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been handled by the black market were to now be aciepted on the

Marche Libre,

The reforms alsc azdopted the principal that the exchange
price win o Mull Cledpnsd Ploenl tnutrument whon applied to Atd
derived exchange. All exchange prices had to be treated differently,
however, The Xarche Libre. which had to hbe epen continucusly for
buying, and selling, was to have a single quoted rate with a small

spread between buving and selling. The rate was to be set twice
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committee chaired by the governor of the National Bank

and wizs to be based on the Black Market rate. Thus, an official

market could compete with the black market.,

Exchange Trom the ESF was to be so0ld thr ough the NMC twice weekly
y fixed guantitlies under a Dutceh auction system with a floor price
set and bids accepted ahove that floor price.’ The lowest acceptable
I; Bid was 1o be the bid that ‘ust absorbed zll the exchange available

But each successful bidder would have to pay the rate he bid. The
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0 act as a discriminating monopo-

113t and eollect all the area under the demand curve.

The CIP rave waz still set up by the U.S, government but
would be a fixed percentage elow the floor rate of the ESP. It

“ould be licensed, as it had always been, by goling through massive

Strievly speaking, the RSP functioned solely as an accounting entity to and
Toces whleh exclurye wis br r*:v&. The institutional arrangements fop selling
EXCHANTS O Imporers were ermed the Nouvesu Muche de Change,

e OIF should also nive been suetioned off bus 11,9, goverrment regulations
vawde tRIs kind of provadure diffeul

YV )

p “y

Z‘M




.}
2500 - . i
|
1
2250 E
BLACK MARKET RATE )
{ f.
2009 — :
..4"\ t
' AVERAGE BID RATE
BAMNGUE INADANA
p 7
JFED i ,(A\1
b .
ah i S
L9 i
bt |
SERE
z
=129
2
"
o _<
N NME
750 ¢ S e 750,000
/;om SALES OR NAC |
-
: &
o — \ : 500,000 §
o
[a]
Z
b
|t P Ju— 250,000 7
1
f ¢
\g [ T s g i [ S 1 [ ! 1§ 0
z’-?:ii’é 21371014152 17123 344 9 ng;zz& 2912 6 9216197124302 6 9
e vwsm GTICBER % NOVEMBER | DECEMBER JAMUARY
i
FadBoTy-2 g
Fiorure % A VENDy CPOTAL SALED G OTHYE NOUVEAU MARCHS:
S RATE AND AYERAGH BID BATE AT BANQUE
ITHADANA
LT r
LN
s
- - - o Y A R L : f v *




e e e e e

As a final irneovation, a2ll taxes on lmports not matched by
taxes on domestlc production were to be eliminated so that the
exchange rate became the true price of exchange and the device
throurh which rovernment revenues were collected. This rendered 5

tmpossible d1fferent inl taxatlon of imports but presumably at leat «
A

a portion of the lost revenue would be collected through the bid system

Complete data on revenue collectlons are nat‘available but
Figure % presents 2 picture of what happened to ESF sales and
exchange rates between September 1674 and January 1975. In
Interpreting Shese Tigures, 1t should be kept in mind that
altmest no exchange had been sold from the ESP for two months
prigr o September. The exchaznce rate before September had been

420 riels per dollar and the exchanpge price arcund 685 riels per

Betwean the Lime of the reforms in nmld-September 1974 and
mid-Japuary 1975, the louveau Marche witnessed & spectac&lar
rise znd parsial decline in the level of exchange rate bids for
It aiso recorded zn equally spectacular fall in the
amount of forelgn exchange demanded. During the pericd from mid-
Seprember until the beginning of November the bid volume per
session ranged between cne and two milllon dollars wlth the

average demand belny arcund $1,750,000. After mid-Hovember

Ity slso elisirated widespresd corpustion fn the customs department. It could
spve regueed the roverreent oayroll as well hvkd the povertment been willing
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it Is Interesting o compare the averacge bid rate and the
biack market rate shown ln Figure 3. With the exception of a
noert period in ewriy November and another in early December the
black market rate malntalned a fairly regular relationship to the
dverage bid rate. It should net be surprising that the twe tended
T move tandem since they had to be determined by the same forces

and were linked throurh the invelcling of on imports

-

Jective of ralsing revenue, it

ob
& be clear, even without detalled fipures, that the reforms

211y above the blachk market rate. In addition, the elimina. on
UotnrifMe mennt where wun Tittte Gpportunity to divert povern-

ment income from fmports into private peckets. In terms of stabll-

September and only 13 percent from September to January 19875,

The USAID price index rose 22 percent betwWeen August and September
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rigls; R be government revenue in riels;, C be ccunterparu funds
generated to the aceount of the U.S. government threagh the sale

of aid, o be th2 ratio of domestic taxes to domestic income,'& be?"

ad vazlorem import tax rate,_ be the equlllbrium exchange value

2 that relates the official exchange ra?e E ar
-he impory tax rate to the exchange value.' Using these symhols

we can express the impertant relsationships for the economy in a'“"

series of eguations. Total availebility measureﬁ in dollars-is;
XE = A¥ 4 o o= A% 4 ¥E R ¢ 0
If availability is measured in riels, it is:?

t’;‘- = ’W) E’?}}.. :h + Of - 1 + ‘f - . : ] ( 2)

g

The ratlio of the price at which exchange I5 sold to the exchange

pe :
vaiue 15t

R | (3

Thus ye oan reflsr henceforth to §¥ as the"exchange price.”
it from the "exchange value.”" In simplest. termé,"
exchangse value 1s what forelgn exchange 1s worth and exchange price

1 exchange value Lo be the exchange rate that one
3 were Iree Lo enerate, ariffs were zero, and the
i Jnmenu. It is approsimated by the black
ion of many other parameters in the system.
xc?anx@ value will be independent of | B,
can also be affected by such things as

starred; riel values will be unstarred.

Y

I \17-._(\&':1 Pt <=-n(7xz 1,3 Yren By
ey kb A > *

&
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e, sically imilifferent zbout payvine imporb duties or a:
Loher exekn There are thus an infinite number of combinations of
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& that J‘Fu i EINVg e sane 5.
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B = aY + REA% (&)
The remainder of the revenue from the sale of aid foreign exchange

acerues in couniterpart =2c¢¢ unts that are normally controlled by

LTI

o = EA% (5)

Lap g — 3 - - - . — e E
ToVdaL Peveonues availsbie Lo some g

avernmental entity are thus:

R o= of + {1 + 3)EA¥ = o¥ + &VAR - (6)
.

I¥ ¢ is lesz than one there is some fraction of the aid that.is

being diverted to people invelved in the import process, either

i

icials or importers. We shall 2all this importers rent and

2= (1 - A)VE¥ (7

av feor equabion (6) that if aid, as valued at the
exchanze value, replaces domestic ocutput on 2 one for one basis,’

*

v povernment entitles ilnereases as a fraction.of

T ] ey a8 RN
Lhe revemle regoivea o

tvhat acerues direcily uo the ald recelving country will be a function '
of 8. however. ‘fhe counverpart that Is acqulred by the U.S. Governf
ment is an exsra-budpgetary accumulation of loeal currency which is.
controlled by ithe local representatives of the U.3. with certain

A o 5 . N = ave | ~ m n o -
ietions imposed by Congress.

1@ it i1liuminates

. s * . o e T £
vive model Is an extremely simple ©

%

several uspects of an aid ecconomy. First, the total amount of real
pooids Z¥ Iz fixed in the short run by the amount of domestic pro-
vion and the suipeted quantity of ald. Policles that do not

affort thege twoe vhings will not affect total availability. Second,

L1

i

availanility rrovided & > o. The {ractlon of total avallability



23 aid becomes a larger and lorger part of total avallabi 1ty, the
ex¢change rate Deoomes  increasingly important in de termlnlng the

nominal revenue anqguired by government entities; for a given_amouﬂt e

aid dellars, the greater the ratic of exchange rate plus tariffs

ze value, the greatesr the amount of riels collected

to domestic income, the less imgartant/ﬁax policy becomes as &
meansg of ralsing revenue and the more lmportant it becomes as a

means of allcocating between two government entitlies the revenue
o5 of the two entities are
e early part of the four:
year perlod, tax policy with respect to ald and imports_becoﬁes
rrelevant; £ 2an be anything between one and zero without affeect-

-
R e Y

[N OV . Kl - Sy s . I ’ p :
ing anything other than administrative procedures. If the objecw

$ives are 11fCarant, gz ther beeame after Jume 1074, or 1f different

administrative procedurss result in different degrees of corruption,

g begomen important Yimaily, the greater the fraction of total

ed by Ald, the more cleosely the economy approxis-
mates Lhe vypionl exchange eccononmy of economle theory where everyone

. “oam o % ] N e SR LIS % ey e " y
sturts with oo "endowment® and Trade takes place o more people to

oreferred posi-lions.
Refore expawiing these themes, we should look at the other side of
zovernment budgzetary process, expenditures and see how the total budget

oly. The Khmer government had three direct
enue from domestlic taxes, the revenue from
n sale of forelpn exchange, and the money 1t printed

I we deline G? as movernment expenditures in lowal currency and
AE? sz the increase in money supply due Lo Kbhmer government expendi-
Lures, We have:!

nio is structure can be tallored
s Lt verss, the total amount

” ST ITe cnenar -
G Everue may e ”?’CJ&E‘“



= G- R =6 - af - EEA®. (8}
L .

The Hbhmer governmment was nob the only govermment spending
local gurrency in Phnom Penh, however. The U.S. governmment became
ne main spurce of funds for twoe separate {and to scmelextent
y operations, Refucgee fAeliefl handled by internaticnal
voluntary Agencies and Refugee Rehabilitation, under the ausplces
the Fural Development Foundation (RDF).! Both these activities
were zimost cimpletely cutside the control of thé Khmer govern-
ment. 8y the beginning of 1975, the projected budgets for these

r

ficial government budget. If we

delfine 5 as V.3, government expenditure in local currency and
)
A, 33 the change in supply due o the U.8. expenditures
wé have
m.,_wus J”"’ﬁ‘ 1 wus HA (9}

rhmer money nor borrow

L
A

tank, U.0. expenditures could not exceed

IT vhe .2, spert less than U.3. counterpart recelipts, the difference
i3

change in

) T P
rrenpnen 3 T ) o Ty T,
AR Q':'\ AT w0l

5’1:

Vision, the Fod Cross and CAFE, supported
e

>
p@?sennel vaf relied on the U.3. Misslon Tor funds to pay
Yo Bl i?f"., Peod iyl olothe relrees. The RDF wWas a4 non-
Gt rrorided some refugee support
2 o oI resebtlo refupees In & permanent
_; i"i * 2

e gus oy " 7, 1‘ ~ s,
Way ar maKe vroquetive g

L ToLagat

n. A1 its furds came from the U.S. govermment.

eevintoreart furnds wore somically transferred to the Khmer,
: '{“l(’\?@(\r‘-/\;’; ﬂ'*?’f f)i’,{’ \,pv YR "winﬂf‘pr»;;gj o smle fp@zen
‘:_;?'zwg:; wodld permit an equal mwount of money Lo be printed up

£ h O { AT e § e e #\ y \ y}%—-\){'\ ): (a,
without frerensing Lhe money supply.
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A = MM+ M =G+ G _ - oY - SVAY (10

in a2 situation such as Cambodia's it was evident that the

2

major determinant of inflation was the increase in the money

supply zugmented by any decline in the availability of goods and

increase in wveloeity .’ Anvihing that affected the money supply could be

expected Lo 2ffect inflation.

ERRE VY

gquation (10) indicates succinetly the important policy vari-
ables that Influenced the growth rate of the money supply; Khmer _
povervment spending, ¥.3. government spending, and the exchange price,
Ve in addivion to emphasizing the importance of the exchange_
price In the inTlationary process, it illustrates well another
aspect of the aid dominated Khmer economy. There were two inde-
pendent governmental entitiss making expenditure decisions. To
the ext¥ent That the U.3. released its counterpart funds to be
Spent on nen-government zctivities, the Khmer government was forcea'

either Yo print money or reduce its own budget expenditures.?

i@ do ot irmediately pei*# .

".oci*,;;.f iy be s? oW to oceur LY poop
will contin It may also be somewhat offset iIf the mone~
Zed O*‘“ L “f‘ ecowx*ry X ossrps G5 refuprees f‘lee £o urban areas
Tt H av un{)fl_t:‘}:)’ . .

AL "'e gomestic taxs t1 . 85 an J”‘,:}O ant: policy variable since domestic income
nept e taxation reguires a strond govern—
:L;J.S'C’l*l..)uulufl of" income arises as a re-
e mn enquired but these taxes are primarily for
& rescauts ing mart of FA¥, not for inereasing of.

e ol vhe aetivities supported by the U.5. counfterpart expenditures
toshould bave ""ﬂor‘@*‘"f‘f b@en included in the Krmer budget;. But
5*"1{“" e {} 7 "w\) differaent, entities. art of the
g urhority was the C‘r:):ﬁgm?ssimal rider
dration s;‘;l that forbld the use of counterpart for
: 1974, The effect of the ruling was to
to £ind non-ellitary activities tnslde and outside the budeet.
i

i Q\y) 4190 *"i‘iﬁ

o ¥
surcert . T4 alse i Lhe Voluntary Afmncies great _goli* !
sbiomphliuel Taoexnt thelr own operntions,




these observations are peripheral to¢ the main problem we

wish $o address, that of the role of the exchange price in genera-
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ng the price level. For any
level of z2id and zovernment sxpenditures, the rate of grow\,h of -
money surnly and the rate of inflation will be minimized by keeping
the exchange price 2t the highest possible level at all times.!

:ticnship bDetween the exchange price and the rate of growtﬁ;
2% supply means that the exchange price becomes a fiscal

instrument whose imporiance increases in direct proportion to the volume

we have distincuished betwesn two impertant concepts, the
exchanne value" and the "exchanpge price.” The exchange price is
+iable thas i3 simply the combination ¢f exchange rété”f
#iun vaxes and oan be gffected by changlog the value of elither bnei
b o
The exchange value, on the other hapnd, 1s a phenomenon of market

somehow oupnt %o be able to observe. DBoth are

- e
v 2 hatll & -1 -t e
a3l ,,M.;\ w R IR

imoorrant because any difTerence between them represents revenue the .
s, To the extent that the revenue is

not cellected 314 1z Iincome that skews the Income distribution toward_

mpnorters and government officials involved in lmporting and away

rw

:hall =ep inter, there m&y be tradeoflfs beftween revenue colf
and excel 3 that depend upon demand elasticities.

s from domestle taxation were $17.3 million.
gsrﬂ” *fnv reverpie from the sale of forelsm exchange was
! e ononey Sipply wWas proj Jected to Increase by

e ecpzlivalent of g ;fu$ ald wns expected to provide 75 percent of the
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exchange value 1s thus approximately equal

to Yhe black-markel rate. As & result, 23 long as the official_é#é'
ze prise i3 Leliow the black-market rate, the government will :
ing its revenue from the sale of Ald doliars. .Part“'
vhe exchance vaide will 53111 be available for absorption by:

the inmport cormpunity.  The model dmplics that Only by setting

1o the black-market rate can the govern~

Iv Iz eusy to gee {rom vigure ¢ tnat the black-market rate .
will be affected by a.shift
in either the offlcizl or the black-market demand curves. An
outward meovement In the demand for ilmports will result in an

Increage in under-=invoicing and g rise in the black-market rate,

while a shifc In the blgck-market demand curve will alse raise

cad vto net over-invoicing at the expense of total imports. Thesé ;”
results should not be unexpected. The markets are linked through
the false invelcinrm process and, as a result, behave very much

like one market. Hith one market or two, an lIncresase in demand

Tor doliars Lo pay for zirline services or some other Invisible

transfer (such as government missions; should lead to a deerease

L ~ fn Sy - wapes & P £© &
in exchnance available for fmporvs.

Y{see next pove. : | o  \9?.



not ascept this conelusion, arguing that Black

£ o

lespeciaily in a omall economy like Cambodia's) and
that the black~rarket rate will itself be a function of the official rate.

reasurement but nevertheless we reject this
onlv be an empirical matter but since
rreenbacks on the streets of Phnom
~r aetivity) but also about the transfer
anss as well, the "thirmess" argument
afficial amd Black Markets do exist,

a function of demand and "thinress™
to a changed situation. These _lags :

<
g1 o S
L LITH L0

st S S-SV Y

avi the of Picial rate would alseo be an
Appendin B indicates that under some rather

~ret pate 1s indeperdent of the official rate.
::*;ﬂ*mt rate 13 a sood target to alm at but

st tareet 1 achieved the dimensions of
indicator bofh diminish greatly.
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Although the model has aspects of apparent great simplicity,

its Implications were not well recognized nor by any means uni-
in Cambodia

ted 23 a basis for peliey decisions/until near the
end of the four year periad over which aid was so important. A
large faction in the Khmer government, and several adviscrs_fﬁam.
international orsanizations,maintained throughout the period
that raising exchiange rates could only contribute to inflation
tarsugh effects on Import prices and on the psychology of the
le. L3 a resulty, increases in the official exchange rate

vended to come about gporadically following confrontations between

PR - - N
v!"“-‘ id 3

the U.S. Ald Hisslon and the Khmer Covernment with representatives

[ P P ., S h g L, - - 3 LA 5 -
Lo wesl BHOVe vhe offlceial rave and rising continuously. At a

point whoan a2 new aureement releasing ald funds was $o be signed

3L and the Khmer governament the mission would ine
LIS

zist on 2 reasdlustnent of Sthe exchange rate and/the threat of not

2 ey 3§ o o PR o . AW * v om o ~ R .
signing the agreeneny e force a revaluation. The new rate would

inevitably be & compromise arrived at through negoti-
atlion but would noit be the maximum rate the market would bear nor

oy S Fows Tl em b e N . N it or T . - 3 , :
price lasibeltl extvenely temporary) ought to be. In other words,
i . p ey s 4 N « o o ERN SOl e | BT
The coneepl O tYhe excenange price 4s an anti-inflatlionary fisecal
TG &3 an estimate of exchange value
W .
wan noet S undersvoed.  Only Ia the summer and fall of 1974 were
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In terms of the primary objective of raising revenue, it

should be clear, even without detailed figures, that the reforms

represented an enormous improvement over the previous system.

WO

Se

he actual szles were made at prices very close to and occasion-

1y zbove ths blaek market rate. In addition, the elimination

tariffs meant there was little opportunity to d*vert govern-
kit Income from imports into private pockets. 1 terms of stabil-;
zation, the pallisy also sesmed to be effective. The Phnom Penh7

rking class price index rose 28 percent from August 1974 to

ntember and only 13 percent from September to January 1975

The USAID price index rose 32 percent between August and September
and anobher 212 percent betuween September and January. By either
measure there wns 2 vast improvement.




The reforms were nct without problems of ﬁhéir Cwn,_héwévér.i'“
The major one was the allcocation of income from the.sale-of.aid'
derived foreign exchanzge. When the import duties were elimihated%
211 revenue went into the counterpart fund controlled bfﬁthe-U.S.
mission. The ¥Khmer consented to this only because they bélieved-
that the ~ounterpart would be allocated Lo them for budget su?porﬁ{_ff
In the event, political pressure and a larvge innrease in refugee |
Low forced the U.5. Mission to promise most of the counterpart
revenue to the Yoluntary sgencies, leaving the Knmer high'and dry;-
The EKhmer were attempting o correct this situation by applying  
an sxchange tax directliy to the sale of exchange when time-rﬁn ¢u@gﬁ
The economice relorms based on the model presented éﬂ~ﬁhis-
paper wore by no means meant Lo be final steps. For example;

hanta

to the extent they were successful in mocHss the exchange rate to
the biack market rate zand elimisating most of the trading in.the_1
black marxet they would have also eliminated a target variahle.fori
the exchange value.! L new decision rule would have been fequired.
Cne posslibkiiity would have been Lo accept the purchasing power pafityf“
cory and move the exchange rate up with the domestic price level.
This wouid have meant z2lso accepting the idea that the equilibrigﬁ'

exchange value was the price that maximized revenue. An alternative

] - - By Fal +
poliey would have been toe force the
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rapidly than the price level rose. If the bidding process

interdependence so that
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the =nd of the wor. It is alsc debatable whether the politiecal
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te of inflatlion would suffigientiyfff

set the political cost of a forced loan to make the process of

ery and political events made superfiucus any furthér-eco-"
nomic experiments and, Lo some extent, render difficult interpreta-

it hap; ned after the reforms. It appears, however, that

ot

25 were siccessful in contributing to an increase in governs

ment revepne and z oreiugction in the rate of inflaticon.
the value or guality of the economic analysis:

dons in Cambodia, it was neverstheless apparent that all the economic

to o5 certaln extent somewhat analopmous to picking fleas
of Tz dur vhat has esneer in hopes of restoring him to health: _It
wiil maxe Lim mere cokfartoble, more faithful, and save energy by
stohing and thus prolong his 1ife. But the
1ivimate resulit will be vhe same uniiss fhe cancer 1Is cured.
Herardiess of the appropriateness of the pollicy and correctness of.
she wheory umieriyinge it, economic reform was necessary but not s&fe
fietent. The Tundamental problems in Cambodia were polltlical. Had
the peolicles adopted in September of 1974 been followed thrcughouﬁ:
o8 of mid, however, they cculd have helped stablliize ﬁhé

seonombe situaiion and led to o mere equitable distribution of income

war brrdon,  An g rosuly, fhey may have permitted more emphasis
v nevs ween vlzeed on the political problems that ultimately led to

whnt moot be recorded as one of tne saddest events of current: history.
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e only way in which the two can be 'ifferent is if

3 .

] i
gocds. T

the couniry is receiving {or ziving) foreign aid. If it *s
receiving foreign ald, consumption will be higher than proﬁuctidn;;-
Thus, the methaodology for determining resource 1css ccnsists

of measuring changes Iin cutput which result from three things.

First, phrysiecal destrustion of productive capacity;as a_resulb of?
hostilities. Secomid, loss of cutput capacity, including that fer

SRPOTL, due to loss of territery. Third, losses in output, inclu&ing
vhit for exporss, due elivther to diversion of manpower into the armed;*
Torces or to diversion of productive capacity from consumer goods ‘to

war meterlial that dossz nobl enter Into the consumption of army person—

nel or ovher private individuals. This third item 1s called “oppdr;:
Tunivy costs” and messures what could have been produced had mobiliu;

any loss of ald that was formerly re- -

ceived) measure the reduction in what ecould be called "total avail-

ablilivy." One clement Shat should be emphaslzed is the inclusion

Zrports measure the true 1oss
whereas imports are i residuzl that may reflect finamcial transactions}
r» gid recelpis. Anowner lmperiant point Lo be emphasized is that the

loss must be measured In rezl terms rather than financial, The con-:'

cert is that & cervaln amcunt of real zcoods were avallable before
hostilitvties. If ihe loss of some part of these Is €0 be made up

I ls gunds or thelr eqguivalent thal must be provided and not a

n T . s P FrvErrgo o b T T
certaln guantlty of domestle currency. In actusllty this

In real terms measns that the loss must be
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FBegsuring Lthe real resource ICSS, wheth er at a point ln tlme

or over a period of time, is not an unambiguous exercise. Reduaed
cduction due to damaged facilities or loss of i errltery and

socess Lo output of produckts such a8 rubber can be estlmatad if

one hes historical recerds of cutput. Measuring the opnorbunzty
cost {(feregone prodection) of a refugee population becomes much

1y becausc 2n dccurate count of the numbersf0f€ -
ved is impossible Lo obtain. Even wheh numhers.are' |
available, foo both refugees zand military personnel, 1t is ﬁecessaﬁyii
Lo impuie $o Shese pecple some measure of what their marginal
nreduct woald be 1f they were still engased in prewar activitieé;=
Tn an agriculsural egonomy like Cambodia, this can probehly best

he done by using an esvimate of average output In the agricgltufél?

etor alnce the marginal product Is 1llkely to bg unobtalnable.

Orce thoe resource 10ss nas oeen measured in real terms, it ne%
comes necessary 1o decide upon how much of this loss is to be re-
s polilitical rather tuan eﬂonomic.
Thera are Lhree separate areas bhabt NUst ve considered. The firSt'”"
is the fraction of Yoral loss that Is to be mads up. If, in order'
o keep the peuple ioyal to the government, 1t Is deemed necesséry"
fhat the svandard of living remain at the prowar level, tren the
ald budger In resl terms must be equal to the loss in output. If_?

B -

ss nelisved that the people should bear some part of the burdeni

3

glaced should be something less than

il




190 percent. In Cambodia, the initizl decision was to maintéin
the standard of Ei“ing and the calculatiocon of aid was madé éhithi$3'
28i8. o subsequent 8ULEPLS  ywere made, however, to upﬁate?or'
recalculate the resource loss as the war progressed and as =3 result

the objectie of maintaining the living standard tended to be lost
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The second political decision is the size of the army #o.be:
supperted. The =zize and structure of the army should presuyably 7
be based on dn accurate ckillfully done evaluation of the milit&ry?f
reqgquirements. 10 this evaluation is accepted by the host gbvernmé§£1 
and vhe T.35., 1y shiould become the basis for agreement on the-size;;
T the milivary forees and a basis Dor “eaSUﬂlng the amounc ‘of do—?:
mestic non-consumption materier that the miiitary will be absorbing.;

atlon of resource loss and vhe aid (as all or a fractidnéof_

the 19ss) fo be oiven 1s then a rather strazightforward exerci*e.

on may not be avallable, as was the caﬁe in
Cambodia. Thern the decision on the size of the military becomes and

remaing a negotiated one, The host counbtry, if. it knows that 1ts

2id receipus depend upon the numbers in the military and that

cpportunity costs are 3ll being relmbursed, has every lincentive to opt
Tor as large an arny as possible. Jhe ULS. is at s definite dis-?f'

advanvage In such negotiavlions unless 1t has some agcurate military

S ERF PO T 3 oyt . ar . .
*Evern 17 the 2ivil sovernment does not {ollow this policy, the mili-
tary certalnly will.

A
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accept the numbers pro--

‘bused by the host government or attempt to scale them down in some -

way under the assumpiicon that they are bound to be cverstated.

Unce 2 supportable forees level is arrived at by the U;SQ

{either independently of or in zgreement with the host goveénment} J]T'
it shoidd be well understood Ly everyone that any increase.abovefthé%.i 
ievel wiil require either an increase in domestic taxes or infl&tia§‘ [ﬁ 
e In either case it will result .

in a decline in cutput vhat is not made up by aid.'.This_isént tQ-

imply that the initizl force level chosen as.the basis for éid

should remain Fixed and immutable for all time. I it appears

»ical situation requires an lnerease,

fodnvg e A e L R A SR S 3 S 3
LTaaL Lge mg.&»a‘.t::“"t-; AT gtr?;ika

itz initial policy objlectives remalin unchanged,

by g wa oy S TR, NP A — K] ® - . : .o )
d Le prepared Lo provide the gdditlional support. Conversely,

17 the milivary sivuatlon Impreves or i it hecomes clear that

the militery contalins 2 large rnumber of phantoms or flower soldiers, .
¥ ? 2

% his 3. should not hesltste Lo cun ald by the phantom opportunity

C g ey DaE et en B e ek g b iy . 5 g e . LS
CD8Y That thgoe non-exlstent or unnecessary soldiers Pép-f&%&nt.-

fenl deeision 1s to determine the consumption

i

f one uses the same estimate

of maprginagl product loss for refugees as is used {or the military,

P

the amount of ald ;iven should te sufficient to keep them at their .

e ey P A T I O, R 1 e S N
LoMmel QOnsumpL Lon levelr. sut it o is det

atuble whether It is neces—
sary to keep them at ihe former level. The answer must be based on

- a T g &
Eoeesawyrd Toup pneny 7T R R
.,,_.._.‘ti.. e b B e e

b

caloor humanitarian grounds. The main economic con-

refugees can have the same standard of livirng

Ital goods sué@}



without working zs they can working they may have no incentive to

tecome productive as refugees and may even be reluctant to return

-

These three zreas, the fraction of living standard to suppoft;:
the gizte of military foress to maintain, and thé ccnsumptidn lével;
at which to support refugees are the major political decisions're+ 
guired arriving at 2 finzl estimation of the level of reai resourcé
inzs that is to be made up with aid. It should be emphasized that;thé ,
ting and declision making procedure should be goné-throhgh '
perindicaliy, no l=2s55 often than yearly and preferably cn a-quafte?ly'=”
situation can change drastically during'waf
ate methodology for estimating initialf
minn appropriate for estinating a2id on a contiﬁuing
Ifyinge ald requests, and in making decisions dn.aidf

vion and use, there 1z no substlitubte for knowledge and analysis
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supposed to be replaced.!

arziving v oan estimate of the resource loss resulting from hos-
vilities and moblilizavion and deciding how much of this loss to make
up is aonly halfl the problem of determining how much ald Is necessary

in order to maintain s certalin consumption level for the populatidﬂii:
We already spoke of the necessity of measuring the resource loss_ﬁn
terns.  The same regulirement applles in measuring the aid toébe;. 
wmiven. 1% was alsc stated that as 3 practlical matter, measuring:Qhe-

output loss In real terms meant using dollars as the numeralire.

an ﬁA*W@@ﬁzy poor substitute for analysis in.
uges as numeralre the host country cur-'

-

tnancial analysls rather than real.

24




value of ¢the aid given to replace the lost oubtpub. S
Giii‘; 5 EEE (O ""#“ “{ M' -
The problen iz that with aid there are dollarss4 The rﬁs*rictionsj

that are imposed upon the use of foreign exchange sold uﬁxaugﬂ CIP

mez2ns that these dollars cannobt purchase the same real
that untlied dollars can. In addition, ?equ rements
that aid piven under FL U459, for example, be shipped from the Unit&d
he shipping be pald for from aid Tunds means.th&t~ .

s 4o not constitute an addition $o real fesaurces.r

ing together all the dollars budgeted Lo* an a$d

ve 2 measure of how much of the real resoufce”

done corpectliy, the rezl rescurce less is measured in dollars

thal eceorrespond vo untled, unrestricted foreign exchange that can be
used anywhere, If ald is glven in some other form than this, that.

form must be ¢converted so that itz value may be expressed using

-

5 Tt al 2 o v ¥ n gy oy v P hé E ~ \ o 3
untlied forelign exchange as a nunmeraire. For instance, if CIF is

worth 30 perceny iess than untied dellars, its dollar value should
he divided by 1.3 vo arrive at a real reosource value. In addition,

any excess ©osts, such as frelight on rice that would not need tG be '
paid If the rize were purchased in Thalland or grown domesfically,-
should be subtracted in calculating the real resource value.

Thus, 1et us suppose that the estimared output loss is 3100
using unrestrieotved dollars as numeraire) and that lOﬂ-per#-
cent of chis loss is to e made up 30 that the availabillty of goeds
‘s the same as before the war. The $100 million loss would require

2~ . - R A T ST 1y pr & P - [T SR - F i on ey 5 L4 "y
gid to e miven Iin such an anmount that the sum of untied aid plus
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}£L«5$¥ERﬁNEﬁ? EAPENDITURES AND THE REAL RESOURCE LOSS

ree ioss, the gprortunity cost due to mnbillzation,

= - 5 - -+ o £ Y - T} T A e A e g d 3 K 1 o
is & mirror image {(perhaps socmownat distorted) of military ekp&ndiw

T s I vy v . ~ ; 3 4 iy
tures. The remaining rezcource loss, however, is not directly re- .
£ ~A PRI LA g - Pog - - .: - i
Tiected in governmsnt activities, EBut nezrly all of it should be. i

The opporiuniiy ecests  associated with the military and with

rafygees undoubiedly coumprlse by fer the largest fraction of the total

Llhe remaindesr, bthe war datage and the territorizl

[ [P P
ﬁd:&;‘iu E-Q\-.—‘ bué":

Fo
3
€]
i
)
3]
pade
i
[
o]
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1
e

ree opportunity costs, still needs to be
mude up somehow by payments Lo neople who have lost income. Iﬁ
dilrect progran to accomplish this but it sheﬁld_
eom Uhe dlooussion so far that some sort of program is

¢ who have 1cst income because of war damage .

ars $0 bDe supported. Otherwise, the ald that is given to cover this

perticn of ine output 1oss constitutes a government slush fund that
may end up in almost anyone’'s pockets. There are two alternatilve

ways In which the 214 could be channeled to the private sector.

ciom of 2 movernment funetbion from GYR administration and

This separati .
budgetary procsdure led Lo many problems which will be discussed later.

Ny



One is to set up a wolfare program that simply providés ihéome to:5§ ;5
@g’ © those who are not refugees bub Qho, nevertheless are no lénger'- |
| emploved because éf damage to faciliities or security probléms;."j
The other is to fund a development bank or set up SOme‘rEhérfkind.? ?  
institution {which could be either government orrprivate) ta
help provide opportunities for individuals to become productive
again. The second is, of course, b iar thé best of the twof
alternatives in the long run, if in Tact there are feasi 1e'employ; T]

¥

ment generating projects that can be undertaken.?

create refugees and ¢has blur the calsulation ol output loss.
_ On the budgevary side, prograns designed to aid refugees or ﬁrovidb-_”; 
gg TR

employment opportunities mayv be the same as those designed to replacé
the l:oume lost from damage. These practical problems are much | .

easlier to scolve, however, 1 the conceptual analysis is well under- -

The RDF was this kind of operation but was outside tl» government
hudget and contrcel. It was nelther private nor govarnment.
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It is essential for planning and decision making purposes

that the accounting of the government budget and any other extra- -

budgetary expenditures be kept in reazl terms. In pzactice,'this
will mean keeping a government budge:t in dollars as weil as in host

country currency. If domestic inflation were minimal and the ex—
change rate could be depended upon to remzin stable, there would
be no need for a "real resource” budget. The conditions s> e not.

tely to be fulfiiled, however, and so it is best to begin by
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Tney should also be used to kesp track of items like military and
civil servant salaries znd ¢ther line 1teom expendiftures. Only in_i
this way c¢&n acgurate aszscounting be kept of the way in which real
salary Income of peegple on government payrolls i1s changing or'the-'

o 2 oy g Y - N . e
FEY LN WDRICH OLner gXpendliiures are c

e

angliag In real terms. In
addition, declislions on pudget 1tems and salaries can be sensibly

made only if one can evaliuate thelr effects In real terms and make

comparisons with previcus real expendliture levels,
IF there are exvra-budgetary expenditures, such as existed in

Cambodlia with the refurmee program and the RDF being run from the
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¢iture needs must also be c¢alculated in
dcliar terms. All sxpendlitures by any government entity must
be determined in real, Li.e. dollar terms in order to evaluate the

resouree needs and In order ¢ make de¢lisions on allocation of

R
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must include all expenditures,
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both those in the government budsget and thosze outside the budget.
There is no other way in which to compare expenditures on alterna-

tive projects or te know how much in the way of aggregate real resources

- The Real Vaiue of Government Income and the Complete Budget

We nave discussed thus far the necessity for measuring the ald
regulrement, the a2id given, and government expenditures in real or
¢oliar terms. This same requirement applies.to the government

revenue. Thus, 211 the government's sources of funds should be

valued in terms of the same numeralre as is used for everything

wlse, untied dollars. The value of aid must be split between

wiat acoruss vo Yhe sovernment direscitly through the tax system

and what acerues Lo the U.S5. government as cocunterpart. The only
crrnar source of revenue 1s domestic taxes and these should be con-
verted Lo dollars using the free markst exchange rate.!

pese three things, the government share of aid, the value of
“he domestic taxes when measured in dollars cons-—
itute the real vaiue of government resourcec. If, when measured in .
sl the whole governmental expendi-

tures, including those that are extra budgetary, there must be some

tater, the free market exchange rate is not a
in tne system bub for the present dis-

asgume Lng




fixed as 2 functieon of the desired resource replacement criteria

restic taxation cannot be inéreaécé;
i3 the expenditure Side that must be pared. In fact, if the’ size
of the aid allocation has been determined using as an ObJ@Cul?e the
maintenance of rezi income ab the prewar level and the income’loss
has been measured accurately, the.only reason the govarnment’s

real budget should exczesd the real resgurcés available to iﬁ:Wduld

De that t{he government has copted for a2 military force greaﬁer than

&

that a2lliowed for in the 2id allocation or it is expanding in_areas-g

not underiaken pricr to the war and not contemplated in calculating

If the aid computation did not forsee full income malnteﬁanue;
then the paring of the government expenditures as measured ;n'real;h{_“
5 torms nerely acceomplishes the necessary task of allocating the “
ixed amount of resources to these areas considered most esséntigl{f:'.
The important Sthing is that only if these decisions are_made-in te51. 

vpropriate comparisons between
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different uses and determine where s

sy
O

~rifices must be made iIf neces-
sary. It is also the only way to measure how the resources avall-

able to the government (and to the economy as a whole) are changing.:~ '

If all these accounts are not kept in dollar terms but in riels,
the entire accounting process pscomes blurred by the effects of in-.
flation. Instead of having an accurate timate ¢f the true amount

of evailable rescurces and allocating these according Lo essentisl
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npears $o be possible to {inance some prOjeqt'



or acuvivity by borrowing from the central bank or printing money.

This can only lead to inflation and the politiczl and economic

The relaticonship between the real znd monetary budgeting

ageounts c¢an be best illustrated through the use of a simple

The {irst box under column 1 is the estimates of the feai.
loszs in output due Lo war damage and mobil atlou.. From this'
comer 3 decision on the amount of zaid tec be given as listed ;nf
column 2. The 3id plus the real value of domestic taxes and
the seignorage on money creabion gives the amount of real resoﬁfcas

avzilable Lo the government. Oolumn 3 then 1lists the sources of

povernment funds denominated in rielsz. The arrows run in opposite.
directions Tor ald and for taxes and szignorage because the ald is

given in dellars and yields rieis when sold at an exchange rate .

where as the domestic taxes znd selgnorage are collected in riels
and must be converdsed at an exchange rate to cobtain an estimate of

in addition Lo these funds, which are collected from the private’
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e government can print money or
worrow from the natlional bank. Thus its nominal resources can
exceed its real rescurces by an unlimited amount. Column 4 is thé
value of wovernment budgetary and extra budgetary expenditures iné
riels. Column 4 will always be equal t£o column 3 with the increaéé'
in the money supply being the palancing item. Column 5 is dollar
sxpendiitures in dollar or renl ferms. It cannot exceed column 2
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sinze column 2 ig Lthe rescurce constraint. If the deliar value

of zolumn 5 exceeds that of column 3 when 5 is calculated from 8.

uzsing the same exchanze rate that was used $o caleulste the
riel valiue of aid, inflation will perform the remalnder Qf the

Job of eguating cclumn 5 and column 2. Thus, if the nominal

budges of colurmn 4 is ineonsistent with pganned allocatzon
of resources 2 la column 5, the actual real budgetary expenﬁitures

L1 not be those forsesn and whatever'objectives

v

e dinnussion thus far has assumed that buugetary ¢Oﬂtfal
znd she alleentlon of rescurcaes is a simple thing to dachieve

1F one only makes the corregi calculations. In actuality;there

are many ways in which government ravenues may be subvertéd to

the szvailable resources of column 2.

S L Frum

f column £. Some dxsemasisn of these potentlal diversions

and -wavs of puarding againzt them 15 an sential part of budgeta ry

av
‘minished by the time they show up as the.usesﬁ_'




-7 THE POLITICS OF AID

i‘.

U. 5. policy inzdvertently produced the worst of z2ll possible
{or a%t least Imaginzble} worlids in Cambodia. The "low profile”

concept meant that a% every opportunity the U. S. mission was to

withdiraw from the internal decision making process and permlt What-i

.
ever forces were zt play in

iny in the Xnmer government to work themselves

cut to 2 conciusion of some kind. The low prefil: also meant tha;
deqguate svaffl in the mission to monitor or attempt -

nee the rezults of the aild program and the

Ay N bl P . Wk e i x e e £ - .

Angd yet, uhe ww proflle” policy was or the most parft a
Fali . - . FE— Pl g . * Fo b o - LI | - 1 X de o
fletion in serms of V.5, influsnce on the politics, military posture

amd a2cononmy of tne sountry.  An analogy might be drawn by conée?tﬁai; 
arrival of a £% Joot shark in a backyard swimming pdoi_
1iled with ehildren who cannot get out. Even il the shark lies
motioniess he displiaces an enormous amount of water. And concern

Ty AT A P e o o N SR . A N TS| Lo - : -
ahout what the sahark miecnt do will become a major determinant of

everyone's behavior. 10, irn addition, the shark brings along sonme

= e T o T
LoYys 10y & e

2w ol the chlldren and casts a baleful eye at anyone who .

avpears vo want Lo interfere with the enloyment of the few, behavior

will become almost ritualistic in its predictability. Even if those
recelving toys ruln 1ife in the pocl for everyone else, there wiil
he 1o interference with fheir agetivivies. The shark's awesome

- M aay T o 2 I
ntial will assure that.
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vy hit the staggering economy even
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though 3XR becun to jiberalize trede and disengage the state Trom mono-
The first sector to he zfFacied, efter manpower shortage

due to the voluntary cirvconscripticn, was the econcmic infrastructure:

bridges exploded, roads anc railroads cut, ports and river clesed,

factories caweged, th2 Cams, powerpianis, and nign voitage trans-

Procuction was sharply down, in particular rice, which

on average, provided 407 of export earnings in prewar time. The
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Under thzse “brezkdewn” circumstances, GHR ceuld not help but

reguest U.S. assistance. Without foreign aid flow, Cambodie virtualily

It was in this atmosphere that AID office was opened

17. Arcitrudes of GKR ard people towards AID program.

A. arvirude of {as .I have besen witnessed).
From the starting gun, OKR had ip heart two pren iises:

Secord, the U.S. will never shandon their allies in the
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Finally, under pressure, finance aonislel ih Spils i nimsell,

about rthis exercise.

irs strength. We have contemplated to2 vouth, in greater number, join

These soldiers called "soldiers of twenty four hours” have

been later on betraved by their unit comzandars who transformec the

mobilization success inte busiress.

Should anycne be able to recruit a certain number of people,

then he cculd be automatically appointed or promoted Lo & certain

grade in the army. And the Khmer forces were crowdad with all kinds

P

of specizens rangin from musiciane, artists to the restaurant elerks.

é

This was the burgeonning ground of anmarchy in the Khmer army,

zing the able units., The prsctice con-

2]
y

i

spoiling its dignify, discour

tinued more cirty.

The commanders, for the valid ovouge of paying the minor

N
]

sxrendity were permitted themselves to eon-
. P . R N g, R
critaTn RO woes L henr Droe RAobiniong SOLGH

"fantom'" creatures.
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CAMBODIA

U.S, Economic Assistence by Fiscal Year

FY 1972
i 36.5 1/
Excnange Support Fund ~
Humanitarisn -
Tech. Suppor: c.6
A10 TOTEL 7.3
PL 430 Program e.£
GRANG TOTAL 87.7

Ry

5;(.)9 li\} *:;

1>
Mo

jin
v,

Incliuces

Includes

includes USE

(% Milltons)

FY 1373
45.0
20.5

1.2

0.6

§7.3

(3N
L84
L)

38
Lk
.

L

cash grant of $20.0 millien.
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