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This paper examines the relationship betwsen -nmy.lmm and prices
in Afghanistan over the past two decades. The objeztive Is to provide
some !ndlcatton from time series data of the beheviour of welocity of
c.lrcuhtlor. With this, a basis for cealculating the optimm rote of
muw expansion over the pcrlod of the Fourth Five-Year Plan Is pm!dwd
Vithout It, calculations can only be based on rule of m-b guidelimes.
In addition, wnh lnfomtlm provides a msasure of the extent to which

tinancial development has occurred In Alglnnlsnn over tMs gm-lod.

The ultimate sis of money supply ragulation is the saintenance of
stable prices. full employment and an econamic climate conducive to |
development. It Is therefore essentlal for the effective Implementation
of monetary policy that the relationship batween the money supply and the :
Jevel of Gross Natiomal Product (G!l?) at current prices be qstln'm..
Vith estimates of the rate of growth In resl mm, wﬂm mmw
expansion can then be calculated. Contral of the money 1mly M& M

discussed In detail elsewhere / 10.7.

-

Economic statistics in Afghanistan are unfortunately elther mon~

existent or unralisble; economic planning Is thersby m‘lm‘iy jmwliw;,j, |

~ This paper, therefore, briefly examines money, lm, prtn and fmlw

exchange rate statistics, tln important variables !n nleclty lcmmintlm.‘; ‘

.’. 4%-‘ T ¥
L




in an attempt ot 2 preliminary sssessment of thelr m&!atlw accuracy in

-

relation to ong another.

Section 11 presents a simple mode! of demend for money and welocity,
introducing the critical variables to be msed In empiricsl estimstica.
The data are then exanined In Section 11l and velocity calculstions presented.
The implications of these estimates are discussed In the concluding mﬂm”“
the two aspects given particular attention being an assessment of fimencisl
development over the past two decades and am optisal money supply policy

for the Fourth Plan period.

The paper i3 thus concerned with two related problems: the first Is
that of messuring velocity of circulation and the sajor variables which
dstermine 1t; the second concerns the extent to which rellsble conclusions
can be drawn from the use of the ihn in a sinple economic model. in -
particular, some attention is givan to the practical problem of optimm
monetary expension over the period of Afmatm'a Fmg‘lh Flve-Year

ﬂﬁ, 1351 - 1355.
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economy sxpand. Undsr such clrcumstences, msasured welocity will, gteris
sacibus, decline. A mmerical exsmple sy be wseful in Itlustreting why
this s so. |

tn the bese yser, it Is esswmed thet GNP {» composed of $100m of finel
goods end services for wbich money tramsactions sre made and $100m of flael
pﬁ.{mlmfwﬂd&nmn.uﬁtmmtm. Thes, 50 por
cont of GNP Is Imputed. §f It is further assumed that mmcm
sversged $40n over the yesr, the ulqﬁﬁdeﬁaluﬂmmhﬁlulm
a3 5. Th $408 has in fact been used to purchase only $100m of finel
goods and services ever the year and has thersfore only circulated on sverage
2} times for the peymsnt of sech ltess. | ‘

Assuming everything else remsins w. e.g. the proportion of
taputed velus in GNP, lastitutions] payments arrangemsnts, per caplita
tacoms, expected rates of Iaflation and lmterest, tastes and preferemces, etc.,
.ﬂhﬁ'fdlu!nmofm-qldnlyhmqiblo If the money 41
supply aversged $80n over the year. Yelecity ;iauld Amm be monsured as 5.
Nowevor, hed the composition of the $400m GNP mot remsined the tsme, but
consisted of $300m of Finel goods and services for which money peymsats were
asde ond $100m for which mo money transactiens took place, the momey weeded
te Tisance the $300m component would be $120m on the original ssswmption
that soney circulates on averegs 2} timss s yesr for mm« fFlaal
goods and servicas. Calculated velocity mew mu_uri.nf |




Another reason for expecting velocity to fall as M%Wt takes
place is that the Incoms-elasticity of demsnd for money is greater than
one. in other words, as real per capita income increases, the demend for
money Incressss mors than proportionately. For example,

b
., Y .
() = o(3) (n
where b is the elasticity of demand, a I3 a constant, (k;} {s demand for
money in real terms and (;) is real Income. Witha = 0.001 and b = 2,
en Increase In rea! per caplits income from $200 to $400 will Incresss real
demand for money from $A0 to $160. (f, In the previous example the Increase

in GNP from $200m to $400m doubled per capital income, l.e. sssuming no

popuiation growth, calculated velocity would cetarls paribus fall from 5

to 24.

From the above, it Is evident that » relationship between weloclty
and demand for money exists. The higher demand for money at 2 glven level
of income, the lowar welocity. The mathemstical relationship can be shown
in the sisplest version of the quantity theory -

d

n = qvf (2)
d s

K = N (3)
s _ ;

d AR
where equation (2) shows demand for mongy ( M ) as @ function of the leve!l
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n ¥
with given values for any three of the four variables { g ), [ F ). R 7é
E can be derived. P

A priori, it can gensrally be sssumed that O<agl, b>1 and c<0.
 Three predictions can be based on these assumptions, namely, that s rise in
 por coplital income will cause a fall In wvelocity, # rise In expected
nominal interest wil!l also reduce welocity and & rise In the expected raie

~of Inflation wlll conversely incresse It.

Unfortunately, no times sarias for per capitsa incoems ur interest rates
~ In Afghanistan exist. For this reason, velocity estimstes cannot *lrectiy
be produced. Indirect estimates, however, can be dcr!vod using the fow
time serles of macrosconomic dite which are avallable. To these the

 papEr now turns.




Economlc data on Afghanistan are wareliable. A cmtralk Statistics
Office, howaver, was establiished in 1351 to remedy tin situation. This
will take some years. The scanty data which ars aval isble at present
are showr in Table |. The GNP figures formerly guoted by the World 3ank
are now considered so Inaccurate that they ars no longer reproduced In
wWorld Sank reports. The money stock min are thought to be more
Insccurate for earlier years than for the 1340s. Nevertheless, since Its
predominant component is currency in clrculation, 2 relatively sasy statistic
to measurs, error is unifkely to be grest. The price Index Is a composite |
spliced together from three different min mod in Surveys of Progress ‘
£19; 20; 21; 22; 23; 25__7 and a revised serles for the last thfu years
produced by the Contral Statistics Office as one of its first publications
£737. 1ts accuracy has been improved since 1340 but the revisions for
the last three years by the Central Statistics Office suggest that even the
data for the 1340s are rowgh. The exchange rate nrln; on th.“mhw MM,
is accurate, the figures given beling the averages of mt:s col lected &Hy
by Da Afghanistan Bank from the Kabul Memey Bazsar. No Intersst rate date
sxist in any series. Howsver, results of a recent survey suggest a sig-
nificant upward movement over the past tem years £97. inorder of
reliability, therefors, one can list exchange rate dates flnt. fonqmi b&f
the monev stock figures. The price dats fall far down the scale as do tln

2.
prl L 5

GNP estimates.

k.

Pt S it
& A



§iC STATISTICS FOR EC

Sete Sross National Product Money Stock Consumer ?ﬂu Froe Nerkst |

{Afs. millions, ' (Afs. millions) tndex botiar
current prices) Exchengs Rats
1329 5.8 9.0
¥330 76.8 5.0
133 1,276 75.8 ; 37.0
1332 13,009 1.339 .8 B T 0 3
1333 1,593 70.3 a2.1
133 2,097 79.% . 5.2
1935 21,000 2,473 a2 53.8
13% 2,681 ioz.k 5.1
1337 2,389 93.3 sk.7
138 2,587 979 | k6.6
13 2,728 106.7 &o.8
340 2,981 100.0 825
i3 28, 104 3,565 98.1 52.8
1342 33,339 © N,405 132.2 51.3
1343 47.888 | 5.393 156.1 63.6
1344 Sk, 147 6,160 170.5 53
1345 60,934 6,355 R 760
1346 63,270 6,290 6h2 1 T6 -
1357 6.538 2837 WS
1348 7,341 207.9 ‘ 5.4,
1349 8,181 268.6 ne

1350 8,759 328 - M6
1351 | R | - y9.8



- 0 -

Note: The money stock data are the averages of begimlng and end of
yesr flgures thus providing a mid-year astimste. The consumer price
-index is & splliced index obtalned from three series for 2329 - 1335,

1332 - 1340 and 1340 -~ 1350, respectively.

The free marke: dollar exchange Is the average dslly bwlng rate for
drafts and cheques quoted by dealers In the Kabul monsy bazasr. ‘
This rate is normally refarred to as the quar cate.

Source: Gross National Product - 1322 estinate from ECAFE and 1335 .
estimate by A. Paul both quoted Iin ... Shasier, W e
Poverty (London: Oxford University Press, forthcoming), Table & - k.
1351 - 1346 estimates from International Bank for Reconstruction and
~ Cevelopment, Econcmic Deyelopment Progrge of Afghanigten (Mlnston.

D.C.: international Bank for Reconstruction and Development, nlm.
January 1967), Statistical Appendix, ubh 3. ,

‘ Money Stock - 1331 - 1336 frw Minlscry of ?lannlng. \
Syrve f P 1 and | - &4 (Kabul: Hinistry of
Planning, 1958, 1959 and 1964), Table Money 7 - 30, Volume 1i;
Table 47, p. 186, Volume 1V; Table A - 7, 9.106, mpcctlnly. ;
1337 - 1350 estimates from fn{emnational Financip! Statisticsy, 26 (!),‘ .
January 1973, pp. b0 - &4l and WW
1971 Supplement, pp. 2 - 3.

Price Index - 1329 - 1335 %rom lllulstnv of Plnntng. m‘

of Progress 1958, (Kabul: Kinistry of Planning, 1958), Table &, p. 5
of Money Section (Part 111), Volume l. 1332 - 1340 from Mnlatn
of Planning, {Kabul: Ministey of -

Plaming, 1963 h:le S, P. 1 . = 1350 from muutw uf
'

w tKabul: ﬁlnistry of Planning, 1 9.9 37 ‘
1971), Table S = 12, Table S - 13, Table § ~ 19 aml Table S$=15
r“pccthnly. and Ccntra! Statistics Ofﬂn. ised Nationa! Pr
! Af the Y H 0 hbui: Central
Statistics Off!m, le. 1972) . B i

Free Market Dollar Exchange Rate = mnsmd ﬂms fm
the Research Dcpnrmt. Da Afghanisten lmk , : -
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Fortunately, there i; a further Indopendeni indicstor to support these
scmewhat heroic assumptions. A significant trend In velocity I3 woually
sccompanied by & trend In the same direction In urfwcylmy ratios f'lz;
Table 2 provides examples of this phencmemon for iran, Pakisten and Terkey.

in Afghm!stm. the mmlmy ratlo in 1331 was 9.753 and §s 1350, D0.760

as s shown in Table 3. This nagligibls increase In the ratic which has
not exhibited any long=run trends would mot normally be assoclated with
any distinct trend In velecity.

17

it has alrsady been suggested that the arl%u ln&x presented In Table | |

is unreliable. Further svidence can be breught fonsard to support this
and to provids an c!:hinnn. First, work by Hamsen indicated that the
officia! price series overestimated thc real Increase in the price level
137,  Second, aimost all underdevelopsd countries have suffered exchenge
rate depraclaticns greater than that warraated by purchasing mr parity
sdjustments / 26 7. Mance, It Is unlikely that Afghanistan's exchaage
Tate Jdepreclated his than the rise in prices, as indicafed by ths figures
In Tabla 1. Recent work by Baniét [_“tlj shows that over relatively lomg
periods the purchaslng power perity M is vaelld. Using it, the
foliowing hhtlomblp is found -

R '
(Relative Iaflstion In Afgh-nhm) . —-t_!!m -

where ER _ % is the uuhmgo rate In afghants per dot!w. : The svperse: i

,;,m;ﬂ

o




BOats tran P&%sﬁm o Torkey

cm v c/a v oM v
1962 0.28 5.7 0.88 A7 .38 t.2
1963 0.22 5.1 0.5 A& 2.57 5.4
1964 0.5 &8 043 k.1 s sa
1965 YR 0.0 &0 0.3 b7
1966 0.22 & 0h0 ko . 033 b6
1967 2.2 A2 037 385  o3; &3
1968 0.13 3.9 ¢35 3.9 .30 A1
1969 0.18 3.8 0.35 38 c;.zr 50

1970 0.17 3.6 0.3 3.6 '0.27 A8

Nots: Curmcy and money suwpply data are centrod annual averages.

Source: lnn ~ Monsy supply data from B i tran Bul e 3~ m.
1962 = 1971; G.N.P. data Trom Bank Markazl iran, wm |
beet, 1921 (Tehran: Bank Markaz! tren, 1971), Table 2, p. 116. .

Pakistan = Money supply and G.E.P, deta from t-ntul Sutlstlml

~ 0ffice, Governaent of Pakisten, Mg: mu_w 3952 - 9.
, Turkey - Money supply date from MWW
m__gg_;m. 1962 - 1971. GNP, dat: from State Institute Stal: utlﬂ.

mg Ankan. sm. m:mu of Statistics, 1971), Teble 1, pp. 10 - n.



SURRENCY/WONEY BATIOS

] ~ 1
e gl wetwe Gepgem
1331 959 1,27 0.753
332 983 1,39 0.73%
1333 1,091 188 0.585
3% 1333 20w 0.63
1335 1,617 2,473 0.654
1336 1,825 2,481 . o.p38
1337 1,830 2,389 | 0.766
1338 1,865 2,587 o
1339 2,08 2,728  0.7%0
1340 2,381 2,961 o
1341 2,883 ., 3,565 0.809
1342 3,521 | &,405 - 0.799
1343 %303 | 5393 2, 0.71%8
13% 5,683 6160  ©.760
15 8,63 €.355 0.729
T b1 620 o
1% £.021 658 oo
18 se 13 oms
% 638 | a8 o eps
i F Dpwl R

A o 0T

Source: Sams a8 Table | .
. - i »
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denote the base year 'o'' and the curvent year “'t"'. The relative inflation

in Afghanistan Is measured by the equation -

- t o
| "P'A \lPlA
t o

WPl wrt o

us us

o
where WPI Is the wholesale price index. Taking W'A = 100 it is possible

to exprass the reseining unknown variable, HPI: . 8s follows -

©
Ert wPl
A ° wei? us

ER afs/$ us
| The U.S. wholesale price Index and the free market dollar exchange rate
.- are combined Iin this way to produce o purchesing power parity price index
for Afghanistan which is given In Table b,

»

The effect of changes in the money stock on the aonh:ﬂ level of GNP
takes place with @ !-g. An exhaustive study on this mﬂ relationship
for the Turkish economy indicated that the lag lay 1a the region of twelve
months / 7, pp.' 103 - 6_7. it also found changes in the rate of Iaflation
to be & significant varlable In this relationship, a result of the effect

- of Inflation on demand for money and hencs velocity.

Estimates of GNP at current prices have been .ﬁulnm following

e iy
e

relationship ~



JABLE &

PURCHAS ING POWER PARITY PRICE JNDEX FOR AFMISTM
Gl -
e s welemle s smartoler  Sudeiie
for Afghanistan

1329 86.5 39.0 77.6
1330 96.4 35.0 772.6
1331 93.7 320 9.7
1332 92.h 37.1 78.8
1333 92.6 ma . 89.6
1334 92.9 ) h5.2 - 96.5
1335 95.9 53.8 118.6
1336 98.7 . . 544 . 1.8
1337 100.1 - 543  125.9
1338 100.3 %65 107.6
1339 ©100.4 . kof B %
1340 100.0 T Bs o ~ 100.0
134 | w.3 . . 528 R Y10 2
1342 100.0 51.3 | 1) X
1343 . 100.2 636 146.5
1344 102.2 58 6.9
1385 1056 | %6 185.5
1346 105.8 6N © 858
1347 108.4 . ThE8 : # - -186.6
1348 ney - - 75-5; o - 1953
1349 16,8 ®ms
1350 206 | M6 s

(L (-3 ) 126.0 ‘ 73-5 . m03



- .

U.5. Wnoleszle Prize Index - Internzt’onal Financlal

Scu a2 .
Sta iscies 726 {V), lJanuary 1973, pp 356 ~ €7 and Inte-rati=nai
Finencia’ Si2tisvees: 1971 Supplement. pp. 278 - 79.

£ ee Markay Loilar Excharge Rate = Unpublish-4 figures
fro: tfe Rezecroth Lepzrimeat, Da Afganistan Bank,
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TABLE S

EXPECTED ENFLATION

e .
S R i Y T A VR T

. 1332 - 1351
DATE EXPECTED INFLATION
1332 3.4016
1333 6. 46U
133k 7.9774
1335 15.8940
1336 12.95h4
1337 6.9428
1333 -5.1926
: 1339 ~13.14h0
.. 1340 -4,2830 -
1351 9.6184
1342 7.1748
1343 C ss |
1344 ' I].iﬁsﬁ :
1345 \ 14,1426
' 1346 - 5.8760
| 1347 1.1736
IR 1548 2.3350
1. 13%9 3.3172
| 1350 7-9700
1351 3.5112
Avérage '
1332-51 6.9871
N -19-
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Date

1332
1333
1334
1335
1336
1337
1338
1333

1341

1345
1346
1347
1348
1349
1350
1351

-__—_—___———_—M

ALTERRATIVE ESTIMATES OF GROSS NATIONAL PROOUCY

b =0.05

12,743
13,433
15,954
21,137
24,865
24,896
23,828
25,739
27,222
29,953
35,778
44,368
5h,393
62,036

- 63,737

62,937

65,456

73,752
82,136
87,744
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- 1351

s

(Afs millions, current prices)

b= 0.10

12,745
13,477
16,057
21,303
25,001
24,982
23,766
25,608
27,163
30,097
35,906
Ik 686
54,856
62,471
63,923

62,574

65,533
Tie, 034
82,462
87,898

b =0.26

12,753
13,606
16,248
21,803
25,407
25,2h1
23,580
25,21k
26,988
30,527
36.289
45,640
56,2h5
63,778
6k , 484
63‘085
65,762
75,120
83,440
88,359

.20 =

b=050 b=1.00
12,766 12,790
13,823 1h,256
16,565 i7.zut
22,636 24,303
26,085 27,433
25,671 26,533
23,270 22,649
24,558 23,246
26,696 26,112
31,244 32,677
36,929- 38,208
“7.230 « 50,410
58.550 63,189
65,956 ‘ 70,312
65,417 67,284
63,269 63,638
66,163 66,907
5,830 - 80,250
85,070 88,330
leiiaui 90,665



. Date

1332
1333
133k
1335
1336
1337
1338
1339
| 1340
- 1341
| V342
1343
1344
1345
1346
1347
1348

e

1349

? ~ 1350
135t

ESTIMATES OF GROSS NATIONAL PRODUCT AT 1340 PRICES

b=0.05

16,171
14,992
16,574
17,822
20,248
19,774
22,186
27,328

27,222

24,612
30,346
30,285
30,748
33,443
34,304
33,764
33,516
32,390
35,026
38,100

JABLE

1332 - 1351 :
(Afs Millions, constant prices) ‘ ,
 be0.10 b= 0.25 b =0.50

16,174 16,185 16,201
15,041 15,185 15,827
16,639 16,837 17.166
17,92 18,38 19,086
20,359 20,690 21,242
19,843 20,0h8 20,330
22,128 21,955 21,667
27,185 26,766 26,000
27,163 26,988 26,696
2,730 25,08 25,673
30,055 30,779 3132
30,502 31,156 32,239
31,010 31,795 "'33.‘!03 4
33.677 34,382 35,556
JA0s 38,706 35208
33,784 33,84k 33.943
33,555 33,672 33,867
2.5 32,991 332
SR X 35213
38,168 38,367 B0

-2 -

b=1.00

16,232
15,911
17.825

20402

22,30 :
2,075
21,088
2,677
6,12
26,850
2807
34,10
35,720
37,90k
36,213
3h et
259
s
37.667
39,38




Date

1333

1334
1335
1336
1337
1338
1339
1340
1341
1342
1343
1345
1345
1346
1347
1348
1343
1350
- 1351

TABLE @

ESTINATES OF REAL GROWTH RATES IN GROSS NATIONAL PRODUCT

b = 0.05

«7.29
10.55
7.53
13.61
-2.34
12.20
23.18
-0.39
-9.59
23.30
-0.20
1.53
8.76
2.57
-1.58
T -0.7k
-3.36
8.14
8.78

1333 ~ 1351
b=0.10 b =0.25
7.0l -6.17
10.62 10.88
7.95 9.19
13.34 12.54
-2.54 -3.10
11.52 9.51
22.85 21.91
-0.08 0.83
-8.96 -7.06
23.15 22.70
0.15 122
1.67 2.06
3.60 8.1k
2.16 0.9%4

 <1.80 -2.48
-0.68 <0.51
-3.02 =2.02

8.07 7.85
8.54 - 7.83

-22 -

N
ber

b= 0.50

-%.78
.27
11.18
11.30
~&.01

6.26

20,32
2.50

b=1.00

-1.98
12.03
14,96
9.04
-5.68
0.06
17.02
5.82
2.83
20.70
6.18
3.81
6.11
<l 46
-5.72
'0.35
2.88

e, 6.87

a2
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Estimate A and the best during perlods of vapid !aflqt%on Estimate E.
On this assumption, Estimates A and E heve boen plotted In Figure 1. The
curve which has been fitted approximetes Estimate A during low inflation

perlods and Estimate £ during years of high expscted rates of inflation.

There are two simple methods of assessing the validity of the monetary
GNP estimates. Both are approximate In the extreme but nevertheiess can
allow a modicum of confidence to be placed in the monetary estimstes where
they Indicate a reasonsble degree of positive correlation. Tln flrst
method uses the impressionistic assessments of tln rate of economic growth
by foreign experts visiting Afghanistan on regular misslons. The second
is based on recent work on fluctuations Ia currency/money ratios over the

business cycle.

Regular vislts of forelgn experts to Afghanistan have taken place
since 1335; the first pronouncements on economic growth were appareatly
mede in 1341, In thet yesr, the conclusion was resched that there hed mot
been much growth over the past six ysars. Given the abupe. of sutl:tlcs.‘:‘ ‘
six years is a long tims span over which to draw mrlm.’ One would ‘
in fact expect such an assessament to be blssed uﬁirds greater .pllulslm‘ o
the nearer cvobtg and less emphasis on dmlo;-;nts occurring In the m“-mrr?
part of the period. On this assusption, the mtary estimates are |
confirmed. Real growth was slg‘!ﬂmﬂy npﬂn ln 13“ and stagnant |
fn 1340. Over the entire period, however, the mnéry estimates Indicate
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an average annual growth rate of 5 per cent. The stagnation rsporicd by
the IMF Mission was attributed to excessive levels of deficit finance.
Using data from Internaticnal Financlial Statistics [.!5. pPP. 2 - 3;

16, pp. 40 - &1_7, it would appear that this phenomenon occurred only in
the last three years of this period and was considerable only by 1341,
This again supports ths monetary estimates If deficit finance did In fact

reiard growth.

At the time, the fiscal and forelgn exchange reforms at the bcglnning |
of 1342 were thought to have stimulated agricultursl production snd raised |
the rate of growth. The monetary estimates indicate rapid growth during
thls year. The deteﬁont!on in econonic conditions reported in the |
following year, attributed to the incraase in inflationary pressures, is
again Indicated by Estimate A. lapmmt reported in 1344 is zlso '

consiztent with tha monetary estimates.

A racession from the latter part o 1345 to 1347 was reported by &
@ission In 1348. It bas slready been suggested that Estimate E should be
used for this perlod of rapld lnflat!oﬁ and it indeed Indicates this down=~
ward movement in real GNP, Tha plckohp reported In the latter part of
1347 is also conflirmed by these estimates. |

In concluston, fluctuations in the rate of growth during the 1340s

veported by teams of foralgn experts have all been forccdst by the mtary
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estimates, thus providing considerable support to thelr valldity.

The second method is based on recent evidence on the cyclical bol!hviour

k of the currency/money ratic provided by Hess:

in the early part of & business expansion income rises,
increasing the demand for demand deposits. However, since
currency Is related to consumption expenditures which In

turn are dependent on permanent income, ond permanent Income
has a muted response to changes in measured Income, the
demand for currency rises littlie if at ali. Hencs, the
currency ratic initially falis. As the expsnsion procesds,
the demand for currency starts to rise faster than the
demand for demand depasits in response to the eariler :
increases in Income. This is because the cumulative ruponu :
of currency to muptaon is larger than that of demand
deposits to Income. - Coupled with this is the delayed
response of demand deposits to Interest rates, which further
depresses the demand for demand deposits relative to curmncy
Hence, midway through the expansion the lagged responses

take effect and currency rise: relative to demand deposits.
This Is reinforced as sconomlc activity moves past its

psak. After the peak, the demand for currency falls less
then for demand deposits, causing the currency ratio to
continue to rise. However, as durlng the expansion, the |
delayed responses of currency to consumption and consumption
to income and demand daposits to Interest ratss rosults in
an eventual fall In the relative demand for currency. The
currency ratio starts to fall midwey tarough the contnction
which continues past the trough when the cyclical process
repeats Itself. In summary, the cyclical pattern of ths
currency ratio is effectively explafned In terms of the
cyclical pattern of the ratio of consumption to income In
conjunction with interest-induced changes in the velocity
of demand deposits.

L\, p. 67137

~ From the carnmlmy nttos for th nrlﬁ t33l - l3§0 glm la |
Tsble 3, business cycle wtngs should han mnd in 1335 and 1355 and
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dowmcwinge in 1351 and 1343. From Figure 1, it can be seen that the
expected movemenis In GNP at constant prices have taken place In these

years according to the monctary estimates.

Later work will attempt to refine both the wmonetary es;la;tzs and the
methoés of assessment. The monetary estimates should be adjusted part!yculmlg
for fluctuatlons In agriceltural output. Clearly, the forecast gmth in -
1350 is erronecus because no account was taken of the serious droughts in
1340 and 1350. Further checks can be provided by detailed comparison wits 3
other significant economic Indicators such as electricity consmpﬁm‘. -
produciion data and crop estimates. However, error in all these data will

considerably detract from the ussfulness of such checks.

So far. the monetary estimstes have been tested for thelr asbility to . .
forecast short-run fluctwations in the level of econcmic actlvity. Apaﬂ j
fram the evident Inabllity ro forecast those fluctuations caused by c!inﬁtic ;.
varlance, the estimates apparentiy scored well on the two tests administered. ‘:‘
To assess the accuracy of long-run trends, however, different tests are -

required

The long-run correlation between velocity and currency/money ratios ‘
hes aiready been mentioned. Velocitles calculated by dividing Eat’l&iu“ c
GNP et current prices by the money stock are presented in ‘?ab!es and. :

Figurz 2. The absence of any trend In veloclity #s supported by ths lbs@m;e “11



TABLE 9

VELOC!TY AND CURRENCY/MONEY RAT10S

; 1332 - 1350
;_ Date Velo~lty Based Currency/Money
B ' ; on Estimate C Ratlo
1332 9.524 0.7%
1333 8.541 0.685
1334 | 7.748 0.636
133 8.816 0.654
;i | 1336 10.241 0.736
: 1337 10.566 .76
. 1338 9.115 , 0.721
’ 1339 9.243 0.740
T 1340 9.053 0.799
1341 | 8.563 0.809
1342 8.238 0.799
| 1343 8.463 a.798
1344 9.131 0.760
| 1345 10.036 0.729
2 1346 10,252 0.749
i 1347 9.649 - 0.768
‘ 1348 | 8.958 e.775
B ' 1343 9.182 0.775
1350 9.526 0.760
Average 9.202 0.747
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of any trend in the currency/monuy ratio.

Ef tt is the . sie accepied thst no trend ha: o;¢urred in velocfty,‘
tscn ihe average arnusl lacrease in GNP al current prices over the period
1332 = 1351 has been 12.2 per-cent. The reliability of this figure s
supporied by the fact that the aonetary estimates at current prices do
agree witk the selection of indepzndent estimates presented in Table i.
Using the purchacing power parity price Index, GNP at constant prices has
increased at an average amrual rare of 4.5 per cent. If poﬁulltlon has
been expanding at an aversge annual rate of 2 per cent, per capita real
income has thus besn growing by an average annual rate of 2.5 per cent.
in the lighi of 3 recent survey 1‘3;7 supported by the tmprcs#iens of
several other obscrvers; @ growth rate of this magn!tude should not
automatically be rejected. 1t docs. however, sharply contradict tccepﬁéd

beliefs on econoric stagnatics in Afghanisten (e.g. £r1_75.

The csz?métes of GNP presented above havﬁ inptic!%ly assumed a constent
propertion of fmputed Income Irn the total. Alvhough Afgnhan agrlculture
is hkighly dependent on anmusl precipitarion the inslasticity of demand for
agricultural products results in Righer lncomes In current prices within
this sector during years of poor production than during years of good harvest.
Un the assumation thati price ckanges apprﬁminately cancel changes In quantiyy
it has been decided not to atiempt any further adjustments toc the GNP serie:

produced. Furthermore, the insccuracy of estimates of crop production
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introduces errors into the estimates which the monetary estimates were

designed to eliminate.
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Lo clusicn

Teking 2 L.4 per cent growth in GNP at constant prices as the basic
objeziive of the Fourth Plan, the maximum non-inflatifonary monetary
expansion on the basls of past experlence Is also an annual flgure of &.4
per cent, assuming no change in official foreign exchange holdings. Thus,
tiie optisur expansion In domesiic credit, which with the necessary simp tfying
assumntions equals the Increase in the moncy stock, would be about
Afs 2 43&w. This represerts less than 10 per cent of the total planned
tnves tment outiay. it has been shown elsewhere that a programms of actlwg
finercia! development might enable over half of this investment to be
finerced from non-inflationary domestic credit expansion _1_-8_7. This is

Just cne Fllustration of the poiential of flmancial development.

The material presented In the previous section suggests In various

ways. all of which reinforce one another, that there has baen no significant o
deci:re in the velocity of clirculation over the past t\:o decades In
Afgharistian. The significance of this lies in the fact that velocity can

be used to measure finencial development. The latter is the most important

determinant of economlc growth / 8; !8__7.

The inverse of velocity measures the preportion of income held on
averace Ia the form of money. Ttm. any decrease In velocity is an lné.rgas-:x

In tris proportion, t.e. is 2n Increase in the demand for money per wmit of



Incore. in a country like Afghanistan, where money is the only important
financial claim, an Increase in the demand for money per vait of Income
incresses financial savings and results In & relative expansion of the
financial sector which provides such financlal claims. The importance of
this expansion for mobilising savings into productive Investment has been

taken up in some detall elsewhere _{,-!0_7.

The causal links betwesen rinancial develcpment and economic growth
are twofold: first, an $ncrease in savings Is a concomitant of financial
development; second, a higher proportion of savings Is held in financisl |
form. in turn, these kave two effects on imnvestment: first, 1Enmtnait
fncreases; second, its productivity rises. The Incresse in savings
occurring with financlai development frees additional rescurces for
investment. The Increase in the proportion of savings held In financial
form means that a greater portion of that savings can be allocated to the
most productive lnvestment opportunities by the financtal system. Since .
the real Interest raté i1s the critical varlable in financlal developmen:,
a positive relationship exists between It tnd both the quantity and quality
of investment. Hence, it is concluded that Afghanistan possesses ensrmous
growth potential from a positive policy of financial develdmt which toek
the real rate of Interest as the key veriable. This again hes been

considered in some detall elsewhera [30__7:
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