply of investible funds is unlimited, low i will foster all types of investment activities, even low returned projects.  

d. Governments often placed low ceilings on i.  Low legal ceilings on nominal loan rates mean low nominal interest rates on deposits.  As long as inflation is held in check, low ceilings on nominal interest rates may not retard growth.  USA 1800-1979 had interest rates control, but it had positive real rates over most of the period.

e. In LDCs, interest rates control is also common.  But one reason for the control is that government officials think that the financial market should not be permitted to determine interest rates because of the gross imperfections in financial systems. Often as a direct result of government policies, barriers to entry into banking and finance often allow a few large banks and other financial institutions to have monopoly or oligopoly power to set unreasonable interest rates.   

f. There is no answer to the question: What level of real interest rates is required for steady development of the financial system?  During high inflation period, when real interest rates turn significantly negative, then the maintenance of low nominal rates for the purpose of promoting investment and income growth becomes counterproductive.  Contraction of financial system would lead to reduction in the real supply of credit and thus constricts investment in productive assets.  It would result nonprice rationing of investible resources.   Bribes & corruption occur. 

g. Negative real rates make marginal, low yielding, traditional types of investment appear attractive to investors as well as to banks and financial institutions.

h. Negative rates also tend to lower the marginal efficiency of investment .  Cause higher ICOR., lower GDP growth and savings.

i. Therefore, shallow finance retards income and employment growth even if the interest  elasticity of saving is zero.

4. Deep financial strategies

a. Objectives:

i. mobilizing a larger volume of savings from the domestic economy, i.e., increasing NS/GDP ratio.

ii. enhancing the accessibility of savings for all types of domestic investors.

iii. securing a more efficient allocation of investment throughout the economy

iv. permitting the financial process to mobilize and allocate savings to reduce reliance on the fiscal process, foreign aid, and inflation.

b. Moving to positive real interest rates is the essence of deep finance.  In turn it requires financial liberalization  that allow higher nominal rates, curbing inflation rate, or some combination of both.

c. Given the difficulties in reducing inflation, the first step is usually to raise interest rate ceilings  When real interest rate (r) turns to positive, savers tend to increase their holdings of liquid assets -> a real expansion of supply of credit to investors.

d. While finance is deep, inflation tends to be moderate; therefore savers are not subject to persistently high inflation taxes on liquid asset holdings.  They will be less inclined to shift their savings to other lightly taxed domestic assets such as gold, land, or durable goods and foreign assets.  Nonprice rationing of credit will diminish as well.   As a result, the capacity of the financial system to identify and support socially profitable investment opportunities expand; high-risk, higher yielding investment projects stand a far better chance 

e. Financial deepening strategies also include central bank payment of interest on commercial bank reserves, and avoiding high legal reserve requirements to commercial banks.  

f. As financial and economic development proceeds, the need for financial institutions for longer term finance such as insurance companies, investment banks, and equity markets.  Governments may intervene by setting up development banks and other specialized institutions s distributors of government funds.

5. Informal credit markets

a. In many LDCs, informal credit markets coexist with modern financial institutions.

b. Informal credit is generally financed by the savings of relatively wealthy individuals such as local landlords, traders, family members.

c. As modern credit institutions evolve, especially under deep financial policies, they draw customers and resources from the informal markets.  The informal market is likely to shrink in size and coverage.

VI. Monetary Policy and Price Stability

1. This section examines the relationship between monetary policy and inflation.  

a. From the balance sheet for the banking system, one can derive the fact that money supply growth is determined by the expansion of domestic credit (DC) and changes in international reserves (IR).  


b. This shows that money supply and expansion, and thus inflation, are linked to credit expansion for financing government deficits and private investments and to the balance of payments.  

c. Monetary policy is also affected by the choice of exchange-rate regime IR).  In a small open economy with a fixed exchange rate, the monetary authority must buy and sell international reserves to stabilize the foreign exchange market.  But this means that it cannot independently control the money supply.  

d. Similarly, the need to finance large fiscal deficits may cause the central bank to lose control of money supply growth.  

e. To the extent that monetary authorities have an independent role in stabilization policy, they influence the volume and cost of credit by determining reserve requirements and the rediscount rate, by managing credit controls, and by using moral suasion to influence the banking system.

2. Monetary policy and exchange-rate regimes

a. By mid-1990s, attempts to control inflation have been more serious and widespread.  Monetary policy is the principal instrument used to achieve price stability.

b. Appropriate use of monetary policy in controlling inflation depends critically on the type of exchange rate regimes used by a country:  between fixed to floating [Fig. 14-1]

3. Sources of inflation

a. In open developing economy with fixed exchange rates:

i. the rate of monetary expansion is no longer under the complete control of domestic monetary authorities.  

ii. The stock of money (M) is by definition the sum of total domestic credit (DC) and the stock of international reserves (IR).  Changes in the domestic money stock can occur either through expansion of DC or changes in IR.. 

iii. The LDC has only limited control over IR and therefore will be difficult to control inflation below the world inflation rate. 

iv. If inflation is caused by the expansion of domestic credit, the excess money supply will spill over into the balance of payments (BOP) -> increased imports -> shrink of IR -> devaluation -> fixed rate broken 

b. For less-open economies with substantial restrictions on international trade and payments, the process takes longer, but the outcome is inevitable under fixed exchange rate.

c. A small but growing number of LDCs have begun to employ floating exchange rates.  Such a regime allows countries to insulate themselves from world inflation.

i. World inflation -> favor exports from the country and discourage imports -> current account balance improves -> IR rises -> exchange rate appreciate -> cancel out external price increases -> prevent the importation of world inflation.

ii. inflation arises from domestic monetary sources.

d. Under any exchange rate regime, domestically generated inflation may result from excessive increases in domestic credit from the banking system to either the public or the private sector.  

i. If government budget deficits are financed by central bank’s creation of money -> increase in high-power money ->inflation

ii. excessive expansion of credit to the private sector is inflationary.

e. Nonmonetary disturbances such as internal and external shocks (crop failure or oil crisis) may also cause inflation, as government often increase domestic credit to accommodate the disturbances.

4. Controlling inflation through monetary policy

a. It is well known in developed countries, four major instruments are being used in monetary policy to combat inflation: 

i. sales of government securities to contract bank reserves

ii. increase reserve requirement ratio to reduce bank credit

iii. increase rediscount ratio

iv. moral suasion

b. Most developing countries do not have sound securities market, so the open market operations instrument is out.  The other three instruments are employed with  varying degrees of success.  LDCs often resort to two other tools: credit ceilings and adjustments in allowable nominal rates of interest.  

c. Increase in reserve requirements can be used to help moderate inflation, but the tool is usually used as a last-ditch measure, because of very disruptive impact on commercial bank operations.

d. Credit ceilings have been used as supplementary instruments of inflation control (Indonesia, Malaysia, etc.)  IMF often put credit ceilings as a prerequisite for its assistance.  But this tool does not work on inflation control under fixed rate regime.

e. Interest rate regulation and moral suasion.  More LDCs now employ rediscount rate.  LDCs that used controlled rates were for anti-inflationary packages.  Successful or not depending on interest elasticities, which should be high..  Moral suasion was less used in LDCs.  In both DCs and LDCs, moral suasion has proven credible only when accompanied by forceful use of more tangible instruments of monetary control.

VII. *IMF Adjustment Policies (Meier, pp.184)

1. The principal objective of the IMF is the correction of balance-of-payments disequilibrium in member countries.  The policies the IMF recommends to reduce the degree and duration of external and internal imbalances that give rise to BOP difficulties must, however, be set within the context of achieving and maintaining price stability and satisfactory rates of economic growth.  

2. The need for a stabilization program arises when a country experiences a persisting imbalance between aggregate domestic demand (absorption) and aggregate supply, which is reflected in a worsening of its external payments position.

3. Although growth is a central element in the IMF’s objectives, IMF’s mandate is to provide temporary financial support and not development aid.  

4. Measures recommended by IMF for a country to achieve BOP viability in the context of low inflation and improved growth performance include the following:

a. Monetary restraint aimed at reducing the growth of absorption and the rate of inflation.  The reduction of aggregate demand will improve current account of BOP and put downward pressure on inflation.  However, should prevent crowding the private sector out of credit markets.  Government borrowing from the banking system must be restricted.

b. Interest rate policies: maintaining positive, but low, real rates, but not so high as to choke off investment and possibly cause the collapse of financial institutions.

c. Reduction in the fiscal deficit through cuts in government expenditure and/or increases in taxes.

d. Exchange-rate action to ensure a real exchange-rate that would improve international competitiveness and create the incentive to expand the production of international tradable goods.

e. Policies to reduce external debt if it is perceived as currently unsustainable or to limit foreign borrowing if it is likely to become unsustainable in the future.

f. Introducing structural reforms, that is, financial sector reforms, producer pricing policies, trade liberalization, tax reforms, etc., to make the economy more flexible and efficient.

5. Establishing that IMF programs are conducive to macroeconomic stability is not the end of the story; the link between macroeconomic stability and long-run growth and development also must be shown.

VIII. *The Design of Financial Systems (World Bank’s WDR 1989) (see Meier, pp.210)

1. The WDR 1989 addresses four sets of issues: macroeconomic policy to promote growth, the role of financial liberalization, government intervention in credit markets, and the design of financial systems.  WB clearly supports financial liberalization.

2. Blueprint for reform.  Reform should start by getting the fiscal deficit under control and establishing macroeconomic stability.  The government then should scale down its directed credit programs and adjust the level and pattern of interest rates to bring them into line with inflation and other market forces.  In the initial stage of reform the government should also try to improve the foundations of finance-that is, the accounting and legal systems, procedures for the enforcement of contracts, disclosure requirements, and the structure of prudential regulation and supervision.  It should encourage managerial autonomy in financial institutions. If institutional insolvency is widespread, the government may need to restructure some financial institutions in the early stages of reform.  (WDR 1989, p.127)

IX. Next Sessions

1. Homework: Study Guide Chapter 14

a. Do Exercises 3, 5, 6

2. Next lecture

a. Reading:  Textbook Chapter 15 on Foreign Capital and Debt

b. Study Guide: Chapter 15, Multiple choices self-test. 
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