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investment, This is a narrow and frequently mistaken view, What it

means is simply that inflation, rather than deliberate financial policy,

is being relied on to force, in real terms, those economic adjustments

that are necessary because of the development programe The increasing
reliance on administrative restriction of imports for current consumption
that is involved in elinging to an obsolete exchange rate also means a
steady loss in public revenue from customs duties, Moreover, the systematié
expansion of imports for investment purposes at an overvalued rate pro-
gressively understates the real costs of this investment--in terms of
foregons purchasing power and alternative opportunities for its use,

A country interested in developing economically would be better
served to make the opposite mistake in exchange rate policy, namely to
systematically undervalue its currency in terms of others rather than to
overvalue it, This undervaluation would provide a continuous stimulus
to exports and a progressive restraint on imports for non-essential
purposeses The cost of the development program would rise but this
financial inecrease would merely be a recognition of what is happening
anyway in real terms. Moreover, undervaluation of its currency would
promote imports of capital funds whereas overvaluation causes capital to
flee the country in search of safer havens, Undervaluation also has
economically distorting consequences but on the whole they are less serious
than the results of overvaluation,

No administrative regulations can be devised that will wholly
prevent capital flight if businessmen and others are convinced that the
country!s currency is weak and will depreciate further, Under-invoicing
of exports and over-invoicing of imports are the commonest and most obvious
methods of accomplishing this capital flight., Other methods are limited
only by the ingenuity of those with funds to transfer.

A good case can indeed be made for a country that is embarking
on an economic development program allowing its exchange rate to float
or to seek its own level during the investment expanding process. A
floating rate can be accomplished, e.g. by use of a certificate system
under which exporters are allowed to sell their proceeds in a relatively
free market to importers and others with payments to make abroad. The
Government can always cormandeer sufficient foreign exchange for its own
essential purposes but it ought not to have access to this exchangs on
more favorable terms than other importers.

This is not to suggest that a country ought, as a component of
economic development policy, to seek systematically to depreciate its
currency and in this process to encounter reteliatory action from its
trading partners, Countries that have accepted the obligations of member-
ship in the International Monetary Fund are, in fact, precluded under
Fund rules from engaging in competitive exchange depreciation; but the Fund
has generally taken a fairly liberal attitude toward floating rates,
especially where this has meant a simplification in the exchange rate
structure,
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The chief alternative to a floating rate for a country in
financial difficulty is often times a complex multiple rates system-~in
?hich,frequent changes and adjustments are necessary to supply export
incentives of enough strength, This road leads to a proliferation of
economic controls--with growing possibilities for wide-spread evasion
and with builit-in subsidization of certain economic groups at the expense
of others less favorably situated. When a country has passed down this
road a critical distance there is no real remedy except to unify the
exchange rate at a realistic level, This generally involves allowing
the rate to float--at least for a temporary period until other stabiliza-
tion measures have had time to work.

Currency devaluation by iteself is no permanent cure for the
maladjustments arising from an economic development program; but exchange
rate adjustment from time to time may be a necessary adjunct of financial
policies designed to promote developmente The suggestion here is simply
that an unrealistic exchange rate will certainly not help a country to
prosper over a long period and may indeed hold it back very substantially,
Devaluation, although a drastic step when a currency has been overvalued
for some time, may nevertheless provide the occasion for courageous
revenue and other measures that will correct the deficit and any other
factors (such as overexpansion of credit) that have contributed steadily
to inflation,

If an example be needed to prove this point, the case of Thailand
before and after adopting a unified exchange rate in 1955 will serve.
Prior to September 1955, all imports were licensed and exports were on the
basis of varying retention quotas for individual products--yielding complex
multiple rates, With unification of these rates and abolition of licensing
for more than 85 per cent of all imports, export performance improved,
imports increased only slightly, foreign exchange reserves held steady,
and the free market value of the baht gradually strengthened. Progress
in that country under the unified exchange rate policy has been somewhat
more rapid than it was previously. Other factors, such as the inflow of
Us Se aid, have of course contributed, but the basic strength has come
from a rising level of export earnings during a period when the exports
of Thailand's competitors were not doing so well, Thailand's export
earnings would have been even better if quotas had not been placed on
rice exports to reserve supplies for the domestic markete

Indonesia, following its devaluation in mid-1957, also came
nearer to financial stabilization than previously, although this progress
was upset by the campaign to eliminate Dutch influence and the revolution
of the outer islands against the central government later in the year,

Among the Asian countries that could benefit from more realistic
exchange rates at the present time are Taiwan, Korea, Burma, and the
three nations formerly comprising Indo-China,
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The role of financial policy in promoting economic growth

/ By realistic exchange rates and other appropriate fiscal and
monestary policies, underdsveloped countries can support permanently
higher rates of capitel investment than they have yet succeeded in
attaining, What matters in an economic development program is not the
maximum rate of progress that can be made for definite short periods, such
as five years, but rather the creation of an economic climate in which
investment, as a proportion of national product, can increase gradually
but perceptibly in each year of a 25 to 50 year pericd, If development
is measured over decades, slower annual rates of progress may be consistent
with better rates of overall growth from one generation to the next,

‘ The more experience with public investment programs tends to
accumulate, the clearer it becomes that non-economic factors play a very
important role in determing whether and to what extent these programs
succeeds Among the non-economic factors that are important are (a)
whether the local population adjusts quickly to expanding economic
opportunity by developing new skills and local entrepreneurial talent; also
(b) whether an initial increase in living standards retards or accelerates
population growth; finally, (c) whether the general public correctly under-
stands what an economic development program involves. It means in the
first instance-~and unless there is a sharp increase in outside financial
assistance--foregoing a rise in the standard of living, accepting
increased taxation, and perhaps also higher prices for the sake of creating
capital that will eventually raise production,

Many development programs have probably been oversold--in the
sense that local populations have been led to expect quicker results in
the form of broader employment opportunities and higher living standards
than they had any right to hope for--given the naturs of the investment
programs,

In fact, economic development is a painfully slow and laborious
process that can be accelerated only by bringing into use resources
previously unemployed or underemployed or by shifting resources from less
into more productive employment, Deficit finance is not the proper remedy
for combatting less than full employment in an underdeveloped country--in
spite of the fact that prices can be kept from rising for a considerable
time, Tt leads only to external disequilibrium and overreliance on outside
financial assistance,

If Us Se policy toward the underdeveloped countries is to be
consistent over a long period, we should first develop a formula~-~indicating
to the world the extent to which we are prepared to underwrite these
development programs., Aid should then be available not in proportion to a
given country!s difficulties, but rather in relation to the success of local
efforts at formulating plans and programs consistent with long-run economic
growth within a framework of financial stability. Our foreign economic
policy is in need of a critical reappraisal in these terms,

NOT FOR PUBLICATION





