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I. INTRODUCTION 

Saving has been regarded as a key growth performance indicator. However, 
the correlation between saving and the rate of growth of income is not strong, 
nor can countries be ranked in their growth performance by their saving performan­
ce. The reason for this is that the transmission of savings to investment can be 
incomplete. In developed countries planned saving is not necessarily equal to plan­
ned investment, and this results in unemployment of productive factors and slow 
growth. Similarly, underdeveloped countries can also experience slow growth 
caused by insufficient effective demand, but in addition to this their financial mar­
kets are usually imperfect, so that not only the level of saving is inadequate but 
also the percentage of this saving that reaches the market for investment is rela­
tively low. The reason for this is that in L D O many households save (and invest) 
in tangible, unproductive assets. This pattern of saving arises mostly from market 
deficiencies. The institutions for the transmission of savings to productive invest­
ment are in many cases few and ineffective, while political and financial instability 
undermine the confidence in the market and influence the decisions of both savers 
and investors. The relationship between saving and growth is therefore more 

* This paper is a revised version of a Working Paper (Wiseman and Hitiris, 1980) prepared 
for a United Nations Symposium. The argument and conclusions are of course our own : they 
are not endorsed by the United Nations (and indeed are probably not accepted by them). 
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Complicated than is commonly suggested and increases in the saving ratio do 
not necessarily improve the growth - performance of countries. 

The experience of the last 25 years confirms that : a) Despite impressive ef­
forts and international co-operation, the rate of growth of income in developing 
countries has remained low. and b) that, on the whole the bulk of the financing 
of investment in LDCS has been provided by the domestic resources of the develo­
ping countries themselves. There are of course a few, but not unimportant excep­
tions, that is countries that have depended primarily on foreign sources for their 
development. At the moment, the prospects of significantly increased net inflows 
of foreign resources do not seem particularly encouraging. Hence, countries that 
had expected to accelecate their growth through increased foreign financing of 
their investment would have either to curtail their plans or substantially increase 
domestic sources of financing. With a constant or declining contribution of finance 
from foreign sources the problem of growth reverts to the familiar closed — eco­
nomy type of theoretical models, which suggest that, in equilibrium capital and 
income would increase p a r i p a s s u , and that the rates of growth of planned 
saving and investment are equal. Consequently, the limit to the equilibrium rate 
of growth of output in developing countries will be set by the rate of growth 
their domestic savings. Therefore, development requires the mobilization of sa­
vings. The mobilization of saving is here defined to embrace policies designed 
to increase the saving propensity and also policies concerned with the rechan-
neling of savings to facilitate the desired allocation of investment. The central 
theme of this paper is that the mobilization of savings in developing countries 
is a policy objective for two distinguishable but not mutually exclusive reasons : 
In the market institutions for the mobilization of savings are functioning efficiently, 
then the rate of saving will be the result of individual preferences between present 
and deferred consumption, and individual judgements as to the yield (in terms of fu­
ture consumption possibilities) to be expected from current abstention. In such cir­
cumstances, there can be a policy (savings mobilization) problem, only if the govern­
ment has preferences between present and future consumption which are diffe­
rent from those of individuals. The obvious example would be if the government 
attaches a relatively higher value to future vis a vis present consumption than do 
individuals. If the government also believes that the rate of growth of community 
output is positively correlated with (or constrained by) the level and the com­
position of investment, then it will wish to take steps to adjust the outcome of 
individual saving and investment decisions. The second reason accepts the pre­
dominance of individual preferences : the «right» rate of savings is accepted by 
the government to be that desired by individuals. But for individual preferences 
to be satisfactorily implemented, the m a r k e t i n s t i t u t i o n s through which 
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those preferences are translated into savings decisions must exist. The institutio­
nal (market) arrangements for the «processing» of saving may be an important 
influence on both the size and the character of private savings and the size and 
character of private investment, and policies directed to the improvement/exten­
sion of these institutions may be a fruitful way of generating a higher rate of 
growth of GNP (which we take to be the purpose of savings—mobilization). Con­
sequently, t h e e f f i c i e n c y o f m a r k e t i n s t i t u t i o n s for the mo­
bilization). Consequently, t h e e f f i c i e n c y o f m a r k e t i n s t i t u t i o n s 
for the mobilization of savings and their translation into productive investment 
is the second general topic of this paper. 

Investigators attempting to test hypotheses conceruning the sources of, and 
obstacles to economic development face two ineluctable problems : fthe specification 
of an appropriate theory of development, and the collection of reliable data rele­
vant to its appraisal (Wiseman and Hitiris, 1980). There is a variety of theo­
ries to choose from, ranging from the Harrod—Domar type «growth models» 
to Rostow—type «take off» theories. Insofar as these models have anything concep­
tually in common, it is the notion that the availability of savings is a precondi­
tion of continuing growth, and that, lacking a more specific analysis, the models 
appropriate to developed countries can be extrapolated to explain the problems 
of the LDCs. So fat as data is concerned there are major problems both of standar­
dization and of reliability. Consequently, empirical research has neither proved 
nor disproved that saving is the key performance indicator of developing econo­
mies. Moreover, studies relating saving to income in LDCS have not provided a 
consensus in support of the major theories of consumption/saving which have 
been formulated and tested for developed countries (Migesell and Zynser, 
1973). Furthermore, no significant generalization can be made about the relation 
between stages of economic development and overall retes of domestic saving : 
International variations in saving performance appear to bear no systematic re­
lationship to p e r c a p i t a income, while the sectoral origin of saving presents 
neither a uniform nor a stable relationship with the p e r c a p i t a income of coun­
tries or their growth rates. This simply suggests that the evidence of the existence 
of a causal relationship between income, saving, investment and economic growth 
in LDCS is at best impressionistic and this, along with past experience, supports 
the view that the saving/investment p r o c e s s may be as functionally important 
to growth as the levels of savings p e r se. Subject to these qualifications this 
paper is based on the following premises : i) The level of income is one of the de­
terminants of the volume of aggregate saving, ii) Ageregate saving and foreign 
and foreign financing are two of the factors that might affect the potential of an 
economy to grow, iii) Hence, the possibility of high growth rates in times of decrea-
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sing financing from foreign sources will increasingly depend on domestic savings 
and ultimately on domestic income. However, the r e a l i z a t i o n of high growth 
rates depends on the ability of the economy to channel adequate savings into pro­
ductive investment. Section II of this paper examines the structure of financial 
markets and the nature of government objectives in LDO. Section III examines 
policies for the mobilization of savings in LDO. The conclusions of the study are 
presented in Section IV. 

II. FINANCIAL MARKETS AND GOVERNMENT OBJECTIVES IN LDCS. 

The Keynesian analysis treats saving as a function of income and income as 
a function of investment. Modern growth—models have, however, restored the 
neoclassical view of saving as a determinant of investment and investment as a 
determinant of the rate of growth of income in a process of saving—investment— 
income—saving. Hence, the alleged importance of the saving ratio emerges as a 
constraint on growth. What these growth models assume is that saving and plan­
ned investment will match and that resources, including capital, will be fully utili­
sed. It is important to realize at this stage that the postulation of a relationship 
between saving and growth is an act of faith rather than an empirically verified 
proposition. Developed economies that presumably have no problems with the 
level of their saving ratios or the mobilization of their savings frequently experience 
unemployment of productive factors, slumps and stagnation so that equilibrium 
growth is essentially a hypothetical possibility which occurs along «straight and 
narrow paths from which the slightest deviation spells disaster» [Tobin 1955, p. 
103]. On the other hand, in the typical underdeveloped country it is frequently 
the case that desired investment and saving are not equalised, the existing stock 
of capital is left idle most of the time [Winston, 1971 ; Healey, 1972], and 
labour remains permanently unemployed and underemployed. It is in these cir­
cumstances jather preposterous to assume that potential investors are queueing 
for funds and that the supply of savings is the only constraint on rapid economic 
growth. In the LDCS deficiencies exist in both the organisation of saving and in­
vestment activities and the structure of financial intermediation. 

By financial intermediation we mean the process of collecting savings by fi­
nancial institutions and their rechanneling to investors. A developed financial 
market should provide actual and potential savers and borrowers with the oppor­
tunity, the choice and the information necessary for deciding the allocation of sa­
ving and investment within a competitive system. Financial intermediation becomes 
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necessary when there is asymmetry in the current expenditure accounts of the indi­
viduals and organisations of a community, and the level of economic organisation 
is too complex for potential borrowers and lenders easily to transact directly with 
one another. The character and development of the system of financial intermedia­
tion is clearly linked intimately with the development of the monetary system, without 
which it cannot function. Commonly, money and credit arise in the economy both 
through the policies of the monetary authority and through the activities of finan­
cial intermediaries. The latter may attract funds that would otherwise have been 
idle or used in consumption and thereby may increase the total amount of saving 
available to borrowers. Whether the outcome of this process will be an increase 
in investment and growth primarily depends on how borrowers allocate their funds. 
On the investment side, financial intermediation provides the borrower with an 
outler for selling the particular type of securities he decides to issue. Thus, in­
vestment is not inhibited by the availability of internal financing. Moreover, by 
diffusing the sources of financing investment projects, financial intermediation 
serves as a means of spreading the risk of new investment and so encourages ven­
tures of high expected value which otherwise would not have been undertaken. Di­
versification of financial intermediation would in principle mean that a greater 
fraction of total savings would be channeled into investment through the financial 
market. This would in turn bring more projects into competition for investment 
funds so leading to a more comprehensive evaluation of investment plans and 
thereby to a more efficient allocation of resources. The integration of the market 
for funds and the increased competition for them will raise overall efficiency [Gur-
ley and Shaw, 1955, 1956]. 

Financial intermediation may affect the volume as well as the form of savings, 
by providing the market with the diversification of claims that will meet the pre­
cise liquidity needs of the savers. The existence of adequately developed financial 
markets also means that the decision to save and the decision to invest need not 
be taken by the same economic unit. Hence, saving emerges without the concomi­
tant act of investment and thnus the saver faces less uncertainty than in his dual 
role of saver—investor. In countries with developed financial markets the savings 
of the household sector generally account for more than half of the supply of 
funds. Investment, however, is mostly undertaken by the government and the 
corporate sectors. The government sector usually acquires most of its investment 
funds through fiscal and monetary policy. Firms finance investment in one of 
three ways : either they use funds accumulated by their own saving from retlai-
ned profits and depreciation ; or they borrow from banks and through the bond 
market at a fixed interest ; or they borrow in the stock market through equity 
financing. At the early stages of development, self—financing (along with financing 
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from foreign sources) is the general rule. But as growth proceeds, «outside» do­
mestic financing becomes increasingly more important. Sustained growth thus 
depends to a large extent upon the proportion of household saving that enters 
the market for investment funds and upon the smooth functionling of that market. 
If saving funds fall short the investment plans, because either saving is in general 
inadequate or only a proportion of it becomes available to investors, directly 
or through the financial market, major bottlenecks are imposed upon the process 
of capital formation and development. Self — finance, which is limited by the 
saving capacity of the investor, constrains both the direction of investment and 
the rate of growth of income and can frequently lead to resource—misallocation. 
This happens when corporate investment is self—financed out of undistributed 
profits or purchase of shares in family and private concerns without entry into 
the financial market. In these circumstances there is no price mechanism for moni­
toring the direction of investment which under these conditions can mean pro­
longed misallocation of valuable scarce resources. 

The positive relationship between saving and the rate of interest, which clas­
sical theory assumed to exist, has not been established by empirical research. For 
the few underdeveloped countries in which it was possible to study this relationship, 
the net impact of the real interest rate on aggregate savings was found to be insi­
gnificant or even negative, suggesting that higher rates of interest are associa­
ted, if anything, with lower real saving [Williamson, 1978]. This paradox can 
occur in LDCS if the saving and investment decisions of the household sector are 
interdependent [Huedle, 1979]. Then, to the extent that saving is motivated 
by investment plans, higher interest rates might discourage both household in­
vestment and household saving. However, while there is no firm evidence of a po­
sitive relationship between rates of interest and saving, what is not in doubt is that 
interest rates are significant in determining where savings wil be directed. In fact, 
it has been established for both developed and developing countries that, when 
interest rates differentials occur, existing savings are transferred from low to 
high yield accounts. 

In a simple exchange—type economy with a monetary system and without 
a financial market, saving is often accumulated in tangible assets or stocks of mo­
ney. The tangible assets more frequently chosen possess the characteristic that 
in the economy concerned they are marketable, that is they possess some degree 
of liquidity. Thus, accumulation in precious metals, livestock, real estate etc. sug­
gests the existence of somewhat developed markets where these goods can be used 
as a medium of exchange. Saving it this form affects both the overall level and 
the mobility of the assets. Once a certain level of accumulation is reached the 
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incentive to save more may weaken, while lending and borrowing in tangible assets 
is only possible on a person—to—person basis. Thus, this pattern of saving and 
investment militates against development and, although it is motivated by the pro­
pensity to save, its effects are similar to the effects of consumption : Decisions 
to save are merely decisions to stockplile, [BRUNTON, 1965], that is to withdraw 
resources from the production process. 

Once a saving unit has decided how much to consume and how much to save 
out of its disposable income, it has to decide whether it will enter the financial 
market and, in the case of a positive answer, whether it will participate as a lender 
or as a borrower. The consumer weighs subjectively the risks involved and the 
rewards gained in offering his savings in the market. Corporations decide whether 
to retain their savings for self—financed investment, to borrow more in the mar­
ket, or to offer their savings to other units in the financial market which face a 
deficit in the financing of their investment plans. Having decided that income is 
the main determinant of the volume of savings of households (and profits the main 
determinant of the volume of savings of corporations), we now suggest that at a 
given time the maximum volume of financial assets available in the economy is 
given and determinate. But how much will actually be supplied in the market depends 
on the rate of interest. Consider, for example, a housedold in a LDC which has deci­
ded to save a certain proportion of its disposable income, and is concerned solely 
with the adjustment of the composition of its savings portfolio to an interest rate 
adjustment of the composition of its savings portfolio to an interest rate change. 
The decision will be influenced by personal considerations : individual preferences, 
subjective evaluation of risk, and so on. It will be influenced also by the institutio­
nal situation : if for practical purposes the household does not have access to finan­
cial institutions, then interest rate changes cannot induce transfers between tangi­
ble and intangible assets. But the practical situation will be that, while transfer 
between the two sectors may be imperfect, at least some savers in LDCS will believe 
themselves to have some practical choice between them. Thus, given constancy 
in the other influences on the form in which savings are kept, a rise in the inte­
rest rate will induce some transfer from tangible to financial assets. The higher 
the rewards in the financial market, the more will be the volume of tangible as­
sets which, converted into financial assets, willbe supplied in the market. When 
all the available savings have entered the market in the form of financial assets, 
their short- rum supply becomes perfectly inelastic. Hence, the supply of financial 
assets is a positive function of the rate of interest, although saving probably is 
iinterest inelastic. Changes in real risks, or the attitudes of savers towards risks, 
and changes in the level of income shift the supply of assets, while changes in 
the rate of interest affect the volume of funds by movement along the same supply 
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curve. It is usually assumed that below a certain low level of the rate of interest, 
private savers and firms are not adequately compensated for the risks they incur 
and cease to offer their funds in the financial market. Firms in particular tend 
to impute a lower interest rate to funds which are internally available freem re­
tained earnings. Consequently, up to a certain point the interest cost of financing 
investment is roughly constant and the supply of funds curve has a flat segment. 

The demand for investment funds constitutes part of the demand for finan­
cial assets. The demand for investment is derived from the demand function for 
capital which is a downward-sloping curve, signifying diminishing marginal pro­
ductivity at the level of the firm, and declining expected net returns at the level 
of the industry. Cost of capital or interest rates facing a firm are in general many, 
depending on the extent to which it draws on various sources of investment funds, 
such as bonds, equities etc. Two problems may arise with respect to equilibrium in 
the market for funds : The market mechanism may determine the equilibrium rate 
of interest at a level either too low for the aefficient mobilization of savings or 
too high for the realization of accelerated growth. More often than not this situa­
tion attracts government intervention based on the principle that intervention is 
required either to make the market work, or to provent the market from working, 
that is to adapt the outcome to the government's own ends. The market does not 
operate efficiently if there are monopolies in the demand or the supply side, in­
flexibilities in the price nechanism and the free movement of resources, or if the 
financial market does not exist. Thus in the case of imperfections in the market, 
governments intervene to restore competition, mobility of the factors of produ­
ction and smooth functioning of the price mechanism. If the financial market 
does not exist in certain regions of a country or for certain groups of the popu­
lation, the government needs to create the conditions that will encourage the mar­
ket to develop. The government needs to intervene to prevent the market from 
working, or to adapt the outcome, when the objectives of the government do not 
coincide with the objectives of the market participants, for example, when the 
government has a longer time -horizon than savers and investors. Under certain 
conditions therefore, the government may intervene in the financial market if the 
short-run considerations of profit maximization by the market participants run 
counter to the desired dynamic path of economic growth. Thus, if growth consi­
derations motivate the government to fix the rate of interest at a low rate, more 
financial assets will be demanded by investors than will be made available by sa­
vers, who will prefer to augment their savings in tangible assets. If the government 
favours the stimulation/monetization of savings and fixes the rate of interest at 
a level higher than the one market forces would have determined, saving in tangi­
ble assets will tend to decline and there may be an excess supply of investment 
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funds. The situation becomes even more complicated when we consider that the 
mobilization of savings is not always the primary objective of government inter­
vention in the financial markets. The rate of interest is primarily an instrument 
of monetary policy, so that it may frequently vary for reasons other than those 
connected simply with the demand and supply of financial assets. 

As with most markets in LDO, the financial market is frequently subject 
to imperfections which may prevent it from clearing. We have suggested that in 
this case also the government is expected to intervene to make the market work 
better. However, it is also frequently the case that the market imperfections are 
themselves government imposed. Besides the direct intervention in fixing the rate 
of interest at a level which may serve its own objectives, the government might 
distort resource—allocation by operating in the financial market as a lender or 
as a borrower. The relative size of government operations might then be such 
that it brings about changes in the level and structure of interest rates similar to 
those resulting from the operations of private monopolies. Furthermore, it is 
often found in L D O that governments conduct a discriminatory interest rate 
policy for different sectors of the economy or even different individual investors. 
Although this policy may be justified in certain cases, when the government's 
intention is to overcome inflexibilities in the financial markets or to correct distor­
tions, in the context of underdevelopment the possibility of misuse of the policy 
leading to inefficiencies in the allocation of resources should not be discounted. 
Needless to say, in a similar way private monopolistic influences in the financial 
market may prevent the price mechanism from operating efficiently and affect 
the mobilization of household savings. Moreover, a low market rate of interest 
also discourages corporation savings from enteriug the financial markets. In 
situations of market imperfection firms frequently find that the internal rate of 
return on investment within the firm deviates substantially from the market rate 
of return and that it pays to enter the financial market as a borrower rather than 
as a lender. Although this may be the correct decision for the enterprise in the 
prevailing circumstances, it may lead to misuse of real economic resources. Attempts 
to rectify this situation should aim at improving the market mechanism rather 
than trying directly to influence the behaviour of savers and investors. 

It is usually argued that the problems of promotion and mobilization of sa­
vings in LDCS are caused by inadequacies in the structure of financial markets 
and the density of financing intermediaries (LEWIS, 1955 ; UNECAFE, 1952). 
Support for this argument has come from some empirical evidence that has shown 
savings to be responsive to the number, availability and efficiency of financial 
markets (U TAN WAI, 1972). In other words, the available empirical evidence 
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suggests that saving is «institution elastic» and therefore a higher density of fi­
nancial institutions may evoke a greater volume of savings. The argument against 
these conclusions is that, by and large, 'enterprise leads, finance follows', and in 
any case 'the creation of new financial institutions is not a substitute for the neces­
sary performance of real saving' (MEIER, 1964, p. 113 ; ROBINSON, 1952). Hence» 
the degree of development of the financial market is a reflection of the degree of 
development of the economy. However, it can be argued that instead of the esta­
blishment of financial institutions waiting on the emergence of adequate domestic 
demand and supply of loanable funds, the financial structure must be created in 
anticipation of the needs for credit and as an instrument for development. It is 
however important to be clear about the causes of the immobility of savings and 
the relationship between the structure of financial markets or financial intermedia­
tion and the mobilization of savings. We will argue that savings remain immobile 
for one or more of the following reasons : a) For a large section of the popu­
lation of L D O the financial market does not exist; b) In many L D O finaoncial 
markets are imperfect ; and c) Political and economic instability, the most pro­
minent general form of which is inflation, have undermined the population's con­
fidence in monetary and fiscal institutions. Consequently, an increase in the density 
of financial institutions is not necessarily the panacea for the mobilizat on of savings 
in LDCs. Equally, it is implausible to believe that the problems can be rerolved 
or ameliorated without positive government policies or that these policies will 
not need to incorporate the positive stimulation of financial—institutional innova­
tions rather than waiting for these to emerge from the growth—process. There 
is no doubt that there is a close positive relationship between a country's financial 
system and its p e r c a p i t a income. An essential condition for economic growth 
is the organization of exchange, that is the establishment of a workable monetary 
system and the basic fundamentals of a financial market (CAIRNCROSS, 1962). 
As economic growth proceeds, the size and complexity of the financial system in­
crease and the structure of the financial market develops. At present, in many 
underdeveloped countries the monetary system is still unable to cope with the 
requirements of development while in many sectors of the economy persistent 
distrust of currency and financial assetr means that money substitutes or even 
barter still remain the commonest media of exchange. The for the persistence of 
this phenomenon are manifold. Despite all efforts, certain regions of L D O have 
not experienced any development as yet. But even where development has star­
ted, monetary developments proceed at a very slow pace. Monetary confidence 
evolves under conditions of political stability and social order and it is built up 
gradually with successful performance over time. Economic instability and infla­
tion which were already endemic in many underdeveloped countries have in recent 
years worsened as the international monetary system has collapsed and inflation, 
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originated in the developed countries, has spread through international trade. Con­
sequently the relatively weak monetary systems of LDCS now suffer both from 
internal instability and from the internationalization of economic crisis. The mone-
tization of underdeveloped economies and the growth of financial markets are 
thereby retarded (ROBERTS, 1971 ; MCKINNON, 1973). 

In many LDCS countries a dualistic process of development is occurring so 
that a modern money economy and a modern financial market operate alongside 
a traditional sector of elementary exchange and credit system. The channels of 
economic communication between the two sectors are usually few or non - existent 
thereby restricting the mobilization of resources and retarding the rate of deve­
lopment. This parallel market for lending and borrowing outside the country's 
financial institutions is occurring partly because the participants are unwilling 
or unable to enter the formal financial market and partly because the financial 
institutions are reluctant to extend credit to rural areas, thereby contributing to 
the misallocation of resources. Consequently, in rural areas informal credit is 
usually very extensive and, at the exorbitant rates charged and paid, very expensive 
as well. Therefore, hoarding is not as unreasonable as at first it may seem : it is 
cheaper to hoard than to face the possibility of borrowing from moneylenders 
who, provided they will be willing to lend, will charge very high rates of interest. 
These high interest rates reflect in fact the imperfections of the supply side of the 
market and the disproportionately large size of the demand for credit. Informal 
credit markets are as a rule more monopolistic than formal financial markets 
and loans are usually granted on a personal basis. The money lenders do not ope­
rate as intermediaries collecting savings and channeling investment funds ; they 
usually lend from their own capital and savings. Consequently, the supply of funds 
is limited and inelastic. Since fthe unorganised market is not closely connected 
with the formal money and credit market, there is little possibility that funds can 
be transmitted from the one market to the other to alleviate the occurrence of 
bottlenecks. Thereforerô as a rule there is no relationship between the interest 
rates charged in the two markets and no leakage effect from the price mechanism 
of the organized market to the unorganized market. Under these conditions of 
credit, households in rural areas probably need to save more and to keep a higher 
ratio of liquid assets and cash balances than households with easy access to for­
mal financial institutions. Furthermore, as a hedge against inflation and for added 
security lenders in the unorganised money market may demand payment in kind, 
thus encouraging saving and accumulation, borrowing and lending in tangible 
assets (PATRICK, 1966). 

Inflation, indigenous and imported, of the type LDCS experience nowadays 

267 



undermines both the monetary foundations of the economy and the development 
of financial markets. Under inflation monetary and credit policies are faced with 
problems much more intractable than the problems of saving, investment and 
growth. In the underdeveloped country the sector most harshly affected by infla­
tion is the modern one, where most of the development occurs. The rural sector 
with little or no contact with the monetized market will be only moderately af­
fected by rising prices. There are two harmful effects usually associated with in­
flation : a) Inflation discourages voluntary saving b) Inflation results in subopti­
mal allocation of investment. Hence, according to our definitions, inflation inhi­
bits the processes making for the better mobilization of savings. 

Inflation means that the value of money is deelining. The major functions of 
money are to art as a medium of exchange, as unit of account, and as a store of 
wealth. To be a satisfactory store of wealth, money must have a stable value. 
If prices are stable then one knows how much command over real goods and servi­
ces has been stored up when a certain sum of money has been accumulated. Con­
sequently, during inflation or when inflation is anticipated, households will rum 
down their cash balances and liquid assets and acquire goods. This in fact means 
that inflation will change the pattern of the distribution of total savings between 
financial and tangible assets, but it does not necessarily imply that total savings 
will be reduced. Recent studies of saving behaviour in developed countries have 
actually shown that savings may increase during periods of inflation. Whether 
the same applies to LDC does not affect the fact that inflation influence s the f o r m 
of saving, inducing accumulation in assets that possess built—in inflation insurance. 
This is exactly what most financial assets do not possess. Inflation reduces the 
value of deposits because administered interest rates are as a rule lower than the 
rates that are necessary not only to provide some satisfactory yield, but also to 
compensate for losses in real value. Table 1 presents the rate of inflation, the 
rate of interest and the real rate of interest for a number of LDCs during the pe­
riod 1970 - 74. Only two from the 26 countries of Table 1 provide the saver with 
a positive but very low real rate of return. For the remaining 24 countries of Table 1 
the real rate of interest ranges between-0.50 p e r c e n t and-208.50 p e r c e n t . 
This situation which was exacerbated after 1974 when accelerated inflation was 
coupled with the oil crisis, probably diminishes the desire to save and lend in finan­
cial assets. The reason is that increases in the price level, [benefit debtors and har-
creditors. Hence, inflation by inducing the substitution of financial by tanglible 
assets both reinstates the decision to invest in unproductive assets to the saving 
unit and reverses the process of monetization to the detriment of economic deve­
lopment. 

Inflation tends to encourage borrowing and investment. Assuming that invest-
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ment funds will become available to investors, for example from internal savings, 
capital formation is increased by inflation, but misallocation of resourses is una-c 
voidable. This occurs because investors attempt to benefit in the short - run by 
exploiting rising prices rather than by long-rum productivity considerations. In 
other words, the rate of interest in an inflationary environment is an ineffective 
instrument for directing resources to optimal use. This is not to say that inflation 
has not been deliberately used as the instrument for increasing the pace of capital 
formation. However, a policy of administered inflation depends for its success 
on a degree of fiscal and monetary sophistication that is rarely present in LDO. 
Moreover, accelerated inflations of the type recently experienced cannot easily 
be administered even by sophisticated economies. 

Inflations tends to redistribute income from fixed -income recipients to the 
corporate sector. Since the corporate sector's propensity to save is usually grea­
ter than that of other sectors, total savings and probably investment may rise 
with the rise in prices. Investment will cenrtainly rise if the development plans 
a procss in are directly financed by the government through increases in the sup­
ply of money, that is by inflation. 

But inflation as a policy for inducing growth cannot be used indefinitely, while 
its demaging effects on the financial markets are longlasting. Growth, which is 
time, will be better served by a steady increase in the accumulation of capital than 
by a price explosion. 

III. POLICIES FOR THE MOBILIZATION OF SAVINGS IN L D O 

We have defined the mobilization of savings as the process of raising the 
saving ratio and channeling savings towards investment. 

Consequently, the mobilization of savings entails three distinct operations : 
firstly, the increase in the saving ratio ; secondly, the process of collecting savings 
from the savers ; and, thirdly, the process of transmitting savings to borrowers 
for investment. The analysis of economic behaviour in financial markets has sug­
gested that there might be inherent characteristics in the economic structure of 
LDCs that prevent them from reaching the desired saving ratio and an efficient 
allocation of real resources. We have argued that the crucial problem in the 
context of growth is the divergence between the realized level of investment which 
the economy achieves through the market mechanism and the direction and level 
of investment which the government considers socially desired. Consequently, the 
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mobilization of savings aims at the realization of a growth—objective, which the 
market has failed to reach for one or more of the following reasons : a) the saving 
ratio is too low ; b) the transmission of savings to investment is imperfect ; and 
c) the allocation of investment is not consistent with the government plans. The 
purpose of the analysis in the present section is to suggest integrated policies 
which, if they are successful, can lead a country towards the realization of its obje­
ctives. 

The prevailing conditions in the financial markets of LDCS dictate that both 
supply and demand will be fairly inelastic. Low levels of income imply low absoe 
lute levels of savings, while instability and uncertanties result in a low ratio of 
financial to tangible assets. The existence of underutilized capacity and the lack 
of complementary factors of production also mean that opportunities for profi­
table investment are less common.Consequently, market equilibrium will be reached 
at rates of interest which are neither sufficiently high to persuade an adequated 
number of savers to save in financial assets nor sufficiently low to persuade the 
private sector to undertake the socially desirehd level of productive investment. 
If the policy problem were that of raising the level of investment, it could be des­
cribed simply as the need to shift equilibrium investment. This, indeed, is an over­
simplified but not totally unfair description of the historically dominant approach 
of development economics. But the evidence does not suggest that it is efficaceous. 
It is the implication of our own approach, which links the general level of saving 
and investment, the structure of saving (and particularly the link between financial 
and tangible assets), and the transmission process from the savings institutions 
into an efficient pattern of productive investment, that there will be few potentially 
valuable public policies that do not change the slopes and shift the position of 
both the supply and the demand of financial assets. What needs emphasis is the 
criteria against which policy measures for the mobilization of savings should 
be judged. The aim is no longer simply to raise the general level of saving and 
investment, but to restructure the supply and demand of financial assets towards 
those characteristic of more developed countries. This requires measures to fill 
the gaps in the «chain of substitution» between the different types of saving and 
investment. 

1. Raining tbe saving ration 

a . I n c r e a s e i n t h e d e n s i t y o f f i n a n c i a l i n t e r m e d i a r i e s 
A low saving ratio can increase with increase in income or with appropriate 

redistribution of income. Increase in the saving ratio of a LDC will presumably 
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augment saving in both financial and tangible assets, thus changing the position 
and shape of the supply of funds curve to the right. A greater shift will therefore 
be expected from policies which aim specifically at the ratio of financial to tangible 
assets. Consequently, greater density of financial institutions may for many coun­
tries b e a s i n e q u a n o n of economic development: but it is at best a partial 
answer to the problem. Saving immobility in LDCS cannot be traced back to any 
single cause such as the lack of accessible banking and non banking financial 
institutions. Many market malfuncti—ons occur simultaneously and affect cumu­
latively both the decisions to save and to mobilize savings. Therefore, the number 
of financial intermediaries is not necessarily related to the degree of development 
of the financial market, nor to the volume and mobility of savings. 

b . I n c e n t i v e s f o r t h e m o b i l i z a t i o n o f s a v i n g s 

Improvements in the area of financial intermediation develop the trust of 
savers in the financial market and induce the process of the monetization of savings. 
Taxation of savings that do not enter the financial market or of the unproductive 
forms in which savings are kept is not feasible. There are, however, policies that 
can be implemented for the purpose of inducing savers to redirect their funds to 
specific uses. As we have argued earlier, empirical evidence suggests that, although, 
the effects on total saving of changes in the rate of interest are uncertain and pro­
bably insignificant, the composition of savings by assets is certainly responsive 
to interest-rate differentials. Hence, significant differential yields on saving assets 
in the form of tax exemptions and interest payments may influence the allocation 
of funds. Well-known practical examples of this policy are tax-free interest 
payments on funds deposited with building societies, higher interest payments 
on government bonds and savings certificates, and higher yields on time deposits 
with development banks. All such policies, which attempt to shift the supply-of-
funds curve, may also have a beneficial side-effect. Improvements in the finan­
cial market that create a climate of confidence in the system altel the reactions of 
savers and change the elasticity of the supply curve. 

2. Increasing the demand for investmene 

Under perfect competition and flexible interest rates exess demand for invest­
ment funds cannot exist. If the market for investment is imperfect, the first-best 
policy would be to make it perfect, and government intervention should be directed 
to this end. But imperfections and distortions may themselves be government-
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imposed. It is when the government, in pursuing an accelerated rate of growth 
of investment, sets a low rate of interest rate that disequilibrium in the market 
occurs. Government intervention is rendered necessary when the volume and the 
direction of investment the market determines is considered unacceptable, either 
because of the existence of market deficiencies or because they do not serve the 
development plans of the country, timewise and volumewise. Since the bulk of 
the supply of financial assets is the result of rational decisions on the part of 
savers that partly depends on the level of interest rates, more funds will become 
available and the government plans will be realised, if either the rate of interest 
is allowed to rise and investors are subsidized for the excess cost of borrowing, 
or the rate of interest remains low and savers are compensated above it to bring 
their assets to the market. In practice, a combination of both policies is usually 
adopted, frequently bassed towards the subsidization of investment. These are 
accompanied by policies for affecting the supply side of the market, which include 
tax exemptions or rebates granted to savers with regard to interest gains. It is 
widely believed that taxation of capital income reduces the rate of saving by more 
than an equal - yield tax on consumption or labour income. Hence, the appropria­
te mix of tax policy can maintain the government's tax revenue intact and simulta­
neously positively affect saving and the mobilization of savings. Investment incenti­
ves include : a) Investment allowances as a proportion of gross investment above 
normal depreciation, b) Initial allowances as proportion of gross investment im­
mediately, with the remainder depreciated at the normal rate, c) Gross investment 
tax allowances, that is credit against taxes as a proportion of gross investment, 
d) Net investment tax allowances, that is credit against taxes as a proportion of 
net investment, e) Accelerated depreciation for tax purposes in excess of normal 
depreciation, f) Direct subsidies as a proportion of gross or net investment, inte­
rest rates, employment, etc. (BROADWAY, 1978). More specific policies of this 
sort differentiate in their concessions on the supply side of the market between 
financial institutions, for example, higher interest rates paid on certain kinds 
of saving deposits and, on the demand side of the market, between branches of 
industry or particular investors. This is a policy of deliberate departure from 
the market equilibrium rate of interest. Instead of a single rate of interest, there 
may be two, one for investors low enough to encourage borrowing, and one for 
savers high enough to encourage lending. Or, there may be a whole set of interest 
rates which attempt to influence the d i r e c t i o n of both saving and inverstment. 
The success of these policies depends on the incorruptibility of the govenment 
and the ability to predict the implications of planned resource-allocation. There 
is therefore a possibility that intervention of this kind may not lead to greater «effi­
ciency», in the broad sense of the term. The problem with elaborate interventionist 
policies for the mobilization of savings is that they are very costly and that they 
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depend for their success on a level of efficiency and organization that is not com­
monly present in the LDCs. Thus, subsidization of interest rates calls for funds 
which are not readily available and have to be raised by general taxation or other 
government policies. Whether such policies can be implemented and, if they are 
implemented, whether they will be successful, are questions that cannot be easily 
answered in the context of abstract models of the problem of economic development. 

3. Inflation and the mobilization of savings 

Not withstanding the evidence of correlation between saving and inflation, it 
seems likely that in the case of L D O inflation will contract the supply of financial 
assets and expand the demand for them, so that at a given level of interest rates 
more financial assets will be demanded and less supplied if inflation is anticipated 
than if the price level is expected to be stable. The naive policy recommendation 
would be that governments shoulhd attempt to bring inflation under control, and 
not only for the purpose of mobilizing savings. The problem, however, arises and 
becomes aggravated when attempts to control inflation are unsuccessful because 
appropriate policies are unavailable, ineffective or politically unacceptable.In this 
case second — best policies must attempt to increase the supply of financial savings. 

Inflation will reduce the real value of deposits. Hence, the alternative of holding 
tangible assets may become distinctly less risky and such assets relatively more 
attractive. Furthermore, yields from savings in financial assets are in real terms 
insignificant and offer at most an inadequeate compensation for increasing risks. 
The solution therefore is for the government to guarantee both the real value 
of savings and a relatively high real yield ,and so alter the preferences of savers. 
Although costly, this policy can be effective, but it satistifies only one side of the 
mobilization of savings, that of collecting financial assets. The channelling of 
these assets to optimal investment through the market mechanism becomes virtual­
ly impossible under inflation. The policy to be adopted in this case is the inhdexa-
tion of savings. Discriminating indexation would not only maintain and probably 
increase the saving ratio in the form of financial assets during periods of acute 
inflation, but it would also mobilize savings towards the desired type of investment 
according to development plans. Indexation is in this respect a policy of direct 
intervention through taxes and subsidies that comply with the purposes of the mobi­
lization of savings. But, it is in one sense a counsel of despair. The LDO, of all 
countries, require confidence in the reasonable stability of the price level as the 
basis for the development of the financial etc. institutions requisite to development. 
Equally, there are powerful arguments that many of them have less control over 
their price level than do the developed countries. But the L D O cannot wait for 
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the rest of the world to solve their problems for them, and, whatever the difficulties 
and anomalies that indexation of the saving-investment sector might create, 
there is an arguable case that they would be less intractable than simple depen­
dency. 

4. Centralization of savings and investment. 

The preceding analysis produces three reasons for the centralization of the 
saving-investment process. The first is the judgment that such centralization 
is the best (or only feasible) method of solving the set of problems that may arise 
in the efficient translation of private preferences into saving-investment outco­
mes. The second is that the government has different time-preferences from 
its citizens, and centralization of the relevant decisions is considered more efficient 
than the adaptation of the outcome of the relevant private markets. The third is 
lhat the government has a positive p o l i t i c a l preference for centralized-public 
rather than decentralized-private market arrangements. Two methods have been 
advocated for increasing public savings : Public savings should be increased by 
higher—than average marginal rates of taxation or by inflation. 

Inflation as a long-rum policy for forced saving is ineffective. Taxation on 
the other hand may have detrimental effects on incentives. Both policies affect 
negatively the public's confidence in the monetary and fiscal syctems. As a method 
of forced saving, inflation is an inferior instrument to taxation. Its incidence is 
arbitrary, and in contrast with taxation it does nor generate savings in a form that 
permits them, in principle at least, to be directed entirely to productive usaes. Infla­
tion may also lead to loss of income and unemployment and in the longer—run 
total saving. On the other hand, the effects of inflation on another major compo­
nent of saving, public saving, are neither theoretically conclusive nor empirically 
unambiguous. Public savings will increase under inflation if most of government 
outlays are fixed in nominal terms while taxes increase progressively with nominal 
income. 

5. Differential returns 

We have seen that for a variety of reasons the rate of interest in the unoffi­
cial money markets of LDCS is significantly higher than the official bank rate 
of interest. The fact that this differential is real, that is, savesrs lending in the 
unorganized market find investors who are willing to borrow at a high rate of inte­
rest, has been interpreted by some researchers as an indicator of the fact that in 
L D O there is a differential between the average effective rate received by households 
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and corporations and the average national rate of return on investment. In other 

words, it has been suggested that investors enjoy substantially higher returns 

from investment than savers receive either from lending their funds in the offi­

cial markets or from self-financing their own investment. Consequently, savers 

are reluctant to supply their funds in the official markets. Furthermore, if it hap­

pens that some part of saving is motivated by its returns, individuals may save 

too little if the rate at which they discount future consumption falls below the na­

tional rate of return on investment. However, the difference in the rate of interest 

between the official and unofficial money market indicates nothing of this sort, if 

as we have seen, the two markets are separate and the unofficial market is rela 

tively more monopolistic than the official market. Furthermore, a situation ο 

persisting differential returns on capital cannot be stable, since excess demand 

for funds will inevitably raise the rate of interest to lenders until equilibrium in the 

market is reached. Different rates of interest in the two markets can be maintained 

only by government intervention in the form of supply of funds equal to the excess 

demand. In this way, the government follows a policy of pegged interest rates in 

the official market at low levels that encourage the private undertaking of more 

investment. 

6. Policies for optimum allocation of Resources: A digression 

Although we have referred from time to time in this paper to «efficient» and 

«inefficient» situations, there has been no explicit discussion of the concept of 

efficiency. It is not in fact free from confusion, and some clarification may be helpful. 

Even within the current economic orthodoxy, there is room for confusion. Thus, 

economists commonly conceive of efficiency as concerned with the extent to which 

resources are allocated between uses in conformity with consumer preferences 

perhaps constrainted by an income-distribution objective. Even at this level, the 

concept is not simple, because there may be a need to «trade-off» a more satisfa­

ctory income-distribution against an inferior allocation. The introduction of 

a growth-objective further complicates matters. As we have argued, the govern­

ment (of an LDC in particular) may think it proper to adopt a different scale of 

time - preference from that of its citizens, in the interests of generating a higher 

rate of growth. In this event, the resource-use that would be efficient from the 

point of view of citizens will be suboptimal from the point of view of the government. 

Again, economists frequently assume that the introduction of newpolicies 

is itself costless. Two illustrations will help. First, it is common to advocate the 

removal of «market imperfections», «externalities», etc., without asking what 
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the cost of removal would be. Many apparent «imperfections» exist because (e.g.) 
the cost of creating the market that would remove them is higher than the transa­
ctors are willing to bear. It may be that public intervention of some kind can remove 
or reduce the relevant cost-obstacle, and in so doing improve everyone's situa­
tion (improve «efficiency» ). But thics cannot be assumed a p r i o r i : it may 
equally well be the case that a particular market does not exist because there is 
no social advantage or gain for creating it. Second, insofar as new policies have 
to be administered, they are themselves resource-using, and the resource-cost 
concerned is relevant to any evaluation of «efficiency» (HITIRIS and WISEMAN, 
1981). This is of clear practical relevance to LDCS, and to the policy implications 
of our own argument. Financial institutions require administrative and organi­
sational skills of a high order, and the opportunity cost of diverting educated 
manpower to this role must be very high in the case of LDO. It follows that policy 
for the removal of «gaps» must be determined not only by the identification of 
institutional changes that could improve : the savings mobilization-investment 
process, but also with a judgment that the change can be c u r r e n t l y justified 
on social cost grounds. 

Finally, in deciding upon and implementing policies related to the deficiencies 
we believe relevant, it needs to be borne in mind that the policies will have to be 
implemented in a situation that may already be strongly influenced by historical 
istitutional deficiencies. It is almost certainly too simple to assume that the pro­
blem is to speed the rate of progress from «simple» to «more sophisticated» finan­
cial institutions, so raising growth-rates. It is to be expected that the past absence 
of the institutions concerned will have produced patterns of behaviour, property 
rights, etc. that are now positive obstacles to change. The removal of these will be 
politically and socially sensitive as well as economically difficult. This is an argu­
ment for evaluating each underdeveloped country on its own merits. 

IV. SUMMARY AND CONCLUSIONS 

The mobilization of savings is a composite process that comprises three distinct 
functions : the increase in the saving ratio, the transmission of savings to investors 
and the improved allocation of investment. Low saving ratios and rigidities in 
the mobility of funds from savers to efficient investors are frequently manifested 
in the composition of wealth and the current ratio between financial and tangible 
assets. Assuming that there exists some relationship between changes in the capi­
tal stock and changes in real output, the saving ratio, the transmission of savings 
to productive investment and the composition of investment may affect the rate 
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of growth of income. Consequently, the mobilization of savings can be considered 
as the leverage for accelerated growth. Problems with the mobilization of savings 
arise from ignorance, lack of opportunities, market imperfections, disturbing 
legislation and government intervention, and inflation. It is believed that the quanti­
ty, quality and variety of financial assets that are available in an economy may affect 
the pattern and the volume of savings, the transmission of savings to investment 
and the efficient allocation of investment. Consequently, development of the finan­
cial market by increasing the density of financial institutions and the diversification 
and flexibility of intermediation facilities the mobilization of savings. However, 
the demand for the services of financial markets is not independent of the moneti-
zation of an economy and the rate of growth of its real income. 

The volume of investment can be considered inadequate and the direction 
of investment inappropriate only with reference to some specific growth objectives 
of the government. Otherwise, in a market free from imperfections realized in­
vestment is also adequate investment, although planned and realized investment 
may differ. Although the mobilization of savings may move the economy towards 
the realization of its objectives, there is no reason to believe that these objectives 
will be actually reached. Successful mobilization of savings raises the rate of growth 
by a more efficient allocation of new investment from relatively less to relatively 
more productive uses. But if the objective of the government is the realization of 
a certain rate of growth more direct policies may also be necessary. This is not 
to say that government intervention is inevitable, but to advocate that when govern­
ment intervenes it must do so in the most efficient way. 

Since the mobilization of savings comprises three different but related fun­
ction, it must be expected to require for its success a package of complementary 
government policies that aim at the removol of the «savings constraint» on growth, 
the optimization of the saving pattern of the economy, and the transmission of 
savings to efficient investment. 
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