—
R o -y
BIBLIOGRAPHIC INPUT SHEET o , S
A, PRIMARY o .
1, SUBJECT . . S, . - -
CLASSI Agriculture SR AElQ OQOO 0000

FICATION B, SFECONDARY

Agricultural economics
2. TITLE AND SUBTITLE

Food grain and energy prices and inflat:i'dﬁ.;ﬁ'".‘

3. AUTHOR(S)
Johnson,G.L.

S —— Y ==
4. DOCUMENT DATE » S. NUMBER OF PAGES 6, ARC NUMBER
1975 . 1llp. ARC
7. REFERENCE ORGANIZATION NAME AND ADDRESS ‘
Mich. State

8. SUPPLEMENTARY NOTES (Sponsoring Organisation, Publishers, Avallability)
(In KASS issue paper no.8)

- 9. ABSTRACT

10, CONTROL NUMBER

11, PRICE OF DOCUMENT
PN-AAB-771 '

12, DESCRIPTORS 13, PROJECT NUMBER

Cost indexes Inflation

Energy needs Prices - 14, CONTRACT NUMBER
Food svpply o Raw materials CSD-2975 Res.
Grsin crops o 18, TYPE OF DOCUMENT

AID B00<1 (4=74)



PAAR- 771
CSO-297< e

Kiss Tsse Popen &

Glenn L. Johnson /’"/'z'
28 Apri 1975 g
FOOD GRAIN AND ENERGY PRICES
AND INFLATION

Slnce KASS work sfarfed ln 1971 Korean monetary/fiscal concerns. haVe
;shlffed from prevenflng lnflaflon to-countering Korea's recesslon. The |
*cafch word now ls "coun?er recesslonary "

- S!nce 1971 the won/dollar exchange rate has Increased from 373 to
481% per dol lar whlle +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 In December of 1974. In Korea fhe WPl has risen from
108, 6 in 1971 to 210 In December of 1974 with the lncrease In 1974 belng
44 6 percenf The Korean (all clfles) CPl Incressed 28 percent in the
one-year period ending in November 1974,

" The Korean economy Is experlenclng dlfflcul1y with Its exports, BOP
:nd, hence, Industrial employment, Coun?er-recesslonary efforts Include
lelayed tax collection, work rellef prbgee+s and a speedup of governmenf.
expenditures since late 1974. |f resumed eiﬁorf 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 In +he | ight of
conflicting pressures to restrain lmporf demand and maintaln employmen?.
Domestic credit 1s expected to Increase 20 to 23 percent In the first
half but Is Iimited o a 32.4 percent iIncrease 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 Is worthwhile discussing



_atténtlon to.food graln'pricing pol Icies and programs 1n Korea,

Prlces lndexes, lnfla?lon, and Deflation: -

Changes in the supply and velocl*y of money relaflve to the quan+lfy'"
;'of goods and services avallable lnfluence prlces and are reflected In

price indexes. Thus, changes In prlce lndexes are sympfoms of defla*lon
 and inflation but are nof tnfla*lcn or defla+lon. Increases in fhe
quantity times velocl?y (QXV) of money, g|ven fhe quan+lfy of goods and
services, are lnfla?lonary, decreases In supply or Increases in demand
fncrease prices but are not inflationary unless there are |linkages which
Increase the supply and velocity of money;_cOnverse!y, increases In suppl
andvdecreases in demand decrease prices but are not deflationary again
'unlesé +he supply and velocity of money are decreased by |inkages betweer
“the moné+ary/flscal,$ys+am and the price décreases. Thus, it Is importar
to distinguish between: (1) the direct effect oflchanges in the supply
‘of'commodl*les on price indexes, and (2) lnd!recf.effecfs of the direct
changes In commodities on the supply and velocity of money. In gbnheéfl:
with the latter, It Is neceésary to look f;}’and examine the |lnkaggs
"befweeh‘ch:nges In commodlfy prices and their causes, on one hahd,,aadfu
 cﬁanges in fﬁe supply and vélocl?ylof money on the other. o

" World demands for food grains have Increased to reduce +he"su§¢ly #
~ food grains avallable fo Korea. Also, the supply of pefroleum'pro&dcf§”
.i:avaljable to Korea has been reduced. These decreases In supply héve

| lpcreased prices but are nof, in and of themselves, inflationary unless
the necessary |linkages to the money supply exist. I1f the supply and
vaeloclity of money remains unchanged, a decrease In the supply of food

grains and potroleum would increase thelr prices while decreasing the



prlces of ofher commodl?les +o Ieave fhe Korean CPI relaf'vely unchanged.,
'iSlmllarly an lncrease !n The supply pf food gralns or petroleum would
'?decreabeffhelr prlces whlle lncreaslng other prices and leave the overall
-:prlce lndexes relaf[vely unchanged. It is Important to note that decrease= v
4ln supply whlch Increase the price lndexes do_reduce per capita real |
‘lncomes wlfhouf Infla+lon while Increases In supply do decrease price
lndexes and increase per caplta Incomes (without deflation). The Increase' |

orvdecrease in real per capita incomes takes place whether or _not inflation

or deflation takes placé as supplles are increased or decreased. Merely
confrolllnguprlce Indexes does not change what happens to real Income
‘though 1+ may change the distributions of Increases or decreases in real
vthOme among people. Attempts to control the dlsfrfbuflon of changes in
‘real Income among groups are often camouf laged as counter-recesslonary or
counfer-lnflaflonary.

Inflation or deflation--changes in the quantity and/or velocity of
mpney--resul+ from:

(1) flscal operations of government,

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

by governmenf and the banking system, and

(3) lnfernaflonal money flows. A
,There are varlous llnkage= between individual commodlfy prlces and markefs.'3,
'}on one hand, and +hn above ways of lnfluenclng fha quanflfy and veloclfy
'fof money, on the ofher. Food grains and pefrolaum prtces and markets are
‘Vllnked to the supply and veloclty of money In various ways, ' These I!nkage‘

Influence food graln ard petroleum prices lndlrecfly by changing the



,quanflly and veloclfy of . money._ From lhe sfandpolnf of confrolllng
ilnflaflon and countering recesslons, fhese llnkages are of greafer lm-;l
fporlance than the direct lnfluence of changes In the supply of food |
egralns and energy on the levels of varlous overall prlce lndexes.;.f7'l
In Kbrea, there are a+ leas+ fhree posslble llnkages befween foodi}
graln prlces and the quanllfy and veloclf« of money as 2 resull of.
T the food grain fund deflcl‘ls, ey |
“(Zl-ffhe monelary flows assoclafed wllh fhe lmporlallon ‘of:
food grains and, |
(3)the responses of the eccnomy- to changes I food and
fenergy prices which Involve levels of unemﬁloynenf,
effecllve demand, productivity, etc.
,7Qﬁlike countries with powerful labor unions, the Korean llnkege-ls weak
lbelneen food prices and the supply of money via the political pressures
_ewhlch large, well-organlzed unions can brlng 1o bear on monetary/fiscal
,declslons and offlclals. however, Korean Governmen?al officlals themselves
'are keenly senslllve lo the relellonshlps among food" grain prices, levels
of . employmenf, producflvl+y, efc., on one hend. and political slablllly,
.on lhe ofher.
, The food graln I Inkages to lhe supply and veloolly of money have
lfhree dlmenslons. First, the Korean Governmenf now sells or: releases
gralns at prices lower than cost, fhus conlrlbullng fo lhe overall governmenf,
“detlcit. In 1973, the food graln accoun'l' detlcit of 65 billlon won was
_fover fwlce the ROKG flscal deflcit or 29.4 bllllon, in 1974 ll was l48
fbllllon won and accounted for almosl all of +he overall flscal deflclf

fwof 160 bllllon.‘ ln 1975 8.deflcit of af Ieasf 200 bllllon won ls anflolpefed{



;§ggggg, food grelns lmporfs are somerlmes rlnanced wlfh Iong ferm loans

[ ThJs permlfs recelpfs from food graln sales fo be used fo flnance govem
ﬁ‘menf opera*lons, meanlng that the deficit from domesflc revenues are
,larger +han fhe publlshed deficits. In 1973, food graln lmporfs were |
iflnanced under PL 480 operations to the extent of 38 billion won but wer
~negllglble in 1974,

|n addlflon fo tha. food graln account deficit, there is the ferflllzer
accounf'deflclf. Whefher flnanced dlrecfly by government as a part of
1he nomlnal deficlf or Indirectly as part of the actual ROK budget deficit,
fhe fer+lllzer deficl+ Increases the supply of money. In early 1974 a.
fer*lllzer accounf debf of 42 billion won was taken over by the fiscal -
sector indicating approximately that much deficlit financing for the
precedlng years. Littie fertilizer Is imported directly; however, the
P20 and KZO components as well as the energy used to fix nitrogen are
almost entlirely Imported. Furthar, the caplfal equipment used to manu-
facture fertilizer Is imported with long term financing. It is not lkely
that international financing of fertiiizer materials, energy to fix nltrogen
and fertilizer equipment has had a large inflationary impact.

The fertilizer fund defici+ reduces food graln prices by contributing
fo;food grain nroducflon. This along with the more important direct
lnfluence of the two deficlts holds down the food component of 1he CPI
and fhe fertilizer and food grain components of the WP| while freeing
lncome to ralse other componenfs of those indexes. Though low food graln
release prices are often advocated as necessary to prevent inflation, they
control the price indices directly while the resultant food and ferti!lzer

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

However, the low food grain release prices ray redistribute real i ncomes



1erely +heore+lcal and is unsubsfanflafad by quanflfa+lve research.

For the country as a whole, the food grain and fertilizer account .
Iéflclfs to hold down prices only hide femporaflly‘fhe fact that decreases
'n the supply of foreign goods and services decrease levels of living In |
{mporf;;g countries such as Korea.

A Iglgg_ﬁosslble | inkage between the supply and elocity of money,
>n one hand and food grain deficits, on the other, involves the varlables
'n t+he Keynesian analysis. That analyslis concentrates on how to bring
sconomies out of depressions and recessiciic hy Increasing employment,
yroductivity and real per capita Incomes through monetary/fiscal opera-
Fions without Inflation or, at least, without inflation so damaging as
to offset the advantages of Increased employment and productivity.

In considering this |inkage, one can note that, external increases
In food grains and energy prices have thrown the Korean economy into an
axport recession. |t Is argued that the recession should be countered
vIth measures to increase the supply and velocity of money while holding
jown the prices of food grains and energy in the domestic Korean market.
dne of the diffliculties with this argument is that much of the loss in
jemand for Korean products has taken place In her export markets where
purchasing power has been drained off by petroleum and food graln
oexporters. Increasing the velocity and supply of money in the domestic
economy does llf*|é to stimulate exports and inflates costs for the export

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



;exporf markefs. Korea cannot easlly isolate. herself from forelgn markef
tbecause of her dependence on Imported energy and her needs for exporf
iearnlngs to service her external debt.

The Inflationary forces origlinating .in the food. gralns and fer#lllze
rsubsecfors of the agricultural sector are smal.l relaflve to her GNP and 1
ifhe changes in Korea's CPI and WPl for 1973 and 1974, A rough appraisal
,of fhe lnflafionary forces being generated In Korea's domestic banking
land lnfernaflonal trade sector Is found In the next section of this working
'paper. The last section examines the question of how much counter-
recessionary effect Is needed from agriculture as well as the question
of Whefher the inflationary forcss which can be generated In agriculture

can also be counter-recesslonary,

Counter Recesslionary and Inflatlonary Forces
Being Generated In the Nonagricultural Sectors
The ndnagrlculfdral sector of the Korean economy has generated much
of the Inflationary forces behind the price Increases summarized earller.
Though the government general budget showed a surplus of 31 billlon won
for 1974, the deficlt spending In the last half significantly reduced an
sarlier estimate of 100 blilion won surplus for 1974. Extra-budgetary
sccount deflicits converted the regular budget surplus to a fiscal deficit
>f 160 billlon. PL 480 Imports of 38 billion won ($95 million) of
igricultural products In 1973 provided revenues of approximately 28
yt11lon won from the sales proceeds. (PL 480 Imports In 1974 were
leg‘lglble due to suspension of sales.)
In 1974, Korea Imported goods and services, which evceeded the value

f her exports by around 840 billlon won, which was about 12 percent of -



f{kbfea’s GNP, These relatively large Imports of goods and. services undoubted|y
'led much to hold down Increases in the WPI and CPI., ln 1974 nef forelgn :
: credH' and money 'rransacﬂons were around 800 b!lllon won to Korea. A L
ﬂfsubs?anTlal amoun+ of this was used to flnance fhe purchase of Norea 's

;lnef Imporfs valued at 840 bllllon .won wl*houf reduclng won ln clrculaflon

'ln Korea. In additlon Korea expanded its money supply (M1) (excludlnq
:quasl-money (Mz)) by 216 billlon won or 30 percent. Thus, the inflationary
pressu;e on domestic prices In 1974 include 800 biliion won from foreign
firancing, 216 billion from domestic monetary expansion and a 160 blilion

‘won budget deflicit. Offsetting this was fhe 840 billion net Inflow of

goods and services.

Before adding these flgures up, we should multiple the increase in-
money supply by 7'as the won‘lnljhe mone; supply were used an average of
7 times In generating Korea's 1974 GNP of 6,943 blllion won. The resuffanf
total Is 1,622 biliion woe.whlch Is over 23 percent of GNP and compares
with a 44 percehf Increase In the WP| and about a 30 percent increase In
fhe CPl for the same year. ~The food and fertilizer accounts deficits
accounted for less than 15 percent of the 1,622 billion.

Slnce January of 1975 there has been a small contraction In the supply
of "narrow money" (MI) and a slowing down In the rate of expansion of
s”quasl-money" (My) while the total of M, and M, has contlinued to expand.
fhis expansion Is being relnforced with "front end loading" of government
expendltures and revenue collectors under which collections are delzyed
and oxpenditures speeded up. The expansion in money supply Is also
reinforced with an antic¢ipated 1975 budget deficit by the ROKG estimated
In late 1974 at 240 blljlen won, 180 billion evahleh'Qes to originate



ln fhe Graln Managemenf Fund accounf., However, the  latter deficlf wlll
.probably exceed 200 bllllon wcn, desplfe the recently announced lncrease
In food graln release prlces. In addlf!on fhe ferfilizer subsldy deflcl

1|s now es+lma+ed at 150 bllllon ra*her +han 90 bllllon won.

The Counter Recessionary and/or
Inflationary ﬁoles of Fbod'éraln Deflcits In Korea

Korea's recession Is primarily In her export sector. The‘demes+ic
sector Is growing rapldly, Is at near capacity within i+s present s+rquune
and Is experiencing rapid price Increases.

At this point, a question must be ralsed about the counter-recessionary
value of lncreases'ln the quanflfy and velocity of money. Superficially
one would expect that, domestically, price Increases rather than production
lneneases would result from increasing the supply and velocity of money
as fhe'unu+lllzed capaclty of this recession has been mainly In the export
sector.

Empirically however, the seasonal ly-adjusted Index of Industrial
pmﬂﬁhnﬂﬂ%MMewm“dﬁmagmwulwofﬂL4MNwmmrM
1974 to 248.1 In January which was above Its July 1974 level. Falrly
simllar patterns have been followedhby the components--mining, electrical,
and manufacturing production. Export orlented subsectors stood (iIn
January of 1975) above November 1974 in +the cases of flelles, electrical
products, and wood products but below In the cases of garments and rubber
products. All categories of mixed domestic and excort and of domestic
were above November 1974 levels In January of 1975. Also In January of

1975 two of five export subsectors were producing above July 1974 laVels.
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N Tne case or The mlxed domesflc/exporf subsecfors, four of" +he flve o
fsubsecfors were produclng above July 1974 Ievels whlle bolh of fhe two
domesflc subsecfors were above lhe July 1974 levels. Clearly, expanslon of
.+he domesflc money supply has been assoclafed with lncreased production

;ln domesflc subsectors and In some of lhe expor? subsecfors.

v The expansion In domestic producflon has probably come about, In parf,
;by devoflng unemp loyed labor and ofher resources from export subsecfors
‘fO{producflon in mixed or domesflc subsectors. Some of the expanded
prodUcllon of the export subsectors may be In response to expanded demands
ffoo the domestic markets. A crucial question is whether the expanded
‘pcoducflon of textllus, wood products, transportation equipment, industrial
and other chemicals, lron and steel, and refined oil products has been
‘markefed at home or abroad Unti! Korea's exports reach satisfactory
levels she will not be able to buy the inputs she needs, or make the
deof peymenls on which her credit worthiness depends. In the meantime,
reservations must be malintained concerning the success of increasing the
domesflc supply of monies and near monies to counter an lnferna;lonally
‘lnduced recession In Korea's export subsectors.

Whether or not the food graln and ferflllzer accounfs are lnflaflono.,
ovlllalns or coun+er-recesslonary blesslngs Is not clear. If looks as -
'+hey are not the major cause of lnflaflon. They are noﬂ an lmporfanf
means of brlnglng the economy out of an external ly Induced export recession.
The value of melnfalnlng low food grain prices to ald the poor 1s even
ques+lonable as we know so |Ittle empirically about the net dlslrlbuflve

effecf of subsldlzlng food Imports and how Incomes of the rural poor are‘

affected relative to tha urban naar.



If seeems clear Tha* KASS and GMP oroJecflons wf | requlre very
;careful "off-llne" Inferprefaflon before belng used-fo argue +haf dlfferenf{
:Ways of handllng food graln and ferflllzer prlces and accounfs have elfher
fcounfer-lnflaflonary or counfer-recessionary values.

Clearly whaf Korea needs Is an expanslon of world demand for her
;éxporfs. l+ shouid be pointed out that the capacity of Korea to produce fon 
jbofh the domestic and foreign markets can be Increased by maklng structural
changes In +echnology, Insfl+u+lons, and people as well as by manipulation-
ofvher monetary/fiscal affalrs though deficit financing (domestically and"
‘Inférnaflonally and governmentally as well as privately) may be helpful K
Jp'maklng such structural changes. Parts of the Saemeaul movement Involve
”proJecfs and programs to develop human skills and'moflvafe people} thef
qutfs of the movement Involve the creation of public and private capital |
,yj+h,flxed’Underuflllieq human, land and capltal resources. To do this

may‘requlre structura! changes In Korean instltutions. Other desired

changes In productive capacity may require fechnologlcai‘chénge.



