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construction of luxury office buildings, apartments, and private homes absorbs
& substantial portion of the increased investment, Reliance upon the prospect
of e lag between price increases and cost increases to stimulate private in-
vestment 1s likely to lead to types of investment which bear little, if any,
relation to development needs, The inflationary psychology permeates, further-
more, the basic expenditure decisions made by governmental authorities, and,
there is no real appraisal of the real costs and benefits to be obtained from
alternative oourses of action, partly because in the inflationary process it
becomes extremely difficult to estimate costs, and to assess benefits, With
such a high proportion of resources that can be freed from consumption employed
in non-essential investments, both private and public, it is often impossible
to make prevision for those investments which are essential for economic de=-
velopment purposes, In particular, difficulties are encountered in providing
housing for low income groups, such housing often being essential for securing .
the transfer of workers to more productive employment,

Furthermore, it soon appears thaet resources previously devoted to
production for export are being diverted., To meet this situation, exchange de-
preclation may be resorted to, but it is found that in an inflationary environ=-
ment it is extremely difficult to effectuate the necessary adjustments, Controls
over imports, which may have been imposed to cushion the impact of rapidly ris=-
ing money incomes on the balance of payments, have to be tightened, and it
bscomes increasingly difficult to import even the capital goods needed for the
development progrem, Domestic inflation, even when temporary circumstances meke
possible a high volume of exports, may impair the maintenance of productive
capacity in existing export industries and certainly makes very dim indeed the

prospects for the esteblishment of new export lines., The long-run capacity of

the country to earn the foreign exchange necessary for economic development is
thereby jeopardized,
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“Thus, in allocation of resources to investment purposes, to general
- government services, and to export uses, the inflationery process is an in-

~y“adéquétefand, at best, uncertain instrument,

Furthermore, continuing reliance upon inflation as a means of secur-

ing a higher level of investment creates serious social and political dangers.

There can be no assurance that, if inflation continues, consumption will not

be reduced below minimum levels, When private investment demends are subjected

to few if any restraints, and when public investment decisions are made in an

inflationary enviromment, it is easy to over-invest, Such over-investment

may involve heavy sacrifices of consumption by groups having relatively fixed

incomes. BEven when over-investment is prevented for the most part, perhaps,
by the action of organized groups who succeed gn offsetting the effect of
price increases on their consumption by securing wage increases, there is still
a heavy cost in economic and social conflict, The increasing inequities in
incomes, which emerge in an inflationary situation, add fuel to the flames of
discontent,

The longer-run political implications of these developments constitute
& serious barrier to the entry of private foreign capitel, even when profit
opportunities may be relatively favorable in an underdeveloped country. The
fear of expropriation and generslly unfavorable treatment %o foreign orivate
capital is to some extent attributable to the judgment that inflationary
situations are politically explosive,

In addition, the inflationary process creates many specific uncertain-
ties, particularly with respect to the remittance of esrnings, the effect of
which is to discourage the entry of private capital, International and

national governmental agencies also have serious reservations in granting

credits to countries relying upon infletionary processes for economic development,
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The defects of the inflationary process - the dangers of over-invest-
ment, of misutilization of resources which can safely be spared from consumption,
and of discouragement to foreign cepital - suggest the need for alternative

methods of achieving economic development,

The Means of Stable Economic Development

One such alternative method is the employment of s comprehensive
system of direct controls, By using such controls, including allocation of
meterials and manpower and rationing of commodities to consumers, a nation
could limit the level and control the composition of investment and determine
the level and composition of consumption, In such a country even a fairly
rigid price level might place no insuperable obstacle in the path of esconomic
development, Although the elements of an enti-inflationary financial policy
might play some part in such a country, they would presumebly be subsidiery to
the use of the direct controls,

It is, however, also perfectly clear that with comprehensive direct
controls there are many economic, social, and political disadvantages which to
many of us at least far outweigh the potential benefits, Detailed edministra-
tion by the state of almost every aspect of economic life has implications for
the character of political and social institutions which are familiar to all
of us, Furthermore, seven if a system of comprehensive direct controls in the
abstract may be acceptable to some, it is politically and administratively not
a feasible means of securing economic development in many of the underdeveloped
areas of the world.

A second elternative, certainly more in line with our democratic

ideals and concept of govermnmental responsibilitios, involves the use of fiscal,
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credit and related measures, as well as certain limited forms of direct controls
applied at strategic points., Such a program, oriented toward limited price
increases, will attempt consciously to curtail effective demand within at least
rough limits determined by the available productive capacity, This matching
of effective demand ageinst potential supply will not be as rigorous as in the
case of comprehensive direct controls, nor as faulty as in the case of un-
controlled inflation,

In order to control effective demand, basic decisions must be made
to promote only those investments most conducive to economic development and
to establish within certain limits a ceiling on the total volume of investment,
both private and publie, and on the level of general government expenditures,
Further basic decisions must be made regarding the appropriate level of private
consumer expenditures, The work now under way in several of the Latin American
countries, including Chile, Colombia, Venezuela, Mexicq and Peru, to construct
e system of national accounts which will reveal in an analytically significant
menner the composition of the gross national product should facilitate such
basic decisions,

The implementation of these decisions will require discrimination
in the choice of techniques, Improved budgetary machinery, including a more
effective system of budgetary controls is absolutely essential, Credit in-
stitutions, both private and public, will have to exercise greater restraints
and selectivity in their credit operations, We must develop more explicit
eriteria for guiding credit institutions; in this connection, a study of money
flows in the economy, along the lines discussed in another paper presented here,
should be extremely useful. Even among central bankers too much emphasis

has been placed on the ambiguous distinction between "productive" and "non-
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productive" credit, A credit policy designed to promote economic development

must be based on distinctions which have sbme reel meening in terms of the
functions actually performed by credit operations,
In an effort to influence the composition of private investmsnt and
to limit its total volume, some forms of direct controls may be advisable,
and have already been used, in a limited fashion, particularly where import or
exchange controls have been in force for balence-cf~-payments purposes, Since
& large portion of domestic investment in underdeveloped countries require
imported capital goods, it is possible to influence the composition and volume
of private investment by import controls, It must be carefully considered,
however, whether the screening of private investment through import controls
is the best available device, The more effective the screening effected through
credit agencies, the less need there will be for the more direct devices,
Furthermore, in one of the most important areas of investment - construction -
imported goods are often not ebsolutely essential., In this field of constructior
particularly, the potentialities of credit controls have not been realized,
Fiscal policies elso have an important role to play in implementing
any ceiling on the level of investment. In deciding upon the means of financ-
ing government expenditures, including the public investment program, careful
consideration should be given to the implications of alternative tax and bor-
rowing programg. If government investments are to constitute a very large
part of the total investment program, inflationary bidding for a limited volume
of resources will be reduced by absorbing a larger portion of funds aveilable
for private investment, either through higher taxes or through borrowing funds

which would otherwise be utilized in private investment, On the other hand,
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if the government investment program is a relatively small part of the total
progrem, & larger portion of current savings may be left free,

The formulation and execution of an investment program along the
lines indicated here presents some difficulties with respect to maintaining
investment at e satisfactory level and preventing consumption from encroaching
upon the resources needed for economic development, Cf course, if this anti-
inflationary program, among other measures, induces additional foreign capital
inflows, the current levels of both consumption and investment may be increased,
In any cese, under & well-coordinated program, a larger portion of the invest-
ment which is realized can contribute to economic development,

In some countries which have employed inflationary processes, an
actual reduction in the over-all rate of investment may be desirable in order
to secure an adequate level of consumption. Even in these countries, however,
the immediate increase in consumption must be limited if the development pro-
gram is to proceed at a satisfactofy rate, Although it is diffieult to sub-
stitute non-inflationary techniques designed to limit consumption for previously

employed inflationary processes, it is by no means impossible, To rely in

the early stage of a development program upon a quick increase in voluntary
savings or a drastic increase in taxes as a method of reducing consumption
below current levels is one thing., To rely at a later staege upon increased
texes and measures to promote individual and collective savings &s 8 means of
limiting increases in consumption is another, The former requires a measure

of self-discipline and the emergence of a cultural-economic behavior pattern
completely impossible in most underdeveloped countries, The latter, while
difficult to achieve, has some resl appeal, particularly when consumption levels

have been precariously maintained in an inflationary process and when the



anti-inflationary program is associated with clearly recognizable efforts to
restrict investment to areas holding the greatest promise for higher living
levels in the future,

One problem of special importance in calling a halt to economic de-
velopment by inflationary processes deserves special mention, This is the
problem of putting = stop to the wage-price spirel which often develops during
inflation, Wege~price relaticnships must be established at e point which does
not permit any substantial immediate increase in consumption but which does
permit greater assurance as to the protection of basic consumption levels,

This involves difficult technical, as well as political and social problems,
which can only be resolved in terms of the basic institutional framework aveil-
eble in each country for the settlement of wage disputes and for the determina-
tion of wages., However, those who plaece great stress on the difficulties in-
volved in getting wage earners to accept a wage contract which will not add
fuel to the fires of inflation neglect the fact that wage earners are naturslly
reluctant to accept the promise of price stability, even if accompanied by an
officiel price freeze in basic consumer goods, so long as the volume of invest-
ment is not brought under more comscious control, In countries vigorously

and indiscriminatingly promoting economic development, resources aveilable for
consumption can be eesily diverted, and under these circumstances such promises
are meaningless, and we should not be surprised if they are recognized as'such.
With the volume of investment under control, one of the major obstacles to
agreement on a more stable wage-price relationship will be removed,

In & very basic sense the answer to our question - can economic de-
velopment be secured without inflation - rests on the feasibility of & politically

and socially sanctioned decision with respect to the level of investment, a



’ "*tim,e trat it permits the maintenance of basic consumption levels and

prov1des for their steady growth, The availability of appropriete instruments

""fwh'i'éh can- be-vf applied effectively in credit, fiscal, and other fields may go

v .ifai‘ in determining the femsibility of such a decision, but whether such a de-

”"kci"’si-on can be made is obviously depéndent on many other factors. The outcome
may determine not only whether the underdeveloped countries crran be 'de,veloped

' ~ without inflation but also whether they can be developed at all,
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