
AGENCY FOR INrERNATIONAL DEVELOPMENT 1' -

PPC/CDIE/D! REPORT PROCESSING FORM
 

ENTER INFORMATION ONLY IF NOT INCLUDED ON COVER OR TITLE PAGE OF DOCUMENT 
______I DAN-4084-Z-00-8034-002/91
 

tDocunn TtieTrne~ated Title 

Macroeconomic Adjustment in Developing Countries
 

5. Author(al 

1. Shantayanan Devarajan
 

2. Dani Rodrik
 

3.
 

6. Contributing Orzanization(s) 

Harvard Institute for International Development
 

7. Paginaion 8. RepA Nuber 9. Sonsoring A.I.D. Office 

10.Abstract (optloned - 50 word limit) 

11. SubJect Keywords (optional) 

1. Structural Adjustment 4. Inflation 
2. National income Accounts 5. Indonesia - Oil 
3 Monetary Policy 6. The Gambia - Balancing Payments 

12. SuDplementaoy Notes 

IS. nittin Official 14. Telephone Number 1 . Today's V t t 
nCris Brown, S&T/AGR 
 703/ 875-4015 
................... ........... ................. .................DO NOT write below this lin.........................
 
16. DOCID 17. Document Disneition 

IOI [I INV () DbPLICATE]j 

AID 5"-7 (10/8) 



AGRICULTURAL POLICY ANALYSIS PROJECT, PHASE II
 
Under contract to the Agency for Inernational Development, Bureau for Science and Technology, Office of Agriculture 
Project Office Hamrden Square, 4800 Montgomery Lane, Suite 500, Bethescl.a, MD 20814 o Teleotone (301) 913-0500 

Telex 312636 a Fax (301) 652-7530 9 Fax (301)6.,2-7791 

MACROECONOMIC
 
ADJUSTMENT
 

IN DEVELOPING COUNTIES
 

February 1991
 

APAP II 
COLLABORATIVE RESEARCH 

REPORT No. 303 

Prepared for:
 

Agricultural Policy Analysis Project, Phase II (APAP II)
 
A.I.D. Contract No. DAN-4084-Z-O0-8034-00
 

Aithors: Shantayanan Devarajan, Harvard Institute for International
 
Development (HIID)


Dani Rodrik, Harvard Institute for International Development (HIID
 

Prime Contractor: Ab Associate Inc., 55 Wheeler Street, Cambridge, MA 02138 . (617) 492-7100 
Subcontractors: 	 Hvard Institute for International Deeopment, Harvard University, One Eliot Street, Cambridge, M 02138 . (617) 495-2164 

Food Regearcl Institute, Stanford University, Stanford, CA 94305-6084 . (415) 723-3941 
North Caroline State Illiverlty,Department of Economics and Business, Box 7645, Raleigh, NC 276 5-7645 . (919) 737-7187 
Abel, Daft &Eauley, 1410 King Street, Alexandria, VA 22314 • (703) 739-9090 
Intawilonal Slcienc and Technology Imttute, 1129 20th Street, NW, Suite 800, Washington. D.C. 20036 * (202) 785-0831 
International Food Polkcy Renvarch Irstitute, 1776 Massachusetts Avenue, NW, Washington, D.C. 20036 . (202) 862-5600 



Table of Contents
 

Preface .i................... ............
 

Executive Summary ........... ............................. ...
 

I. The Accounting Framework
 

A. National Income Accounts and the Current Account Deficit . . . . 1
 
B. The Trade Deficit and the Current Account Deficit .... ........ 7
 
C. The Current Account and the Capital Account ..... ........... 8
 

II. Keynesian Models of the Small, Open Economy
 

A. The Problem ............. ........................... 1i
 
1. Solving the Problem ........ ....................... i
 

III. Flexible-Price Models
 

A. The Elasticities Approach ........ ................... .. 19
 
B. The Absorption Approach ...... ....................... 25
 
C. The Australian Model ................................ .28
 

IV. Monetary Policy and Financial Programming
 

A. What is Money, Anyway? ......... ..................... .38
 
B. Monetary Policy in the "Australian" Model .... ............ .41
 
C. A Clocsr Look at Money and Monetary Policy ... ........... .. 47
 
D. The "Automatic:" Adjustment Mechanism ..... .............. .52
 
E. The Role of Money as an Asset ....... ................. .. 60
 
F. Financial Programming ......... ...................... .68
 

V. In'Zlation: Orthodox v. Heterodox Approaches
 

A. Fiscal Deficits. Seignarage and the Inflation Tax ........... ..73
 
B. The Heterodox Approach to Inflation ..... ............... .. 82
 

Cases
 

A. "The Indonesian Oil Crisis"...................... 93
 

B. "EB*ancing Payments in the Gambia". . .. . . . . . . . . . . . .. 116
 



PREFACE
 

This monograph is divided into two parts. Part I spells outanalyzing macroeconomic policies a framework forof developing countries. The framework consists ofsome national income accounting identities and models that link macroeconomic policieswith output, employment, inflation, and the current account. Part II consists of a set ofcases or episodes in the macroeconomic history of various developing countries. Theanalytical framework in Part I serves as a backdrop for assessing the case studies of PartII. The cases, in turn, show how the analytical framework needs to be sharpened orextended to deal with the realities of development policy. Taken together, the two sectionsof this monograph represent a first-cut at developing rules-of-thumb for evaluatingstructural adjustment programs in developing countries. The two cases included here, onIndonesia and The Oambia, were created prior to the APAP project, by the case studyprogram at the Kennedy School. There are two additional cases in process relating toPakistan and Bangladesh, supported by the APAP II project. 
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Executive Sumary
 

This monograph presents an analytical framework for evaluating
 

stabilization and structural adjustment programs in developing countries. 
Two
 

case studies, one on Indonesia, the other on the Gambia, illustrate and
 

extend the framework in the context of actual decisions facing policymakers
 

and their advisers.
 

The analytic framework draws on the analogy with cost-benefit analysis
 

of investment projects. In order to evaluate a project, one needs to estimate
 

the impact of a project's inputs and outputs on the economy. With structural
 

adjustment and stabilization programs, we need to estimate the impact of
 

policies on the national economy. For example, how will devaluing the
 

exchange rate affect imports, exports, output, prices and incomes?
 

The underlying philosophy of this paper is that there is no single
 

model which will answer all such question about stabilization and structural
 

adjustment. Rather, we present a family of models, each of which is designed
 

to highlight a particular aspect of the macroeconomy. The hope is that, by
 

the end of the monograph, the reader will not only be familiar with the models
 

themselves, but also have a sense of which is best suited for which question.
 

We begin our presentation of the analytical framework by reviewing the
 

basic national income accounting relationships in an open economy. Focusing
 

on the current account balance -- arguably the central area of concern to most
 

developing countries in the 1980's -- we show its relationship to imports and
 

exports on the one hand, and to income and absorption on the other.
 

This discussion of national income identities sets the stage for the
 

first of several models to be presented in the discussion: the open-economy
 

Keynesian model. Being simple, easy to implement and based on national
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accounts, the Keynesian model has become somewhat of a workhorse in the
 

stabilization/ structural adjustment field. We show how it provides the
 

rationale for cutting absorption to improve current account balances. We also
 

discuss some of the modella limitations and possible extensions.
 

Equally important, but based on completely different assumption, is the
 

"elasticities approach to the balance of payments." We therefore review this
 

model and show how it motivates most discussions about devaluation of the
 

exchange rate.
 

Finally, we present the Salter-Swan or "dependent economy" model as a
 

synthesis of the Keynesian and elasticities approaches. .%s a general
 

equilibrium model, the Salter-Swan model captures the effects of expenditure

reducing policies as did the Keynesian model. At the same time, changes in
 

policies affect prices, inuluding the reai exchange rate, so that many of the
 

desirable features of the elasticities approach are preserved. Indeed, we
 

show that the Salter-Swan model is implicit in virtually all discussions about
 

structural adjustment or stabilization policy.
 

Up to now, we have not mentioned monetary policy, despite its importance
 

to the topic at hand. We turn therefore to an extension of the Salter-Swan
 

model, which includes money as a medium of exchange. In this variant, a
 

rtominal exchange rate devaluation can have different effects, whereas the
 

impact of expenditure-reducing policies is qualitatively similar to that in
 

the model without money.
 

Of course, money has rother uses, including its role as a store of value.
 

Furthermore, monetary policy is more than exchange rate policy; it includes
 

domestic credit creation (government borrowing form the Central Bank) and
 

interest rates. The next section of the monograph presents a series of models
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that capture these features. To be sure, some of these models sit somewhat
 

uncomfortably next to those in the previous section, reflecting the problems
 

of including money in general equilibrium models. Nevertheless, they are
 

useful, not to say essential, in analyzing short-run stabilization issues such
 

as inflation.
 

The starting point of these monetary models is a series of accounting
 

identities linking the balance sheets of the Central Bank and commercial
 

banks. Different models then specify different functions for the demand for
 

money. Policies include government borrowing from the Central Bank and
 

exchange rate devaluations. The last model looks closely at the "inflation
 

tax" and how economies get caught in an inflationary spiral. The model is
 

used to underpin a discussion about different causes of inflation, and the
 

implications for policies to contain it.
 

In sum, the analytical framework consists of a family of models, each
 

one of which is designed to highlight a particular issue in structural
 

adjustment or stabilization policy. In the real world, however, structural
 

adjustment and stabilization involve a host of issues, and the problem is one
 

of designing a comprehensive "package", rather than isolating a particular
 

policy. The two case studies that follow the analytical framework illustrate
 

this point rather graphically. In the Indonesia case, the decision about
 

whether or not to devalue the Rupiah in 1986 turns out to be connected to
 

Indonesian trade and industrial policy as well as the country's history,
 

politics and culture. All of these aspects are brought out in the case.
 

Similarly, The Gambia in 1985 was facing not just one but a series of
 

problems, ranging from debt to inflation to an acute shortage of foreign
 

exchange reserves. The case shows how a comprehensive and mutually
 

iv
 



reinforcing set of policies were needed so that the crises would not 
recur a
 

few years later.
 

This monograph is part of an on-going effort to develop usable tools for
 

evaluating structural adjustment and stabilization programs in developing
 

countries. Two more case studies, one on Pakistan, the other on Bangladesh,
 

are currently being revised. However, it is plain that the analytical
 

framework, while useful in sharpening one's thinking, cannot be applied
 

explicitly in every country. The next step therefore would be to combine the
 

lessons from th case studies with the analytical framework in order to
 

distill some "rules-of-thumb" which would guide policymakers as they chart
 

their economies' course through the hazardous waters of stabilization and
 

structural adjustment.
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I. The Accounting Framawork
 

Ii.National Income Accounts and the Current Account Deficit
 

Many of the problems facing developing countries today have to do
 

with unsustainable current account deficits. 
Just what is the current
 

account deficit and how does it get 
so large? How do we reduce it?
 

Answers to 
these questions require an understanding of national income
 

accounts, the national economy's equivalent of double-entry bookkeeping
 

by firms. This is the subject to which we now turn.
 

All national income accounting stems from a single idea that is 
in
 

many ways the cornerstone of macroeconomics: every act of expenditure is
 

also an act of income generation. 
When you buy a pair of shoes (an act
 

of expenditure), you are also creating income for some, possibly
 

several, people: the cobbler, the truck driver who shipped it to the
 

warehouse, the warehouse owner and the shoe salesman. 
If that pair of
 

shoes cost $50, 
every dollar of that fifty accrues as income to
 

somebody. 
For example, suppose that $50 consisted of $25 in wage
 

payments, $20 in profits and $5 in material costs. 
 Suppose further that
 

the $5 in material costs consisted of $3 in wages and $2 in profits (see
 

below): 

Shoes: $5 Materials: 

Wages $25 $3 

Profits $20 $2 

Materials $ 5
 

Total income: $50 ($25 + 20 + 3 + 2)
 

Total final demand: $50
 



Note that the total income generated is $50. This is also the value
 

of the only final good produced .. shoes. We define final goods as any
 

good that is no= 
 used as a material input into producing another good.
 

For example, crude oil or fertilizer are not final goods. Shoes are a
 

particular kind of final good, namely, a consumer good. Other types 

include investment goods (machines, etc.), goods purchased by government
 

and goods purchased by foreigners (exports). Following our reasoning
 

above, total income in the economy, Y, should be equal to the value of
 

final goods produced, or:
 

Y- C + I + G + E 
 ()
 

where y - income, c - private comsumption, I - investment, G 

government consumption and E - imports.
 

What if j zpa were used in the production of shoes? If, say. $10
 

worth of imported inputs were necessary, this would raise the value of
 

the finished shoes to $60. 
 Yet, the income accruing to domestic
 

residents from shoe production would still be only $50. Hence, we need
 

to amend our equation (1) to include imports:
 

Y + M- C + I + G + E 
 (')
 

The second idea in national income accounting is that the sources
 

of income must equal the uses of income (this is equivalent to a system
 

of double-entry bookkeeping). We have identified the sources of income
 

above (private comsumption, investment, government consumption and
 

exports). The uses of income are: 
consumption, saving and taxes. Hence,
 

we have a second identity:
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Y- C S+T (2).
 

Combining (1') and (2), 
we obtain:
 

C + I + C + -
E C + S + T + M (3).
 

Some manipulation leads us to a fundamental accounting identity in
 

balance of payments accounting:
 

(I -S) + (G -T) - M - E (4).
 

The expression H 
E is the current account deficit. Equation (4)
 
tells us that the current account deficit is equal to the sum of the
 
excess of investment over savings (I-S) and the fiscal deficit (G-T).
 

Thus, if a country is facing a current account dnficit, it must be that
 
either its investment expenditure exceeds its domestic savings 
or
 

government current expenditure exceeds tax revenues (or both). 
 For
 
example, in 1986, the United States' trade deficit was about $100
 
billion and the federal deficit (G 
- T) about $200 billion. We can
 
conclude that the private sector is saving about $100 billion more than
 
it is investing. 
Note further that equation (4)underpins most of the
 
policy advice that countries get (from The World Bank and the IMF, say)
 
about reducing their current account 
deficits: the advice usually
 

entails a cut in government spending (G), possibly an increase in taxes
 

(T) and frequently a cutback in investment (I). Countries art also
 
always exhorted to increase their domestic savings rates. 
 Since (4)is
 

an identity, by getting its left-hand side down, the right-hand side
 

will also decline.
 

3
 



An alternative formulation of equation (4), 
which is relevant for
 

many developing countries, is to decompose I into private and public
 

components.
 

I-i +1 
 (5).

-
I Ip 
 g
 

Then, if we rename S as Sp since it represents private savings, and
 

observe that (T -
G) is public savings, S , we obtain: 
g 

(Ip S) + (I 
 S ) - M - E (6).
 

In this way, the trade deficit can be decomposed into a public and
 

private sector component. Such a decomposition yields insights
 

into the causes of a trade deficit. 
 For example, a comparison
 

between Ivory Coast and Senegal shows that, while both ran chronic
 

trade deficits in '.he late 1970's-early.1980's, Ivory Coast's was
 

driven by public sector borrowing, while Senegal'A was due to a
 

savings shortfall by the private sector.1
 

*A Digi~s&ion on Social Accounting Hatrices
 

The above accounting identities can also be seen by viewing them in
 
terms of social accounting matrices, or SAM's. 
 Originally designed to
 

broaden the astandar inut-.output tables to incorporate "social"
 

charvcterisic 
such as th-e distribution of income, SAM's have come 
to 

serve as & meann of developing a consistent data base for a country. A
 

IFor details, see Devarajan, S. and J. de Melo, "Adjustment with a Fixed
Exchange Rats: 
Cameroon, Cote d'1voire and Senegal," World A 
 Ea £
 
v_., September 1987.
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SAM is based on two priciples. First, not only is income equal to
 

expenditure for the whole economy, but this identity must hold for every
 

agent in the economy, where "expenditure" includes savings, and "income"
 

includes borrowing. Now consiJer a matrix where the 
rows represent
 

agents' incomes and the columns their expenditures. Since every act of
 

expenditure is an act of income generation by an agent, such a
 

transaction can be represented by a cell in the matrix. For example, a
 

tax payment by households to government is an expenditure by households
 

and an income for the government. Hence, 'his payment will be in the
 

cell which is the intersection of the government row and household
 

column. 
This is the second principle underlying the SAM. Combining
 

these two ideas, we see that the SAM is
a square matrix whose row and
 

column sums must be identical.
 

To cast national income accounts in a SAM framework, we consider
 

the following classes of agents in the economy (which will constitute
 

the rows ard columns of the SAM): producers, households, government,
 

capital account and the rest of the world. 
Figure 1 displays such a
 

SAM.
 

Producers make factor payments to households for production
 

and buy imports from the rest of the world. 
Hence, the producers'
 

colurn has two elements in it, Y (for value added, or GDP) and 
M,
 

imports. Households take this 
 factor income and spend it on
 

consumption, C. In addition, they pay taxes, T, to government and
 

save S. Savings, S, is deposited to the "capital account". The 

government, in turn, buys consumption goods, G, and saves thi 

romainder, S . Finally, the rest of the world E.buys exports, 
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and pays "foreign savings", Sf to the capital account. Note that some
 

of the cells will be empty -- either by definition (the diagonal
 

entries, for example) or because our economy is so simple that such
 

transactions do not occur.
 

Observing the row and column identities of the SAM, we can
 

derive the following accounting identities immediately:
 

Y+M-C+ I +G+ E
 

I S +S +Sf 

H- E + Sf 

Figure 1
 

Producers Households Governm't Capital RestWorld 

Prod C G E 

H/H Y 

Govt T 

Cap S S Sf 

Ro\' H 



B. The Trade Deficit and the Current Account Deficit
 

Up to now, we have been di3cussing the current account deficit and
 

its relationship to income and expenditure. 
 However, policymakers, the
 

press, and the general public often focus on the trade deficit, the
 

difference between merchandise 
imports and exports -- that is, trade in
 

goods. The trade deficit is but one component of the current account
 

deficit, as 
there are many other foreign exchange transactions by the
 

economy. For starters, there is 
trade in services -- consultants' fees,
 

Korean construction firms operating in Saudi Arabia, and suchlike.
 

These are 
included in the balance of paymencs accounts as trade in
 

non-factor services. 
Trade in factor services involves income from
 

ownexship of factors (labor or capital) abroad; or payments abroad for
 

foreigners' ownership of factors in the domestic economy. 
 For example,
 

if I earn dividends from ownership of foreign stocks, that payment is
 

factor income from abroad. Similarly, if a foreigner owns shares in a
 

domestic company, the dividend payments to him are a factor payment
 

abroad. The most important component of this item are the interest
 

payments on foreign debt. In Brazil since the late 19 70's,
 

these began to dominate the current account. By 1981, there was a trade
 

surplus of $1.2 billion, while the current account defLcIe was $16.3
 

billion. The difference was mainly the high interest payments on
 

Brazil's enormous foreign debt.
 

The final item in the current account are transfer payments.
 

Included in this is foreign aid and workers' remittances, both of which
 

can be significant for some developing countries. 
The net sum of all of
 

these items is called the current acccunt balance (see Table 1). 
 It
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represents the net flow of resources across 
the country's border. As
 

with any net flow, it has to be matched with some change in a stcck.
 

This is analogous to the fact that Lhe differe-,:e between your personal
 

income and expenditure is reflected in the change in your bank balance.
 

Fox %;ountries, these stock changes are recorded in the capital account.
 

C. The Current Account and the Capital Account
 

The capital account represents any transaction that involves a claim by
 

one national on another. The two most common are direct foreign
 

investment (equity ownership) and foreign borrowing (debt ownership).
 

In most countt.es, the latter dominates the former. Note that with the
 

capital account, an inflow is positive and an outflow negative. This is
 

because we are interested in adding up the current and capital accounts
 

to see what change in reserves are needed. For example, if a current
 

account deficit of $10 billion were matched with foreign borrowing of
 

$10 billion, no change in reserves would be necessary. In the balance
 

of payments account, the -$10 billion in the current account would be
 

offset by a +$10 billion in the capital account, so the balance of
 

payments deficit would be zero. 
 If, on the otktr hand, there was a
 

difference between the current and capital accounts, the difference will
 

have to be met by a change in reserves. For exampie, if the current
 

account deficit were $10 billion, but borrowing only $5 billion, then
 

the country's foreign exchange reserves would have to be depleted by $5
 

billion.
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Having defined the balance of paymnents accounts, we can iike the
 

following observations about contemporary issues. First, we can see
 

clearly why countries like Brazil and Mexico are having to run huge
 

trade surpluses these days. No one is willing to lend to them, so 
their
 

capital account is effectively near zero. If they do not want to touch
 

their reserves, they have to run a current account if
zero. Yet, they
 

have huge interest payments on their foreign debt 
-- a negative item on
 

the current account. Hence, this must be offset by a positive trade
 

balance. 
Second, note how transfer payments like workers' remittances
 

and foreign aid (grants) enable a councry to run trade deficits without
 

incurring ny foreign debt. However, when the aid runs dry or the
 

workers return home (as is happening in Pakistan these days, for
 

example), unless the trade deficit is reversed, the country's foreign
 

debt begins to mount.
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Table 1
 

The Current Account
 

Merchandise Exports 
- Merchandise Imports 

- Trade Balance 
+ Service Exports
 
- Service Imports 
+ Net factor payments
 

- Current Account Balance 
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11. Keynesian Models of the Small, Open Economy
 

A. The Problem
 

In the previous section, we 
first defined the current account
 

balance from national income accounts, and then showed how it is related
 

to the trade balance, on the one hand, and the capital account on the
 

other. Now, the current account balance has been the source 
of much
 

concern for many developing countries in the past ten years. 
 This is
 

because, as we observed, a current account deficit has to be met by a
 

corresponding capital inflow (assuming no change in reserves). 
 If this
 

capital inflow is in the form of foreign borrowing, the resulting debt
 

burden (and debt-service payments) may be undesirable. Hence, the focus
 

on the current account deficit is not misplaced. Our problem is:
 

given the country has a large and possibly unsustainable current account
 

deficit, how d we reduce it?
 

B. Solving the Problem
 

Two things are clear about the solution to this problem. First,
 

there is no unique answer to the question. If there were, macroeconomic
 

policy would not be so controversial, and developing countries would
 

not be struggling with persistent current account deficits. 
Second, the
 

question cannot be answered without an 
explicit statement about how the
 

different variables that affect the current account balance are
 

influenced by policy instruments. That is, 
we need a model. We will
 

consider a sequence of models, each of which sheds light on a particular
 

aspect of the problem.
 

11
 



We begin with a class of mcdels knowi as fix-price, Keynesian
 

macromodels. To undcratand theae, it is best to go back to our
 

national income identities, but look at them in a slightly
 

diferent light. Recall that we drew an equality between ircome
 

and expenditure in deriving cur fundamental national, income
 

identity last time. The reason for this equality is of course
 

production. Expenditure (or demand) causes production to take
 

place which, in turn, generates income. Define Y as total
 

production or incomo. This has to be equal to production for
 

domestic use, D, and exports, E.
 

Y - D + E 
 (1I-l)
 

Now, total expenditure by domestic residents is equal to D plus
 

imports, M. 
This is in turn equal to the different components of
 

expenditure, C, I, and G.
 

D + M- C + I + G (11-2)
 

Rearranging (I-1) and (11-2), we obtain:
 

Y- C + I + G + E - M 
 (11-3)
 

The first three components of the right-hand side of (11-3) are
 

often called "absorption", A. Then, (11-3) can be rewritten,
 

Y - A+C U (11-3')
 

where CAB stands for the current account balance. Note that CAB is
 

positive when there is a surplus and negative when there is
a deficit.
 

A current account deficit can then be interpreted as an excess of
 

aboorption over income: The amount an economy earns from its production
 

exceeds the amount it wishes to demand, or "absorb". In this way,
 

reducing a current account deficit can be achieved either by increasing
 

income, Y, or reducing absorption, A. To determine how this may be
 

done, it is necessary to specify a model that links Y and A to various
 

12
 



policy instruments.
 

The fix-prLce, Keynesian begins
model 
 with the identity
 

(11-3) and adds behavioral equations that link consumption demand,
 

C, and import demand, M, to income, Y. 
 In the Keynesian
 

tradition, they allow consumption demand to be a linear function
 

of income:
 

C - c + cY (11-4)
 

Imports, too, are considered to be a linear function of income:
 

M - m + mY 
 (11-5)

0 

Note that (11-5) is most realistic when imports are taken to be
 

intermediate goods, so they depend on the scale of production,
 

rather than consumer goods, in which case they may be better
 

modelled as a function of A. The Keynesian models take
 

investment, I, government expenditure, G and exports, E as
 

exogenous. Finally, and most importantly, they aqsume that
 

production, Y, expands at constant marginal costs (this is the
 

fix-price assumption). 
 Thus, there are no capacity constraints in
 

the short-run. Labor is available in perfectly elastic supply at
 

a given wage.
 

Given all these assumptions, the system (11-3) 
- (11-5)
 

represents a fully specified model of the macroeconomy. We can
 

solve it to derive multipliers of the response of income and the
 

current account balance to changes in the exogenous variables. The
 

solutions for Y and CAB are:
 

Y - (l/(l-c+m))(co+I+G+E-mo ) (11-6) 

and CAB - E - m - (m/(l-c+m))(c +I+G+X-m)
0 a 0 

In words, a one percent increase in government consumption (G), say,
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will increase income by 1/(1 
- c+m). It will reduce the current account 

balance by m/(1 - c+m). Note that introducing the foreign trade sector 

reduces the traditional Keynesian multiplier (which is equal to 

1/(l-c)). This is because imports represent an additional "leakage"
 

from the system which does not exist in tho closed economy. The impact
 

on the current account balance of an increase in government spending is
 

unambiguously negative: the multiplier is -m/(l-c+m). 
This is
 

presumably part of the rationale behind the almost universal call to cut
 

government spending in countries with large current account deficits.
 

What will the effect on the current account balance of an increase in
 

exports be? 
 On the one hand, it should improve the balance, since
 

exports are a source of foreign exchange. On the other hand, through
 

multiplier effects, they increase incomes which in 
turn means an
 

increase in imports. The total effect is equal to
 

1 =/(l-c+m) > 0.
 

Note that although the increazed imports dampens the effect of the
 

export expansion, the net effect is unambiguously positive.
 

*The Keynesian Model in Diagrammatic Form
 

To reinforce this material it is perhaps worthwhile to look
 

at the Keynesian model in a diagrammatic form. Consider,
 

therefore, again the four equations of the model:
 

Y- C + I + G + E M
 

C - c + cY
 

- m0 + mY 
0 

I I, C-C,. E -E 

Note that if we make the observation that Y - C + S + T, we can
 

rewrite (II-1) as
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(I - S) + (G - T) - M - E. 

Assume for the purposes of this diagrammatic exercise that G T. Then,
-

we can view equilibrium in this model as 
that Y for which (I S) equals
 

(H - E). To view this, we first plot I and S as 
functions of Y (Figure
 

1). Note that although S varies with Y, I does not. 
 It is in this
 

sense that we take I to be "fixed" or exogenous in the model.
 

We can similarly plot M and E as functions of Y. Note once again
 

that E is independent of Y, while M is not.
 

From Figures 1 and 2, we can see that I S is downward-sloping in
 

Y, while M - E is upward-sloping. Plotting these two lines on the same
 

graph gives us the equilibrium Y. If the equilibrium point occurs above
 

the horizontal axis, then the economy has a balance of current account
 

deficit.
 

This diagrammatic treatment also permits the analysis of
 

changes in the exogenous variables. For example, suppose we are
 

considering a stabilization program entailing a cut in investment.
 

In Figure 1, the investment line is shifted downward. 
This has
 

the effect of shifting the I - S schedule downward, lowering the
 

equilibrium Y and, as it is drawn, 
reversing the deficit to a
 

surplus.
 

A few observations about this Keynesian model are in order before
 

we leave it. First, when we lower the deficit by lowering investment
 

(or government spending), we contract output. 
This contraction in
 

output lowers imports, further improving the current account balance.
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However, when we contract outpv, 
in this fix-price world, we do so by
 

increasing unemployment. 
The burden of adjustment falls on the
 

unemployed, who are typically among the poorer elements of the
 

population. The second point is 
that the economy is not
 

capacity-constrained. 
This is why output can expand and contract
 

without changing prices. 
 If the economy were capacity-constrained,
 

output would not change at all. 
 Instead, prices would do all the
 

adjusting. In Chapter III, 
we turn to this case.
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III. Flexible-Price Models
 

A. The Elasticities Approach
 

The Keynesian model can be characterized as one which assumes only
 

income effects determine the current account balance. 
We now consider
 

the polar case: when there are no 
income effects, and prices determine
 

the current account balance. In particular, prices determine a main
 

component of the current account balance, namely, the trade balance.
 

Among all the prices in the system, (wages, Zood prices, etc.), 
it is
 

felt that the exchange rate is the most important in driving the trade
 

balance. This is because an external can be thought of as excess demand
 

for foreign exchange. 
Whenever there is excess demand, economists think
 

of raising the price in that market to eliminate the excess demand. In
 

the case of foreign exchange, the "price" is the exchange rate: 
the rate
 

at which domestic currency can be traded for dollars. 
 In what follows,
 

we will define precisely what is 
meant by a market for foreign exchange,
 

how supply and demand are determined in that market, and the effect of a
 

devaluation of the exchange rate on this market and on the trade
 

deficit.
 

The trade deficit is the difference between the
 

value of a country's merchandise imports and the value of its exports.
 

imports, a country needs foreign currency; by selling exports, it
 

earns foreign currency. The current account deficit can be
 

thought of as the difference between the demand for foreign
 

currency (the value of imports) and its supply (the value of
 

exports). 
 In this sense, a current account deficit is associated
 

with excess demand for foreign currency.
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Going from this observation to drawing supply and demand curves for
 

foreign exchange is, however, more subtle. We are used to thinking of
 

supply and demand curves as representing the relationship between prices
 

and quancicles. Here. we are 
interested in plotting the relationship
 

between a price (the exchange rate) and values (that is, a price
 

multiplied by quantities). In fact, there exist demand and supply
 

relationships between prices and the quantities of exports and imports.
 

We will now show how these relationships lead to well-defined supply and
 

demand curves for foreign exchange.
 

First, an apology about notation. Up to now, we have been using
 

the symbols M and E to represent the values of imports and exports
 

respectively. That is, M is the price of imports multiplied by the
 

quantity of imports. We are now going to switch and let H and E be the
 

quancieies of imports and exports. 
We will let M and pE stand for the
 

domestic prices and imports and exports. For example, pM is the price
 

in domestic currency that the local citizens pay for imports (the price
 

of California wine in Mexican pesos, say). It is reasonablP to assume
 

that demand for imports (in quantity terms) is a downward-sloping
 

function of pM, That is, the more MexLcans have to pay in pesos for
 

California wine, the less wine they will buy. 
What about the supply of
 

M? Since foreigners are supplying it, they do not care about the
 

domestic (i.e. peso) price. 
What they care about is the world, or
 

dollar price. Moreover, if the importing country is small, we can
 

assume that foreigners are willing to supply any amount at a given world
 

price p* . This amounts to saying that Mexico accounts for a tiny 

fraction of the seller's sales of imports. Finally, the relationship
 

between p. and p* is given by:
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p- ep*
 

Note that we are assuming no import tariffs or quotas. Now, what
 

happens when we devalue the exchange rate? Note that a devaluation is
 

an Increase in e, the number of pesos per dollar. 
The supply curve for
 

imports has not changed (since the foreign currency price of imports has
 

not). More.ver, while the demand curve for imports has not changed in
 

terms of domestic currency (since that is based on castes), 
in terms of
 

foreign currency it has. 
 That is, for the same p* the amount of imports
 

demanded will have declined (because they cost more 
in domestic
 

currency). 
 Thus, the demand curve for imports in terms of p* shifts in.
 
M 

I this way, the demand for foreign exchange will have declined with a
 

devaluation. Thus, 
we can say chat the demand curve for forei&,t
 

exchange is downward-sloping in e. the exchange rate. (Figure III-1)
 

A symmetric analysis can be performed on the export side. 
The
 

supply curve of exports, in domestic currency, is upward-sloping. The
 

demand curva for exports is perfectly elastic at world market prices.
 

That is, Mexico cannot affect world prices with its exports (another
 

side of the small country assumption). 
 Putting these two together, we
 

observe that a devaluation will shift the export supply curve (with
 

respect to world prices) outwards. Thus, a devaluation will increase
 

the supply of foreign exchange. (Figure 111-2).
 

Having ascertained that there are indeed well-defined supply and demand
 

curves for foreign exchange, we can put them on the same diagram and
 

observe the effects of a devaluation. If there is a current account
 

deficit, the exchange rate is below the equilibrium value, i.e. it is
 

"overvalued". A devaluation will lower this deficit, and perhaps turn
 

it into a surplus.
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Now. this simple model can be criticized on seveal fronts. 
 First,
 

not everybody believes that export demand curves are perfectly elastic.
 

If a country has monopoly power in world markets, it can affect the
 

world market price by its supply decisions. Hence, the demand curve it
 

faces is downward sloping. 
This would be the case with the U.S.'s
 

agricultural exports. 
 It is also the case with some small countries
 

that 
Jominate the world market in certain commodities: Malaysia's
 

rubber, Ivory Coast's cocoa and Sri Lanka's 
tea. In addition, the
 

notion that a country can export as much as 
it wishes at a given world
 

price is difficult to swallow in a world of protectionism, quotas and
 

increasing problems with export-oriented growth. 
 If we allow the export
 

demand curve to downward sloping, and in particular inelastic (i.e., 
an
 

elasticity less than one), 
then the supply curve for foreign exchange
 

will be downward, rather than upward sloping. 
An extreme case of this
 

is when the export demand curve is completely inelastic (an elasticity
 

of zero). Then a devaluation will shift the export supply curve out.
 

Since the quantity will not change, r'evenues will fall. Therefore, the
 

supply of foreign exchange is downward sloping with respect to the
 

exchange rate. If this were the case, notice that a devaluation could
 

worsen the current account balance. This is a special case of what is
 

generally known as the Marshall-Lerner conditions, which must hold for a
 

devaluation to improve the currant account balance.
 

A few points about low export demand elasticities are in order.
 

Early efforts at estimating these elasticities showed that they were
 

indeed low, and possibly less than one. However, for at least two
 

reasons these have fallen out of favor. 
 First, it can be shown that the
 

econometric estimates are biased downwards. 
That is, they undersctae
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the "true* demand elasticity by ignoring supply-side effects. Second,
 

if we believed these elasticities, we would recommend a revaluaclon of
 

the currency to correct a trade imbalance. No one, not even one of the
 

famous "elasticity pessimists" is willing to recommend that.
 

A related problem has to do with time lags and how contracts
 

are written. For a typical developing country (and even more so
 

Eor developed countries), import contracts are denominated in
 

dollars whilo export contracts are in the local currency. In this
 

case, a devaluation will initially worsen the current account
 

balance: the import bill will not change, but the export bill will
 

decline in foreign currency. Only when enough time has elapsed
 

and contracts are rewritten does the current account balance
 

improve, for the reasons mentioned above. This slow adjustment of
 

the current account balance to a devaluation is known as the
 

"J-curve". It may explain the behavior of the U.S. dollar in the
 

first half of 1986, when the dollar/yen rate fell precipitiously but the
 

U.S. trade deficit worsened.
 

A second observation is that we have assumed the only effect
 

of a devaluation is to alter the domestic price of imports and
 

exports. However, a devaluation can have other effects as well.
 

In particular, it can raise prices elsewhere in the economy.
 

Indeed, if a 10% devaluation has the effect of raising all prices
 

by 10%, then it would have no effect on the current account
 

balance. Moreover, this would indeed be the case if all prices
 

were flexible and there was full emplcyment in the economy (i.e.,
 

we allowed for income effects, which we have not done in this
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analysis). This is 
a point to which we will return in the next
 

section.
 

Finally, no discussion about devaluation would be complete without
 

mention of its political ramifications. 
 For a variety of reasons,
 

devaluations can threaten the political stability of a nation. 
A study
 

by Richard Cooper showed that in 
seven of twenty-four devaluations in
 

tho 1970's, the government fell within four months of the act.
 

Devaluations hurt the urban rich (who consume the lion's share of
 

imports), who may also control the political power in the country.
 

Frequently, it is the army (which also consumes imports in large
 

quantities) that comes in to overthrow the government after a
 

devaluation. 
Whatever the reason, no decision to devalue the currency
 

should be taken lightly, despite its seductive benefits for the current
 

account balance.
 

B. The Absorption Approach
 

In addition to cases when the Marshall-Lerner conditions are
 

violated and to distributional considerations, a nominal exchange rate
 

devaluation is viewed with caution for at last two other reasons. 
One
 

is the "absorption" approach, which begins with the observation that
 

from national income accounting we know that a current account deficit
 

is equivalont to an excess of absorption over income. 
We will now
 

rewrite those identities using our new notation where C, I, G, et.c.
 

stand for quantities. 
Thus each of these has to be multiplied by their
 

price to obtain the relevant identities:
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Y - PC + PI + PG + PE PM 

- A + CAB.
 

Therefore, a reduction in the curreit iccounc deficit should be
 

reflected in either an increase in inc3me 
or a decrease in
 

absorption. Yet, 
there is nothing in the elasticities approach
 

that guarantees either. 
 Indeed, it is possible that in domestic
 

currency terms, the current account deficit may widen. 
Note that
 

even if M falls and E rises from the devaluation, since P has
 

risen (recall that P - eP*), 
 the term PE - PH may actually have
 

declined, i.e., 
the deficit has worsened in domestic currency.
 

Unless some reduction in absorption occurs on the domestic side (a
 

reduction in government spending, say), the deficit will not be
 

turned into a surplus.
 

How is it possible to achieve a deficit reduction in foreign
 

currency but not in domestic currency? Bscause a devaluation
 

raises domestic prices relative to fozeign ones, it raises the
 

peso value of the deficit. So a smaller dollar deficit is still a
 

larger peso deficit.
 

This points out a recurrent feature of devaluations. You may
 

be able to achinve balance of payments stability (i.e., a lower 

dollar deficit), but only at the expense of inflation. Put 

another way, a country cannot achieve two targets .. balance of 

trade and price stability -- with one instrument -- the exchange 

rate. If, however, the devaluation is accompanied by an
 

absorption-reducing program (lower government consumption, say),
 

then the twin goals may be achieved simultaneously. These two
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policies are typically referred to 
as expenditure-switching and
 

expenditure-changing policies.
 

That a devaluation has effects outside the market for foreign
 

exchange through its impact on domestic prices has implications
 

for how we view the analysis above. 
 In fact, the import demand
 

and export supply curves drawn earlier are a bit misleading
 

inasmuch as they assumed that only the domestic import price and
 

domestic export price (respectively) mattered. The truth is that
 

the importer looks at the domestic import price relacive to other
 

prices in determining his import demand. 
For example, a consumer
 

will look at tho relative price of imported to domestic beer in
 

his purchasing decision. Similarly, an exporter's supply depends
 

not just on the export price in domestic currency but on this
 

relative to other prices, specifically prices in the domestic
 

market. 
Only if prices in the export market rise vis-a-vis
 

domestic prices will he supply more 
to the export market. Put
 

another way, it is 
not the nominal but the "real" exchange rate (the
 

relative price of imports and exports to other goods) that matters.
 

From this line of argument, it follows that if a devaluation
 

has the effect of raising all domestic prices by the same amount,
 

there will be no change in either the quantity imported or
 

exported. 
If this happens, the devaluation has no effect on the
 

demand for foreign exchange and, hence on the current account
 

balance.
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, Mha Auast lxan Model 

As we saw earlier, a devaluation 'nay have a significant
 

effect on the country's overall price level. Furthermore, the
 

stronger is this effect, the weaker is the devaluation at
 

achieving the objective for which it was 
intended, namely,
 

reducing the current account deficit. 
This is because both
 

imports and exports -- whose response to a devaluation was crucial
 

in improving the current account 
-- also depend on the prices of
 

other goods. For example, an overall increase in prices raises
 

the cost of production, possibly negating the increased
 

competitiveness due to the devaluation. 
Similarly, if domestic
 

prices rise, imports may not fall by as much after a devaluation,
 

because the substitute goods for imports (domestic goods) are also
 

more expensive.
 

How does a devaluation affect the price level in the economy?
 

According to the above analysis, the price of imports and exports
 

are determined by their world prices (multiplied by the exchange
 

rate) -- the small country assumption. What about prices of other
 

goods? To answer this question, we have to leave the realm of the
 

one-sector model. 
Up to now, we have been treating all goods as
 

the same (so that their prices move in tandem). However, at the
 

very least, we have to distinguish between those goods which are
 

tradable on the world market and those goods which are bought and
 

sold only within the country, for it is the difference in the way
 

the prices of these two types of goods 
move that determines the
 

outcome for the trade balance.
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We define a traded good as 
one whose domestic price is
 

determined by world market prices. 
 According to the small country
 

assumption, the price of an exported good is its world market
 

price multiplied by the exchange rate. 
 Now suppose some of this
 

goods is also sold domestically. For example, Thailand exports
 

rice but also consumes it locally. 
In the absence of government
 

policy, we maintain that the domestic price has to be equal co the
 

world price times the exchange rate. If it were not so, there
 

would always be an incentive to export all or sell all in the
 

domestic market. 
This can be seen in Figure 111-3.
 

Similarly, for a competitive import, the domestic price must
 

be equal to the world price, in domestic currency.
 

The only remaining type of good is a nontraded good, whose
 

domestic price is determined by domestic supply and demand
 

conditions. Examples of nontraded goods include services
 

(haircuts, physicians services, etc.), and construction.
 

To complete the model, we need to specify how the labor market
 

works. For the time being, let us assume that there is full
 

employment (we study the implications of relaxing this assumption
 

later). In that case, associated with the supply (or marginal
 

cost) of the three types of goods are a set of labor demand
 

curves. 
These are the result af profit-maximizing decisions by
 

the producers of the goods. 
 Note in particular that the curves
 

depend on the price of the good. 
 If the price rises, the demand curve
 

shifts outwards. 
 If we assume perfect labor mobility between
 

sectors, then they all face the same wage rate. 
 The economy's
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labor demand curve is the horizontal sum of these labor demand
 

curves. 
 Finally, we assume labor supply is inelastic. (Figure
 

111-4)
 

Starting from an initial equilibrium. consider the effects of
 

a devaluation. The two tradable prices risa (indomestic
 

currency). This has the effect of shifting their labor demand
 

curves outward. This bids up the wage raet 
 in the labor market.
 

In turn, this shifts the supply curves intwards, as labor has
 

become more costly. 
The result is that the initial increase in
 

exports and decrease in imports has been neutralized. Indeed, in
 

this framework, the only way to get an increasa in exports or
 

decrease in imports is to lower the wage rate (;r 
 some other
 

nontradeable). If we define the real exchange race as the
 

relative price of tradeables to noncradeables, then in order to
 

improve the trade balance, we need to depreciate the real exchange
 

rate. 

To see this, consider the polar extreme case of an economy
 

with a fixed nominal wage and unemployment. In this case, a
 

devaluation will shift the labor demand curves of tradables out,
 

but wages will not rise (by assumption). Then it is possible that
 

exports will increase and imports decrease, thereby improving the
 

trade deficit. Note, however, that even in this case, the
 

increased employment will increase demand for nontradeables,
 

raising their price. 
This, in turn, may increase costs in the
 

traded goods sectors, dampening the initial effect of the
 

devaluation.
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What these two cases point out 
is that a deficit reduction
 

cannot be guaranteed by a devaluation alone. This is why most
 

stabilization programs call for a reduction in government spending
 

or some other component of demand. especially one that is
 

nontradeable intensive (governinent spending is 
service-intensive,
 

investment is construction-intensive). 
 An autonomous reduction in
 

demand for nontradeables permits the nontradeable price to fall in
 

the short run. 
This will then work in the opposite direction of
 

any cost-increasing effects of a devaluation.
 

This framework is useful for illustrating two other points.
 

First, the structuralist school (led by Lance Taylor) claims that
 

devaluations are contractionary. This can be interpreted as a
 

special case of our model where supply of tradables is inelastic
 

and that of nontradeables perfectly elastic. 
 It follows that a
 

devaluation only leads to higher prices (and lower demand) in the
 

tradable sectors. 
 If nontradeable production is import-intensive,
 

say, then this shifts the nontradeable supply curve up, lowering
 

its output. The result is a higher-priced, lower-output economy
 

(albeit one with a lower current account deficit). The point here
 

is that the structuralist viewpoint is an empirical one: what are
 

the supply elasticities? It is not a different school of thought.
 

The second illustration tie 
can derive from this framework is
 

that of the "Dutch disease". This the the phenomenon of an
 

increase in the price of an export good and the attendant effect
 

on the tradable and nontradable sectors. The export boom has the
 

effect of a contraction in the importable sector and an increase
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in the price of the nontradeable sector (output may or may not
 

increase in this sector). 
 This is how we interpret the
 

often-observed phenomenon of an 
"oil boom" followed by a decline
 

in traditional traded goods producing sectors. 
 In Holland, for
 

example, the manufacturing sector came to 
a standstill following
 

the discovery of the Groningen natural gas fields. 
 In addition,
 

the nontradeab.e sectors in these economies also undergo a "boom"
 

: construction costs rise, housing prices go through the roof,
 

etc. Finally, the influx of imports into these countries can be
 

predicted by the decline in competitiveness of the
 

import-substituting sector.
 

The two-edged-sword nature of a devaluation, and the noed for
 

accompanying demand reduction point to the fact that several
 

instruments have to be used for the adjustment process. 
The
 

general idea can be illustrated simply in a two-sector diagram
 

(Figure 111-6). Since their pricts are world prices, we can
 

agp'regate the tradable sectors 
into one ( )I. Call the
 

nontradeabla sector N. Then a deficit can be described as one in
 

which the real exchange rate --
the relative price of tradables to
 

nontradeables -- is overvalued. At the going rate, there is
 

excess demand for traded goods. We can consider two cases: (i)
 

when the real exchange rate is perfectly flexible, and (ii)when
 

it is completely inflexible. Notice that in case 
(i), the
 

1To see how this aggregation is possible, define the -%utput of 
this tradable good, Q = (PxQx + PQ)/(Px+Pm) and c,.,and for T,

T X
DT - (PD + P D )/(P + P ). Then the current account deficit is 
given by PTDT - PTQT' or the value of excess demand for tradables.
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relative price has 
to change in the direccion of increasing the
 

price of tradeables vis-a-vis nontradeables. That is, the real
 

exchange rato must depreciate. 
 If prizes are perfectly flexible
 

in the economy, this can be done wichoat sacrificing output. 
Note
 

that expenditure still has to 
fall. however. But the point here
 

is that the real depreciation can be achieved without any
 

devaluation. As long as 
the expenditure that was cut was in
 

nontradables, the price of nontradables will fall sufficiently
 

that the real exchange rate will have depreciated, even though the
 

nominal exchange rate remained unchanged. Of course, in most
 

cases, the instruments do not permit such a smooth transition.
 

Now consider the opposite extreme, or case 
(ii). Pressure by
 

labor unions to maintain their real wage, for instance, can slow
 

real depreciation. In this case. demand-reduction will pull the
 

economy inside its production possibility frontier, sacrificing
 

output. 
The art of structural adjustment is determining where in
 

the region between these two cases the economy will end up.
 

Moreover, this framework points out that if the reason the real
 

exchange rate 
is rigid has to do with a rigidity in the price of
 

nontradables, then a devaluation may help by raising the price of
 

tradables, thereby achieving the real exchange rate depreciati,n
 

in another way.
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IV. MONETARY POLICY AND FINANCIAL PROGRAMMING
 

A. What Is Money, Anyway?
 

We next turn to the role of monetary policy in stabilization and
 
adjustment in developing countries. 
 Our goals are: (a) to understand how
 
monetary policy can be deployed in pursuit of internal and external balance;
 

(b) to see 
the links between fiscal and monetary policy; and (b) to understand
 

the determinants of inflation.
 

So far, the economically relevant concept of the exchange rate has been
 
the "real" exchange rate, Pt/Pn. 
The nominal exchange rate, e, on its own
 
did not affect anything unless this relative price was somehow changed. 
The
 
inclusion of monetary aspects in the analysis breathes life into the nominal
 

exchange rate, because as we shall see there is 
a direct link between a
 

country's money supply and its nominal exchange rate.
 

First, a few introductory comments about the concept of "money". 
It is
 
traditional to distinguish among three roles of money.
 

(a)Unit of account. 
Money allows us to value different commodities in a
 
common unit. 
This in itself has no economic significance, because the world
 
would not look any different if we all suddenly decided to use, say, steel or
 

Japanese cars as the unit of account. 
Then we would say "my annual salary is
 

25 tons of steel" or "4 Hondas".
 

(b)Medium of Transaction. 
Money facilitates transactions because everyone
 
accepts money. If I 
were paid in Hondas, my employer would have a tough time
 

depositing a third of a Honda in my bank account every month, and I would have
 
an even tougher time exchanging it for groceries. What distinguishes money
 

from other commodities and assets, then, is its 
iguidit (i.e., ease of
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transforming it into other commodities and assets). This motive for "holdingm
 

money is an economically significant one, because it creates a "demand" for
 

money. The more economic transactions (purchases, sales) we plan to carry out
 

the more money we need. This allows the government, when it has control over
 

the money supply, to influence the level of activity in the economy.
 

(c) Store of value. We can also think of money as being an asset just like
 

any other (bonds, real estate, gold, etc.). Holding money is a form of
 

saving, just as a purchase of stocks or government bonds is. All these assets
 

yield a return to the owner: bonds pay interest, gold (it is hoped)
 

appreciates in value. 
Money also has a rate of return: checking deposits
 

earn interest, and cash has a negatv 
(real) rate of return which equals the
 

inflation rate. The opportunity cost of holding money is the yield on
 

alternative assets. 
The role of money as an asset is also important because
 

once again it creates a demand for money, which is influenced by interest
 

rates and inflation. 
This is another channel through which monetary policy
 

can affect the functioning of the economy (by influencing interest rates,
 

say).
 

But what js money? Cash? Checking deposits? Savings deposits? We will
 

look later at different definitions of money. In an economic sense, money is
 

whatever our conceptual framework suggests it ought to be. 
 In these coming
 

pages, for example, we will concentrate on the role of money as a medium of
 

transaction (and ignore its role as a store of value for the time being). 
 In
 

the context of this discussion, then, the relevant concept of money is that of
 

an asset distinguished from others by its liquidity. 
 (Is it liquid? If so,
 

it must be money.) Honetary policy, in turn, is policy that controls the
 

supply of this particular asset.
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The key point is that we all need money tn make purchases, because that
 

is the only widely acceptable medium of transaction.1 This can be
 

encapsulated in a simple identity:
 

(1) Hv w A
 

where H is the aggregate supply of (domestic) money at the disposal of the
 

economy and A is the nominal value of absorption by domestic residents (i.e.,
 

C+I+G). The link between H and A is given by v, the yj; 
 of circulacLon
 

of money. As stated, this is an identity which simply says that the ratio of
 

total expenditures to the money stock yields velocity. 
In LDCs, v ranges
 

between 3 and 6. Countries with lower v are said to be more monetized or
 

financially "deeper" than others.
 

Now we turn (1) into a theQry of money demand, by asserting that v can be
 

treated as a constant. The way to intarpret (1) now is 
as follows: the
 

economy's demand for money is proportional to the level of expenditures it
 

undertakes. We now write
 

(2) Hd - (l/v)A, 

where the superscript d reminds us that this is 
a demand relationship.
 

Equation (2) represents the "quantity theory of money demand." 
 What about the
 

supply of money? 
We take that to be controlled directly by the government--e
 

wil? qualify this later on--and denote it Hs. Equilibrium in the money marke:
 

reqi ires
 

1. Note well what this is saying: It doesn't say we have to be rich enough
to make all the purchases we desire; it says, regardless of how rich we are,

that is regardless of the purchasing power of our earnings, we need money to
 
buy things.
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HS
(3) - Hd. 

B. Monetary Policy in the "Australian" Model
 

Now we are ready to analyze the role of monetary policy in the small,
 

open economy model we developed in the previous section. 
We make one
 

simplifying assumption: domestic residents spend a fixed fraction, 7, of their
 

toral expenditures on non-traded goods, and the rest, (1-7), 
on tradables.
 

This allows us to write:
 

(4) PnDn - 7A - 7vHs 

(5) PtDt - (1-7)A - (l-7)vHs,
 

where we have substituted from (2)and (3). 
 These two equations represent the
 

demand side of the economy. (Dn and Dt are the quantities demanded of the two
 

gocds.) 
 On the supply side, we know that producers move along a
 

transformation frontier so that the production point is tangent to the
 

relative-price line, the slope of which is Pt/Pn. 
We can represent this by
 

writing:
 

- +
 
(6) Xn - Xn(Pt/Pn); Xt - Xt(pt/Pn). 

The parentheses here denote a functional dependence: 
so we read "X is a
n 


function of (i.e., depends on) Pt/Pn)". 
 The signs refer to the nature of the
 

relationship. When Pt/Pn increases, Xn falls and Xt rises.
 

In the best of all possible worlds, we would have simultaneous
 

equilibrium in the non-traded goods market ("internal balance") and in the
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tradables market ("external balance"). 
The conditions for equilibrium are:
 

(7) Dn - Xn -> (TvHS)/Pn - Xn(Pt/Pn) ......... internal balance
 

(8) Dt - X t + B -> [(l-7)vHSj/P t - Xt(Pt/Pn) + B ... external balance
 

B refers to foreign borrowing, which we will treat as an exogenous policy
 

choice. Notice that demand for goods depends on what is called "real
 

balances": the supply of money divided by some price index. 
Monetary policy
 

exerts an influence over the level of domestic demand (and hence domestic
 

expenditures) via its effect on real balances. 
This is the crucial mechanism
 

that renders monetary policy effective.
 

Now we will draw a version of the familiar Swan diagram (named after the
 

Australian Trevor Swan), with e (the nominal exchange rate) on the vertical
 

axis, and Hs 
(the money supply) on the horizontal axis. Remember that e
 

enters Pt through the relationship Pt - ePt. The variables on the axes
 

represent our policy instruments: e is our expenditure-switching policy, Hs is
 

our expenditure-changing policy (why?). 
We will ask what combinations of
 

p,,licies 
are needed to get us out of economic trouble.
 

Refer to figure 1. IB is the curve along which internal balance is
 

achieved; i.e., it represents the combinations of e and Hs which maintain the
 

equality in equation (7). 
 To the left of IB,we have excess supply of non

tradables (ESN, "unemployment"), and to the right excess demand for non

tradables (EDN, "inflationary pressure"). The IB 
curve is downward sloping
 

for the following reason: start from internal balance, and increase Hs
 

slightly; nov we have excess demand for non-tradables, and to eliminate it 
we
 

need to make non-tradables more expensive relative 
to tradables; this is
 

achieved by reducing e (making tradables less expensive).
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Similarly, EB is the combination of points which maintain external
 

balance. It is upwards sloping because the adverse effect of an increase in
 

Hs on external balance has to be offset by a devaluation (increase in e). To
 

the left of EB, we have excess supply of tradables (EST, "surplus in the
 

external accounts"), and to the right excess demand of tradables (EDT,
 

"deficit").
 

The two curves divide Figure 1 into four quadrants, or "four zones of
 

economic unhappiness":
 

Zone I: BOP surplus, inflationary pressure;
 

Zone II: BOP deficit, inflationary presure;
 

Zone III: BOP deficit, unemployment;
 

Zone IV: BOP surplus, unemployment.
 

The appropriate policies depend on which zone we happen to find ourselves in.
 

We distinguish two types of economies: (i)economies in which wages and
 

prices in the non-tradables sector exhibit a high degree of rigidity so that
 

we cannot take for granted that we ara continously on the IB schedule. Many
 

Latin American countries represent examples. (Li) Economies in which wages
 

and prices are fairly flexible in the non-tradables sector, so that internal
 

balance holds (more or less) continuously. Examples may be some African
 

countries (with large informal sectors), Indonesia, and Turkey.
 

(L)Non-Traded Prices Are Rifid. The correct policy combination can be
 

determined by looking where we are on the diagram. In Zone II, for example,
 

we will need a cut in the money supply and either a fill or rise in e.
 

Similar conclusions can be drawn for the other zones. (Can you figure out why
 

there is always an indeterminacy with respect to one of the policies needed?)
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The important message is: 
 we need both policy instruments to attain the bliss
 

point, even when we suffer solely from external disequilibrium. Expenditure

switching and expendLture-changLng are both needed.
 

Another exercise we can do is to consider the effects of a sudden
 

reduction in foreign borrowing opportunities. 
Suppose we are in equilibrium
 

initially, and that B falls. 
 What does that do to the diagram?
 

(Li) Non-Tradables Prices are 
Flexible. 
 We can do the same kind of exercises
 

in this case, bearing in mind that we 
will now always be on the IB curve.
 

Internal disequilibrium never arises. Exchange rate policy is enough to get
 

us out of trouble on the external front.
 

Now suppose we are already at external equilibrium. We saw earlier that,
 

when we did not consider the role of monetary policy explicitly, a devaluation
 

had no long-run effects on the economy. An increase in e led to a
 

proportionate increase in pn, with no 
change in either the trade balanc:e or
 

the internal balance. Does this logic work here as well?
 

Since Pn is flexible, we are always gn the IB schedule. The effects of a
 

devaluation (Ae > 0) are displayed in figure 2. 
We start from initial
 

equilibrium 0. The devaluation takes us to a point like 1. At 1, we have EDN
 

and inflationary pressure, so Pn must rise to eliminate the internal
 

disequilibrium. 
As Pn rises, EB and IB will both shift. (Remember that IB
 

and EB are drawn for a given pn.-the analogy is a with a shift in a demand
 

curve.) 
 IB shifts to IB' where the internal disequilibrium is eliminated-.
 

that is the objective of the increase in Pn"
 

How about EB? As Pn rises, EB will shift back since some areas with BOP
 

surplus will now become areas with BOP deficit. How far will th. :.ift go?
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As long as the increase in Pn is proportionately less than the initial
 

devaluation (APn/Pn < Ae/e), we must have a surplus at 1, which implies that
 

the shift in EB leaves point 1 still to the left of the new EBF. 
 In fact, it
 

must be the case that APn/Pn < Ae/e, since from equation (7) internal balance
 

would otherwise not obtain at 1. Therefore, the final outcome is as shown in
 

Figure 2.
 

Notice that a nominal devaluation has now led to a real devaluation. pn
 

ha" risen, but not by enough to offset the effects of the devaluation
 

entirely. 
We end up with a BOP surplus at 1. A devaluation is effective even 

when domestic prices are perfectly flexible. 

But the devaluation is effective in this context only because the nominal 

money supply is being held constant. Since prices are rising, this implies a 

J 1 in the real money supply, and therefore a squeeze on real balances. 

Holding the nominal money supply constant is tantamount in this case to a 

contractionary monetary policy. The devaluation works because real balances
 

fall, and the implied reduction in aggregate expenditures leaves room for a
 

BOP surplus. Hence exchango rate policy can work not only through its
 

expenditure-switching effect (by altering relative prices), but also through
 

its expenditure-.e jcj effect.
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V. MONETARY POLICY AND FINANCIAL PROGRAMMING (Cont.)
 

C. A Closer Look At Money and Monetary Policy
 

So far, we have been vague about which monetary aggregate we were talking
 

about. What is Ml? M2? Monetary base? Two key questions help us
 

distinguish between different conceptions of money:
 

(a)HwliLi? Monetary aggregates can be classified according to their
 

degree of liquidity. Cash is 
more liquid than demand d6posits, which are in
 
turn more liquid than savings deposits. 
 So we can define, in decreasing order
 

of liquidity, three monetary aggregates:
 

Cash (or currency in circulation)
 

Ml (cash plus demand or checking deposits)
 

M2 (Ml plus savings deposits).
 

In some LDCs, commercial banks are allowed to accept deposits denominated in
 

foreign currency (which is sometimes referred to as dollarizacion). Then
 

monetary aggregates inclusive of the relevant foreign-currency deposits can
 

also be defined (e.g., MIX, M2X). (Question: which monetary aggregate is the
 

one most closely suited to the model just analyzed?]
 

(b) ho creates it? From the standpoint of economic policy, this is sometimes
 

the more relevant question. In its broadast sense, money can be defin2d as
 

the liability of a country's banking sector; tbat is, money is created by the
 

banking sector. Frequently, it is useful to separate the Central Bank (part
 

of the government's policy-making machinery) from the rest of the bankiT3
 
sector (the deposit money banks, in IMF parlance). That part of the money
 

supply which is the liability of the Central Bank is then called "base money".
 

Other names for base money include "reserve money", "high powered money", 
or
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the "monetary base".
 

Our discussion of monetary policy will focus 
on base money for two
 

essential reasons: 
(i)base money is the only aggregate that the government
 

can directly control, provided it can control any at all: and (ii) the
 

government generates revenue (called "seignorage") by issuing base money,
 

about which more later.
 

Now let us look at the balance sheet of the central bank more closely.
 

In schematic form:
 

A L 
RR: required reserves of DMBs 

NFA 
DC 

RR 
C 

C: 
NFA: 

currency in circulation 
net foreign assets (foreign exchange 

reserves minus for6ign liabilities of 

DC: 
the CB)

(stock of) domestic credit extended by CB 

We define the monetary base (M3) as the liabilities of the central bank (or
 

more broadly of the monetary authorities). Since liabilities must be balanced
 

by assets, this gives us a fundamental identity:
 

(1) MB = NFA + DC a RR + C.
 

Hence, base money can increase only insofar as either the net foreign assets
 

of the CB icrease, or 
its stock of domestic credit increases. (DC can also
 

be broken down into domestic credit extended to the government and domestic
 

credit extended to the private sector.) Note also that MB, NFA, and DC are
 

all stocks, and not flows; that is, they are quantities measured at an instant
 

in time--e.g., 5pm on December 31st, 1989--rather than over a period of time.
 

(Income, savings, and investment are all flow variables as 
they are moasured
 

over a month, quarter, or year. 
It does not make sense to ask "what was your
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income last saturday at 9 am?")
 

Examples of mone" creation:
 

(i) Government borrows from the Central Bank. 
This is the predominant method
 

of money cieation in LDCs. 
 To cover its expenditures, the government sells
 

IOUs to the Central Bank which typically rolls them over forever, in 
return
 

for which the Central Bank issues base money (currency or a check drawn on
 

itself). Ifand DC both go up.
 

(LL) Balance-of-Payment surplus. 
A similar mechanism operates when the
 
country runs a BOP surplus, and accumulates foreign reserves as a consequence.
 

NFA and MB both go up. 
 (The mechanism in practice may be something like the
 
following: A textile exporter earns foreign exchange which he would like to
 

convert to national currency. 
He sells the foreign exchange to the Central
 

Bank--the NFA of which thereby go up--and receives newly printed domestic
 

currency in exchange.) 
 Conversely, when a balance-of-payments deficit is
 

financed by running down reserves, the monetary base shrinks.
 

The last point is important, and establishes a very important link
 
between the balance-of-payments and the domestic money supply. 
A country that
 

is running a deficit in the BOP (in the sense of running down reserves) is
 

also involuntarfly shrinking its domestic money supply. 
A surplus country is
 

expgnding its money supply.
 

We will return to 
this central identity regarding base money in 
a momen:.
 

Let us now see how base money is related to broader conceptions of money, and
 

what the role of commercial banks is.
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The balance sheet of a typical commercial bank looks like the following:
 

A L 
RR: required reserves of DMBs 
D: deposits 

RR D 
Loans 

Notice that the required reserves held at the Central Bank are part of the
 

commercial banks' assets. 
 The stock of credi.t (loans) constitutes the other
 
component on the asset side. 
 When commercial banks also hold foreign assets,
 

we would have to include it 
on the asset side. Deposits are in turn the
 

banks' liabilities.
 

Broad money (or M2) is simply the aggregate liability of the banking
 
sector. 
To see what it amounts to, w4 consolidate the balance sheets of the
 

central bank and commercial banks (displayed above), to get:
 

A L
 

NFA D
 

total C
 
domestic
 
credit
 

Notice that required reserves 
(RM) have dropped out of the picture, since they
 

constitute an asset transaction wh 
 the banking sector. Returning to our
 

definition of money am Ihe liability of the banking sector, we can then write
 

the definition of M2 
 &.
 

(2) M2 a D + C.
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This is the definition we have already encountered.
 

The government can directly control only the monetary base. 
But the
 

level of activity in an economy is probably more closely linked to broad
 

money. Therefore, we would like to 
know how the level of MB can influence the
 

level of M2.
 

M2 and MB are linked by what is called the "money multiplier":
 

(3) M2 - pMB,
 

where p is the money multiplier. To see why this is called a multiplier, let
 

us introduce two handy definitions:
 

c - currency-deposit ratio (i.e., the ratio of currency held in relation to
 
bank deposits, C/D);
 

r m reserve-requirement ratio (the ratio of required reserves to bank
 
deposits, RR/D).
 

The first of these is 
a behavioral variable; it is determined by individuals'
 

preferences with respect to liquidity as well as 
the ease of using checks and
 

withdrawing money from bank accounts. 
 (What do you think happened to c in the
 

U.S. after the introduction of automated teller machines?) The second is a
 

policy variable; the government sets reserve requirements which commercial
 

banks have to follow.
 

Now using (3),
 

p - M2/MB - (C + D)/(C + RR), 

and dividing both numerator and denominator by D,
 

(4) -(l+ c)/(r + c)
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which gives us the desired relation between the money multiplier, on the one
 

hand, and the currency-deposit ratio and reserve requirements, on the other.
 

(Question: What happens to p when c increases? when r increases?) Suppose
 

that the reserve requirement is 20 percent and that individuals hold 10
 

rupiahs in cash for a ery 100 rupiahs in their bank account. Then r - 0.20
 

and c 
- 0.10, which y elds a money multiplier of (1.1/0.3) - 3.67. Therefore,
 

a one rupiah increase in base money will increase broad money by 3.67 rupiahs.
 

That is why p is call. a multiplier, and why MB is often referreid to as 

"high-powered" money.1
 

D. The "Automatic" Adj tuent Mechanism
 

The discussion abo e indicated that the monetary base has two components,
 

net foreign assets and 
omestic credit. An important implication is that,
 

unless, NFA remains unc anged, H cannot be directly controlled by the monetary
 

authorities. 
This will become clearer in a second; for the moment, just note
 

that the NFA component r nders the monetary base (at least partly) a residual
 

item, insofar as balance of-payments imbalances impinge on the money supply.
 

Can the government 
ver have full control over the monetary base? Yes,
 

if it
can avoid balance- f-payment! deficits or surpluses. But this in turn
 

requires one of two things involving the exchange rate: either the exchange
 

1. The money multiplier is 
not always larger than one. Sometimes the
liabilities of the Centrl Bank are inflated by additional items like import
deposit requirements, in 
hich case MB can exceed Ml or M2. In these cases,
whether a unit increase i MB leads to a more than unit increase in Ml or M2
depends on what the sourc 
 of the increase is. An expansion of credit to the
public sector, for exampl 
, will still lead to a muldiplier process. (Hence,
the jyAzjgj and marJnal ultipliers will differ.) 
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rate is left to float freely so that balance-of-payments disequilibria never
 

arise, or it is continuously targeted on the balance-of payments. 
 In both
 

cases, the government can in principle have full control over the money
 

supply, because there will never be any BOP deficits or surpluses. The
 

important point is: 
the money suiDlv and the exchange rate cannot be
 

controlled independently. ALy decisior, made with respect to 
the money supply
 

implies a particular exchange rate; conversely, any exchange rate stance has
 

direct implications for the money supply. 
This is why it is often said that
 

monetary policy and exchange rate policy are one and the same thing.
 

The mechanism that prevents full control over the money supply in the
 

presence of fixed--or insufficiently flexible--exchange rates can be explained
 

as follows. 
Suppose that DC goes up (say, because the central bank finances a
 

government deficit). The instantanous effect of this is to increase the money
 

supply. Buz will money demand increase proportionately? Perhaps yes, perhaps
 

not. 
Suppose that the demand for money remains unchanged. What will bring
 

the increased supply into equality with unchanged demand? 
The answer is the
 

balance-of-payments. 
 Enough money will "leak" through the balance of payments
 

to reestablish equilibrium in the money market. 
This implies that there will
 

ba a BOP deficit while the excess demand for money lasts. 
 Once the excess
 

demand is eliminated, so is the BOP deficit. 
This process is called the
 

automatic adjustment mechanism.
 

Sounds like magic? Let us now see 
in greater detail how and why this
 

process works. Our earlier framework will help, so we return to it.
 

First, let our earlier H refer to broad money. 
Note from our definition
 

of broad money that H - p(DC + NFA). Mu*', we can restate our equilibrium
 

conditions for internal and external balance, respectively:
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(5) yvp(DC + NFA)/P n - Xn(pt/pn) ...................... IB
 

(6) (1-Y)vp(DC + NFA)/Pt - Xt(Pt/Pn) + B I............. EB
 

(These come from equations (7] and [8] from the previous section.) *Finally,
 

we make use of the extra bit of knowledge we have just acquirod, by expressing
 

the link between the balance of payments and the money supply:
 

(7) 4NFA - Pt(Xt + B - D).
 

Make sure you understand what this equation says. The right-hand side equals
 

the balance of payments position: it is positive when there is a surplus, and
 

negative when there is a deficit. As long as the BOP is 
non-zero, the stock
 

of NFA must be changing through reserve accumulation (surplus) or decumulation
 

(deficit). The NFA component of the money stock is 
constant only when the
 

balance-of-payments is in equilibrium. 
Now we are ready to consider:
 

The Effects of Expansionarv Monetary Policy. 
 Refer to Figure 1. Suppose we
 

expand the money supply from H0 to Hl, by expanding DC. The impact of this is
 

to take us from point 0 to point 1, where we have a BOP deficit. From (7),
 

the NFA must then start to decline, which in turn means that H starts to fall.
 

We start moving horizontally back. How far must H fall? 
Until the excess
 

demand for money is completely eliminated, that is until the money stock
 

returns to its original level at H0 . The eventual equilibrium is at point 0.
 

Hence, after the adjustment process is completed, money supply ends up
 

being what it was before. While the composition of H is changed (with larger
 

DC and smaller NFA), its overall level remains the same. Put graphically, the
 

initial addition to the money supply has "leaked" through the balance of
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payments. Once the adjustment process is complete, the BOP returns to
 

equilibrium. 
Refer to Figure 2 for the time paths of reserves, BOP, and H
 

while the adjustment process takes place.
 

"This is funny," you might say. 
 "Where I come from, balance-of-payments
 

equilibrium is not so easily re-established after expansionary monetary
 

policies!" 
 Yes, but where you come from "expansionary monetary policy" stands
 

for continuous pumping of the printing presses, rather than a one-time
 

increase as the experiment above assumed. 
When monetary emission keeps
 

running ahead of the demand for money, we must observe economies stuck
 

somewhere between points 0 and 1 in figure 1, with continuous BOP deficits.
 

Continuous, that is, until reserves finally run out.
 

The ffec of Devaluation. Remember that in the previous section we had
 

looked at the effects of devaluation while holding the money suDolv constant.
 

In that case, devaluation had led to an increase in the trade balance, but it
 

had done so because we hd kept H fixed. 
Now we can see that this cannot be
 

anything but a short-run equilibrium: the ensuing BOP surplus must set the
 

automatic adjustment mechanism to work. 
 Let us now see how the long-run
 

equilibrium gets re-established.
 

Refer to Figure 3. We had left the story at point 1, with an unchanged
 

money supply and a BOP surplus. Therefore we must have ANFA > 0. The money
 

supply increases. We move horizontally towards the right. 
How is the process
 

completed? 
 We have two possible scenarios depending on how well non-traded
 

goods markets work:
 

(i) Price of .UT-goods is fixed. 
 Since Pn does not respond to the
 

increase in H, both EB and IB schedules are unaffected. We gain reserves
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until we reach the EB curve at a point like 2. At 2. the BOP is in
 

equilibrium, so the money supply is stabilized. But we are to the right of
 

the IB schedule, which implies we are left in an overheated, "inflationary
 

pressure" economy (thanks to the expansion of the money supply).
 

(ii) Price of NT-goods is flexible. Now Pn will increase to eliminate
 

excess demand for NT-goods. This moves the IB to schedule to the right, and
 

the EB schedule to the left (make sure you see why). The final equilibrium is
 

at a point like 3 where internal and external balance are reattained.2
 

Notice that in both cases, devaluation has only transitory effects on the
 

BOP. These transitory effects are undone by the compensating movements in the
 

money supply.
 

Wait a second. Does this mean that devaluation is ineffective as a
 

policy instrument? The answer is a big NO. 
You will see why in a a second.
 

But truth-in-advertising requires that you be warned: there A=e people (smart
 

people) who believe that exchange-rate policy is for the birds--precisely
 

because of the reasoning just followed. These people are called Ron McKinnon
 

and Bob Mundell. They think governments should fix their exchange rates and
 

forget about exchange-rate policy. All that governments have to do is stick
 

to "sensible" read "conservative" monetary policies.
 

When Pn is sufficiently flexible--or when labor markets work well--these
 

people are of course right: adjustments in Pn (and wages) take care of
 

2. Point 3 must lie on a straight line that goes through the origin at a 45
degree angle. Technically speaking, that is because monetary policy is
 
"neutral" when there are no price rigidities in the economy. A 10 percent
 
increase in the money supply increase e and Pn by 10 percent; no real
 
magnitudes are affected.
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internal 
balance, while the automatic adjustment mechanism takes care of
 

external balance. 
In this view, the governor of the Central Bank and the
 

Finance Minister can put their time 
to better use than worrying about policy-.
 

they can read The Wealth of Nations, for example.
 

But when Pn is not sufficiently flexible (or domestic labor markets do
 

not work well), the automatic adjustment mechanism cannot be relied upon to
 

achieve our internal and external balance targets simultaneously. We already
 

got a hint of this above. 
Then the exchange rate has a valuable function to
 

perform. To understand this point, let us go through another simple exercise
 

with our apparatus.
 

Refer now to Figure 4. Suppose we find ourselves at a point like A,
 

where we have a balance-of payments deficit. 
 (You could think of this as
 

having been brought about by an exogenous reduction in B.) Since ANFA < 0,
 

and Pn is assumed inflexible, the automatic adjustment mechanism leads us
 

horizontally to the left until we hit the EB schedule (at point 2), 
at which
 

point tha BOP deficit is eliminated. But notice that we now have a severe
 

unemloyment problem (reason: we have used expenditure-reduction only).3 
The
 
appropriate policy response, of course, is 
to complement the reduction in the
 

money supply with a devaluation. 
The latter avoids unemployment.
 

The lesson is: relying on the automatic adjustment mechanism alone can be
 
very painful when there are wage/prLce rigidities in the economy.
 

3. This would have been avioded if Pn could fall; but it cannot by

hypothesis.
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VI. MONETARY POLICY AND FINANCIAL PROGRAMMING (Cont.)
 

E. The Role of Money As Asset
 

So far we have been concerned about the role of money solely as a medium
 

of transaction. Now it is time 
to broaden our horizons and discuss the role
 

of money as an asset. This discussion will also serve to build some
 

understanding of financial markets generally.
 

Individuals hold their wealth in the 
form of various assets. Some of
 

these, like real estate and consumer durables, are rPAj or physical assets;
 

others, like 
 bonds, equity, foreign assets, and domestic money, are nlIJfa
 

assets. 
 We can define a real rate of return for each one of these assets.
 

The real rate of return on real assets is simply the rate of inflation,
 

because inflation is the rate at which such assets gain in value. 
 The real
 

rate of return on government bonds is the real rate of interest--the nominal
 

interest on the bond minus the rate of inflation. The real rate of return on
 

cash is always the negative of the inflation rate. F4-ially, the real return
 

on bank deposits is the real rate of interest on such deposits.
 

Viewed in this fashion, money is an asset just like another. Therefore
 

we can think of individuals having a demand for mq based on the rates of
 

return on money and other alternati- assets. In its most general form, we
 

can express a demand function for money in the following way:
 

+ - . 9+ 
(1) Hd/P - h(id ig, i* e ... eY),
, 


where id - (nominal) interest rate on bank deposits;
 

ig - (nominal) interest rate on government bonds; 

i - foreign (dollar) interest rate; 
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e - expected rate of depreciation of the home currency; 

re . expected rate of inflation; and
 

y - real income.
 

Equation (1) expresses the demand for real balances (or the real money supply)
 

as a function of a number of variables. These variables and their role will
 

be explained in a moment. 
For now, notice that the sign above each variable
 

refers to the nature of the relationship between the relevant variable and
 

money demand: an incease in id increases money demand; an increase in ig
 

reduces money demand; and so forth.
 

Notice that real income (y) is included as an explanatory variable in the
 

demand function for money. 
This is done to capture the transactions motive
 

which has served as the centerpiece of the analysis so far. 
Real income
 

serves here as a proxy for the level of real transactions households desire to
 

carry out. (Earlier, we had linked money demand to 
 nditU rather than
 
to income; we can do that here as well. 
 But I am usin.1 y now because that is
 

the traditional way that the money demand function is stitted.) 
 The higher the
 

level of real income, the greater the demand for real balances. 1
 

Now let us !ook closer at each of the variables.
 

Interest rate on uank delosits. 
The reason why this variable influences money
 

demand is clear. If the interest rate on bank deposits goes up, holding
 

1. The quantity theory of money demand, with which we worked earlier, posits
a one-for-one relationship between money demand and income. 
 A 10 percent

increase in income leads to a 10 percent increase in desired money balances.

(This is called the unitary elasticity of income demand, for obvious reasons.)
Equation (1), by contrast is 
more general: it posits a positive relationship

without specifying any particular functional form or an elasticity.
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everything else constant, we will want to hold more bank deposits. 
As
 

deposits are part of the money supply, demand for money should go up (unlss,
 

of course, we switch out of cash one-for-one, in which case aggregate money
 

demand remains unchanged). Empirical evidence from a wide range of countries
 

demonstrates that the demand for M2 is indeed strongly and positively related
 

to interest rates on savings deposits.
 

Interest rate on government bonds. 
 Government bonds are an alternative asset
 

to money. Therefore i serves as one of the opportunity costs of money. When
 

i increases (again, holding all else constant) we expect people to want to
 

hold less money. Only in few developing countries is there a thick market for
 

government bonds, so the empirical backing for this proposition is not as
 

strong as in the previous case.
 

Return on foreign assets. Foreign assets play a role similar to that of
 

government bonds. 
 In some LDCs, the government allows households to hold
 

dollar assets (bank deposits denominated in foreign currencies, or outright
 

foreign investment). Even when there are restrictions, however, the presence
 

of black markets in currencies allows households to diversify their assets
 

illicitly across different currencies. Notice that the (nominal) return to
 

foreign assets is written as i*+ee: it is the sum of the foreign interest
 

rate with the expected rate of depreciation of the home currency. This
 

implies that an expertation of devaluation increases the attractiveness of
 

foreign assets, just as an increase in the foreign interest rate would. This
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is a very important point, so let us take a moment to see why.
 

Suppose you have 100 pesos worth of savings. You have two choices: you
 

can place your savings either in domestic assets (which earn the interest rate
 

i) or in foreign assets (which earn i* in dollar terms). 
 Let us look at the
 

profitability of each investmenc. 
 If you purchase domestic assets, at the end
 

of the year you will be left wieh 100(1+4) posos. If yo" purchase foreign
 

assets, on the other hand, you have to do a number of things. First, you have
 

to buy dollars so that you can buy the foreign securities: your 100 pesos gets
 

you 100/e0 dollars, wh..re e0 is the peso-dollar exchange rate (pesos per
 

dollar) at the beginning of the y2ar. At the end of the year, you will have
 

100(1+i*)/e0 dollars in total, which when converted to pesos will yield
 

100(1+i*)el/e0 (with el denoting the year-end exchange rate). 
 Therefore you
 

will choose to hold foreign assets if:
 

(2) 100(1+1) < 100(l+i')e1/e0 .
 

Canceling and rearranging terms, the decision depends on:
 

(3) i < (el - e0)/e0 + i*(el/e0 ). 

Since (el - e0)/e0 - ;e by definition, the right-hand side can also be 

written as: 

e + i*(e + 1),
 

which equals
 

i+ e + i*e 

The relevant return to foreign assets, then, is given by the sum of three
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terms: 
(i) the foreign interest rate; 
(ii) the expected rate of depreciation
 

of the home currency (the "capital gains" on holding foreign assets); and
 

(iii) an interaction term. 
With i* and ee on the nrder of 10 percent, the
 

interaction term is of the order of 1 percent, and is therefore usually
 

ignored. This leaves us with the 
sum of ti' terms included in equation (1).
 

Now we see why capital flight is accelerated when rumors of a devaluation
 

become widespread. 
We also see why such rumors can put upward pressure on
 
domestic interest rates (and why intvrest rates remain very high in countries
 
which have apparently stabilized their economies, but where the private sector
 

has relatively little faith in the stabilization program. Sometimes the
 
rumors can be self-fulfilling: A deteriorating BOP position due to capital
 

flight may force the authorities to devalue the currency. 
Notice an important
 

point that is frequently missed in journalistic discussions: it is not a
 

devaluation per so but its AL 
 go that generates capital flight and puts
 

pressure on domestic interest rates.
 

Expected inflation. The discussion above listed a number of nominal asset3
 

and their respective yields. The portfolio decision between money and other
 

nominal assets depends on the structure of nominal yields. But there is
 

another margin of subtitution: that between nominal assets (as a group) and
 

real assets. 
Hero the expected rate of inflation (sC) plays the critical
 

role. 
The higher the expected inflation, the faster does the value of money
 

erode, and the less of it
we would want to hold. 
That is why o enter. the
 

money demand function with a negative sign.
 

Another pitfall to avo,,d here is the confusion between the price level
 

and the inflation rate. 
The latter is the rate of change of the former. When
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prices rise continuously, tvio simultaneous and opposite effects operate on
 

money demand: (i)On the one hand, since the level of prices is increasing,
 

the transactions demand for money is also rising: When prices rise, we need to
 

hold more money to undertake the same amount of real expenditures. (ii) On
 

the other hand, inflation erodes the purchasing power of money, so that people
 

switch from nominal to real assets. The first of these effects is captured by
 

the price index in the denominator on the left-hand side of (1). The second
 

is captured by the we term inside the function. These conflicting effects
 

will become crucial when we discuss the theory of seignorage later.
 

So much for our conceptual discussion of money demand. One useful
 

application of this framework Is financial prograraming, where estimating the
 

likely trends in money demand is a central part of the analysis. The other is
 

the monetarist theory of inflation, which stresses excess supply of money
 

(i.e., an excess of supply over demand) as the proximate cause of inflation.
 

We will have more to say about each of these.
 

Table 1 displays the results of an empirical application of a money
 

demand framework to Turkey. Three catemories of money are distinguished:
 

currency, demand deposits, and time deposits. The results are broadly
 

consistent with the discussion above. (Throughout this psriod, Turkish
 

residents did not have access to foreign assets, so the role of foreign
 

interest rates and exchange rate expectations is omitted from the estimation.)
 

Notice in particular the strong negative effect of expected inflation2 on real
 

2. Empirical studies measure expected inflation in a number cf ways. One 
method is to use the realized future inflation rate by appeal to some strong
form of "rational expectations". Another is to use past inflation (the
"static* expectations case). Finally, one can estimate an inflation equation 
econometrically, and use the predicted values from this.
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Another way that the above framework can be put 

to use is in thinking abou how domestic interest rates are determined.
 

Interest rates are importan 
to an economy for a number of reasons: (I) the
 

level of interest rates influ nces expenditure on investment goods and
 

consumer durables--one way to c oke aggregate demand in an economy is 
to raise
 

interest rates; 
(ii) for governn ts with a high stock of domestic debt (e.g.
 

Brazil) the level of interest rate also affects the pressures on tkhs budget.
 

Erlier we looked at the doter 
nants of money demand. Developments in 

the market for government bonds were ssumed to influence the money market 

through the Interest rate i9 
 Now let s look at the market for bonds
 

explicitly. 
 Money market influences will now be tranawittad on to the bond 

market through the money stipply (as well a real income). We can then express 

1 as a function of a number of determining ariables, including the real 

money supply:
 

s
(5) i -" f(H /P, i*+4 , re, Y). 

The hypothesized signs can be justified as follows. An increse in the real
 

money supply (holding all other right-hand side variables constant) puts
 

downward pressuro on interest rates because the public can be made to
 

villingly hold the additional money only if its opportunity cost (ig) falls. 

An increase in foreign interest rates will increase domestic rates because 
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otherwise there would be mass exodus out of domestic assets. 
 An increase in
 

expected inflation will also increase 1 
because savers will want to be
 

compensated for inflation ("the Fisher effect"). 
 Finally, an increase in real
 

income can be expected to increase interest rates because of the induced
 

increase in money demand which (given a constant money supply) has 
to be
 

offset by higher ig. 
 (Should we include other determinants? What about the
 

stock of government bonds?)
 

Table 2 provides some empirical evidence on these financial-market
 

linkages for two countries: Colombia and Singapore. 
Notice the difference
 

between the two countries. First, in Colombia, foreign interest rates, real
 

income, real money balances, and expected inflation all have important effects
 

on the domestic interest rates 
in the hypothesized direction. 
Second, in
 

Singapore only foreign interest rates matter (with an instantaneous, one-for

one response); 
domestic economic conditions have no influence. The reason is
 

that Singapore is financially a much more 
open economy than Colombia.
 

Singapore's financial markets are so well-integrated with world capital
 

markets that domestic monetary conditions cannot exercise any independent
 

influence.
 

F. Financial Programing
 

We now have all of the apparatus needed to look closely at the type of
 

policy analysis carried out by the IMF. 
The objective of a typical IMF
 

program is to bring the balance of payments closer to a sustainable position.
 

The analytical exercise carried out in devising the particulars of the program
 

and setting conditionalities is called "financial programming". 
 The
 

intellectual basis of the analysis dates back to the work of Jacques Polak,
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long-time research director at the ImF. 
 Since monetary data are generally
 

more widely available and more up-to-date, the analysis is heavily monetary in
 

nature.
 

FinanciAl programming is rooted in two observations: (i) the proximate
 

cause of BOP deficits is excess supply of money (we have already seen how this
 

works); (ii) the predominant source of money creation in the typical LDC is
 

the monetizatLon of government deficits. 
 From these follows the usual
 

admonishment to cut the budget deficit. 
The purpose of financial programming
 

is to estimate by how much the deficit should be cut.
 

Let us distinguish between domestic credit to the private sector (DCP)
 

and the public sector (DCG) as the two constituents of domestic credit on the
 

assets side of the balance sheet of the central bank. The building blocks of
 

financial programming are the following:
 

(6) ADCG - G - T (the budget deficit is financed by borrowing from CB)
 

(7) Hs - NFA + DCG + DCP (monetary base identity)
 

(8) Hd - Ph(i, y, .. ) (money demand equation) 

(9) 	ANFA - AR (AR - change in reserves, the BOP surplus) 

HS(10) - Hd (money market equilibrium) 

Putting these all together we get:
 

(11) 	 AR -Ad - (C - T) - ADCP. 

This links the BOP position to changes in money demand, the budgec deficit,
 

and the credit extended to the private sector. 
Notice how the BOP is treated
 

as the residual that closes the gap between the supply of money and the demand
 

for it. 
 Since 	we want to know how much to cut the budget deficit, we restate
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(1) to get the fundamental equation of financial programming:
 

(12) G - T -
AHd .ADCP - 4R.
 

The typical way that equation (12) is used is as follows. First, a
 

target improvement for the balance of payments. 
 This is aR. 
 Then an estimate
 
is made of the private sector's credit needs (ADCP); the purpose is 
to ensure
 

that the private sector is not excessively crowded out during the program.
 

Finally, using a 
money demand framework similar to the one discussed above, an
 
estimate is made of the increase in money demand (&Hd); this will of course
 
depend on various assumptions regarding movements in interest rates, real
 
income, and inflation. 
 The requisite fiscal stance can then be calculated
 
from (12). To implement the program, the IMF will set ceilings on credit
 

extended to the public sector.
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Table 1: The Structure of Money Demand in Turkey (1977:I-1986:IV)
 

Indenendent variable:
 

constant 


log y 


iTD 


iDD 


e 


lagged 

dep. var. 


R2 


Dependent Variable: 

log CU/CPI lcg DD/CPI log TD/CPI 

3.58 8.90 1.30 
(3.10) (6.71) (1.94) 

0.57 -0.55 0.28 
(2.42) (2.86) (1.02) 

-0.69 
(3.67) 

-0.96 
(7.97) 

1.18 
(4.61) 

-1.07 
(3.01) 

0.60 
(1.30) 

0.38 
(1.21) 

-1.51 -2.16 -1.41 
(3.79) (7.83) (2.41) 

0.28 0.24 0.68 
(1.77) (2.67) (7.48) 

0.83 0.98 0.99 

Siur: Anand and van Wijnbergen, NBER Working Paper No. 2731, October 1988.
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VII. INFLATION: ORTHODOX VERSUS HETERODOX APPROACHES
 

What causes 
inflation, and what can governments do to tame it? 
 So far. our
 

approach to inflation has been the "orthodox" one: In our discussion of the
 

Australian model, we said that "inflationary pressure" would result whenever
 

domestic monetary or fiscal policies created excess demand for non-tradable
 

commodities. 
This is the classical, orthodox view of inflation. Simply put,
 

this view identifies inflation with excess demand, or "too much money chasing
 

too few goods". We will now elaborate on this view. 
But we will also discuss
 

an alternative view which puts much less emphasis on monetary policy as a
 

determinant of inflation. 
 In this latter view--the so-called heterodox
 

approach--inflation is much a more of a cost-push or inertial process, with
 

monetary policy "validating" rather than creating inflation. 
The two views
 

provide different answers to the question of how to eradicate high and
 

persistent inflatton. 
 In both stories the government budget plays a key role,
 

so we start there.
 

A. Fiscal Deficits, Seignorage, and the Inflation Tax
 

In the orthodox view, inflation is created by increasing the money supply
 

too rapidly. That ir,
tur:n is typically the result of the monetization of the
 

government deficit.
 

Let us first clarify a possible source of confusion. Earlier--when we
 

looked at financial programming for example--we had identified excessive
 

monetization as the culprit for balance-of-payments (BOP) deficits as well.
 

Now, does excessive monetization lead to both inflation &ad BOP deficits? In
 

practice, the answer is likely to be yes. 
 But it is crucial to bear in mind
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that the larger the ensuing BOP deficits, the more the monetary leakage
 

through the BOP, and the lower the resulting inflationary impetus. 
 The
 

typical cycle is as follows:
 

Stag 
 The country starts with a lot of foreign reserves. The
 
monetization of government deficits leads to BOP deficits and reduction of
 

reserves. 
Since the automatic adjustment mechanism is at work, compensating
 

for the increase in DC with a decrease in NFA, the ultimate increase in the
 

monetary base will be small. 
 InflaLion is not 2 major problem.
 

Stage 11 The country runs out of reserves. So NFA cannot fall any
 

further. Excess liquidity is doomed to 
remain boztled up in the country.
 

This will necessitate one of two things: (a) either the government will start
 

to depreciate the nominal exchange rate alongside the increase in KB, 
or (b)
 

the government keeps the official exchange rate fixed, and allocates the
 

scarce currency. 
In both cases, inf.iiion will be the result: 
in the first,
 

we uill experience open inflation (as a result of ongoing currency
 

depreciation); in the second, we will have repressed inflation (on account of
 

shortages and black markets).
 

Now let us take a closer look at hoi goverrnet deficits are 
financed.
 

Let D denote the government deficit (G-T), B the 
s of domestic debt issued
 

by the goiernment, B* the 
s of the government's foreign debt (in dollas.
 

and DC the domestic credit issued by the Central Bank to the government. 

the government deficit must equal 

(1) D - AB + e&B* + ADC,
 

where a is the first-difference operator (i.e., 
AB - Bt - Bt.), and a the 
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where A is the first-difference operator (i.e., 
AB - Bt - Bt.1 ). and e the
 

(nominal) exchange rate. 
This equation states that a budget deficit can be
 

financed in
one of three ways: (i)by borrowing from the domestic private
 

sector; (ii)by borrowing abroad; and (iii) by borrowing from the Central
 

Bank. Since ADC - -
AMB ANFA, we can also write this as:
 

(2) D - AB + e(AB*-NFA*) + AMB,
 

(ANFA* is the increase in the Cantral Bank's net foreign assets in d
 
terms.) 
 Notice that the second term on the right-hand side has now become the
 

increase in the public sector's aggregate n=. foreign liabilities.
 

Equation (2)makes clear that the creation of base money is 
a source of
 
financing for public sector deficits. 
 The revenues derived thereby are called
 

seignorage. Financing a deficit by printing money differs from regular
 

borrowing in one key respect: the government does not have to pay interest on
 

base money.1
 

Now, under fixed exchange rates, when the government tries to increase MB
 

beyond the increase in money demand, we know that the result will be a
 

commensurate decrease in NFA, with ultimately only a small effect on MB. 
 In
 

terms of equation (2), 
the budget deficit will then be financed by foreign
 

borrowing (which a rundown in reserves amounts to) rather than by
 

monetization. This demonstrates that the only countries that can generate
 

seignorage rovenues are those that do not commit themselves to fixed exchange
 

rates. Countries like Panama, Liberia, Senegal, and Cote d'Ivoire are members
 

of a currency union, and therefore ha,,e sworn off saignorage. 2
 

1. Clearly, cash earns no interest. 
Required reserves of commercial banks
 
also typically earn only a symbolic interest.
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a 

To gauge the magnitude of seignorage revenues, it is useful to express
 

them as a shaze of GDP: AMB/GDP. Further, letting m denote the ratio of base
 

money to GDP and A (- AMB/MB) the rate of increase of base money:
 

(3) AMB/GDP - (MB/GDP)(AMB/MB) - mA.
 

Hence, the magnitude of seignorage depends on two things: (i) the rate a:
 

which base money expands; and (ii)the level of monetization of the economy,
 

i.e., the base-raoney-to-GDP ratio. 
 For LDCs, seignorage typically amounts to 

between 1 and 4 percent of GDP annually, so it is not negligible. (If m 

0.20 and A - .10, seignorage revenues will amount to 2 percent of GDP.)
 

This sounds like a perpetual motion machine! 
 Can we run as large a
 

dgficit as we like, resting assured that seignorage can always be relied on to
 

finance it? The answer is no. 
 As explained above, contizeious monetization
 

will oeate excess demand both for traded and nontraded goeds, calling for
 

increases in their prices (i.e., depreciation of the nominal exchange rate and
 

increase in Pn). 
 The ensuing inflation limits the extent to which seignorage
 

can be exploited. This is two senses:
true in (i)The higher A, the higher
 

the inflation rate, and to the extent that the government perceives iliflation
 

to be inherently undesirable it will not abuse the seignorage privilege beyond
 

a cer ain point. (ii)But even when the government doesn't care about the
 

inflation rate per se, inflation will set off a process of flight from money
 

2,, You may ask why would governments give up a source of revenue by
voluntarily restricting themselves to a fixed exchange rate. 
 One answer is

that this is 
one way to ensure that inflation never gets out of hand. 
The
 urrency union ensures that Senegal, for example, has more or less the French
 
inflation rate.
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and erosion of the monetary base, putting a ceiling on the amount of
 

seignorage revenues that can be collected. 
To appreciate this last point, we
 
need to go a bit further in 
our analysis of seignorage.
 

Let the demand for the real monetary base ba a positive function of real
 
income and a negative function of inflation (actually epcd inflation, but
 
we will ignore the distinction). This is 
a straightforward application of our
 

earlier discussion of money demand. 
Then, it is possible to state the
 
proportional change in base-money demand in the following fashion:3
 

(4) - r + an -pAi, 

where 
r - rate of inflation,
 

a - income elasticity of money demand,
 

n  rate of growth of real income,
 

-
(positive) parameter capturing the sensitivity of money clemand to
 
changes in inflation.
 

Since money-market equilibrium requires equality between money demand and
 

supply, saignorage revenues as a share of GDP (s) can in turn be stated as:
 

(5) a - man + mr - mp4 . 

The first term here (man) is called the "non-inflationary component" of
 
seignorage: 
as real incoma increases, so 
does money demand, and the governmen:
 

can generate some seignorage 
revenues by satisfying this demand It no 

3e 
 This is derived from a money demand function of the followin.
sort:
H/F - kyeAff, 5where a denotes the base for natural logarithms (e
2.71828...) and no 


the exchange rate.
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inflationary cost. 
Hence not all seignorage is inflationary.
 

The second term (mr), in turn, is the 
 fjla _S.. This is the part
 

that directly causes inflation. Wjhcn government prints more money than there
 

is demand for it, individuals can be persuaded to hold the additional supply
 

only when the price level rises. This is a tax in the following sense:
 

Suppose I hold 100 pesos of cash, and suddenly prices ga up by 10 percent.
 

EveI, uig 
else boing the same, I now need to build up my nominal cash 

balanL,. by another 10 pesos to -:.mainas "liquid" as before. I could have 

spent tk & Additional 10 pesos on en economics book; 
instead inflation has
 

forced me to spend it on more money. The beneficiary is the governmenv, who
 

can now command 10 pesos worth of purchasing power.
 

The inflation tax is a tax just like another. 
Some would even araue that
 

it shoula be displayed explicitly under lie current revenues of the public
 

sector, rather than as a financing item in its capital account. Since the
 

inflation tax amounts to Q, we ctin term m the "base" of the tax, and r the 

rate of tix&tion. Now, as with all raxes, the base tends to erode as the tax 

rate increases. With the inflation tax, the erosion of the base is due to the
 

flight from money as inflation incteaseL: as discussed earlier, and as
 

equation (4) indicates, real balances are a negative function of the inflatcon
 

rate. Therefore, it is entirely possible that at high levels of inflation, 

further increases in base money x2AuSA soignorage revenues as the reduction in 

m more than offsets the increase in x. 

Figure 1 graphs seignorage revenues as a function of the inflation rate. 

'his represents the Laffer curve for the inflation tax. Note that past x* the 

government finds itself on the wrong side of the Laffer curve. Note also that 
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a given amount of inflation tax revenue can be collected at two different
 

rates of inflatioa, one low and the other high.
 

The Revenue-Maximizinu Inflation Rate. 
 Can we calculate the revenue.
 

maximizing level of inflation? 
Given our money demand fanction from footnote
 

"
3, we know that m - kPyo'le . Inflation tax revenue is mw - rkPy'le' .
 

Maximizing this expression with respect to f requires taking its derivative
 

with respect to x zid setting it equal to zero. 
This yields the revenue
 

maximizing rate of inflation r 
- 1/p. All we need to know therefore is the
 

(semi-) elastictty of base-money demand with respect to the infla:ion race.
 

The regression results on Turkey discussed earlier suggest that m might be
 

around 1.5 for that country. A 10 percentage point increase in the inflation
 

rate would decrease real money demand by 15 percent. The revenue-maxiinizing
 

inflation rate therefore would be 67 percent. 
This is not a -ery liarge
 

ntumber, and suggests that countries can find themselves on the wrong side of
 

the Laffer curve all too easily. Estimates for high inflation countries like
 

Brazil and Argentina suggest :hat thin is likely to be the case presently in
 

those countries.
 

Other Links Between Budget Deficits and Inflation. Our discussion so far has
 

focused on how budget deficits that are monetized can create inflation, and
 

how the resulting inflation can be viewed as a tax that finances government
 

expenditures. There are two other important linkages between budget deficits
 

and inflation: 
in both cases, an increase in inflation dAs.i.r,,qtg the budget
 

4
 
deficit.
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(a) The Tanzi effect. Taxes are typically collected with a lag of several
 

months. 
In the presence of inflation, the real value of tax collection erodes
 

due to these delays. 
For example, suppose that the annual inflation rate is
 

100 percent, and that all taxes are collected with a one-year lag. Then the
 

reaJ value of the tax collection will be exactly half of the nominal
 

assessment. By the time the government collects the tax, it is worth only
 

half of what it used to be. More generally. the real value of a tax
 

collection of (nominal) amount T is given by T/[1 + .In/12, where r is the
 

annual inflation rate and n is the average lag in tax collection (in months).
 

(b) Effect on nominal interest rate. As inflation rises, so does the nominal
 

interest race on government bonds. Therefore the nominal cost of servicing
 

tha government's invernal debt rises. In high-inflation countries, this
 

effect can greatly deteriorate the measured budget deficits. But it is
 

important to realize that this deterioration is due partly to an accounting
 

shortcoming. The increase in nominal interest payments simply offsets the
 

erosion of the real value of the government's internal indebtedness. So in
 

real terms, the government's budget is not altered. Put differently, the
 

inflation component of interest payments is an accelerated repayment of
 

principal on the government's debt. For that reason, these payments balong
 

more appropriately in the capital account of the government's accounts (see
 

the appendix). Soma countries report inflation-corrected budget deficits, in 

which only the real component of interest payments i2 shown as a current
 

expenditure.
5
 

4. There is a third effect that operates in ,he positive direction: bracket
 
creep. With inflation, nominal incomes move into higher tax brackets.
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It is important to understand why correcting the budget for inflation
 

makes sense, and when it may be misleading. 
The public sector deficit is of
 

interest because it tells us how large is the claim placed on the economy's
 

resources by the public sector. 
Or put differertly, the deficit shows the
 

government's contribution to the economy's overal Aiasaving. 
Now when the
 

government's interest payments include amortization of principal as well,
 

individuals in the economy realize chat not all their interest receipts is 
a
 

pure addition to their income. 
 Part of it just compensates for the erosion of
 

their wealth by inflation. So rational individuals will fj£lgsa 
 the
 

inflation component of their interest earnings, so as 
to restore their real
 

wealth. 
That is to say, the inflation component of interest payments made by
 

the government does not amount to an increased claim on the economy's
 

resources, as it will be fully saved by the private sector. 
In prtncLple, the
 

national accounts will show the government's nominal dls-saving (a larger
 

nominal deficit) being offset one-for-one by larger nominal savings on the
 

part of the private sector. Of course, when individuals have "money illusion"
 

and treat the inflation component as net income, the economy's overall savings
 

yj1L decline. 

Recapitulation. 
Inflation is one consequence of the inability of the
 

government to finance its expenditures through regular taxation and borrowing.
 

5. Suppose that the nominal interest rate 
is i and the stock of internal

debt is B. 
Then total interest payments amount to iB. 
 Since the real

interest rate is 
r - i - w, the inflation-corrected budget deficit would
 
subtract *B from these payments.
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In countries with high growth and high degrees of monetization (high m), 
the
 

inflationary consequences of moderate amounts of money- financed deficits need
 

not be severe. But when monetization is low--because of either the level of
 

income, or the ready availability of substitutes to domestic money (e.g.
 

dollars)--and when the monetary base has been eroded by high and persistent
 

inflation, even small increases in the level of inflationary finance can caus1
 

economies to jump into hyperinflation.
 

The inflation experience of countries like Bolivia, Brazil, Argentina n4-1
 

Mexico during the 1980s can be interpreted from this perspective. In all four
 

cases, large budget deficits were (directly or indirectly) financed by foreign
 

borrowing prior to 1982. When foreign inflows came to a halt, publIc
 

expenditures could not be reduced quickly. 
The treasuries resorted to
 

inflationary finance. 
This created a flight from domestic money. As m fell,
 

the level of ':iflation required to sustain a given level of seignorage
 

consistently rose. 
 Before long, these countries either crossed the threshold
 

into hyperinflation, or came very close to doing so.
 

B. The Heterodox Approach to Inflation
 

If fiscal deficits were all that caused inflation, the policy conclusion
 

would be very simple: Ju#,c reduce the fiscal deficit, so that there is no
 

longer any need for inflationary finance. 
 This is the orthodox prescription.
 

Advocates of heterodox programs do agree that budget deficits lie at the
 

origin of high inflation, but they deny that inflation can be easily squeezed
 

out of a system simply by applyinh brakes on the money supply. 
Of course, if
 

tho monetary squeeze is maintained for a long time, inflation is bound to come
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down. 
But the worry is that this may be too costly in terms of domestic
 

employment and investment, and may not prove sustainable. The crux of the
 
argument is that domestic prices have 
a life of their own (in the short- to
 

medium-term), independent of monetary policy.6 
 Some of the reasons for this
 

are as follows.
 

Indexation. wagf-Rrice contracts, and inertia. 
 In many countries, prices and
 
wages are indexed to past inflation. Such indexation may be explicit (written
 
in labor contracts) or implicit. 
 In either case, the effect of monetary
 

contraction on prices will be felt only gradually.
 

Exchan3jteoassthrouzh. In many countries, the value of the currency is
 
one of the most closely-watched prices. 
 When the exchange rate is increased,
 

prices of non-tradables and wages follow suit. 
The extent of passthrough to
 
domestic prices determines the ultimate inflationary effect of a devaluation.
 

The problem with such passthrough is that it makes it
more difficult for the
 
government to neutralize the rececsionary effect of fiscal and monetary
 

contraction by an appropriate real exchange rate change.
 

The not.on of passthrough is an important one, 
so let us spend a moment
 
on it. The extent of passchrough determines both the effectiveness of a
 
nominal devaluation and the ultimate inflationary consequences. Suppose that
 

the domestic CPI attaches a 
weight of 9 on non-tradables and (1-8) on
 

6. The heterodox view therefore shares many of the same ideas with the
earlier "structuralist" school on inflation. 
The structuralists believed that
inflation is the by-product of structural rigidities in the economy: the
limited ability of the economy to earn foreign currency; the periodic shortage
of food; and the distributive struggles over income.
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tradables, so that the inflation rate (w) is given by:
 

(6) r - O9n + (1-8)i, 

where a "hat" denotes percentage changes and inflation in the world prices of
 

tradables is assumed zert. 
Suppose further that the passthrough coefficient
 

is A: 
for every one percent increase in the exchange rate, Pn increases by A
 

percent:
 

(7) ?n = Ai.
 

We would like to know the effect on inflation of a certain desired increase in
 

the real exchange rate. 
 Let the target increase in the real exchange rate (in
 

percent terms) be denoted r. This yields the requisite naMinal devaluation:
 

(8) " - Pn (l')) -> - -

Patting (6), (7), and (8) together, we arrive at an expression for w:
 

(9) i - ,(l-A) 1fA0 + (1-8;], 

which enpresses 
he inflation effect of any desired improvement in the real
 

ekchange rate. Supposing 0 - 0.3 and A  0.5, a 20 percent real depreciatio

will yield an inflation rate of 34 percent! 
 (If we .already have some
 

inflation, this number will correspond zo the absolute incras 
in the
 

inflation rate.)
 

In economies with high iaflation and ready passthrough, therefore,
 

exchange rate policy cannot be freely used as an instrument of expenditure.
 

switching. The implication for inflacion co-atrol is that stability in the
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nominal exchange rate can be desirable. 
This creates a conflict in exchange.
 

rate management between the external (BOP) target and the internal (inflation)
 

target.
 

Exoectational factors. 
A third complication has to do with credibility of
 

governiuent policy. 
Frequently, the government's announcement of a
 

stabilization problem will lack credibility, gi' 
n the likely history of
 

failed stabilization attempts. Entrepreneurs and unions will then safely set
 
their prices in the expectation that monetary contraction will be short-lived.
 

Such expectations cf policy reversal can in 
turn prove self-fulfilling. Given
 

that wages and prices are set too hiSh, the government may then prefer ti
 

"validate" these price increases by following an expansionary policy, because
 

doing otherwise would have recessionary implications.
 

Coorcinagionoroblems within the privte secnor. 
The tendency for inflation
 

to remain high can also be viewed as z "coordination failure" between key
 

price-setters in the economy: unions, businessmen, public enterprises, etc.
 

Each of these actors sets its prices taking into account the likely actions by
 

the others. 
Each of them would like the others to set low prices, and itself
 

to set a higN price. In the absence of coordination, a "prisoners' dilemma"
 

with high prices all-around can emerge.
 

As a simple example, let us think about the interaction between a trade
 

union and A producer. 
Each has to decide whether to set it* price "high" or
 

"low". 
 The pay-off matrix can be represented as follows:
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producer:
 
low p hi p
 

low w 1, 1 -1. 2
 
union:
 

hi w 2, -1 0, 0
 

The dominant strategy for the union is to set a high wage, and likewise the
 

dominant strategy for the producer is to set a high price. 
We end up at the
 

high-inflation equilibrium, even though both actors would have been better off
 

in the low-inflation equilibrium (top left corner).
 

How does the Heterodox View of Inflation Fit in the Australian Model? Very
 

uncomfortably. The Australian model relied on the orthodox view identifying
 

inflationary pressure with excess demand. 
With the heterodox approach, that
 

won't do. We can now have any rate of inflation irrespective of the state of
 

demand, at least in the short- to medium-term. Therefore, we need to modify
 

our framework. Fortunately, a simple re-interpretation is all that is
 

necessary. We now identify the IB schedule exclusively with the state of
 

employment: to the left of IB we have unemployment, and to the right what is
 

sometimes called "overfull employment". Since inflation is independent of the
 

state of aggregate demand in the economy, our inflation rate is independent of
 

which quadrant we are in. 
This allows us to take into account the anomaly
 

that when inflation has a large inertial component, inflation and unemployment
 

can coexist.
 

With this modifLation, it is straightforward to see how the orthodox
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remedy is now powerless. 
Start from a point on the I schedule, where we have
 

reasonably full employment but 
(let us assume) a high rate of (inertial)
 

inflation. 
Suppose we now cut back on domestic absorption (through fiscal
 

cutbacks and accompanying monetary contraction). 
 This will put us in a region
 

of unemployment, with no 
immediate effect on the overall rate of inflation.
 

The orthodox prescription generates unemployment with little immediate effect
 

on inflation.
 

Inertial theories fail to explain how inflation gets started in the first
 

place. For that, we have to 
look to our old culprit: excessively large budget
 

deficits. 
Therefore, the best heterodox treatments 
try to do two things: (i)
 

make some credible effort to bring the budget under control, by raising taxes,
 

reducing current expenditures, and shrinking the payroll -*-f public
 

enterprises; and (ii) establish a wage-price-exchange-rate freeze, in the hope
 

that this will realign people's expectations about the future, break inertia
 

and provide n focus to price-setters for coordination around a low-inflation
 

equilibrium. 
It is the second element which differs from the orthodox
 

approach.
 

Significantly, those programs which have relied mrstly on the freeze have
 

ultimately failed (Argentina's Austral Plan, and Brazil's Cruzado Plan). 
 One
 

notable instance in which inflation stabilization was successful (Esrael)
 

employed .= elements. One may add, cynically, that large amounts of
 

financial assistance from the U.S. also helped in the latter case. 
The
 

Bolivian hyperinflation, ia turn, was stopped by simply stabilizing the
 

exchange rate 
(which in turn required some good old orthodox medicine, i.e. a
 

drastic budgetary squeeze), without fixing any prices; the trick there was to
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realize, as Jeff Sachs did, that domestic prices were no longer set in pesos
 

but in dollars.
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Appendix: The Algebra of the Real Publi 
Sector Deficit
 

Earlier we saw how monetary accounts could be used to perform policy
 

analysis, and how the IHF's financial programming relied on key monetary
 

identities. The public-sector budget identity, when appropriately
 

manipulated, can also be used for a similar purpose. 
The purpose of this
 

appendix is to lay the groundwork for this. In the process, we will learn
 

some important economic principles. In particular, we will learn how to
 

correct the budget for inflation and for capital losses on external debt.
 

We start with the identity expressed above in equation (2):
 

(Al) D - AB + eAB* +AMB,
 

Note that I have now ignored &NFA. 
That is simply v) save on notation; to
 

make the identity hold we will now have to think of 
B* as the increase in the
 

net foreign liabilities of the aggregated public sector (including the Central
 

Bank). Next, we distinguish between three items that make up the deficit: 
(i)
 

the "primary deficit" (PD); (ii) interest payments on domestic ("Ibt (iB); 
and
 

(iii) interest payments on foreign debt (i*eB*). 
 Hence, the primary deficit
 

of the public sectr. 
is the deficit excluding all interest payments. We then
 

wrlte (Al) as:
 

(A2) PD + iB + i*eB* - B+eAB*+ AB.
 

The left-hand side of tiiis expression is the deficit as normally stated in
 

government accotts. 

This defin~ition of the nominal deficit has two shortcomings. First, it 

is not inflation-corrected. That is, to tie extent that domestic interest
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payments compensate for expacted inflation, some of the 
aominal interest
 

payments on domestic debt are more properly considered amortization of
 

principal rather than a current expenditure,. In other words, the inflation
 

component of iB belongs on the right-hand side rather than the left-hand side.
 

Secondly, we have to take into account the capital loss suffered by the
 

government on its stock of freign debt when the domestic currency
 

depreciates. 
 Since this loss has to be financed somehow, it is appropriate to
 

consider it 
a part of government's current expenditures, and therefore to
 

include it on the left-hand side. In what follows, we will make these two
 

adjustments to the budget identity.
 

Correcting fon Inflatign. We subtract ffB and reB* from each side of the
 

equality, since these are the part of debt eroded by inflation:
 

(A3) PD + (i -)B + (i* - w)eB* - (AB - nB) + e(AB* - ffB*) +4MB.
 

Note that (i - f) - r, the domestic real interest rate. With regard to
 

domestic debt, then, this leaves only the real-interest payments on the left

hand side. But on the foreign debt side we now have the funny term (i* 
- w),
 

which is not meaningful as i* is the dollar interest rate wiilg i is the peso
 

inflation rate. So we need:
 

Corrntlq for Exchange Rate Changes. 
 We now add i(eB*) to each side, where
 

i denotes the percentage change in the exchange rate:
 

(A4) PD + (i-if)B + (i*+& - f)e - (AB - xB) + e(&B* - iR* + &B*) +AMB. 
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Note that by doing so we are adding capital losses on the external debt to the
 

deficit. 
 Now (j* + . - [(R)- + e + w)). where r stands for
 
the foreign (dollar) inflation rate. In turn, 
( -*) . r*, the foreign
 

real interest rate, and (i + r 
- r) - s, the percentage change in the Xgj
 

exchange rate. 7 Therefore we are 
left with:
 

(AS) PD + rB + (r*+ eB* - (AB  nB) + e(AB* -,rB* + iB*) + AMB.
 

Now the left-hand side looks OK, but we have a mess on the right-hand side.
 
It 
turns out that we can simplify quite a bit by restating our debt stocks in
 

terms of debt-GNP ratios. 
Now define:
 

6 - PD/GNP b - B/GNP 
 b* - eB*/GNP n - growth of real GNP. 

Then, dividing through by GNP, and stating the right-hand side in terms of
 
debt ratios (i.e., subtracting nB and enB* from each side), we have our final
 

equation:
 

(A6) 6 + (r n)b + (r* +
- .n)b* - ab + Ab* + mR.
 

where A is
as before the rate of increase of base money. To arrive at (A6)
 

we have made the follcwing substitutions:
 

Ab - [AB -rB - nB]/GNP Ab* 
- [&B* + B* -TB* - nB*]/GNP.
 

Equation (A6) is useful in that it links the evolution of domestic and
 

foreign debt ratios and monetization, on the one hand, to the state o1, the
 
primary deficit and the relation between real interest rates and domestic
 
7, This is somewhat different from the concept of the real exchange rate we
have used so far. 
 Rather than comparing the prices of tradables to nontradables, this compares foreign to domestic prices.
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growth rates, on the other. It provides a framework which can be used to
 

answer a number of questions: (i) given targets for monetization and debt.
 

output ratios, what is the permissible prinary deficit? (ii) What would be
 

the implications for monetization (and ultimately inflation) of a desired
 

reduction in the foreign debt ratio in the absence of a reduction in the
 

primary deficit? (iii) When will it be sufficient to balance the primary
 

budget to stabilize the domestic and foreign debt ratios? 
 When will we need a
 

primary surplus instead? (iv)What would be the im-lications for the
 

soundness of the budget of changes in the economy's rate of growth?
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The Indonesian Oil Crisis. 19861
 

In January 1986 President Suharto released the Indonesian budget
 
for the 1986-87 fiscal year. For the first time since Suharto came to
 
power.in 1966 the budget called for a spending reduction: a 7 percent

drop in nominal terms compared with the previous year's estimated
 
spending (see Exhibit 1).
 

The cause of the budget cut was an anticipated 14 percent decline
 
in revenues from.oil and natural gas because of falling world prices.
Oil and gas tax revenues provided over half of central government
income in 1985-86. Additional steps to meet the anticipated revenue 
decline included reforms in the land and building tax and in the stamp
duty, and a call for greater reml,.ttances (through increased efficiency)
from state-owned enterprises. In spite cf the unprecedented budget cut 
and the increased non-energy revenue projections, the current account 
deficit was projected to rise 5.2% in 1986-87, to Rps. 2,214 billion 
compared with Rps. 2,104 million es-imated for 1985-86. However, 
Suharto pledged in his parliamentary budget announcement not to devalue 
the rupiah. 

Like any country facing such an economic squeeze, Indonesia had
 
three basic tools Pt its disposal: government spending cuts and
 
taxation; int.ernal and external borrowing; and trade policy, including

primarily the exchange rate but also including tariffs, *quotas,£nd
 
other trada restrictiorns. The specific history and politics of
 
Indonesia determined the appeal and feasibility of government actions
 
in these three areas.
 

Since coming to power in 1966, President Suharto has faced few
 
serious challenges to his rule. The government party dominates the
 
parliamert; ojpo...itio: parties are weak, and the army supports the
 
President. Nevertheless, political considerations cannot be entirely

ignored in choosing economic policies. Competing interests include
 
proponents of agricultural versus industrial development; rural versus
 
urban residents; government officials; army officers and private

businessmen implementing government-funded investmert projects; the
 
beneficiaries and victims of trade protection; economic plainers; and
 
external forces such ar private and governmental creditors, the World
 
Bank and the International Monetary Fund.
 

The Tndonesian economy is characterized by a strong government

role and heavy dependence on the extractive industries: agriculture and
 
mining, including oil and gas production. Government economic control
 
Includes not only macroeconomic policy instruments but also sole rights
 
over many natural resources, public enterprises in many sectors, and
 
numerous bureaucratic controls.
 

'This case was written by Naomi Goldstein under the supervision of Professor
 
Shantayanan Devarajan. It relies heavily on "Indonesian Economic Policies and
 
Their Relation to External Debt Management," by Wing Thye Woo and Anwar
 
Nasution, unpublished, October 1987.
 

93
 



The industrial origin of 1985 Gross Domestic Product (GDP) is
shown in Exhibit 2. Agriculture made the largest contribution, at one
quarter of GDP, while mining, including energy production, contributed
16 percent. 
Together these sectors contributed 40 percent of GDP.
They also accoqnt for virtually all of Indonesia*, exports: oil and gas
alone were 68,4 percent of export value in 1985. 
 Imports are primarily
intermediate products, rather than consumer goods, including machinery,
petroleum products, chemicals, minerals, and metals. Indonesia's
largest export customers are Japan and the U.S. These countries are
also Indonesia's largest suppliers of imports.
 

Indonesia is the fifth most populous country in the world, with a
1985 estimated population of 163 milllion. 
The country is comprised of
13,000 islands scattered over an area of some 5 million square
kilometers between Australia and Southeast Asia. 
Indonesia's
population is heavily concentrated in a few islands: Java, Madura, and
Bali contain almost 65 percent of the population, though only 7 percent
of the land. The population is not highly urbanized, however. 
In 1980
only 22 percent lived in urban areas.
 

Suharto conics from a peasant background and has consist-ntly
emphasized the importance of improving the rural standard of living.
Two historical factors may contribute to this commitment. First, the
Communist Party of Indonesia (PKI) cponsored a coup attempt in 1965.
The defeat of this attempt resulted in deaths estimated between 500,000
&nd one million, and led to Suharto's accession to the presidency. The
PKI was a peasant-based movement which claimed over 20 million
followers in 1965. Imprcvements in the rural standard of living 6ay
reduce opportunities for the PKI to organize opposition to Suharto's
 
regime.
 

Second, the diversity of ethnic groups populating Indonesia's
13,000 islands has led to numerous secessionist movements. The
potential for .uch 
movements increases the importance of economic
policies favoring the rural Outer Islands.
 

Pro-rural policies include not only spending on rural development
projects, but also tiade policies favorable to agricultural producers.
Currency devaluations tend to favor the agricultural export sector over
the typically urban manufacturers of import substitutes, since
quantitative import restrictions make these goods practically nontradeables. Since imports of restricted goods cannot increase
regardless of the price difference between imports and import
substitutes, the prices of import substitutes are determined by
domestic conditions rathor than by world prices.
 
While rural development is one important national goal, industrial
development also has a claim on government resources, based on popular
and intellectual support and on the influence of special interests.
The economic policies of the Dutch colonists were seen as designed to
limit Indonesia to the production of raw materials for Dutch
manufacturing. Consequently industrialization is an important symbol
of independence and is considered essential to economic growth. 
The
result is not only government investment in industrialization, but also
high levels of protection for the manufacturing sector, primarily
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through quotas and monopoly licenses, many ot which are held by
relatives and friends of government officials.
 

The longstanding involvement of army officers in business ventures
means there is a powerful constituency favoring trade protection for
industry. 
During the war for independence in the
self-supporting by necessity. 1940s the army was
Under Suharto's predecossor Sukarno,
army generals were expected to raise revenue to supplement their
budgets; under Suharto senior army officers have continued to be
heavily involved in business. This involvement is consistent with the
doctrine of "dwifungsi,,, which means "dual function" and refers to the
army's dual role in defense and in development.
 

These ambidextrous army officers are important members of one of
the two major camps competing to influence economic policy in
Indonesia. 
These groups are known as the "technician-engineers,, and
the "technocrat-economists.,, The engineers include officials in the
Ministries of Trade, Industry, Communications, and Manpower, and
structuralist economists, as well as army officers. 
Many come from
non-academic backgrounds. 
They favor large government investments ia
capital-intensive projects as well as trade protection. 
Their business
interests and institutional affiliations lead them to favor importsubstitution industrialization as the means to economic growth.
 
The economists include officials in the Ministry of Finance and
the National Planning Body. Many are U.S.-educated neoclassical
economists and the group is sometimes known as the "Berkeley Mafia."
This group opposes trade protection and has advocated austerity
measures in response to falling oil revenue in the 1980's. 
 In these
positions they are allied-with outside advisors like the World Bank.
Their institutional affiliations give them control over macroeconomic
policies, but not over tariffs, which are controlled by the Ministry of
Trade. Consequently they tend to focus on exchange rate management as
the means to growth through increased exports.
 

The 1L60's: Austerityand Stabilization.
 
When Suharto came to power in 1966 after the bloody suppression zf
a communist rebellion he inherited an economy in chaos. 
An overvalued
exchange rate over a prolonged period had damaged the export
industries. Import-competing industries, protected by high tariffs,
were notoriously inefficient. 
The complex tax system featured high
marginal rates and serious corruption. The government had fueled
inflation by monetizing large deficits and by extending central bank
credit to state enterprises and private sector favorites. Central
government spending was 103 percent larger than revenue in 1963, 140
percent in 1964 and 163 percent in 1965. The inflation rate had grown
from 127 percent in 1963 to 152 percent in 1964, and reached 662
percent in 1965. 
 1966 external debt payment obligations were $530
million: 70 percent of GDP and 132 percent of exports.
 

Several months after assuming power, Suharto's government
announced a new economic program of which the central plank was a
commitment to balanced budgets. 
This meant no internal borrowing t3
finance government deficits, so that government expenditure would he
limited to the sum of domestic revenue and external loans. At the :v-:
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this constraint was quite stringent, since foreign loans were not
forthcoming. 
 In addition, central bank credit wau significantly
reduced for both state and private enterprises. Inflation fell to 100
percent in 1967 and 18 percent in 1969. 
 By 1971 inflation was only 4
 
Vercent.
 

In addition to these expenditure reduction measures, the
government devalued the rupiah from 10 per dollar to 100 per dollar,2
 and allowed moderate devaluations at frequent intervals over the next
several years whenever balance-cC-payments problems emerged. The
government also removed price controls from 
many commodities to
encourage exports. Real non-oil exports (primarily agricultural
commodities) rose 12 percent botween iS6V and 1968, and real GDP
increased at an 8.percent annual rate fr= 1968 to 1973. 
 Indonesia
also se,.ured a reorganization of its external debts: 
its creditors
agreed to a long-term rescheduling of existing debts and a plan of
further loans on gensirous concessiona:.y terms.
 
The 17 01a: Enoerg__t ~~iues L :MLt
 

The 1970's were characterized by high growth in GDP and government
spending, financed by growing 
nergy revenues and foreign borrowing.

The government continued to adhere to the rule of no internal
borrowing, but this constraint no longer limited government spending.
The growth of oil. and gas export volume, combined tith the price
increases of OPEC 1 (19/3) and 1I 
(1979) are the most striking trend of
this period. O] 
and gas tax revenues grew almost twelvefold in real
 
terms between 1969-70 and 1979-80.
 

One of the critical events cf this period was the Pertamina cri:;is
of 1975, when the state oil company over-extended itself in the foreign
credit market. This crisis strengthened the role of the technocrat
economists vis-a-vi the technician-engineers.
 

Tr Tho rupiah remained stable at Rps. 415 per dollar
for seven years, from August 1971 to October 1978. This stability was
possible because there was a strong balance of payments position 
 -
throughout this period. 
The current account deficit ras never greater
than 4 percent of GDP, and in some years there was a current account
surplus (sen Exhibit s). Growth averaged 7.9 percent annually during

this period, and inflation 22 percent.
 

The government reduced a number of duties on t,'adeable goods in
1976. 
 However, they ware often replaced by quotas or monopoly import
licenses. Consequently governrent revenues wern transformed into rents
for private enteryis e. with little resulting stimulus to the nonenergy tradeabloo sector.
 

While enerqy exports wore rising both in volume and revenue, nonenergy exports were also rising in volums: in dollars; and in the
volume of inuports for which they could be exchanged. However, the
inflation d.ivan by the growth of the onergy sector 
was lowering the
 

nc--------------- ------------------
These figures are not precise because thera were different official exchange
:rtas for different types of transactions until 1970.
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price ratio of tradeables to non-tradeables (the real exchange rate).
Producers of tradeablo goods were selling at prices determined by the
world market, while inflation was steadily reducing the domestic
purchasing power of their revenue, and raising the prices of their
domestic inputs. 
One indicator that the Indonesian non-energy
tradeables sector was being hurt, even though it was growing by some
measures, is that it grew much more slowly than Malaysia's and
Thailand's exports of similar products (see Exhibits 4 and 5).
 
Perhaps in response to the deteriorating real exchange rate, the
government devalued the rupiah by 50 percent in November 1978 even
thoug:, there was no deterioration in the current account balance. In
response, non-energy exports increased in one year by 36 percent in
volume, by 52.percent in dollars, and by 78 percent in domestic
purchasing power. The devaluation was also followed by a sharp increase
in inflation, in spite of tight credit and government efforts to
control the prices of staples. In the year ending SeptemLer 1979
consumer-price inflation was 30 percent, compared with 10 percent in
the first 10 months of 1978. This inflation eroded the effect of the
devaluation. The Morgan Guaranty competitiveness measure rose from 79.6
before the devaluation to 111.3 in 1979, but fell to 101.1 by 1980.
 

Following the devaluation, the government announced a policy of
"managed float," under which the rupiah would be linked to a basket of
the currencies of its main trading partners, rather than to the dollar
exclusively. In practice, however, the link with the dollar continued
 
to predominate.
 

Taxation and Expenditure. 
Real total government revenue in-reased
almost five-fold during the 1970's. 
 Since energy revenues grew almost
twelve-fold during the decade, they accounted for an increasing
proportion of total revenue, rising from 26.2 percent in 1969-70 to
63.6 percent in 1979-80. 
During the same period total revenue grew
from 9.3 to 19.5 percent of GDP (see Exhibit 6).
 

Spending was characterized by an increasing emphasis on
development. The official development category grew from36.8 percent
of total government spending in 1969-70 to 49.7 percent in 1979-80.
These figures must be interpreted with some caution, since the
government includes in development some items not ordinarily
categorized as such, notably military spending.
 

Foreign Debt. During the 1970's public external debt rose
substantially. Indonesia's growing energy sector made foreign loans
increasingly available. 
While debt was rising, exports and GNP were
rising even faster, so that both the debt-to-export and debt-to-GNP
ratios fell during the decade. 
However, as an increasing proportion of
Indonesia's debt became private rather than official, higher repayment
rates meant that annual debt service grew faster than exports or GNP.
Annual foreign borrowing fell over the decade as a proportion of
government spending, from 26.6 percent in 1969-70 to 17.1 percent in
1979-80. 
At the same time, since government spending was rising as a
proportion of GDP, annual foreign borrowing rose as a proportion of
GDP, from 3.4 percent in 1969-70 to 4.0 percent in 1979-80 (see

Exhibits 7 and 8).
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The Pertamina Crisis. Pertamina, the state oil company, grew
rapidly from the beginning of the Suharto administration. Pertamina
exemplified the power of the technician-engineers, who were playing an
increasingly large and independent role in development. An army
officer, General Ibnu Suktowo, becams chairman of the National Oil
Committee in 1966 and president-director of Pertamina in 1968. In
these jobs he developed a reputation for effectiveness that led to his
taking over lagging development projects of diverse kinds. 
 In addition
to increasing oil production from less than half a million barrels per
day in 1966 to one and a half million barrels per day in 1973,
Pertamina "improved harbours, developed residential and commercial
estates, and built roads and hospitals.,3 Pertamina borrowed heavily
in the international credit market to finance its diverse activities.
 
The sequence of events culminating in Pertarina's 1975 default
began with a direct conflict between the company and the technocrateconomists at the Ministry of Finance. In 1972 it came to light that
Pertami:n 
 had borrowed $350 million in short- and medium-term loans
without informing the Ministry of Finance, as it was required to do
under a recent regulation. 
When the United States discovered this it
suspended economic aid. 
After U.S. aid resumed, Pertamina started
borrowing only short-term loans, which did not require approval by the
Ministry if Finance. UnTfortunately, short-term rates rose following
the OPEC I price increase as the industrialized countries tried to
forestall inflation through tight money. 
In addition, a couple of bank
failures from international speculation made the international banking
community nervous. Pertamina's creditors took a close look at
Pertamina's debts. They discovered that they had extended $10.5
billion in credit without ever having seen a full statement of
Pertamina's finances, and that Pertamina's debt was not guaranteed by
the Indonesian government. The banks refused to roll over existing
debts automatically without additional information about Pertamina's
finances. Pertamina defaulted in February 1975, when it was unable to
meet a payment to the Republic National Bank.of Dallas.
 

The Indonesian government assumed responsibility for Pertamina's
debt, undertaking a combination of repayment, rescheduling short-term
debts as longer-term debts, and cancelling contracts. 
Even with access
to international credit, the rescue operation put a strain on the
country's finances: the foreign reserve position of Bank Indonesia fell
from $1.5 billion at the end of 1974 to a deficit of $0.7 billion at

the nd of 1975.
 

The technocrat-economists were given responsibility for
reorganizing Pertamina following its 1975 default, and were also given
increased control over external borrowing by all state enterprises.
They used this control to reduce the long-term publicly guaranteed
external debt of state enterprises from $2.2 billion, or 33 percent of
total public debt at the time of the crisis, to $1.7 billion in early
1979, which was only 13 percent of total public debt.
 

sWoo and Nasution, Chapter 7 p. 9
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The 1980's: Falling Oil Revenues and Retrenchment.
 

In 1982 a global recession was followed by the collapse of world
oil prices (see Exhibit 12). Indonesia's oil revenue declined (in 1980
dollars) from $7.8 billion in 1981-82 to $6.9 billion in 1982-83.
government responded by devaluing the rupiah in 1983; by increasing 
The
 

taxes in 1984, 1985, and 1986; 
 and by increased borrowing. The 1980's
also saw increased use of quantitative restrictions on imports.
 
Trade policy
. 
 Following the 50 percent devaluation of 1978, the
government allowed the rupiah to decline gradually to compensate for
domestic inflation, which was accelerated by the November 1979 OPEC II
oil price increase. 
However, low worldwide growth reduced demand for
Indonesia's exports, leading to a deterioration in the balance of
payments. 


exports 
Both the volume and the real domestic value of non-energy
fell by half between 1979 and 1982 (see Exhibit 9). By 1982
the current account deficit was a record 6 percent of GDP, and foreign
currency reserves were worth only 10 weeks of imports. 
Capital flight
was accelerating. 
The "errors and omissions" category of accounts,
which includes private capital transactions, grew from $0.6 billion
outflow in 1979 to over $2 billion outflow annually during 1980-82.
Low real growth in 1982 
(GDP actually decreased 0.3 percent) added to
the appeal of a devaluation. In March 1983 the government devalued the
rupiah by 28 percent. In response, non-energy exports increased by
25.7 percent in volume, and by 58.4 percent in domestic purchasing
power between 1982 and 1983. 
 The current account deficit fell to 2.5
percent of GDP in 1984. Through tight monetary and fiscal policies the
government was able to keep inflation to roughly 10 percent in 1983 and


1984.
 

In late 1982 the government also increased the number of import
quotas and monopoly licenses, limiting imports but also weakening the
tradeables sector by allowing monopoly license-holders to raise the
price of imported inputs. 
By 1985 1,780 out of 5,229 imported items
were subject to licensing or quotas. 
License restrictions covered 30
percent of total import value.
 

Taxation and Exendture. 
The government accompanied the 1983
devaluation by increased taxes and reduced spending. 
Some 47 capitalintensive projects were postponed indefinitely at the time of the
devaluation. 
In December 1983 the government announced a revision of
the corporate and personal income taxes, and a tax amnesty program to
encourage future compliance by past scofflaws. 
These measures led to
an increase in registered income taxpayers from 550,000 in March 1984
to 995,000 at the end of 1985. 
 Real non-energy income taxes rose 
frc
Rps. 1 trillion in fiscal 1983 to Rps. 1.7 trillion by fiscal 1986.
 
In April 1985 the government replaced a complex sales tax with a
value added tax of 10 percent. 
Like the income tax reform, this
measure also led to a dramatic increase in the number of registered
taxpayers, from 25,000 in March 1985 to 60,000 in December 1985.
Revenue from domestic consumption taxes increased 94 percent in the
first year after this reform. 
Finally, in January 1986 the government
consolidated seven property taxes into one and revised the stamp


duties.
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---------------------------------------------------------------

External Debt. Both debt and debt service have risen in the
1980's, whether measured in real terms, or relative to exports or GNP
(see Exhibits 10 and 11). The debt-to-export ratio grew from 63.7
percent in 1981 to io.8 percent in 1983 and 212.2 percent in 1986.
The debt-to-GNP ratio grew from 19.2 percent to 48.2 percent over the
same period. As the proportion of debt which had been granted on
concessionary terms continued to fall during these years, higher
interest payments meant that debt service rose even more sharply.
depreciation of the rupiah also raised the domestic cost of debt 
The
 

service. The debt service-to-export ratio grew from 8.2 percent in 1980
to 29.3 percent in 1986, and the debt service-to-GNP ratio grew from
2.5 percent to 6.6 percent over the same period.
 

1986: Pressures Build.
 

During the first quarter of 1986, after Suharto announced the
austerity budget, oil prices fell even more sharply than anticipated.
While the budget was based on an average price of $25 per barrel, the
actual price fell 50 percent in the first quarter, to less than $13 per
barrel (see Exhibit 12). Each one-dollar drop in the price of oil was
estimated to mean a $300 million drop in government revenues.
Nevertheless the House of Representatives passed the budget without
revision in late February. This appeared to be primarily a political
move designed to maintain public confidence. By March, analysts
projected a budget shortfall of Rps. 3 trillion, or 14 percent of the
budget. However, President Suharto declared on March 10 that the
government's development strategy had not been abandoned on account of
the unfavorable export situation.
 

In spite of the worsening oil market foreign banks showed no
reluctance to lend, and in the first quarter of 1986 Indonesia was able
to undertake two major international borrowings which had been under
discussion since early December. 
Indonesia also had available more
than $2 billion in standby loans arranged during the past few years.
The Efno _.attributed the continued availability of loans to the
austere budget, which they said had "stunned the international bankirg
community into another bout of admiration for the Indonesian
government's disciplined approach to financial housekeeping.",
 

The government demonstrated a determination to maintain order a-r
suppress possible tensions in anticipation of the upcoming April 1939
legislative elections. 
The press received clear warnings to adhere 
-
official ideology and the ongoing trials of several prominent
dissidents provided a warning to any potential opposition.
 

Analysts expected the budget to be implemented with flexibility.
An example of such flexibility was an April 3 reduction in the
fertilizer subsidy, one of very few budget items which had been
scheduled for increased spending. Nevertheless debate focussed on 
 .s
to raise government revenues, including even the possibility of
relaxing the balanced budget restriction to permit internal borrowinz.
Several economists recommended a countercyclical budget deficit,
 

"Economist Intelligence Unit Quarterly Economic Review of Indonesia," 
 .
 
1986-1, p.32
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accompanied by anti-inflationary measures. 
Another policy, which could
accomplish the same effect without violating the letter of the balanced
budget constraint, would be increased Central Bank credit creation.
Others suggested expanded external borrowing, or a devaluation of the
rupiah to increase dollar-denominated oil revenues.
 

Government foreign exchange reserves remained high: in March they
were $10.7 billion, equivalent to 11 months of imports. 
However,
concern about a possible devaluation of the rupiah was causing massive
outflow of capital as speculators hurried to buy dollars. Indonesians
bought more than $800 million in the first two weeks of March; turnover
on March 14 alone was a record $120 million. This speculation was
slowed but not stopped when the government revalued the rupiah slightly
in mid-March .(from 1,130 to 1,126 per dollar).
 

Some analysts argued for postponing or altogether avoiding a
devaluation. 
They argued that, in contrast with 1983, foreign exchange
reserves and available foreign credit were high. 
These analysts
pointed out that a devaluation would increase the rupiah value of
Indonesia's debt service obligations, denominated primarily in yen and
dollars. Most importantly, they argued that the rupiah was not
overvalued for three reasons: domestic inflation had been low 
- less
than 0.4 percent in the second half of 1985; the rupiah had been
allowed to adjust gradually downward against the dollar since 1983,
falling from 970 Rps. per dollar at the beginning of 1983 to 1131 Rps.
per dollar in the second quarter of 1986; and the dollar itself had
been in decline relative to the yen and European currencies since 1984
(see Exhibit 13). In the year ending July 1986 the rupiah fell by
almost 55 percent against the yen, by 27 percent against the 
 -Deutschemark, by 23 percent against the French franc, and by 7 percent
against the British pound. 
Non-dollar currencies accounted for some 55
percent of import costs and 60 percent of debt service in 1986. The IMF
estimated that in the year ending March 1986 the real effective
exchange rate of the rupiah fell by 17 percent against a basket of
currencies, to a level 10 percent below that immediately following the
1983 devaluation. The Morgan Guaranty Competitiveness Index 
was at 110
in 1986, almost identical to its level in 1979 following the
devaluation of 1978, and well above its level of 98.4 following the
1983 devaluation (see Exhibit 9).
 

The Finance Minister, Ali Wardhana, argued that budget cuts were
the only adequate response to the oil revenue crisis. Anwar Nasution, a
University of Indonesia economist, argued that devaluation without
structural reforms 
- such as removing quantitative restrictions on
imports  would only fuel inflation and depress demand, providing a
quick fix but no lasting benefit. 
In May the government introduced a
package of reforms which liberalized trade restrictions slightly. 
 :n
the same month the World Bank released a report emphasizing the
importance of lifting trade restrictions and increasing non-oil
exports. This advice, however, was easier to give than to follow, since
many of the trade restrictions took the form of import licenses
providing monopoly rents to relatives and friends of government

officials.
 

On the other hand, some economists argued that a devaluation was
necessary precisely in order to offset the effects of the increase In
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quantitative restrictions on imports since 1983. 
 For a given real
exchange rate, restrictions on imported inputs to tradeables would
allow monopoly license-holders to raise prices, reducing the
profitability of the tradeables sector without affecting the realexchangqe rate (typically measured using world prices for traded goods).Thus, the prevalence of quantitative restrictions made the realeychange rate an inaccurate measure of the relative attractiveness oftradeables and non-tradeables.
 

By Srptember, the World Bank was projecting a $5 billion shortfall
in oil revenues, about one quarter of the budget. Low world prices for
Indonesia's other exports diminished the benefits of increased non-oil
export volume (see Exhibit 9). The current account deficit for 1986-87
was expected to approach $4 billion, almost double the previous year's
deficit, and almost double the amount projected in the January budget

proposal.
 

Whther or not nonoil tradeables prices were undervalued, the
radical decline in oil prices was creating a current account deficit
that would require either signifi6ant capital inflows in the form of
international borrowing; internal borrowing; or an inevitable

davaluation as foreign exchange reserves ran out.
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I.XhihiL I 

Breakdown of Government Revenue and Penditure 
(Rp b-n years endsing Mar 31)
 
Revenu e 1981/82 1982/83 
 1983/84-- 1984/85-.
 1985/86 1986/87a
D e . revenue 12,213 12,418 14,433 15,905 19,253 
 17,833
of which:-1Direct taxesO 
 10,089 
 9,982 11,584 12,708 ,2 1 ,0
13,625 12,03


oil/gas companytax 8,628 8,170 9,520 
 10,430 11,145
personal income J,738tax 207 
 289
non-oil/gas
corporation tax 


withholding tax 

tax on interest,

dividends & 
royalties 


land tax
Indirect taxesb 

o7 which: -sales taxes & VAT 

excise tax 

import duties 

export tax 


Other taxesd 

Non-tax receipts 

Foreign aid 


399 )
)
559 
 675 757 ) 2,121c 2,313c 2,881
513 642 628 )
 

)

88 101 148 )

88 101 148
 
94 105 132 
 157 
 67 284
 

534 
2 ,265 2,372 3,928 3,857


831
708 878 2,327 2,143
438 
 544 
 773
536 522 
620 944 1,055557 530 
 607 
 580
129 
 82 104 91 50 
 79
44 69 65 
 138 208 
 119
337 
 435 
 519 
 68 
 2


687 1492 954
 
ree~S1,709
otal 


Expenditure

atneeXenditu 


personnel 

materiaL 
 " 

regional subsidies 

debt serviee 

Development 


T690 

13,922 1,940 3,88214,358 3,478
18,315 19,383 ,7 359
22,826 21,422
 

6,978 6,996 8,412 9,429 
 11,952 13,126
 
2,277 2,418 
 2,757 3,047 4,018 
 4,213
923 1,041 1,057 1,183
1,209 1,367 1,367
1,315 1,547 
 1,883 2,489
931 2,640
1,225 2,103 2,776
1,638 3,323 4,223
997 
 948 
 540 
 754 
 684
 

73 9,899 9.952 10,873 8,296
14,356 18,311 19,381 
 22,825 21,422
 
a Budget. b Excludes unspecified "other" taxes.
January 1, 1984, a single c After the tax reform ofincomed Direct and tax replaced theseindirect. separate taxes.e [nternal and external. f Totals may not add due torounding.
 

Source: Ministry of Finance.
 

Source: 
Councry Profile: Tndonesia, 1986-87, Economist intel.igence Unit, L.ondotn 
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Exhibit 2 

Origins of GDP 1985C % of total 

Agriculture 
Mining & quarrying 
Manufacturing 
Construction 
Wholesale & retail trade 
Transport & communications 
GDP at factor cost inel others 

Principal Exports 1985C 

Crude oil & products 
Natural gas 
Wood & products 
Rubber & products 
Textiles & garments 
Coffee 
Tin & products 
Total inel others 

23.6 
16.2 
13.5 
5.3 

15.4 
6.5 


101.0 


$ mn 

9,083 

3,635 

1,194 


718 

559 

556 

247 


18,587 

Main Destinations of Exports 1986c 
% of total 

Japan 
 44.9 

USA 19.6 

Singapore 8.4

Netherlands 
 3.1 

South Korea 2.4

Hong Kong 2.3 


est Germany 2.3 


a Official 

Components of GDP 19850 % of total 

Personal consumption 59.2Government consumption 11.9 
Gross domestic capital
 

formation 
 27.3Exports 22.7 
Imports -22.7 
GDP at market prices -1.1 

Principal imports 1985e 
$ mn 

Machinery & equipment 2,699

Chemicals 1,514Mineral products 1,451 
Base metals 1,331 
Transport equipment 1_89 
Resins & plastics 489
 
Prepared foods 407
 
Total inel others 407
 

Main Originsof Imports 19860 
% of total 

Japan 
 29.2
 
USA
 
Singapore 13.8
 
West Germany 6.7
 
Saudi Arabia 
 6.0

Australia 3.9

UK 3.8
 

estimate. b EIU estimate. c Provisional. 

Sorce: "Country Report: Indonesia," Economist Intelligence Unit, London: 1987-3, p.." 
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Ixhibit 3 

[CINNIC CSOMlOSN H Ml PEII06 f FISE CICEANE ATE, "Co71 To ior 
IVII 1911 1972 1173 1974 1975 1916 1917 1978 

¢errtet balluce as 
ef dp -1.4 

cerreut accoest receipts
as % of Idp 13.6 

-4.0 

14.1 

03.0 

17.2 

-2.9 

20.7 

2. 

29.1 

-3.6 

23.1 

-2.4 

23.6 

-0.1 

23.9 

2.7 

22.0 
meogeld reserves/ 

lasorts (I reeks) 1:1 8.7 1,.1 15.3 20.2 6.4 13.7 20.9 20.4 
goo greftl rate I 6.5 7.0 9.4 11.3 7.6 5.0 6.9 8.9 7.7 
lfltioa rate t 12.3 4.4 6.4 31.0 40.6 19.1 19.1 11.0 8.1 

Source: Woo and Nasution 
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Exhibit 4 

PElFOIEaNJc Of NOIL NAiLMC (PHIS (1S4 W)M 

Is ters if: 

(reill d"eIstiC 
purchasiag purchasing
veinso 
 IS poter power 

My U1970 21.6 52.2 S1.6NA 
 33.6 
 53.5 
 60.1
1971 73.t 
 36.0 
 9.4 
 64.3
1?72 83.4 
 40.0 
 60.2
1973 73.7y6.3 73.2 
 91.1 
 103.2
1974 100.0 
 100.0 
 100.0 
 100.0

1M75 91.6 
 11.6
L976 111.9 74.2 61.5
115.2 
 103.J 
 80.8
 
1977 121.0 
 15?.1 
 133.0 
 110.9
1971 118.0 
 166.4 
 123.0 
 103.6
1979 160.0 
 253.1 
 162.4 
 114.6
1910 144.5 
 276.4 
 155.9 
 170.1
 

few item: Average anoual growth rite of hogell exports is 197j-1 period. Experts Is M. 

Zadosesia Nellysia thillald S. ares 
 Iag Kg Slegapore
Growth rate 3 15.5 32.3 19.9 30.6 
 1 20
 

".............o.... 
 °
..........................................................................
 
Physical voles f ia deflating rupiah value series by oneil esort price ladesForeign parcbasig paver fro@ defltig USS vale series by export


unit value of industrial countries.
 
Local purchasing pour from deflating rupiah value series by Indonesia 
 CPI. 

Source: Woo and Nasution
 



IUMlCAIOIS Of TIAOEAIL[-b.IIAKAUL 
PlCE RATIO. Pr/PN
 

till 1912 till 1974 WtS 1976 M?7 iN-ct1171 M?7 
 1910 

.)tELAIJI I JACAiIA CPI
 

leorts-stelessit prices 
 105.9 111.1 
 207.0 100.0 91.6 
 81.1 76.1 71.3 17.0 It.I
 

Exports, t0epetro0etwhelesalg prices 
 90.2 00.9 
 101.0 100.0 
 61.7 712.0 81.0 
 14.3 110.2 1i2.1
 
agficiltere-wholesale prices 
 0.2 190.0 102.8 100.0 
 9l.3 102.1 113.2 116.9 
 120.8 127.7
 
fl~asfactorilg-0Olesl8l prices 
 103. 107.4 114.1 100.0 60.9 I8.1 8.1 92.2 94.9 17.7
 

bl MIRlV[ 10 lOUSING C¢nIOENI INJUAtA CPI
 
..................
 
Ive0rts-wholesele prices 
 7S.O 82.2 
 91.6 100.0 617.2 74.S 
 6. 6S.3 73.1 
 70.5
 

(xputs, o0petrolee-

Wholesale prices 
 63.9 65.8 
 91.6 100.0 
 66.4 65.8 71.7 70.4 
 93.3 93.8
 

Agricultnre ato0esale prices 
 63.9 74.0 
 08.6 100.0 13.6 93.6 
 97.8 97.S 102.4 L06.2 
Nauufacturiag-e, eltItle pri:es 73.6 79.5 91.1 100.0 15.8 80.3 
 7.1 76.1 80.4 61.2
 

c) hOICAN CIAIANT'S 
COffIIIIVEN(SS REASIE 
 114.1 127.1 121.3 
 100.0 17.3 14.8 
 74.2 79.A 111.) 101.1
 

..................
 
Part (a)aid (k)ore celcelated frue WIN
e IsWarr(1186)0 ep. cit., kvt suem of "ircelcolted tuetrs differ


free his calculathus i his iTale 4.
Note that the series Is this table sed 
 those 1 Talea 6.6 are set coseparable bicase the dtflaitigof V06l2suit price indea chued ever the tee period$.Ie cepetitivetses masers Is free laeertiag the Ahrgen eraety real tachuuge rite 

Sou.ca: Woo and Nasucton 
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Exhibit 6 

11111"tl~l191. II$ Ill}
(611ll1M of Ilhls 1111 11111 fill? /If1 1311 I1115 n/16 16111 1111 it/" I?/ 11 #I/if offor $?/$1| 11/11
I1114 |{lmoof 11I.6 354.1 441.6 S"B.6 t61.1 I11S.1 11t1J "0.11l1 89W uetlIm .S1 4 1"1.142.9 $2.1 4lI "%1.1 10111.1 11111.641.4 11.6 I11416.1 14tl1.1IS.M Ill.# 111.1 IS9.0Il its.$ 3ll.1 116.1s o1il I "1 I14.1 l1".3 li05.10 .6 M I 1114.1
l so emit 14.1 111.3 |1.!11.2 1.1 1146.014 1 1615.) fill.? Is".I is11.6 1196 11.1 11. SI ,eomrain $0.6 US~ 11.617.5 MI~ ISM1. 1 UlM lU. ttCIs: o l1'I itre AI| . 311 9 11. 1II.1 111.1 14. 1. $111.11 1II.1111.1 131.1 141.5 1111.1 916.1 It"4.$ ISMS.141to pn pl?.tt Inv| 311.1 411.) 411.1 311.1 143.1
6.0I U 11. l 4 941.1 18111l$.1 1?.$ 211.1 34.6 43.4 916.0Imetal receipt 3.l 41.1 51.11 41.1 11.1 11.1I1.1 11.$ 14.6 4tl14.1 II. II. 

Ms. llS.f m).41. 141.6 IfI.1 MA. 311.1 |116.4 41S.6 Sl1.5 

Wll fISIMlIll so O If I Imcnenooll ~ll fIll 11.1 14.9 IS.1 14.) 14.01 1I.4 11.104 I1.4 11.$too all 484 "1s 13.6 11.t26.1 It.?1I1.121.0 RI.11 it.? It.49.t 11.5 $4.6 it?$4.1 . 1 $41 616 616 11ol16tralmIll" W11.2 I|.4 I1.51 1.i IS.$ II.SIn141 l'lItede Ul.: It.) I1.1 12.1 I1.3 1.?33.1 it.) 21.6 2. 11. 1.9 I.1 11.1 I1.1Its so orotl~. Itn 1 11.Il MlJ 11.11 I)I.641.1 1.61 .1 1.6 2.4 
I1 .3 1.3 6.11.6 6.1lill receipt I.1 

1.$ 1.5 1.11 I.5 l.13.1 6.3 $.9 5.1 IP 0.6 I.I #.J3.1 4.9 
 4.1 4.1 
 4.S 1.I 1.l 1.61 .$S|11Wmt1"{ 1.6I 

fI{Ul


l 
tlocus to. 
 11.1 4 1 t11 13.$ |9.I 17.1Omelf1 coolllige tot 11.1 1l.3 31.1 11.711.3 14.1 34.1 11.611.1 U1.6 is.r1 1.11t.11 IM. 16.3
ltuotliell trade 25.| 1|.J |1.241.6 t1.1 41.1 it.) 14.6 15.| 1 . 11.1 i31.I 41.) .I.
11.6 1l.Oofe~tt Il i.1 33.1 31.1 |l.O 34.6 1I.63.1 4.0 /t.I 19.14.I1 M 1I.6. LsINiwtll .S . 3recaiot . 1 3.1 1.1.1 5.1 1. 1 .9.1 9.6 6.5 1. 1.1 II.I . 1 

6 1. . . 1~ 
9I. 1.1 1.1 9.4INICIfIff If.) 10.6

IIIIN (1)
totalre -0.!0
ll 
 ? .1HA it.11 1.9 I1.1 li.4 11.1oillllI lt/opt 11.0 11.6 11.82.4 lfI 2.11.1 1.1 $.1 11.9 I1.IS.? l.9 l?.6eilIt tl1lqt 9.9 11.6 11.1 9.61.61I.6 I1.4 1t.4 14.II.6 1.9 M11I 11.12.1 1.1 r.) 1.) 1.5 . 1.1 . .1 1.1 1.6 1.4
swell Iscml ils/I. 


OnestUc coamomflie too 14.0 . lt0.4 9j.1 I! .11.1 Ill.A Its.? its.? 1".4 1. 11. .1 11.1ttl reo 2. 1. 1.LIt~. 1 .1 1.1 S.5 
 1.1 4.I 
 1.1 1.1 1.1 3.9 1 . 1 1..
 171 

iuItll 
 ilimtt 
 1 1 1 5.1 1.1 It.? 68 1.1 661.I011441 61.1 so.? 141.1W," I11flil.1 95.111.11 161.0 4564.I 11 19.1 3I.I I1.I11. 5IM4151.4 [01111.11 I1641-5 I14.1 1.1CIF deflater 11188l11111 I"JI-.I 14111.5 1414!.1Ij.9 ISAt 16.1 1I.5 409| 11$411.1 61646.J 1101.614.i 36.1 41.1 ti6A 52.1 $1.4 11.4 1I11-11 II1.1 11t.6 I16.3 

111M fll11 frltlUli 

Source: Woo and Nasut:ion 
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Exhibtt 7 

EAA PUaLIC.AND PULICLY-ftjgEWW1ND$1an OIT OF INDoNSIA
1970 197p 1o74 1975 1176 1977 1978 1979 1910 

Debt otstandilgiadib 2947.2 6693.6Debt outstandin 9 dis (0011 9060.9 11741.2 14372.52443.2 3248.8 16134.6 19037.3Private Creditcrs 632.2 7994.0 21199.8 24451.9282.6 10001.6 116m.3 13149.7total D*t Service (TOSI 1218.9 1739.4 2990.1 4089.1 4583.1 13277.8 14971,3
92.2 207.5 4761.1 4767.8Private Craditors 291.4 523.5 5464.9Prin 42.4 760.6 1261.7 202.1cipal Ratio $ 114.8 169.4 389.? 2099.4 1758.5573.6 9.9 . 7 . 0 " 1632.9 153.. 1127.603DIN6S (Z 1 3 . 5 7 1 2 .205.3
DQD/61eP (1l 158.8 85.2 113.8 114.0 106.727.1 33.3 114.3 95.5TIS/163 MI 25.8 67.4
6.9 6.3 

27.4 27.7 26.4 24.63.9 7.5 27.1 21.68.7 11.5
ortio () hc 18.2 13.5 7.90.9 1.3
is coUcossiocary 1.2 1.8 2.178.0 2.9 4.2bears variable I-rates 73.3 71.3 60.8 53.4 4.3 2.50.0 4.5 6.8 52.2 33.2 51.3isfro, private creditors 19.4 20.7 30.2
11.6 23.2 18.7 15.0 14.3
27.4 37.4 40.? 39.3 36.2 16.8
 
33.9 36.5
 

lesorandu ites
Proportion of debt service paidaIivate creditorsCetta 51.6 53.3 57.8lank not foreign asset 74.3 7S.4 78.155.6 W0.1 79.2 73.1 64.11494.0 -691.6 -157.0 1108.4 1312.0 3282.3 5868.4 
Central kant asset position calculated fro. IFS data prior to Febr,,ay 197sin gis, es 11lank Indonesia changed its valuation procedures -d Ok.to ijarove quite slstantiatly. inFebruarY M11 0.. P eres ausedThe pruceureg tasnew caused net asset position 

Source: Woo and Naoutjon 
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Exhibit 8 

twees 'a gr.t, ('Peditere v1 legion 

(is billinge of topil) 

1 /18 191771191/12 312I13 *9117T4 I14175 1M1S/7i 191V11 £911/la 191/719 I979i81 

Totai espudiitre 

Tota! *,,.Ir 

Forlp horriq 

302.1 

251.6 

1.1 

467.6 

354.7 

113.1 

557.0 

440.M 

i. 

13.1 

590.6 

14S.) 

1164.2 

917.7 

196.S 

1911.1 

115.7 

214.2 

2139.' 

2241.9 

4&8.4 

364.3 

IlM. a 

111.3 

A3S.7 5199.3 

3S34.4 41j6.1 

111.5 133.1 

U76.0 

6496.g 

1379.2 

Forelgp SrrwLiqIof Expenditure
as 26.6 24.2 1i.C 15.0 
 14.9 11.3 
 17.9 21.1 17.9 19.5 17.1
 
Fertle lerrwlig 4%ofap 
 .
 3.5 3.2 3.2 2.9 1.1 3.9 5.6 4.1 4.3 
 4.0
 

6O? deflator, 90:i0 
 13.9 1S.4 14.3 11.5 
 24.6 3.2 
 41.7 46.6 S2.1 50.4 17.4 

Source: Woo and Nasution 
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Exhibit 9 
1919 1934 
 ~1"1 1961 1911 1981 19gS l9h
 

o)Coasual scmeic coitees 

lIc. grwth Is 1l8d2trall"tles, % 3.4 1.3 
 1.4 -0.4 2.7 4.7 3.6 2.4
 

li price of all Ipircialel fwell@ 
61.1iowor.lI9Psw 
 iN 11l.2 124.1 111.4 109.1 I@. 59.1 

ladessulu Iflitlesrate, 1 21.6 16.5 12.2 9.5 11.1 10.5 4.1 5.9 

Imiemlts grewthrite, % 6.3 9.9 7.9 2.2 4.2 6.6 
 1.1 2.4 

) haleece of Pliymts sltietlee 

Uercheingle experts
to Cp, 1 27.5 27.9 25.2 26.3 23.1 24.3 21.4 21.4 

Correst occoeetto co, S halece 
1.9 4.0 -0.1 -5.9 -7.3 -2.5 -2.1 -4.3 

Reserves to Iportsratio (weuks) 19.3 25.9 19.6 9.7 11.6 17.9 26.5 23.0 

Cterel loo-tirs pbilicliot service to expert, C "13.5 7.9 6.2 10.6 12.1 14.7 20.1 29.3 

C) Wooll export sector (1914:100) 
....................
 
Woall Import price df
-lated by biotlng cost 
 5.2 42.8 63.0 56.9 
 63.2 59.1 S.2 
 57.7
 

Ieell eport prici oaf
-lted by ossing cost 
 99.6 161.6 91.1 
 10.5 105.9 192.9 
 91.4 99.9
 

C"Oetitivegls 
e
Nergnn Gerauty Is
 
111.3 1011.1 
 9.0 19.5 98.4 91.6 
 91.7 109.7
 

Inell experts Is
physical selm 
 169.0 144.5 90. 30.3 100.9 115.5 129.2 
 142.7
 

Nenell experts Is
local Purcbeslig power 
 184.6 17.1 
 111.5 
 93.5 148.1 115.6 
 1u1.S 222.4
 

Ielei experts Is
rtel, purclnsleg power 
 142.4 155.9 
 116.1 107.3 142.6 169.3 171.0 164.2
....................

FP/PU proxies for 198 are for post-Narci develvitle, ead for 1916 ere pro-ieptaeur devletlo,.PION proxies here al lot comparable to those Is Table 6.4 becelse o(ceelprice Jelices. Ibis IsV61 the 1919 to 

s is deflitio of1936 filgeres In this table Ire differet free table 6.4. 

::#stir'a: VaO a1nd :'a LiU1n
 



Exhibit 10 

EITERNIL KIT OF INESIA 1 THE 1901l
 
(ga of pm iodlussel 
 10 1911 1912 

1) Eltftl PJU.IC AU PILICLY U NTEED LOI-TI KIT 
Debt outstaudialundis 24451.9 2712.0 32216.0Debt oststandisoldis (No) 14971.3 15170.3 18515.0Private Creditors 5464.9 5612.5 7403.4total Debt Service (TISe 1758.5 2047.2 2246.6Private Creditors 
 1127.6 1336.4 1374.3 
Principal00D/6SRatios(1) 
 67.4 63.71411W (21 87.1

21.6 19.2 21.2TISI6S (1 7.9 8.2 10.6 
Proportion of DNhich 2.5 2.5 2.6Iscacessiouary 
 50.2 48.5 42.7
bears variable i-rates 16.9 17.8 20.0is froa private creditors 34.5 36.6 40.0Proportion o4 poblic debt servicepaid to private creditars 64.1 65.3 61.2 

II) EITEINAL PI!VATE OUMANTEED LON-TERN DKT 
Debt Outstaading &Disbursed 3142.0 3579.0 3200.0Total dubt service 1051.0 1173.0 1260.0 

fill ETTERNAL SHORT-TERM DEBT 2775.0 3274.0 4787.0 

TOTAL EITEqNAI. DEBT 20368.3 22723.3 26502.0 

Exports of goods & services (16S) 208.0 24926.3 21262.1 

SORCE: DEK KI TAIU[S AND COUNTRY REPORTSFigures do not icled. L6 expansioni credits. 

Soi.rce: Woo and Nasution 
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35492.0 
21681.5 
9649.6 
2550.6 
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59.9 

3400.0 
1116.0 

4639.0 

21728.5 

19932.6 

1914 IM 196 

36922.6 41172.6 41712.0
2261.9 26624.6 32119.010043.6 11647.9 14556.0
321.0 4015.1 4401.0
2069.9 26,1.7 249.0 

103.2 133.0 
 212.8
26.5 33.4 48.2
14.7 20.5 29.3 
3.6 5.0 6.6 
34.9 35.1 NA
23.7 21.7 NA
4.? 43.6 45.3 

63.6 65.5 
 57.9
 

3800.0 3610.0 3800.0 
960.0 1036.0 600.0 

5W.o 5210.0 5000.0 

32045.9 33714.6 40919.0 

22163.8 20014.5 .15094.0 
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Source: Woo and Nasution 
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Exhibit 12 

Average 1986 Monthly Crude Spot Price for Indonesian Oil
 

Price in dollars per barrel

for Indonesia Minas-34
 

January 
 24.25
 
February 
 18.00

March 
 12.90

April 
 10.45
 
May 
 11.35

June 
 11.15

July 
 9.50
 
August 
 11.25

September 
 12.70
 
October 
 12.65

November 
 13.00

December 
 14.25
 

Source: Petroleum Inte lience Weekly, London. 
Varii-tus issues.
 

Average U. S. Refiner Acquisition Cost of Imported Crude Oil 

Price in dollars per barrel 

1976 
 13.48
 
1977 
 14.53

1978 
 14.57

1979 
 21.67
 
1980 
 33.89

1981 
 37.05

1982 
 31.87

1983 
 28.99

1984 
 28.63
 
1985 
 26.75
 
1986 
 14.55
 

Source: Energy Information Administration/Monthly Energy Review

December 1986
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04 

PartI. Mid-point rates, ujness otherwis staled
Part I. cows moyen, soul avis contraire 

End of p, od - F;n do to pkr;o
Netj Cwteacy pfr U.S. dlVer 

du.d l t.-Uns,, m natoe 

Co~byorre~ar" o".(wt-wt6 11981 1I32 11903 1914 19 8601 14~1865w, 86O Aug 6 5p 0600, 86No. 
-00 07. 125.01 123.0[1 1 113i1.01 1*2. 1633.011640.011650.0 

jpm- Japan (yen) ..... ......Ii 900....12q35.000 632.2O0 6 1.1006M0. 00 7N SkOJjlSJ316.100 133.6001161.5001162.4001 

LiD~I Hw1 6OMoh7*b 
w~nei ..........
-k-,10 niso ... 11641.0 1633.0~ 1.44.0 1644.o 1 1.0 1"9e.0
 

Jpn- Jaea (yen) .........-.....~ 
 OSOi.100 324M ~33.3 .800 Il39J00j 44.00J 

1-

Source: "Monthly. Bulletin of Statistics,'" Statistical Of fice, United NationsVolume XLI, No. 2 (February l9B7)and Volume XLI, No. 8 (August 1987) 
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Ralancin Payments in The C--bia (A) 

The GarbLa is achingly poor. Its population averages an income of only$260 per year (1984). Lfe expectancy In the country, at 42, is the thirdloweat in the world, after Sierra Leone and Guinea Bissau. Its economy.
centered around the production and trade of groundnuts (i.e. peanuts),
fluctuates with world gro,=Idnut prices, drought and pest Infestations
tiny, vulnerable West African country of 800,000 people. it is 
A
 

surroundedanthrce sides by Senegal. 
on which it relies for its security. Ironically,
with all its problems, The Gambia is also regarded as Africa's freest
democrtcy, with a high level of civil rights, individual liberties, and fair
elections.
 

gn=,1rjUU: 
 On the map, its boundaries are striking. 
What starts on the
Aclantic coust as an orderly, if narrow, box, dissolves into a serpentine
echo of the Gambia River at its center, extending ten kilometers from each
bank. 
One historian describes it as 
ever drawn.* 'perhaps the most ridiculous boundary
The borders were determined by the British specifically to
deny the French access to the Gambia River, in part to make it
valuable should they trade it to the French for some other colonial
 
more
 

territory.
 

This serpantine state has thrae geographic regions. 
The anr.t,
aZaMg.abordcr the river, lining it with towering trees (and providing an excellent
breeding ground for the thriving population of mosquitoes).
makes landing impossible at The wet mud
ost points. Beyond the swamps are
fp, th'.e the Oa
floor of the river valley covered by clayey soils that are
flooded in the rainy season bvt ar&ble in the dry season. 
Although the
upper reaches of -his zone -rovide fertile ground for flood recession rice
farming, along lower reaches the valinity of Gambia river flood water makes
farming impossible. Finally, the a.jarj 
 land contains soils high in- ironpoor for most crops, but excellent for the production of groundnuts.
Gambia's sutropical climate has Vw.o seasons: The 
July through October is warmand rainy, and January through May in cool and dry, Intermittently
punctuated by a Saharan vind known as the hrzma . 

Ethnic
Grouns.Lanuagead 
 f 
 Living in this subtropical climate is
a population comprimed of five major ethnic groups and a number of smaller
ones. The HndLna compriae about 370 of t.
rolofn 13%, he population, the Fula 17%, thethe Jola 7%, t Srahul_ 60 and other groups adding up to the
remaining 20%. 
 Although English is The 0ambia's official language, only a
small portion of the papulatton speak it. 
Wolof and Mandinka are used bytraders and observant Hosleas learn Arabic. 

....................................................

Case prepared by Andrew Stone and St.*vn Radelot tnder theProf. Shantayanan Dev supervision ofraan an 
 Prof. James Duesenberry.President and Fellou c 1988 by theof Harvard University. 
For classroom use only.
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More th=tu 851 of Gambians are Sunni Noslem. 
Islam was spread by the
Harabout (a Handinkan people) during the 50,.yearas the Soninke-Narabout Wars. 
19th century conflict knownChristians, comprising less than 10% of the
population, are concentrated in the capital, especi.1ly among the Aku
people. Others, like the Jola people. adhere to traditional African

beliefs. 

HLI=: Relitively little is known about The Gazbia before colonial times,in part becautae there is no written history. It was part of the great Mali
empire of the 15th century that extended through much of central and western
Africa. The Portuguese became the first EuropeansRiver in 1455, but it was 
to sail up the Gambiathe British who later established a fort andattempted to c(mtrol the trade of beeswax, ivory, gu=,
beings that hides and human
flcwed through the nuouth of the Gabia. The Gambia was a majorfocus of the slave trade in the 18th century. Said one obeerver: 

The same Herohants bring down Elephants Toeth and somethe Amount Years Slaves toof two thousand most of which are Prisonaers taken in War ....Their Way of bringing them is tying them by 'the Neck with Leather.Thongsat about a Yard distant from each other, 30 or 40 in a String, havinggenerally a bundle of Corn or an Elephant's Tooth upon each of theirHeadsl. 

In 1808, the.BrLtish outlawed the slave trade,, Further trading took
place surrepti ously (much of it by Americans). Enslavement of -'.fricans byeach other was not: ef ectively controlled until early in the currentcentury. Piart of this shameful aspect of colonial history was chronicled, byAlex Haley, who traced his ancestry to The Gambia in the bestselling 1976
book Roots.
 

In the 1830s, the groundnut was introduced to The Gambia from Brazil.
This plant thrived on the iron-rich soils of the upper plateaux, and quickly
became the counter ol the monetized economy. Traditional staple crops
pridartly mhllet, s -.,rghum, and maize
day. continue to be cultivated to thisSince independence, rice production has grown to equal the.tradiional
staples in tonnage. 

Until late in the 19th century, the British limited their involvement in
this area to protection of trading posts and domination of river trade.Malaria and other Lnsect-borno diseases took adiscouraging ventures 
mighty toll on Europeans,into the hinterland from the Lnland capital ofBathurst (now Banjul) and a few riverine trading canters. During the period
from the 1830a to the 1880a of the SoniukiLMarabout wars, the British
ignored repeated requests 

restore peace 
from tribal leaders to assert authority andto the area. Intervening only when their own settlements wereendangered or, finally, when the French threatenedand disruptive wars. to quell the continuingThe British and French frequently skirmished far
 

More, Francis, Zravels inthe Inland Part ofAULUri (London:f738)ai cited in Harry A. Galley, A History of 'heGamb- (blew York: Frederick
A. Praeger, Publishers, 1965)
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control of the Senegambia region. The two countries Signed1783. establishing borders similar 
a treaty in
 

Senegal and The Gambia. 
to the present borders delineating
The British ran their colonies for profit, although
they actually channelled profit from The Gambia Into th.of Sierra Leone. more favored colonyThroughout much of the 19th century, the British operated
under the assumption that they vould ultimately trade The Gambia to theFrench for territory adjacent to Sierra Leone or some other British colony.
 

Even when the borders of The Gambia became more clearly establilshd in
1889 and Britain assumed greater responsibility for the security of itscolony, it did little for the education, health and welfare of the
indigenous population. 
Britain's policy was one of 'indirect rule."
Indeed, the British made a distinction between the 
"colony" which included
only the immediate environs of Bathurst, and the *protectorate" which
included the rest of what is now The Gambia. Local chiefs or officials;
appointed by the British were empowered to act as executive
districts. j of designated
Buffeted by the long period of internal warfare, the indigenous
population passively accepted British rule until well after World War II.
 
The indirect British rule meant minimal investment in the people. 
Little
was allocated to health or education initiatives. Hence, even today, The
Gambia's literacy rate is only about 20. 
 Further, social investment was
highly concentrated in the capital city (as were the British). 
The rest of
the country was neglected until the end of the 1940's, when the British
began several efforts to promote food crop production and diversify the
economy. 
Various projects attempted without profit to promote production of
rice, timber and poultry and excavation of minerals.
 

The British regarded Gambian farmers as "backwards" for failing to adopt
agricultural methods and inputs which, in fact, were quite unprofitable
compared to traditional techniques. 
British efforts to encourage the use of
fertilizer and the mechanization of groundnut and rice farming by Gambians

failed.
 

d 9ndiunu: Gambians were slow to join other Africans in calling for
independence, but with the formation of political parties and theof universal suffrage, pressure grew. 
inception-

The People's Progressive Party was
formed in the late 1950s. More militant than other parties, it Irained its
main support from rural areas rather than Bathurst. 
Under the leadership of
Dawda Jawara, an ex-veterinary officer, it won the 1962 pre-independence
national elections. 
Jawara (now Sir Dawda Kairaba Jawara) has ruled ever
since, first as Prime Minister and, sin-e 1970, as President. The Gambia is
one of the few African countries where rural dwellers form the constituency
of the ruling political party. 
Independence came peacefully in 1965. 
As
British culture did not penetrate beyond the capital, its priary
contribution to The Gambia was the British-style government it left behind.
Following the adoption of a now constitution In 1970, the Gambian government
was led by President Jawara, with a unicameral legislaure dtimocratically
chosen in fair and free elections. Political parties are free to form and
campaign, there is 
an independent judiciary, and there is no censorship of
either the printed or spoken word. 
In these terms, The Gambia is a mcdel of
freedom.
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Whi e The Gambia's goverrment has been remarkably stable, its continuity
was significantly threatened in July. 1981 when some members of the FieldForce (a government paramilitary group 
.. The Gambia did not have an army at
the time) took over parts of the capital city of BanJul,facilities, and a Field Force base. 
some comunicaetions 

Left-wing rebels declared the
establishaent of a "National Rivolutionary Council- under the leadership of
Kukoi Samba Sanyang. President Jawara 
 In London for the Veddin- of PrinceCharles and Lady Diana, called upon the aid of Senegalese troops asby the two nations' mutual defenso and security treaty. 
provided
 

After 10 days the
coup attempt was quelled, but the conflict left over 1000 dead. 
 Most of the
Senegalese troops left shortly afterwards; however, some troops remain today
to guard th* State House and the resid.nce of the President.
 
In December 1981, with The Gambia's security clearly dependent on
Senegal, the evo countries agreed to form the Senegambia Confederation.
Since that time, a Confederal Parliament has met regularly, and the twogovernments have signed protocols covering defense, transportation,
arbitration, communications, and cultural exchange.on free Negotiations continuea trade zone, a monetary union, and other issues.domination by its larger neighbor, The Gambia has moved slowly and 

Fearing complete 
cautiously in negotiating the Confederal agreements. 
Senegal, on the otherhand, is interested in achieving integration as quickly as possible.
 

The Senegalese desire for unification pedates thenegotiations. ConfederalThe Gambia effectively divides Senegal intomaking it two regions,costly and inconvenient to transport goods from the northern
region (where Dakar, the capital, is located) to
Casamance. the southern region, the
 
two borders 

Trucks moving from northern Senegal to the Casamance must
and take a congested crzssferry across the Gambia River. Thehas considered building a bridge/dam across the river, but for both 
Gambia
 

economic and political reasons, it 
 has not heen built. A demographic split
follows from Senegal's geographic split: 
 Wolofs dominate the northern
section and Jolas populato the Casamance. 
 In 1960, thm first Presi.ent of
Senegal, Leopold Senghor, promired that the government would hold a
plebiscite on independence for the Casamanes before 1980.
was never held. The plebiscite
Secessionist sentiment is high in the Casamance. 
Some
Senegalese believe that these economic and political problems would be
solved if The Gambia and Senegal were unified.
 
With this history in mind, many people both Inside and outside The Gambiabelieve that in the event of another uprising in The Gambia, Senegal might
use the opportunity as a 
retex.- to take power.
 

The ModernEeono: The Gambia is often cited asone-crop a .clssic monocul'ture,economy centered aaround the groundnut.employed 801 of In 1984, agricultrethe population, directly providing 28% ofdown GDP Infrom 40%at the time of independence (see Appendix A). 
1984/85,

agriculture brings In an estimated 20.000 Proundnut 
cross or more *strange farmersthe borders seasonally whofrom Senegal, Mali, and Guinea.Bissau togroundnuts, either as griwlaborers or independent farmers. 
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While their efforts to diversify the agricultural economy failed, theBritish did build forward linkages to groundnut Productiondecorticating plants and trade facilities, includiun 
in the form of 

of the small manufacturing sector the Banjul port. Most(70 of CDP by 1984) is based on crushing
groundnuts and related processes. 

In 1948, the British established a Groundnut and Oil(nov the stated-owned GaibLan Seed Marketing BoardProduce Marketing Board,standard annual or GPMB), which set aprice for groundnuts,
groundnuts for export. The price 

then graded and purchased all 
was to be based on world prices and theprevious year's experience. 
 If it was setpaid to farmers wag 

too low (that is, if the pricebelow the world price), theMarketing Board was surplus garnered by theto be used to pay farmers in years of low world priceswhen the gbin price was likely to have been set too high. Differentials
between groundnut prices in The Gambia and Senegal have invariably resulted
in smuggling (both ways) across 
the extensive border.
 

Aside from the groundnut cash crop and a small amount of cotton
production, agriculture is dominated by the production of crops for domestic
consumption. 
Those crops include millet, sorghum, cassava, maize and rice.The Gambia remains a net importer of rice, the favored grain of its urban
population.
 

Frequent droughts devastate the Gambian economy and starve the rural
population. In many years, rural people face a "hungry season" while a newcrop is growing, when there is little food available and much agricultural
labor to be performed. A 1980 World Bank paper reported that: 
...the nutritional status of The Gambia's rural population remains highly
unsatisfactory, year-round, for most women and small children (caloric
intake estimated at only 60-70% of the norm), but during 2-4 months per
year (hungry season) for almost the entire rural population2
 .
 
The economy has diversified zomewhat since independence, with the small
tourism, manufacturing, and fisheries sectors growing most rapidly.
far the most important non-agricultural activity is trade. 

But by
 
location, The Gambia'sopen borders, and low tariff structure make it an active entrepotfor trade with the rest of the sub-region. Goods are imported into The
Gambia and then re-exported to Senegal, Mali, or Guinea-Bissau. 
Some of
this re-export trade is legal, with goods transshipped to landlocked Malimore remote areas orof other neighboring countries. 
However, muchlegally imported into The GambL of what isis amuggled into nearby countries to take
advantage of The Gambia's low tariff structure. Trade represented 16
percent of GDP in 1984/85, and re-exports are now the country's leading
export--even after deducting the value of imports for re-export.
 
EconomicPerfornce: The ten-year period following independence was one
exceptional economic growth ofand financial stability. Expandingmaintained high international comodity prices 

world trade 
for groundnuts and oil seed 

2 World Bank, Basic Needs in the Gambie, Washington, 1/24/80. 
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products. At the sae times, rapid expansion internationally in the
production of manufactured goods kept
investment the price of importsfocused on the development of infrastructure low. Governent 
to connect ruralproducers to markets, and social initiatives aimed at improving the healthand education of the population. By 1982, 670 of boys and 38% of girls wereenrolled in primary schools.
 

Between 1965/66 and 1973/74, groundnut production rose and, with it,exports and government's surplus and financial reserves.
inflation The annual rate of
was 6 percent, the current account of the balance of payments was
in surplus, foreign exchange reserves grey to the equivalent of 11 months ofimports, and real gross domestic product (GDP) grew by more than 6 percentper year. The dalasi, which had been fixed at 5 dalsi equalsterling, was actually revalued 20 percent to D4 
to one pound 

- PST 1 in March, 1973. 
However, the economy deteriorated in the late 1970s and early 1980s until
in early 1985, The Gambia faced a severe balance of payments crisis. 
The
crisis was caused by both external and internal factors. Externally,
recurrent Sahelian droughts, low world prices for groundnuts, rapidly rising
prices for imports (including petroleum products), high interest rates, and
declining foreign aid flows all contributed to the initial imbalances.
Internally, poor planning, mismanagement, and inappropriate fiscal and
monetary policies mad a bad situation worse.
 

The economy began to deteriorate soon after the government introduced The
Gambia's First Development Plan in 1975. 
The First Plan "envisaged a
comprehensive development effort aimed at achieving both relatively rapid
economic growth and major improvements in the welfare of the population,
particularly the rural population3 ." 
The government invested in new
stated-owned enterprises and dramatically increased spending on development
projects, government wages (mainly through an increase in the number
employed) and subsidies on rice, fertilizer, electricity, and
transportation. Revenues (derived mainly from import duties) did not
increase aw rapidly as expenditure, and the budget deficit4 
grey from an
annual average of 2 percent of GDP between 1965/66 and 1974/75 to 15 percent
of GDP between 1977/78 and 1984/85.
 

The government borrowed heavily to finance the deficits. 
Between 1974/75
and 1985/86 The Gambia's external debt grew from $11 million (9 percent of
GDP) to $250 million (220 percent of GDP). 
 Donors encouraged heavy
borrowing, pushing projects and loans with little apparent concern for the
economy's absorptive capacity. Moreover, donors financed mainly new
projects --
very little was spent on maintenance and rehabilitation. What
the government could not borrow abroad it borrowed locally: 
 its
 
3 
3FiveYea-rPlanfor RnnomicandSocial evloment. 981/1919858, The Government of The Gambia, Banjul, p. 12.
 

4 Throughout 
 this paper, the budgetcommitment basis (i.e., including payments 
deficit is calculated on a

due as opposed to paymentsactually made) and excluding grents.
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indebtedness to the domestic banking system grey from virtual'.y zero in
1975/76 to over D100 million (12 percent of GDP) in 1985/86. The large
budget deficits, high world inflation and high interest rates led todramatic increases in both the Import bill (from 34 percent of GDP in theearly 1970s to 56 percent of CDP betveen 1975/76 and 1984/85) and debt
service obligations (from 2 percent of domestically produced exports in
1975/76 to 198 percent in 1985/86).
 

Despite the high level of government spending and public and private
investment averaging 22 percent of GDP per annum, real GDP per capita fell 3
percent between 1976/77 and 1984/85. Real domestically produced exports
between 1980/81 and 1984/85 were less than half of what they were between
1974/75 and 1977/78. The governmant's huge increases in spending had failed
to expand-the-economys productive base as planned. 
The Minister of
Finance and Trade would later observe that "(i)n retrospect, the planned
development expenditure was 
too large, too unfocused, and not well enough
managed to have had a sustained positive effect on economic growth and
development5
 

Another factor in the poor growth and export performance was a marked
deterioration in the groundnut sector. 
Groundnut exports, which accounted
for 95 percent of domestically produced exports in the early 1970s, fell 60
percent in real terms between 1975/76 and 1984/85.
contributed. Several factors
The Sahelian drought (rainfall between 1980/81 and 1984/85 was
 30 percent less than it had been in the late 1970s); 
a 35 percent decrease
in real world prices betwecn 1976/77 and 1984/85; 
and the financial
weakness of the Gambia Produce Marketing Board (GPHB),
responsible for groundnut processing and marketing. 
the statutory board
 

This weakness--whie.h
led to low far=gate prices paid to farmers-.was caused by the drought and
low world prices; the Increasingly overvalued exchange rate; poor
=anagement; subsidies on rice, groundnut oil, and fertilizer;
government's extraction of D40 million from GPMB reserves in the late 19 70s
 

and the
 
to cover government budget deficits.
 

The transfer of resources 
from farmers to the government is Illustrated
by the rapidly growing civil service wage bill relative to groundnut farmerearnings. 
 Between 1974/75 and 1984/85, civil service earnings increased 57
percent in real terms and grow from 38 to 48 percent of recurrent
expenditure (excluding debt service). 
 In 1974/75, the government wage bill
was approximately 27 percent of farmer incomes from groundnuts; by 1984/85
it had grown to 202 percent.
 

High world Inflation and the fall in groundnut prices led to a decline in

the terms of trade by 25 percent between 1976/77 and 1984/85. Rapidly
rising imports and debt service obligations and falling exports combined to
create deficits on the current account of the balance of payments averaging
over 20 percent of GDP In the early 1980s. 
 Privat* businesses and
 

5 Mlemorandum by the Honourable Minister of Finance and Trade on theEconomic Recovery Programme (ERP).* Ministry of Finance and Trade, Banjul,p. 4. 
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individuals reacted to the voraening economic situetion by investing outsideOf the country, widening the financing gap furthlru Thjt_capital flightwas the result not only of the overvalu d exchange6 percent rate. but of ceilings ofon interest rates. At the sae time, developed countriesaid programs vorldwide and The Gambia received lover levels Of officialloans and transfers . Throughout this period, 

cut their
 

remaining deficits by drawing down foreign 
the gOverz ontfinanced the 

ecange reserves, borrowingexternally, and not paying all of its debt service obligation 
The government introduced a package of stabilization measures in early
1984. including a 25 percent devaluation of the dalasi (from D 4
Sterling (PST) 1 to D 5 - Pound
- PST 1). But the measures were too little, too
late to stop the economic decline. 
By the middle of 1985, The Gambia could
no longer finaic* its deficits by the methods described above. 
Gross
foreign exchange reserves had fallen to the equivalent of two weeks of
imports, debt service arrears topped $75 million, and the government could
no longer borrow abroad. 
The premium for foreign exchange in the parallel
(or street) market reached 50 percent. Shortages emerged for many
commodities, notably rice, fuel, and fertilizer; and the annual rate of
inflation reached 21 percent. 
With reserves exhausted, external borrowing
impossible, and shortages emerging, the government turned to the donors for
assistance.
 

Relations withthe Donors
 

The Gambia's major donors include the IMF, the World Bank, the United
Kingdom, the United States, and the African Development Bank. 
The most
important is the TIF, mainly because an agreement with the Fund signals Tts
stamp of approval," making it easier to obtain financing fro, other donors.
An IMF. Standby Agreement (which included the 25 percent devaluation as a
condition) was cancelled in 1984 after the government failed to stay
prescribed credit limits. within
The Fund was unwilling to negotiate a new program
without fundamental changes, including a further devaluation of the dalasL;
a sharp increase in interest rates; strict limits on Central Bank credit to
the governmlnt and parastatals; 
a moratorium on new non-concessional foreign
borrowing; increases in import duties; and reductiovs in government
spending, including a wage freeze, some retrenchment of government workers,
and elimination of the fertilizer and rice subsidies.
 
The Fund also wanted the government to raise sharply the farmgate priceof groundnuts. The price offered by the CPM3 was D..../tonne, whereasheavily subsidized Senegalese farmgate price (paid in CFA francs 

the 
convertible currency) was the equivalent of D2200/tonne. 

-- a fully
 
The Fund wanted
the Gambian price to approach the Senagalese price in order to stop crossborder flows and protect the GPMB's foreign exchange earnings. 
It wanted
 

Net private capital inflows were negative in each year after 1978/79.
 

7 
Net official loans and transfers, which averaged $66 million (28
percent of GDP) between 1979/80 and 1981/82, averaged only $40 million (18
percent of CDP) between 1982/83 and 1985/86.
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the high price even though parity with the Seegal.eseD10 uatliLon loss price would entail afor the GPKI - -nearly 10 percent of CDP.
envisaged that the loss would be covered by a 
The Fnd 

transfer from the govermentbudget, financed by concessional foreign borrowing or a foreign grant.
Their rationale for this strategy was that it would maximizegovernment's official foreign exchange earnings. 
the 

An agreement with the IMFwould ake $15 million -- 10 percent of CDP -. as well available to the government,as pave the way for financing from other donors.
 
The World Bank weighed in with its countrE Fonomi 
 e 
 of Hay,
1985, which bluntly described the nature and origins of he Gabia's
economic crisis and recommended a wide range of organizational and policy
reforms to remedy the crisis. 
 H ny of the Bank's reconmendations were
identical to the Fund's (including exchange ratu and interest rate reform
and a reduction in the government budget deficit, particularly through
reducing the wage bill). 
 In addition, the Bank rccommcnded reorganizing
several ministries and parastatals, divesting some parastatals, and
reorienting the floundering public investment program by submitting new
investments to stricter ivaluation trit'ria. 
 The Bank wanted to see higher
groundnut prices, but not nearly as high as the Fund envisaged. 
Bank staff
felt that if the dalasi were devalued and interest rates were raised,
farmers (or traders) who sold groundnuts across the border in Senegal would
be willing to exchange their CFA francs for dalasis. 
 If successful, this
strategy would induce foreign exchange inflows without the GPHB's incurring
a largn loss. 
A World Bank program (with co-financing from the African
Development Bank and the United Kingdom) would give the government access
appxoximately $35 million.-23 percent of GDP--Ln grants and concessional 

to
 
loans. 
 However, the World Bank could not negotiate an agreement until the
government reached an agreement with the Fund. 
The other major donors, too,
were unwilling to provide any financing to The Gambia in the absence of a
Fund program.
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