
FOR AID USE ONLY 
AINCV FOn INTURNAVTONAL DKVtLOPMCNT 


WASHINGTON. 0. C. o,2.
 

BIBLIOGRAPHIC INPUT SHEET 
A. PRIMARY 

1.SUBJECT Agriculture AE10-0000-0000 
CLASSI

. Sr.CONDARVFICATION 
Agricultural economics
 

2.TITLE AND SUBTITLE
 

Food grain and energy prices and inflation
 

3.AUTHOR(S)
 

Johnson,G.L.
 

"
"NUMBE R OF PAGES 6. ARC NUMBER4.DOCUMENT DATE '
 

1975. hip. ARC 
7. REFERENCE ORGANIZATION NAME AND ADDRESS 

Mich.State
 

8.SUPPLEMENTARY NOTES (Sponsorinj OrdflnBialion, Pubishers, Avalobiltty) 

(In KASS issue paper no.8)
 

9.ABSTRACT 

10. CONTROL NUMBER II,PRICE Of DOCUMENT 

PN-AAB-771 

12. DESCRIPTORS IS. PROJECT NUMBER 

Cost indexes Inflation 

Energy needs 

Food sipply 
Grain crops 

Prices 
Raw materials 

14. CONTRACT NUMBER 

CSD-2975 Res. 
IS.TYPE OF DOCUMENT 

AID o90.,(4-741 



Glenn L. Johnson '. '
 
28 April 1975
 

'FOD GRAIN AND ENERGY PRICES
 

AND INFLATION
 

Since KASS work start6d in 1971 Korean monetary/fiscal concerns have
 
shIfted from preventing InflatIon to countering Korea's recession. 
 The
 
catch word now Is "counter recessionary."
 

Since 1971 the won/dollar exchange rate has Increased from 373 to
 
481W per dollar while the dollar has been devalued against the German Mark,
 
French Franc and Japanese Yen, and the U. S. 
consumer price Index has risen
 
from 121.3 to 155.4 InDecember of 1974. 
 In Korea the WPI has risen from
 
108.6 in 1971 to 210 InDecember of 1974 with the Increase In 1974 being
 
44.6 percent. 
The Korean (all cities) CPI Increased 28 percent Inthe
 

one-year period ending InNovember 1974.
 

The Korean economy Isexperiencing difficulty with its exports, BOP
 
ind, hence, Industrial employment. Counter-recesslonary efforts include
 
lelayed tax collection, work relief priJ.ects and a speedup of government
 
expenditures since late 1974. 
 Ifresumed ex'ort growth and these fiscal
 
measures do not bring the economy out of Its recession by mId-1975, as
 
assumed, the government will have to reassess Its plans Inthe light of
 
conflicting pressures to restrain Import demand and maintain employment.
 
Domestic credit Isexpected to Increase 20 to 23percent Inthe first
 
half but Is limited to a 32.4 percent Increase In 1975 by the IMF Standby
 

Agreement.
 

Before raising questions about Increasing the supply and velocity of
 
money In Korea to counter the Korean recession, It Isworthwhile discussina
 



relationships.'between,prlce cha'ngesdand inflation with" considerable 

.attention tofood grainicingpoicles and prorms n Korea.0 

Prices Indexes, Inflation, and Deflation
 

Changes inthe supply and velocity of money relative to the quantity
 

of goods'and services available Influence prices and are reflected In
 

Thus, changes Inprice Indexes are symptoms of deflation
price Indexes. 


and Inflation but are not Inflation or deflation, Increases Inthe'
 

quantity times velocity (QXV) of money, given the quantity of goods and
 

services, are Inflationary; decreases Insupply or Increases indemand
 

Increase prices but are not Inflationary unless there are linkages which
 

Increase the supply and velocity of money; conversely, Increases insupp!
 

and decreases Indemand decrease prices but are not deflationary again
 

unless the supply and velocity of money are decreased by linkages betweer
 

Thus, it is importar
the monetary/fiscal system and the price decreaes;s. 


to distinguish between: (1)the direct effect of changes Inthe supply
 

of commodities on price Indexes, and (2) Indirect effects of the direct
 

changes Incommodities on the supply nd velocity of money. Inconnectl(
 

with the latter, It Isnecessary to look for'and examine the Ilnkages
 

between changes Incommodity prices and their causes, on one hand, and
 

changes Inthe supply and velocity of money on the other.
 

World demands for food grains have Increased to reduce the supply 0'
 

food grains avallable to Korea. Also, the supply of petroleum products
 

available to Korea has been reduced. These decreases insupply have
 

Increased prices but are not, Inand of themselves, Inflationary unless
 

the necessary linkages to the money supply exist. Ifthe supply and
 

velocity of money remains unchanged, a decrease In the supply of food
 

grains and potroleum would Increase their prices while decreasing the
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prices,of other commodties to leave the Korean CPI 
relatively unchanged.
 

Slr'larly anincrease In the supply pf food grains or petroleum would
 

decreaSe their prices while Increasing other prices and leave the overall
 

price indexes relatively unchanged. It is Important to note that decreases
 

in supply which Increase the price Indexes do reduce per capita,real
 

Incomes without Inflation while Increases In supply do decrease price
 

Indexes and 
Increase per capita Incomes (without deflation). The Increase
 

orrdecrease Inreal per capita Incomes takes place whether or not inflation
 

or deflation takes place as supplies are 
increased or decreased. Merely
 

controlling price Indexes does not change what happens to real 
Income
 

though Itmay change the distributions of Increases or decreases inreal
 

income among people. 
Attempts to control the distribution of changes in
 
real 
Income among groups are often camouflaged as counter-recesslonary or
 

counter-inflationary.
 

Inflation or deflation--changes Inthe quantity and/or velocity of
 

money--result from:
 

(1) fiscal operations of government,
 

(2) .the creation or elimination of money and near-monies
 

by .government and the banking system, and
 

(3).International money flows.
 

There are various linkages between individual commodity~prices and markets4
 
on. one hand, and thi.above ways of Influencing the quantity and velocity
 

,of money, on the ot'ier. Food grains and petroleum prices and markets are
 

linked to the supply and velocity of money invarious ways. -These linkagei
 

Influence food grafi, 
and petroleum prices Indirectly by changing the
 



quantity and velocity of money. Fromthe standpoint of'control.ling'.

.Inflationand countering recessions, these linkages.are of greater Im

portance than the direct Influence of changes inthe supply of food
 

grains and energy on the levels of various overall price Indexes.
 

InKorea, there are at least three,possible linkages between fd"
 

grain prices and the quantity and velocity of money as a result'of:.
 

(1) the food grain fund deficits, 

(i) the monetary flows associated with the importation of 

food grains and, 

(3) the responses of the ec~nomy to changes in food and
 

energy prices which Involve levels of unemployment,
 

effective demand, productivity, etc.
 

Unlike countries with powerful labor unions, the Korean linkage isweak
 

between food prlces and the supply of money via the political pressures
 

which large, well-organized unions can bring to bear on monetary/fiscal
 

decisions and officials; however, Korean Governmental officials themselves
 

are keenly sensitive to the relationshlps among food grain prices, levels
 

of employment, productivity, etc., on onethand, and political stability,
 

on the other.
 

The food grain linkages to the supply and velocity of money have
 

three dimensIons. First the Korean Government now sells or releases
 

grains at prices lower than cost, thus contributing to the overall government
 

deficit. In 1973, the food grain account deficit of 65 billlon won was
 

over twice the ROKG fiscal deficit or 29.4 billion; in 1974 itwas 148
 

billion won and accounted for almost all of the overall flscal- deficit
 

o.f 160'bIllion. 
 In 1975 a deficit of at least.200 bllIIon won IsantIcIpated.
 



Second. food grains imports are SCQmeTimes:tTinanced with long term loans
 

this permits receIpts from food-graln sales to be used to finance gover
 
ment operations, meaning that the deficit from domestic revenues are
 

larger than the published deficits. 
 In 1973, food grain imports were
 

financed under PL 480 operations to the extent of 38 billion won but wer
 

negligible In 1974.
 

inaddltlon to th4 food grain account deficit, there is the fertllzer
 

accounf deficit. 
Whether financed directly by government as a part of
 
the nominal ddflclt or Indirectly as part of the actual ROK budget deficit,
 

the:fertilizer deficit Increases the supply of money. 
Inearly 1974 a.
 
fertilizer:account debt of 42 billion won was taken over by the fiscal
 

sector Indicating approximately that much deficit financing for the
 
preceding years. Little fertilizer Is Imported directly; however, the
 

P205 and K20 components as well 
as the energy used to fix nitrogen are
 
almost entirely Imported. 
 Further, the capital equipment used to manu

facture fertilizer is Imported with long term financing. 
 It is not likely
 
that International financing of fertilizer materials, energy to fix nitrogen
 

and fertilizer equipment has had a large Inflationary Impact.
 

The fertilizer fund deficit reduces food grain prices by contributing
 

to food grain production. This along with the more 
Important direct
 

Influence of the two deficits holds down the food component ot the CPI
 
and the fertilizer and food grain components of the WPI while freeing
 

Income to raise other components of those Indexes. 
 Though low food grain
 

release prices are often advocated as necessary to prevent Inflation, they
 
control the price indices directly while the resultant food and fertilizer
 

account deficits are Inflationary and, perhaps, counter-recessionary.
 

However, the low food grain release prices may redistribute real 
Incomes
 



iy."restrictlng food'graln and fertilizer prlce Increases and shifting
 

*he piceincreises to goods and servIces less Important to low incomi
 

iersons. Itmust be pointed out that this redistribution conclusion is
 

ierely theoretical and is unsubstantiated by quantitative research.
 

For the country as a whole, the food grain and fertilizer account
 

leficits to hold down prices only hide temporarily the fact that decreases
 

n the supply of foreign goods and services decrease levels of living in
 

importing countries such as Korea.
 

A third possible linkage between the supply and .elocity of money,
 

)none hand and food grain deficits, on the other, Involves the variables
 

Inthe Keynesian analysis. That analysis concentrates on how to bring
 

iconomles out of depressions and recesslon hy Increasing employment,
 

)roductlvlty and real per capita Incomes through monetary/fiscal opera-


Nlons without Inflation or, at least, without Inflation so damaging as
 

o offset the advantages of Increased employment and productivity.
 

Inconsidering this linkage, one can note that, external Increases
 

Infood grains and energy prices have thrown the Korean economy Into an
 

ixport recession. It Is argued that the recession should be countered
 

olth measures to Increase the supply and velocity of money while holding
 

lown the prices of food grains and energy Inthe domestic Korean market.
 

)ne of the difficulties with this argument isthat much of the loss In
 

lemand for Korean products has taken place In her export markets where
 

purchaslng power has been drained off by petroleum and food grain
 

exporters. Increasing the velocity and supply of money inthe domestic
 

economy does little to stimulate exports and Inflates costs for the export
 

sector to make further devaluations of the won necessary to compete In
 



export markets. 
Korea cannot easily Isolate herself from foreign marketi
 

because of her dependence on Imported energy'and her needs for export
 

earnings to service her external debt.
 

The Inflationary forces originating in the food grains and fertlliz4
 

subsectors of the agricultural sector are small relative to her GNP and I
 
thechanges in Korea's CPI and WPI 
for 1973 and 1974. A rough appraisal
 

of the inflationary forces being generated InKorea's domestic banking
 

and International trade sector is found Inthe nextsectionof this working
 

paper. 
The list section examines the question of how much counter-'
 

recessionary effect Is needed from agriculture as well as the question
 

of whether the Inflationary forces which can be generated Inagriculture
 

can also be counter-recessionary.
 

Counter Recessionary and Inflationary Forces
 

Being Generated In the Nonagricultural Sectors
 

The nonagricultural sector of the Korean economy has generated much
 

of the Inflationary forces behind the price Increases summarized earlier.
 

Though the government general budget showed a surplus of 31 billion won
 

for 1974, the deficit spending Inthe last half significantly reduced an
 

Darlier estimate of 100 billion won surplus for 1974. 
 Extra-budgetary
 

iccount deficits converted the regular budget surplus to a fiscal deficit
 

)f 160 billion. 
PL 480 Imports of 38 billion won ($95 million) of
 

igrlcultural products In 1973 provided revenues of approximately 28
 

Olllon won from the sales proceeds. (PL 480 Imports In 1974 were
 

iegligible due to suspension of sales.)
 

In 1974, Korea Imported goods and services, which exceeded the value
 

ifher exports by around 840 billion won, which was about 12 percent of
 



8
 

Korea's GNP. These relatively large Imports of goods"and services undoubtedly 

did much to hold down Increases inthe WPI and CPI. In 1974, net foreign
 

credit and money transactions were around 800 billlon won to Korea. 
A
 

substantial amount of this was used to finance the purchase of Korea's
 

net imports valued at 840 billion won without reducing won In circulation
 

In Korea. 
 Inaddition Korea expanded its money supply (M) (excluding
 

quasi-money (M
2)) by 216 billion won or 30 percent. Thus, the inflationary
 

pressure on domestic prices In 1974 Include 800 billion won from foreign
 

financing, 216 billion from domestic monetary expansion and a 160 billion
 

won budget deficit. Offsetting this was the 840 billion net Inflow of
 

goods and services.
 

Before adding these figures up, we should multiple the Increase In
 

money supply by 7 
as the won in the money supply were used an average of
 
7 times Ingenerating Korea's 1974 GNP of 6,943 billion won. 
The resultant
 

total 
is 1,622 billion won which Isover 23 percent of GNP and compares
 

with a 44 percent Increase Inthe WPI and about a 30 percent Increase In
 

the CPI for the same year. The food and fertilizer accounts deficits
 

accounted for less than 15 percent of the 1,622 billion.
 

Since January of 1975 there has been a small contraction Inthe supply
 

of "narrow money" (M
1) and a slowing down In the rate of expansion of
 

"quasi-monay" (M
2) while the total of M1 and M2 has continued to expand.
 

This expansion isbeing reinforced with "front end loading" of government
 

expenditures and revenue collectors under which collections are delayed
 

and oxpenditures speeded up. The expansion Inmoney supply Isalso
 

reinforced with an anticipated 1975 budget deficit by the ROKG estimated
 

In late 1974 at 240 billIon won, 180 billion of which was to originate
 



Inthe Grain Management Fund account. 
However, the latter deficit will
 

probably exceed 200 billion wcn, despite the recently announced Increase
 
In food grain release prices. 
 Inaddition the fertilizer subsidy defil'
 

is now estimated at 150 billion rather than 90 billion won.
 

The Counter Recessionary and/or
 

Inflationary Roles of Food Grain Deficits InKorea
 

Korea's recession isprimarily In her export sector. 
The domestic
 
sector Isgrowing rapidly, Isat near capacity within its present structure
 

and Is experiencing rapid price Increases.
 

At this point, a question must be raised about the counter-recessionary
 

value of Increases Inthe quantity and velocity of money. 
Superficially
 

one would expect that, domestically, price increases rather than production
 
Increases would result from Increasing the supply and velocity of money
 
as the unutilized capacity of this recession has been mainly Inthe export
 

sector.
 

Empirically however, the seasonally-adjusted Index of Industrial
 

production (1970=100) expanded from a general 
low of 222.4 In November of
 
1974 to 248.1 InJanuary which was above Its July 1974 level. 
 Fairly
 

-similarpatterns have been followed by the components--mining, electrical,
 

and manufacturing production. 
 Export oriented subsectors stood (in
 
January of 1975) above November 1974 Inthe cases of teJtiles, electrical
 

products, and wood products but below inthe cases of garments and rubber
 

products. All categories of mixed domestic and export and of domestic
 
were above November 1974 levels InJanuary of 1975. 
Also InJanuary of
 
1975 two of five export subsectors were producing above July 1974 levels.
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in Tne case OT Tne mixed domestic/export'subsectors, four of the five 

subsectors were producing above July 1974 levels while both of the two
 

domestic subsectors were above the July 1974 levels. Clearly, expansion of
 

the domestic money supply has been associated with increased production
 

Indomestic subsectors and in some of the exriort subsectors.
 

The expansion Indomestic production has probably come about, In part,
 

by devoting unemployed labor and other resources from export subsectors
 

to production Inmixed or domestic subsectors. Some of the expanded
 

production of the export subsectors may be In response to expanded demands
 

from the domestic markets. A crucial question Iswhether the expanded
 

production of textiles, wood products, transportation equipment, Industrial
 

and other chemicals, Iron and steel, and refined oil products has been
 

marketed at home or'abroad. Until Korea's exports reach satisfactory
 

levels she will not be able to buy the inputs she needs, or make the
 

debt payments on which her credit worthiness depends. Inthe meantime,
 

reservations must be maintained concerning the success of Increasing the
 

domestic supply of monies and near monies to counter an 
Internationally
 

Induced recession InKorea's export subsectors.
 

Whether or not the food grain and fertilizer accounts are Inflatlon.,y
 

villains or counter-recesslonary blesslngs Isnot clear. It looks as If
 

they are not the major cause of Inflation. They are no an Important
 

means of bringing the economy out of an externally Induced export recession. 

The value of maintaining low food grain prices to aid the poor is even 

questionable as we know so little empirically about the net distributive 

effect of subsidizing food Imports and how Incomes of the rural poor are!! 

affected relative to tho urban nnnr 



I seeemsrclear-that KASS and GMPprojections wil.ll require very
 

carefuI "off- IIne"; Interpretat Ion before being used to argue that di fferent.
 

ways of handliing food grain and fertilizer prices and accounts,have either
 

cot'nter- inflatlonary or counter-recessionary values.
 

Clearly what Korea needs is an expansion of world demand for her
 

exports. It shouid be pointed out that the capacity of Korea to produce for,
 

both the domestic and foreign markets can be Increased by making structural
 

changes In technology, Institutions, and people as well .as by manipulation.
 

of her monetary/fiscal affairs though deficit financing (domestically and"
 

Internationally and governmentally as well 
as privately) may be helpful
 

inmaking such structural changes. Parts of the Saemeaul movement Involve
 

projects and programs to develop human skills and motivate people. Other
 

parts of the movement Involve the creation of public and private capital
 

with fixed underutilized human, land and capital resources. To do this
 

may require structural changes In Korean Institutions., Other desired
 

changes In productive capacity may require technological change.
 


