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PREFACE

This monograph is divided into two parts. Part 1 spells out a framework for
analyzing macroeconomic policies of developing countries. The framework consists of
some national income accounting identities and models that link macroeconomic policies
with output, employment, inflation, and the current account. Part II consists of a set of
cases or episodes in the macroeconomic history of wvarious developing countries. The
analytical framework in Part [ serves as a backdrop for assessing the case studies of Part
II. The cases, in turn, show how the analytical framework needs to be sharpened or
extended to deal with the realities of development policy. Taken together, the two sections
of this monograph represent a first-cut at developing rules-of-thumb for evaluating
structural adjustment programs in developing countries. The two cases included here, on
Indonesia and The CGambia, were created prior to the APAP project, by the case study
program at the Kennedy School. There are two additional cases in process relating to
Pakistan and Bangladesh, supported by the APAP II project.



Executive Summary

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 mos:
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 model‘s limitations and possible extensions.

Equally important, but based on completely different assumption, is the
"elasticities approach tc the balance of payments." We therefore review this
model and show how it motivates most discussions abou:z 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, iucluding the real 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
rominal exchange rate devaluation can have different effects, whereas the
impact of expenditure-reducing policies is qualitatively similar to that in
the model without money.

0f course, money has <ther uses, including its role as a store of value.
Furthermore, monetary polity 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 starcing point of these monetary models is a series of accounting
identities linking the balance sheets of the Central Bank and commercial
benks. 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
ad justment or stabilization policy. In the real world, however, structural
ad justment 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. 1In 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
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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 the 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.



I. The Accounting Framawvork
A. 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 {s the current
account deficit and how does it get so large? How do we reduce ie?
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 fifcy 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 S5 in material costs consisted of $3 in wages and $2 in profits (see

below):
Shoes: $50 Materials: §5
Wages §25 $3
Profits §20 §2

Materials § S

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 not 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+1+G+E (L)
where y = income, ¢ = private comsumption, I =« {nvestment, G =
government consumption and E = imports.
What if jmports 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 (1)

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:



Y=C+S+T (2).

Combining (1’) and (2), we obtain:

C+I+G+ 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 M - 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 daficit, 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 aquation (4) underpins most of the
policy advice that countries get (from The World Bank and the IMF, say)
about reducing their current account deficits: cthe advice usually
entails a cut in government spending (G), possibly an increase in taxes
(T) and frequently a cutback in investment (I). Countries ars 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.



An alternative formulation of equacion (4), which is relevant for
many developing countries, is to decompose I into pPrivate and public

componcnts.
- + I 5 .
I1=1 o g (3)

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

observe that (T - G) is public savings, S8 » We obtain:

(IP - Sp) + (Ig - Sg ) = 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 exampla, a comparison
betwaen 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’s was due to a

savings shortfall by the private sector.l
*A Digurassion on Social Accounting Hatrices

The above accounting identities can also be seen by viewing them in
terms of zoclal zccounting matrices, or SAM's. Originally designed to
broaden ths standsyd input-cutput tables to incorporate "social*
characteristics such as the distribution of income, SAM’s have come to

serve as & mians of daveloping a consistent data base for a country. A

am,

lFor details, see Devarajan, $. and J. de Melo, "Adjustment with a Fixed
Exchange Rats: Cameroon, Cote d’'iveire and Senegal,” World Bank Economic
Raview, September 1987.



SAM is based on cwo priciples. Firse, noc only is income equal to
expenditure for the whole economy, but this identity must hold for every
agent in the economy, where "expenditure" inecludes savings, and "income"
includes borrowing. Now consider a matrix where the rows rapresent
agents’ incomes and the columns their axpenditures. Since every act of
expenditure ii 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 i{s the second principle underlying the SaM. Combining
these two ideas, wa see that tha 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 and 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’
colunn has two elements in it, Y (for value added, or GDP) and M,
imports. Households take this factor income and spend it on
consunption, C. In addition, they pay ctaxes, T, to government and
save 5. Savings, S, is deposited to the "capital account". The
government, in turn, buys consumption goods, G, and saves th

remainder, Ss. Finally, the rest of the world buys exports, E,



and pays "foreign savings", S£ 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+MaC+1I+G+ E

Y=C+S+T
I =S5 +8 +5§
P 3 °f
M=E+ Sf
Figure 1
Producers Households Governm't Capital RestWorld
Prod c G I E
H/H Y
Govt
S S S

Cap D g £
RoW M




B. The Trade Deficit and the Current Account Deficic

Up to now, we have been discussing the current account deficit and
its relationship to income and expenditure. However, policymakers, the
press, and the general public often focus on the trade deficic, 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
ownership of factors (labor or capital) abroad; or payments abroad for
foreigners’ ownership of factors in the domestic economy. For example,
if I earn divideﬁds 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 1970's,
these began to dominate the current account. By 1981, there was a trade
surplus of $§1.2 billion, while the current account deficit 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



repreconts the net flow of resources azross the country’s border. As
with any net flow, it has to be matched with some change in a steck.
This is analogous to the fact that the differer:e between your personal
income and expenditure is reflected in the change in your bank balance.

For vountries, 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 countiles, the latter dominates the former. Note that with the
capital account, an inflow is positive and an outflow negative. This is
becaugse we are interested in adding up the currsnt and capical 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 othiar hand, there was a
difference between the current and capital accounts, the difference will
have to be met by a change in reserves. For example, 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.


http:countt.es

Having defined the balance of payments accounts, we can i:ake thes
following observations about contemporary issues. Firsc, 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 wanz to touch
their reserves, they have to run a current account >f zZero. Yet, they
have huge interest payments on their foreign debt -- a negative item on
the current account. Hence, this must be offsat by a positive trade
balance. Second, note how transfer payments like workers’ remittances
and foreign aid (grants) enable a country to run trade deficits without
incurring any foreign debt. However, when the aid runs dry or the
worksrs return home (as is happening in Pakistan these deys, for
exawple), unless the trade deficit is reversed, the country’'s foreign

debt begins to mount.



Table 1
The Current Account

Marchandise Exporcs
Merchandise Imporcts

+ v« + 1

Trade Balance
Service Exports
Service Imports
Net factor payments

Current Account Balance
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II. 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 thea 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 inuch
concern for many developing countries in the past ten years. This ig
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 payaents) may be undesirable. Hencs, 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 angwered 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

agpect of the problenm.
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We begin with a ciass af mecdels known as fix-price, Keynesian
macromodels. To undarscand these, it is bast to g0 back to our
national income identities, but look at them in a slightly
different light. Recall the: ve drew an equality betwesen ircome
and expenditure in deriving cur fundamental nationa' income
identicy last time. The reason for this equality is of course
production. Expenditure (or demand) causes production to take
place which, in turn, genarates income. Define Y as total
production or income. This has to be equal to production for
domestic use, D, and exports, E.

YD+ E (II-1)
Now, total expenditure by domestic residents is aqual to D plus
imports, M. This is in turn equal to the different components of
expenditure, C, I, and G.

D+M=C+1I+6G (I1-2)
Rearranging (II-1) and (II-2), we obtain:

Y=C+I+G+E-M (I1-3)

The first three comporients of the right-hand side of (11-3) are
often called "absorption”, A. Then, (II-3) can be revi{t{en,

Y - A -+ CAB (I1-3')
where CAB stands for the current account balance. Note that CAB is
positive when there is a surnlus and negative when there is a deficit.
A current account deficit can then be interpreted as an excess of
absorption 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
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policy instruments.

The fix-price, Keynesian model begins with the identity
(II-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 (II-4)
Imports, too, are considered to be a linear function of income:

M- m o+ {nY (II-5)
Note that (II-5) is most realistic when imports are taken to be
intermediite 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 ag
exogenous. Finally, and most importantly, they assume 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
& given wage.

Given all cthese assumptions, the system (II-3) - (II-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= (1/(1-c+m))(c°+I+G+E-m°) (1I-6)

and CAB = E - mo - (m/(l-c+m))(c°+I+G+x-m°)

In words, a one percent increase in government consumption (G), say,

13



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/(1l-c)). This is because imports rapresent an additional "leakage"
from the system which does not exist in the 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 councries 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 maans an
increase in imports. The total effect is equal to

l - m/(l-c+m) > 0.
Note that although the increased 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 & diagrammatic form. Consider,
therefcre, again the four equations of the model:

Y

C+I1I1+G+E-M
Cec + ¢c¥
-]
Mem + mY
o
1=1, G=G, E=E
Note that if we make the observation that Y=C + S + T, we can

rewrite (IX-1) as

14



(I -8)+(G-T)=M-E.
Assume for the purpnses of this diagrammatic exercise that G = T. Then,
we can view equilibrium in this model as that Y for which (I - §) equals
(M - 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 - § is downward-sloping in
Y, while M - E is upvard-sloping. Plotting these two lines on the same
graph gives us the equilibrium Y. If the equilibrium point occurs above
the horizontsl 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 outpivc, in tais 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 balarce.
Among all the prices in the system, (wages, food prices, etc.), it ig
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 exchenge. Whenever there is excess demand, econowmists 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 markat, and the effect of a
devaluation of the exchange rate on this market and on the trade

deficic.

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 bectween 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 quancicies. Here, we are interested in plotting the relationship
between a price (the exchange rate) and values (that is, a price
mulctiplied by quantities). In fact, there exist demand and supply
relationships between prices and the quantities of exports and impores.
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 M and E be the
quantities of imports and exports. We will let P, and P, stand for the
domestic prices and imports and exports. For example, P, is che price
in domestic currency that the local citizens pay for imports (the price
of California wine in Mexican pesos, say). It is reasonable to assume
that demand for imports (in quantity terms) is a downward-sloping.
function of P, That is, the more Mexicans 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, = °P}
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). Moreuver, while the demand curve for imports has not changed in
terms of domestic currency (since that is based on tastes), in terms of
foreign currency it has. That is, for the same pg 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.
I this way, the demand for foreign exchange will have declined with a
devaluation. Thus, we can say that the demand curve for foreigu

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 i{s, 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 (wich
‘respect to world prices) outwards. Thus, a devaluation will increase
the supply of foreign exchange. (Figure II1I-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 tuzn

it into a surplus.
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Now, cthis simple model can be criticized on seve-al fronts. Firse,
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 vhen the export demand curve is completely inelastic (an elasticicy
of zero). Then a devaluation will shift the export supply curve out,
Since the quantity will not change, revenues 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 osut of favor. First, it can be shown that the

econometric estimates are biased downwards. That is, they underscate
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the "true"™ demand elasticity by ignoring supply-side effects. Second,
1f we believed these elasticities, we would recommend a revaluacion 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
for developed countries), import contracts are denominated in
dollars while export contracts ares in the local currency. In this
case, a devaluation will inictially 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 effact
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 108, 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.s.,

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. & study
by Richard Cooper showed that in seven of twenty-four devaluations in
thu 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 imporcs 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 lzast two other reasons. One
is the "absorption" approach, which begins with the observation that
from rational income accounting we know that a current account deficit
is equivalent to an excess of absorption over income. We will now
rewrite those identities using our new notation where C, I, G, etc.
stand for quantities. Thus each of these has to be multiplied by their

price to obtain the relevant identities:
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Ye=PC+ PI + PG+ PE - PM
= A + CAB.

Therefore, a reduction in the current account deficit should be
reflected in either an increase in income 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 - PM may actually have
declined, i.e., the deficit has worsened in domestic currency.
Unless some redu;tion 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? Because a devaluation
raises domestic prices relative to foreign 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 achieve 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 sxpenditure-switching and

expenditure-changing policies.

That a devaluation has effects outside tha market for foreign
exchange through its impact on domestic prices has implicacions
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 truch 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 the 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

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

From chis 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 eicher 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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€. Ihe Australian Model

As we saw earliier, 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 heen treating &ll 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.

28



We define a traded good as one whose domestic price ig
determined by world market prices. According to the small country
assumption, the price of an exported good is its world markec
price multiplied by the exchinge 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 vo the
world price times the exchange vate. 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 III.3,

Similarly, for a compectitive import, the domestic price must
be equal to the world price, in domestic currency.
The only remaining type of good is a nontraded good, whese
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 casae, associated with the supply (or marginal
cost) of the three types of goods are a set of labor demand
curves. These are the resul: aof 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 mobilicy 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 inelastiz. (Figure

II1-4)

Starting from an initial equilibrium. consider the effects of
a devaluation. The two tradable prices risa (in domestic
currency). This has the cffect of shifting tlieir labor demand
curves outwvard. This bids up the wage rate in the labor markec.
In turn, this shifts the supply curves iswards, 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 increase in exXports or
decrease in imports is to lower the wage rate (sr some other
nontradeable). If we define the real exchange rate as the
relative price of tradeables tc nontradeables, 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 nnt rise (by assumption). Then it is possible that
exports will increase and imports decrease, thereby improving the
trace deficit. Note, however, tha: even in this case, the
increased employmenc will ipcrease demand for nontradeables,
raising their price. This, in turn, may increase costs in the
traded goods sectors, dampening the inicial effect of the

devaluation.
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What these two cases point out is thact 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 (government 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 sactors. 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 chought..

The second illustration we 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 cthe nontradeable sector (output hay 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 standscill following
the discovery of the Groningen natural gas fields. In addition,
the nontradeabie 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 II1I-6). Since their prices are world prices, we can
agpregate the tradable sectors into one (T)l. Call the
nontradeabls 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: (1)
when the real exchange rate is perfectly flexible, and (ii) when

it is completely inflexible. Notice that in case (1), the

1To see how this aggregation is possible. define the ~utput of
this tradable good, Qr - (PxQx + PnQr)/(Px"'Pn) and u.mand for T,

Dr - (PxDx + PMD")/(Px + PH). Then the current account deficit is
given by PrDr - PrQr' or the value of excess demand for tradables.
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relacive price has to change in the direction of increasing the
price of tradeables vis-a-vis nontradeables. That is, the real
exchange rat: must depreciate. 1If prizes are perfectly flexible
in the economy, this can be done without 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
laber unions to maintain their real wage, for instance, can slow
real depreciation. 1In 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 depreciation

in another way.
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IV. MONETARY POLICY AND FINANCIAL PROGRAMMING

A. WVhat 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, ths economically relevant concept of the exchange rate has been
the "real" exchange rate, Pc/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 sea 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. Tﬁen 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
4n even tougher time exchanging it for groceries. What distinguishes money

from other commodities and assets, then, is its liguidity (i.e., ease of
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transforming it into other commodities and assets). This motive for "holding"”
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) Score of valuye. 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 purchuse 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 raturn: checking deposits
earn interest, and cash has a pegative (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 muney, 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 {s 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). 1In
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.) Monetary 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 to make purchases, because that
is the only widely acceptable medium of transaction.l This can be

encapsulated in a simple identity:
(1) HvwaA

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 velocity of circulatcion
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 wich lower v are said to be more monetized or
financially "deeper” than others.

Now we turn (1) inco a gheory 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

uvndertakes. We now write
(2) HY = (1/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 che
qggnplx of money? We take that to be controlled directly by the government--we
wil' qualify this later on--and denote it HS. Equilibrium in the money marke:
reqiiires

1. Note well what this is saying: it doesn’'t say ve 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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(3) HS - y9,

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 mzke one
simplifying assumption: domestic residents spend a fixed fraction, v, of their
total expenditures on non-traded goods, and the rest, (l-y), on tradables.

This allows us to write:

(4) P.D, = yA = yvHS

(5) PeDe = (1-v)A = (1-y)vHS,

where we have substituted from (2) and (3). These two equations represent the
demand side of the economy. (D, and D, are the quantities demanded of the two
gocds.) On the supply side, we know that producers move along a
transformation frontier so that the pProduction point is tangent to the
relative-price line, the slope of which is Pe/P,. Ve can represent this by
writing:
- +

(6) X, = Xa(Pe/Pp);  X. = Xe(Pe/P).
The parentheses here denote a functional dependence: so we read "X, is a
function of (i.e., depends on) P./P)". The signs refer to the nature of the
relationship. When Pt/Pn increases, X, falls and xc 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) Dy =X, => (ywWHS)/Py = Xo(Po/B) ..., internal balance

(8) Dp =Xg + B => [(1-7)VH]/P. = X (P./P) + 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 H® (the money supply) on the horizontal axis. Remember that e
enters P, through the relationship P, = eP:. 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
pPvlicies 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; now wa have excess demand for non-tradables, and to eliminate it we

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

achieved by reducing e (making tradables less expensive).

42



Similarly, EB is the combination of points which maintain external
balance. It is upwards sloping because the adverse effect of an increase in
H® on external balance has to be offset by a devaluation (increase in e). To
the left of EB, we have excess supply of tradatles (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 curselves 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. (ii) Econonies 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.

(1) Non-Traded Prices Are Rigid. 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 expenditure-changing 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?

(11) 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 ton get
us out of trouble on the external fronc.

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 P", with no change in either the trade balance or
the internal balance. Does this logic work here as well?

Since P, is flexible, we are always op the IB schedule, The effects of a
devaluation (Ae > 0) are displayed in figure 2. We start from inicial
equilibrium 0. The devaluation takes us to a point like 1. At 1, we have EDN
and inflationary pressure, so P, must rise to eliminate the internal
disequilibrium. aAs P, rises, EB and IB will both shift. (Remember that IB
and EB are drawn for a given P,--the analogy is a with a shift in a demand
curve.) IB shifts to IB’ where the internal disequilibrium is eliminaced--
that is the objective of the increase in P,.

Hov about EB? As P, rises, EB will shift back since some areas with BOP

surplus will now become areas with BOP deficit. How far will th. whift go?
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As long as the increase in P, is proportionately less than the inicial
devaluation (AP,/P, < 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 EB’'. 1In fact, it
must be the case that APn/Pn < de/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. PO
has 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 ths nominal
money supply is being held constant. Since prices are rising. this implies a
fall 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
sontractionary mon;tary policy. The devaluation works because real balancas
fall, and the implied reduction in aggregate expenditures leaves rooa for a
BOP surplus. Hence exchaage rate policy can work not only through its
expenditure-switching effect (by altering relative prices), but also through

its expenditure-reduction 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 M1? M2? Monetary base? Two key questions help us
distinguish between different conceptions of money:
(a) How liguid? Monetary aggregates can be classified according to their
degree of liquidity. Cash is more liquid than demand deposits, which are in
turn more liquid than savings deposits. So we can define, in decreasing order
of liquidicy, three lmonetary aggregates:

Cash (or currency in circulation)

M1 (cash plus demand or checking deposits)

M2 (ML plus savirngs deposits),
In some LDCs, commercial banks are allowed to accept deposits denominated in
foreign currency (which is sometimes referred to as dollarization). Then
monetary aggregates inclusive of the relevant foreign-currency deposits can
also be defined (e.g., M1X, M2X). {Question: which monetary aggregate is the
one most closely suited to the model Just analiyzed?)

(b) Who creates it? From the standpoint of economic policy, this is sometimes
the more relevant question. In its broadast sense, money can be defined as
the liability of a country’s banking sector; that is, money is created by the

banking sector. Frequently, it is useful to separate the Central Bank (parc
of the government'’s policy-making machinery) from the rest of the bankir:g
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 discussiocn 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
C: currency in circulation
NFA | RR NFA: net foreign assets (foreign exchange
DC (o} reserves minus foreign liabilities of

the CB)
DC: (stock of) domestic credit extended by CB

We define the monetary base (MB) 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 w RR + C.

Hence, base money can increase only insofar as either the net foreign assets
of the CB increase, or its stock of domestic credit increases. (DC can also
be broken down into domestic credit extended to the government and domestic
cradit extendad 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 31lst, 1989--rather than ovar a period of time.
(Income, savings, and investment are all flow variablas as they are mvasured

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

Examples of monev creation:

(1) Government borrows from the Central Bank. This is the predominant method
of money creation in LDCs. To cover its expenditures, the government sells
I0Us 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). H and DC both go up.

(i1) 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 Gentral
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 1linl:
between the balance-of-payments ‘and the domestic money supply. A country tha:
is running a deficit in the BOP (in the sense of running down reserves) is
also involuntarily shrinking its domestic money supply. A surplus country is
;xpanding 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:

RR: required reserves of DMBs
D: deposits

Notice that the required reserves held at the Central Bank are part of the
commercial banks’ assets. The stock of credit (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 cthe banking
sector. To see what it amounts to, w« consolidate the balance sheets of the

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

A L
NFA D
total c
domestic
credic

Notice that required reserves (RR} have dropped out of the ﬁicture. since they
constitute an asset transaction wichin che banking sector. Returning to our
definition of money ar ~he liability of the banking sector, we can then write

Afhe definition of M2 us.

(2) M2=sD+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 prooably 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 = “M-Bv

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

us introduce two handy definitions:

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

[ = reserve-requirement ratio (the ratic 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),
s =M2/MB = (C + D)/(C + RR),
and dividing both numerator and denominator by D,

(8) u= (1 +c)/(r +c)
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which gives us the desired relation becween the money multiplisr, on the one
hand, and the currency-deposit ratio and reserve requirements, on the other.
(Question: What happens to u when c increases? when r increases?) Suppose
that the reserve requirement is 20 percent and that individuals hold 10
rupiahs in cash for eyery 100 rupiahs in their bank account. Then r « (.20
and ¢ = 0.10, which yields a money multiplier of (1.1/0.3) = 3,647, Therefore,
a one rupiah increase |in base money will increase broad money by 3.67 rupiahs.
That is why u is called a multiplier, and why MB is often referrad to as

"high-powered” money.1

D. The "Automatic" Adjustment Mechanisa

The discussion aboye indicated that the monetary base has two components,
net foreign assets and domestic 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 renders the monetary base (at lesast partly) a residual
item, insofar as balance}of-payments imbalances impinge on the money supply.

Can the government gver have full control over the monetary base? Yes,
if it can avoid balance- f-paymente deficits or surpluses. But this in turn

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

1. The money nmultiplier is not always larger than one. Sometimes the
liabilities of the Central Bank are inflated by additional items like import
deposit requirements, in Wwhich case MB can exceed Ml or M2. 1In these cases,
whether a unit increase in MB leads to a more than unit increase in Ml or M2
depends on what the source of the increase is. An expansion of credit to the
public sector, for examplle, will still lead to a muliiplier process. (Hence,

the gversge and marginal ultipliers will differ.)
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rate is left to float freely so that balance-of-payments disequiiibria 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 rnever be any BOP deficits or surpluses. . The

lmportant point is: the money supply and the exchange rate cannot be
controlled jndependently. Any decision 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. Bu: 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. Ouz 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 # = u(DC + NFA). Mu* we can restate our equilibrium

conditions for internal and external balance, respectively:
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(5) Yva(DC + NFA)/Py = X_(Pe/Pr) oo, 18

(6) (l-7)vu(DC + NFA)/P, = Xc(Pp/B ) +B ... .......... 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 acquired, by expressing

the link between the balance of payments and the money supply:
(7) ANFA = P (X, + 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 (sufplus) 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:

Ihe Effeccs of Expansionary Mopetary Policy. Refer to Figure 1. Suppose we

expand the money supply from Hy to Hy, 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 unctil the money stock
returns to its original level at Hy. 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
somevwhere between points 0 and 1 in figure 1, with continuous BOP deficits.

Continuous, that is, until reserves finally run out.

Ihe Effects of Devaluation. Remember that in the previous section we had
looked at the effects of devaluation while holding the money supply comstant.

In that case, devaluation had led to an increase in the trade balance, but it
had don® so because we had 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 mechznism 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
cotipleted? We have two possible scenarios depending on how well non-traded
goods markets work:

(1) Price of NT-goods is fixed. Since P, 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 P, 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 sea why). The final aquilibrium is
at a point like 3 where internal and external balance are reattained.®

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 are people (gmar:
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 goverrnuments 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 P, is sufficiently flexible--or when labor markets work well--these

people are of course right: adjustments in P, (and wages) take care of

2. Point 3 must lie on a straight line that goes through the origin at a u5-
degree angle. Technically speaking, that is because monetary policy is
"neutral” when there are no price rigidities in the economy. A 10 percen:
increase in the money supply increase e and P, 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 pelicy--
they can read The Wealth of Natjons. for example.

But when P, 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 hinc of this abova. 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 daficit. (You could think of this as
having been brought about by an exogenous reduction in B.) Since aNFA < 0,
and P, 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 the BOP deficit is eliminated. But notice that we now have a severe
Qngmplgxmgn; 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 unemploynent.

The lesson is: relying on the automatic adjustment mechanism alone can be

very painful when there are wage/price rigidities in the economy.

3. This would have been avioded if P, could fall; but it canmnot 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 reg]l or physical assets:
others, like bonds, equity, foreign assets, and domestic money, are pominal
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 vealue. 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. Fizally, 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 fox mopay based on the rates of
return on money and other alternati:+ assets. In its most genaral form, we

can express a demand function for money in the following way:

+ - - . +
dp o * -e e
(1) H /P h(idi ig- i +8 ve e, T, )')n
where ig= (nominal)'interest rate on bank deposgits;

18 = (nominal) interest rate on goveznment bonds;

1* = foreign (dollar) interest rate:
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% - expected rate of depreciation of the home currency;

x® = 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 inc.-ease in 14 increases money demand; an increase in is
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 expendjtures rather than
to income; we can do that here as well. But I am usiny y now because that is
the traditional way that the money demand function is stited.) The higher the

level of real income, the greater the demand for real balances.l

Now let us look closer at each of the variables.

Ln;g;ggs_;ggg_gn;ggnk_ggnggigg. 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 l() 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 (unless,
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 governmment bonds. Government bonds are an alternative asset

to money. Therefore ig serves as one of the opportunity costs of money. When
is 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 held
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*+;°: it is the sum of the foreign interest
rate with the expected rate of depreciation of the home currency. This
implies that an expe~tation 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
) or in foreign assets (which earn i* in dollar terms). Let us look at the
profitahility of each investmenc. If you purchase domestic assets, at the end
of the year you will be left with 100(l+i) pesos. If you 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/ey dollars, whure eg 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+1*)/c° dollars in total, which whsn converted to pesos will yield
100(1+1*)e1/e° (with e) denoting the year-end exchange face). Therefore you

will choose to hold foreign assets if:

(2) 100(1+i) < 100(1+i%)e,/eq.

Canceling and rearranging terms, the decision depends on:
(3) 1< (e - eg)/eg + 1*(ey/ep).

Since (°1 - eg)/eg = e® by definition, the right-hand side can also be

written as:
et + 1*(;° + 1),
which equals

1* + e® + {*e®-

The relevant return to foreign assets, then, is given by the sum of three
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terms: (1) the foreign interest rate: (11) the expected rate of depreciation
of the home currency (the “capital gains" on holding foreign assets); and
(111) an interaction term. Vith i* and e® on the srder of 10 percent, the
interaction term is of the order of 1 percent, and is therafore usually
ignored. This leaves us with the sum of twy 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 intsrest rates remain very high in countries
which have apparently stabilizsd their economies, but where the private sector
has relatively little faith in the stzbilization program. Sometimes the
rumors can be self-fulfilling: A deterioratirg BOP position due to capical
flight may force the authorities to devalue the currency. Notice an important
point chat is frequently missed in journaliscic discussions: it is not a
devaluation per se but its ancicipacion that generates capital flight and pucts

pressure on domestic interest rates.

Expected inflation. The discussion above listed a4 number of nominal assets
and their respective vields. 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. Heroc the expected rate of inflation (xS) plays the cricical
rcle. 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 #© enter: the
money demand function with a negative sign.

Another pitfall to ave!d here is the confusion between the price level

and the inflation rate. The latter ism the rate of change of the former. When

64



prices rise continuously, two 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 thac people
switch from nominal to real assets. The first of these effects is captured by
tiic price index in the denominator on the left-hand side of (1). The second
is captured by the #® term inside the function. Thass conflicting effects
will become crucial when w2 discuss the theory of seignorage later.

So much for our conceptual discussion of money demand. One useful
application of this framework ls financial prograuming, 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 eicess supply of money
(1.e., an excess of supply over demand) as the proximate cause of inflatcion.
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. Threa categories of money are distinguished:
currency, demand deposits, and time deposits. The results are broadly
consistenct with the discussion above. (Throughout this period, 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 inflation? on real

2. Empirical studies measure expected inflation in a numoer cf ways. One
method is to uge the realized future inflation rate by appeal ¢o 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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money demand.

Another way that the above framework can be put

to use is in thinking about how domestic interest rates are determined.
Interest rates are important\ to an economy for a number of reasons: (i) the
level of interest rates infludnces expenditure on investment goods and
consumer durables--one way to choke aggregate demand in an economy is to raise
interest rates; (ii) for governments with a high stock of domestic debt (e.8.
Brazil) the level of interest ratek also affects the Pressures on thas budget.
Ecrlier we looked at the determinants of money demand. Developments in
the market for government bonds were assumed to influence the money market
through the interest rate 18' Now let Ys look at the market for bonds
explicitly. Money market influences will\ now be transmitted on to the bond
market through the money supply (as well as real income). We can then axpress

15 as a function of a number of determining kariables, including the real

money supply: \

+ +

- +.
(5) 1 « £(HS/P, 1"+e®, x°, y).

The hypothesized signs can be justified as follows. An increaze in the real
money supply (holding all other right-hand side variables constant) puts
downward pressure on interest rates because the public can be made to
villingly hold the additional monoy only if its opportunity cost (1‘) falls.

An increase in foreign interest rates will increase domestic rates because
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, Tabled. Results of Genersd Inscrest Rese

Model

Foreign Real Income Lagged
Interest = Lagged Real m Interest
Couatry Constamt Rate' Moacy Balsaces I Rate
amd Pesiod (&) 8) (3=8,) ) 8s) R? Dw H
Colombia -0.19% 0.353 0.303 0.256 0.484 0.820 - -1.29
(1%6-82)* (3.08) (1.98) (3.03) {2.00) (3.89)
-0.326 0.786 0.517 0.422 - 0.763 1.41 —
(5.78) (4.99) (5.49) a.1)
Singapore -0.200 0.922 0.052 0.026 0.001 €.991 - 0.%
(1976-83)} (0.20) (23.63) (0.24) (1.40) (0.02)
-0.203 0.923 0.053 0.026 - 0.991 1.83 —_—
{0.21) (39.62) (0.25) (1.42)

Note: The values

ed
siatistic; snd H is lbenmﬁu
for expected ex

' Adjusted

i pareatheses are f-raiios; R is the coef®dent of
rate change.

*From the third quaster through the fourth quarter of the years indicated.

Frow aFSP . S"luu\nu Qs

determination; DW is the Durtin-Watson test
datistic for seriad correlation in 8 moded « th lagged dependent variabies.



othervise there would be mass exodus out of domestic 4s3ets. An increase in
expected inflation will also increass 18 because savers will want to be
compensated for inflation ("the Fisher effect"). Finally, an increase in real
income can be expected to increase intearest rates because of the induced
increase in money demand which (given a constant money supply) has to be

offgset by higher i (Should we include other determinants? What about the

g
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 opan economy than Colombia.
Singapore’s financial markets are so well-integrated with world capital

markets that domestic monetary conditions cannot exercise any independent

influenca.

F. Financial Programming

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 sugtainable position.
The analytical exercise carried out in devising the particulars of the progranm
and setting conditionalities {s 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 monatary 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: (1) the proximace
cause of BOP deficits is excess supply of money (we have already seen how this
works); (ii) the predominant source of monay creation in the typical LDC is
the monetization 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 constitusnts 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) H® = NFA + DCG + DCP (monetary base identity)

(8) HY = Ph(i, y, ..) (money demand equation)
(9) ANFA = AR (&R = change in reserves, the BOP surplus)
(10) HS = yd (money market equilibrium)

Putting these all together we get:
(11) aR = aH% - (6 - T) - apcP.

This links the BOP position to changes in money demand, the budget 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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(11) to get the fundamental equation of financial programming:
(12) G - T = aH? . aDCP - aR.

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 (AHd); this will of course
depend on various assunptions 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 (1977:1-1986:1V)

Dependent Variable:

log CU/CPI lcg DD/CPI log TD/CPI
Independent variables:

constant 3.58 8.90 1.30
(3.10) (6.71) (1.94)
log y 0.57 -0.55 0.28
(2.42) (2.86) (1.02)
ip -0.69 -0.96 1.18
(3.67) (7.97) (4.61)
ipp -1.07 0.60 0.38
(3.01) (1.30) (1.2)
n® -1.51 -2.16 -1.41
(3.79) (7.83) (2.41)
lagged 0.28 0.24 0.68
dep. var. (1.77) (2.67) (7.48)
RZ 0.83 0.98 0.99

Sgurce: Anand and van Wijnbergen, NBER Working Paper No.
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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 resulé whenaver
domestic monetary or fiscal policies created excess demand for non-tradable
commodities. This is the classical, orthodox view of inflation. Simply pur,
this view identifies inflation with excess demand, or "too much money chasing
too faw goods”. We will now elaborate nn 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 o% a cost-push or inertial process, with
monetary policy "validating" rather than creating inflacion. The two views
provide dif:arent answers to the question of how to eradicate high and
persistent inflatjion. 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 irn tuvn is typically the result of the monetization of tha
government deficit.

Let us first clarify a possible source of confusion. Earlier--when we
loolted at financial programming for example--we had identified excessive
monetization as the culprit for balance-of-payments (BOP) deficits as well.
Now, dnes excessive monstization lead to both inflation and 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:

3tage I The country starts with a lot of foreign reserves. The
monetization of government deficits ieads to BOP deficits and reduction of
reserves. Since the automatic adjustment mechanism is ac work, compensating
for the increase in DC with a decrease in NFA, the ultimate increase in the
monetary base will be small. Inflation is not 1 major problem.

Stage II The country runs out of veserves. So NFA cannot fall any
further. Excess liquidity is doomed to remain boctled up in the country.
This will necessitate one of two things: (a) either the government will start
to depreciate the nominal exchange vate alongside the increase in MB, or (b)
the government keeps the official exchange rate fixed, and allocates the
scarce currency. In both cases, infiition will be the resulc: in the first,
we uill experience open inflaticn (as a result of ongoing currency
depreciation); in the sscond, we will have repressed inflation (on account of
shortagss and black markets).

Now let us take a closer look at how goverrmeiit deficits are financed.
Let D denote the gévcrnment deficit (G-T), B the 8Lock of domestic debt issued
by the government, B* the stogk of the government’s foreign debt (in dollars:.
and DC the domestic credit issuzd by the Central Bank to the government. Tran

the government deficit must equal
(1) D = 4B + eaB* + aDC,

where 4 is the firsc-diffarence operator (i.e., AB = B - Be.1), and e the
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where A is the first-difference operator (i.e., AB = Be - Bt-l)' and e the
(nominal) exchange rate. This equation states that a budget deficit can be
financed in one of three ways: (1) by borrowing from the domestic privatce
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*-ANFA®) + aMB,

(ANFA* is the increase in che Cantral Bank’s net foreign assets in dollar
terms.) Notice that the sacond term on the right-hand side has now become the
increase in the public sector'’s aggregate net foreign liabilicies.

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 governmant tries to increase MB
beyond the increase in money demarnd, we know that the result will be a
commensurate decrease in NFA, with ultimateiy only a small effect on MB. 1In
terms of equation (2), the budget deficit will then be financed by foreign
borrowing (which a rundown in reserves amounts to) rather than by
monetizaction. 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 have sworn off smignorago.z

1. Clearly, cash earns no interest. Required reserves of commercial banks
also typically earn only a symbolic interest.
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[ ]
To gauge the magnitude of seignorage revenues, it is useful to express

them as a share of GDP: AMB/GDP. Furtner, letting m denote the ratio of base

money to GDP and A (= AMB/MB) the rate of increase of base money:
(3) oMB/GDP = (MB/GDP)(AMB/MB) = mH.

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-money-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 H = .10, seignorage revenues will amount to 2 percent of GDP.)

This sounds like a perpetual motion machine! Can we run as large a
deficit as we like, resting assured that seignorage can always be relied on to
finance ict? The answer is no. as explained above, conti:iious monetization
will create excess demand both for traded and nontraded gocds, calling for
Increases in their prices (i.e., depreciation of the nominal exchange rate and
increase in P,). The ensuing inflation limits the extent to which seignorage
can be exploited. This is true in two senses: (1) The higher fi, the higher
the inflation rate, and to the extent that the government perceives iuflation
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 ravenues 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 b2 a positive function of real
income and a negative function of inflation (actually gxpected 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:S
(4) A en+on - pan,

where =x « rate of inflation,
o = income elasticity of money demand,
n = rate of growth of real income,

4 = (positive) parameter capturing the sensitivity of money clemand to
changes in inflation.

Since money-market equilibrium requires equality between money demand and

supply, saignorage revenuss as a share of GDP (s) can in turn be stated as:
(5) 8 = mon + mx - muAx.

The first term here (mon) is called the "non-inflationary component” of
‘seignorage: as real incoma increases, so does money demand, and the governmen:

can generate some sc¢ignorage revenues by satisfying this demand at no

3« This is derived from a money demand function of the following sort:
H/P = ky“e"#* uhere e denotas the base for natural logarithms (e =
2.71828...) and pgt the exchange rate.
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inflationary cost. Hencc not all seignorage is inflationary.

Ths second term (mr), in turn, is the inflacion tax. This is the part
that directly causes inflation. When government prints more money than thare
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 cush, and suddenly prices 82 up by 10 percent.
Every:': ag else baing the same, I now need to build up my nominal cash
balan(. . ty another 10 pesos to : smain as "liquid” as before. I could have
spent ti : idditional 1C pesos on an economics book; instead inflation has
forced me to spend it on more money. The beneficiary is the governmen:, who
can now command 10 pesos worth of purchasing power.

The inflation tax is a tax just like another. Some would even argue that
it should be displayed explicitly under Llie current ravenues of the public
sector, rather than as a financing item in its capital account. Since the
inflation tax amounts to mr, we c/in term m the "base" of the tax, and » the
rate of taxation. Now, as with all raxes, the base tends to erode as the tax
rate increases. Witk the inflation tax, the erosion of the base is dus te the
flight from money as inflation increases: as discussed carlier, and as
equation (4) indicates, real balances are a negitive function of the inflacion
rate. Therefore, it is antirely possibie that at high levels of inflation,
further increases in bdass money reduca 3aignorage revenuas as the reduction in
m more than offsets the increase in .

Figure 1 graphs seignorage revenues as a function of the inflation rate.
This represents the Liffer curve for the inflation tax. Note that past =" the

~ governaent finds itself on the wrong side of the Laffer curve. Note also tha:
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& glven amount of inflation tax revanue can be collected at two different

rates of inflatioa, one low and the other high.

Ihe Revenue-Maximizing Inflation Rate. Can we calculate the revenue-

maximizing level of inflation? Given our money demand function from footnotre
3, we know that m = kPy? le"#™  Inflation tax revanue is mx = rkpy®-le-sm
Maximizing this expression with rospect to = requires taking its derivative
with respect to » «ad setting it equal to zero. This yields the revenue
maximizing rate of inflation 7 = l/u. All we need to know therefore is the
(semi-) elasticity of base-money demand with reapect to the inflation rate.
The regression results on Turkey discussed earlier suggest that u might be
around 1.5 for that country. A 10 percentage point incrsase in the inflation
rate would deccrease real money demand by 15 percent. The revenue-maximizing
inflation rate therefore would be 67 percent. This is not a very large
number, 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 that this is likely to be the case presantly in

those countries.

fsher Links Between Budget Deficits and Inflation. Our discussion so far has

focused on how budget deficits that are monetized can crecate 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 detariu qtes the budget

deficit.?
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(a) Iha Tanzji 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 & one-year lag. Then the
Xeal 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 + w]“/lz. where n is the
annual inflation rate and n is the average lag in tax ccllection (in months).
(b) Effect on nominal interest rates. As inflation rises, so does the nominal
interest rate on government bonds. Therefore the rominal cost of servicing
tha government’'s invernal debt rises. In high-inflation countries, this
effact 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 interast payments simply offsets the
erosion of the real value of the government’s internal indebtedness. So in
real cterms, 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 bolong
more appropriately in the capital account of the government's accounts (see
the appendix). Some countries report inflation-corrected budget deficits, in
which only the real component of interest payments {3 shown as a current

cxpondicuro.s

4s 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 correccing the budget for inflation
makes sense, and when it may be misleading. The public sector deficit ig of
intorest because it tells us how large is the claim Placed on the economy's
resources by the public sector. Or put differetly, the deficit shows the
government's contribution to the economy’s overal dissaving. Now when the
government’'s interest paymenrs include amortization of pPrincipal as well,
individuals in the economy realize that not all their incerest receipts is a
pure additicn to their income. Part of it just compensates for the erosion of
their wealth by inflation. So rational individuals will fully save the
inflation component of their interest sarnings, so as to restore their real
wealth. That is to say, the inflation component of 1nc.;cst 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 principle, the
national accounts will show the government’s nominal dis-saving (a larger
nominal deficit) being offset one-for-one by larger nominal savings on the
part of che private sector. Of course, when individuals have "money illusion"

and treat the inflation component as net income, the economy’s overall savings

will decline.

Recapitulation. Inflation is one consequence of the inability of the

governuent to finance its expenditures through regular taxation and borrowing.

Se 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 - x, the inflation-correctad budget deficit would
subtract xB 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 c¢f either the level of
income, or the ready availcbility 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 caus:
economies to jump into hyperinflation.

The inflation experience of countries like Bolivia, Brazil, Argentina zuc
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, publiic
expenditures could not be reduced quickly. The treasuries resorted to
inflationary finance. This created a flight from domestic money. Aas m fell,
the level of inflation required to sustain a given level of seignorage
consistently rose. Bafore 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: Jusc 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 budgez deficits lie at the
origin of high inflation, but they deny that inflation can ba eagily squeezed
out of a system simply by applying brakas on the money supply. Of courae, if

the monetary squesze is maintained for a long time, inflation is bound to come

82



down. But the vorry is that this may be too costly in terms of domestic
employment and investment, and may not prove sustainabl,. The crux of the
argument i{s that domestic prices have a life of their own (in the shore- to
medium-term), independent of monetary policy.6 Some of the reasons for this

are as follows.

Indexation, wage-price 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.

Exghnngg;;g;g_ggﬁggh;gggh. In many countries, the value of the currency is

one of the most élosely-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 difficule for the
government to neutralize the rececsionary effect of fiscal and monetary
contraction by an appropriate real exchange rate change.

The notlon of passthrough is an important one, so let us spend a moment
on it. The extent of passthrough determines both the effectiveness of a
nominal devaluation and the ultimate inflationary consequences. Suppose that
the domestic CPI attaches a weight of ¢ 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 structurelists beliaved chat
inflation is the by-product of structural xigidities in the economy: the

limited ability of the sconomy to earn foreign currency; the periodic shortage
of food; and the distributive struggles over incume.
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tradables, so that the inflation rate (w) is given by:
(6) = = 6P, + (1-4)e,

where a "hat® denotes percentage changes and inflztion in the world prices of
tradables is assumed zerc. Suppose further that the passthrough coefficient
is A: foz every one percent increase in the exchange rate, Pn increases by A

percent:
(7) P, = ae.

We would like to know the effect on inflaticn of a certain desired increase in
the real exchange rate. Let the target increasas in the real exchange rate (in

percent terms) be denoted r. This yields the requisite pominal devaluation:
(8) r =& - Py = (l-2)8 = &=r(l-a)°L,

Fatcing (6), (7), and (8) together, we arrive at an expression for x:

(9) == r1-2)" g + (1.6,

which enpresses che inflation eifect of any desired improvement in the real
exchange rate. Supposing § = 0.3 and A = 0.5, a 20 percent real dapreciation
will yield an inflation rate of 34 percont! (If we .already have some
inflation, this number will correspond co the absolute fscrease in the
inflation rate.)

In ecomomies with high iaflation and ready pessthrough, therefors,
sxchange rate policy cannot be freely used as an instrument of expenditure-

switching. The implication for inflacicn coat:rol is that stability in the
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nominal exchange rate can ba desirable. This creates a conflict in exchange-
rate management between the external (BOP) target and the internal (inflation)

target.

Expeccational factors. A third complication has to do with credibility of

government policy. Frequently, the government's armnouncement of a
stabilization problem will lack credibility, giv n the likely history of
failed stabilization attempts. Entrepreneurs and unions will then safely set
their prices in tha expactation that monetary contraction will be short-lived.
Such expectations c¢f policy reversal can in turn prove self-fulfilling. Given
that wagesz and prices are set too high, the government may then prefer t
"validate" these price increases by following an expansionary policy, bacause

doing otherwise would have recessioriary implications.

Seorcination problems wicthin the private secror. The tendency for inflation

to remain high can also be viewed as a "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 sat low prices, and itself
to sat a high price. In the sbsence of coordination, a “"prisoners’ dilemma"”
with high prices all-ground can emerge.

As a simple example, let us think about the interaction betwesn a trade
union and a producer. Each has to decide whether to set its price "high* or

"low". The pay-off macrix 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, ever though both actors would have been better off

in the low-inflation equilibrium (top left corner).

How does the Heterodox View of Inflation Fit ip 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 cthis modifi:cation, it is straightforward to see how the orthodox
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remedy is now powerless. Start from a point o0 the IB scheduls, 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 generaces 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 payrall ~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 a fucus 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 nave 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 (Israel)
employed both elements. One may add, cynically, that large amounts of
financial assistance from the U.S. also helped in the latter case. The
Bolivian hyperinflation, in turn, was stopped by simply stabilizing the
exchange rate (which in turn required some good old orthodox medicine, i.e. a

drastic budgetary squeaze), without fixing any prices; the trick there was ro



realize, as Jeff Sazhs 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 IMF'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. 1In 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 = 4B + eaB* + aMB,

Note that I have now ignored ANFA. That is simply to save on notation: to
make the identity hold we will now have to think of AB* as the increasa 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: (1)
the "primary deficit" (PD); (ii) interest payments on domestic dabt (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

write (Al) as:
(A2) PD + iB + 1*eB* = AB + eaB* + AMB.

The left-hand side of this expression is the deficit as normally stated in
government accounts,
This defirition of the riominal deficit has two shortcomings. First, it

is not irflation-corrected. That is, to thie extent that domestic interest
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paymants compensate for expscted inflation, some of the aominal interest
payments on domestic debt are more properly coneidered amortization of
principal rather than a current expenditure. In other words, the inflation
component of 1B 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 forejign 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 for Inflation. We subtract =B and reB* from each side of the
equality, since these are the part of debt eroded by inflation:

(A3) PD + (L - m)B + (1" . n)eB” = (AB - 7B) + e(AB* - xB¥) + aMB.

Note that (i - #) = r, the domestic real interest rate. With ragard 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* - ),
which is not meaningful as 1* is the dollar interest rate while x is the peso

inflation rate. So we need:

Correcting for Exchange Rate Changes. We now add é(eB*) to each side, where

e denotes the percentage change in the exchange rate:

(A4) PBD + (1-m)B + (4 + & - m)es” = (AB - #B) + o(aB* - mR* + éB*) + AMB.
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Note that by doing so we are adding capital losses on the external debt to the
deficit. Now (1™ + & - m) = [(1* . %) « (8 + 7" < 7)), where »* stands for
the foreign (dollar) inflation rate. In turn, (1* - ) - r*, the foreign
real interest rate, and (¢ + " - #) = s, the percentage change in the regl

exchange rate.’ Therefore we are left with:
(AS) PD + rB + (r" + §)eB* = (AB - B) + e(AB™ - #B* 4 é8*) + 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
terns of debt-GNP ratios. Now define:

§ = 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) & + (r - m)b+ (r* + 35 - n)b* = ab + ab* + mil.

vhere R is as before the rate of increase of base money. To arrive at (A6)

we have made the follcwing substitucions:
b = [4B - 7B - nB]/GNP  4b" = [AB* + &B* - xB* . n3*)/GNP.

Equation (A6) 1s useful in that it links the evolution of domestic and
foreign debt ratios and monetization, on the one hand, to the state ol 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 non-
tradables, 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 primary 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 piimary
budget to stabilize the domestic and foreign debt ratios? When will we need a
primary surplus instead? (iv) What would be the im>rlications for the

soundness of the budget of changes in the economy's rate of growth?
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In January 1986 President 5uharto 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.
O0il and gas tax revenues provided over half of central government
income in 1985-86. Additional steps tc meet the anticipated revenue
decline included reforms in the land and building tax and in the stamp
duty, and a call for greater rem.it:tances (through increased efficiency)
frem state-owned enterprises. In spi%e 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 escimated for 1985-86. However,
Suharte pledged in his parliamentary budget announcement not to devalue
the rupiah.

Like any country facing such an economic squeeze, Indonesia had
three basic tools 2t its disposal: government spending cuts and
taxation; in‘ernal and external borrowing; and trade policy, including
primarily the exchange rate but also including tariffs, ‘quotas, .and
other trada restrictions. 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
parliament; opposition parties are weak, and the army supports the
President. Nevartheluss, 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; aray officers and private
businessmen implementing government-funded investmert projects; the
beneficiaries and victims of trade protection; economic planners; and
external forces such a= private and governmental creditors, the World
Bank zad the Internatioral 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 supervisjon of Professor
Shantayanan NDevarajan. It relies heavily on "Indonesian Economic Policies and
Their Relation to External Debt Management," by Wing Thye Woo and Anwar
Nasution, unpublished, October 1987.
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The industrial origin of 1985 Gross Domestic Product (Ghp) ig
shown in Exhibit 2. Agriculture made the largest contribution, at one
quarter of GDP, while mining, including energy production, contributed
16 percent. Together these sactors contributed 40 percent of GDP.

They also account for virtually all of Indonesia’s 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 pPopulous country in the world, with a
1985 estimated  population of 163 milllion. The country is comprised of
13,00C 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 comes from a peasant background and has consistantly
emphas.zed the importance of improving the rural standard of living.
Two historical factors may coniribuze to this commitment. First, the
Cormunist 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 may
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 _such moveaments increasas the importance of economic
policies favoring the rural Outer Islands.

Pro-rural policies include no: only spending on rural development
projects, but also tirade policies favorable to agricultural producers.
Currency devaluations tend to favor the agricultural export sector over
the typically uzban wmanufacturers of import substitutes, since
quantitative import restrictions make these goods practically non-
tradeables. Since imports of restricted goods cannot increase
regardless of the price differenca between imports and import
substitutes, the prices of import substitutes are determined by
domestic conditions rather than by world prices.

While rural development is one important national goal, industrial
development also has a <laim on government rasources, based on popular
and intellectual support and on the influence of special interests.

The economic policies of the Dutch colonists were seaen 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 oy which are held by
relatives and friends of government officials.,

The longstanding involvement of army officers in business ventures
means there is a powarful constituency favoring trade protection for
industry. During the war for independence in tha 1940‘s the army was
self-supporting by necessity. Under Suharto’s predecassor Sukarno,
army generals were expected to raise revenue to Supplement their
budgets; under Suharto senior army officers hiave continued to he
heavily involved in business. This involvement is consistent with the
doctrine of "dwifungsi," which means "dual function" and icefers 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" ang
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 in
capital-intensive projects as well as trade protection. Their business
interests and institutional affiliations lead them to favor import-
substitution 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 macroecononmic
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.

II JEEQ' - E-! cl is! l.]' !o .

When Suharto came to power in 1966 after the bloody suppression 2:
a communist rebellion he inherited an economy in chaos. An overvalued
exchange rate over a prolonged period had damaged the expo:rt
industries. Import-competing industries, protected by high tarirfs,
were notoriously inefficient. The complex tax system featured high
marginal rates and serious corruption. The government had fueled
inflation by menetizing 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 196S. 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 assuning 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
finance government deficits, se that government expenditure would
limited to the sum of domestic revenue and external loans. At the

(1 Iy
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this constraint was quite stringent, since foreign loans were not
forthcoming. 1In addition, central bank cradit 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
percent. o

In addition to these expenditure rsduction measures, the
government devalued the rupiah from 10 per dollar to 100 per dollar,?
and allowed moderate devaluationz at frequent intervals over the next
several years whenever balance-cr-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 botwean 156% and 1968, and real GDP
increased at an 8. percent annual rate fronm 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 generous concessionarry cernms.

The 1970's: Energy ‘gvenues Support Rawid sowth

The 1970’s were characierized by high growth in GDP and government
spending, financed by growing #nergy revenues and foreign borrowing.
The government continued to adhere te tha rla of no internai
borrowing, but this constraint no longer limited govarnment spending.
The growth of oil and gas expcrt volume, combined vith the price
increases of OBEC I (1973) and II (1979) are the most striking trend of
this period. 0il a2nd gas tax revenues grew almost twelvefold in real
terms between 1959-70 and 1979-80.

One of the critical events c¢f this period was the Pertamina cri:;is
of 1975, when the state oil company over-extanded itself in the foreign
credit market. Tais crisig strengthened the role of the technocrat-
economists visi=a-vis the technician-engineers.

frade Policv. The rupiah remained stable at Rps. 415 per dollar
for seven years, from August 1971 to October 1978. This stability was
possible because thers was a strong balance of payments position -
throughout this period. The zurrent account deficit as naver greater
than 4 percent of GDP, and in some years there was a current account
surplus (sew Exhibit 3). Growth averaged 7.5 percent annually during
this period, and inflatjon 22 percent.

The governwent reduced a number of duties on tvadeable goods in
1976. However, they were oftan replaced by quotas or monopoly import
licenses. Consaquent:ly government revenuss wars transformed into rents
for private eaterpirises. with little resulting stimulus to the non-
enargy tradeadles suctor.

While enerqgy exports ware rising both in voluzme and ravenue, non-
energy exports were alse rising in volume; in dollars; and in the
volume of impoxts for which Chey could be exchanged. However, the
inflation dvivan by the growth of the ansrgy sector was lowering the

D S R e E . T R TS P E AT D s @ e

- - - . D - aD e e D D - D - D S WD D G D L ) - - . . e -

‘These figures are not precise bacause thera wera different official exchange
Tates for different types of transactions until 1970.
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price ratio of tradeables to non-tradeables (the real exchange rate).
Producers of tradeable goods were selling at prices determined by the
world market, while inflation was steadily reducing the domestic
purchasing power of their revanue, and raising the prices of their
domestic inputs. oOne 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
governinent devalued the rupiah by 50 percent in November 1978 even
thougi. chere was no deterioration in the current account balance. 1In
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 Septemker 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 tha dollar continued
to predominate.

- Real total government revenus inZ®reased
almost five-fold during the 1970’s. Since energy revenues graw almost
twelve~-fold during the decade, they accournted for an increasing
proportion of total revenue, rising from 26.2 percent in 1969-79 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 from-36.8 percent
of total aovernment spending in 1969-70 to 49.7 percent in 1979-80.
These figu. es must be interpreted with some caution, since the
government includes in development some items not ordinarily
categorized as such, notably military spending.

- 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 parcent 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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Ihe Pertamina Crisis. Pertamina, the state oil company, grew
rapidly from the beginning of the Suharto administration. Pertamina
exemplified the powar of the technician-engineers, who wers playing an
increasingly large and indepandent role in development. An army
officer, General Ibnu Suktowo, baecams chairman of the National o0i}
Conmittee in 1966 and president-director of Pertamina in 1968. 1In
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 millicn barrels per day in 1973,
Pertamina "improved harbours, devaeloped residential and commercial
estates, and built roads and hospitals."3 Pertamina borrowed heavily
in the internatiocnal credit market to finance its diverse activities.

The sequence of events culminating in Pertamina’s 1975 default
began with a direct conflict between the company and the technocrat-
economists at the Ministry of Finance. In 1972 it came to light that
Pertamina had borrowed $350 million in short- and medium-term loans
without informing the Ministry of Finance, as it wag required to do
under a recent regulation. When the United States discovered this it
suspended economic aid. After U.S. aid resuned, Pertamina started
borrowing only short-term locans, which did not require approval by the
Ministry of Finance. Unfortunately, short-term rates rose following
the OPEC I price increase as tha industrialized countries tried to
forestall inflation through tight money. 1In 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
Partamina‘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 Pebruary 1975, when it was unable to
meet a payment to the Republic National Bank .of Dallas.

The Indonesian governmert 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 firances: 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 dnd of 1975.

The technocrat-aconomists were given responsibility for
reorganizing Pertamina following its 1973 default, and were also given
increased control over external borrowing by all state enterprises.
They used this control ton reduce the long-term publicly guaranteed
external debt of state entarprises 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 parcent of total public debt.

‘oo and Nasution, Chapter 7 p. 9
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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. The
government responded by devaluing the rupiah in 19383; by increasing
taxes in 1984, 1985, and 1986; and by increased borrowing. The 1980’g
also saw increased use of quantitativa restrictions on imports.

- 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. Howaever, low worldwide growth reduced demand for
Indonesia’s exports, leading to a deterioration in the balance of
payments. Both the volume and the real domestic value of non-energy
exports 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. cCapital flight
was accelerating. The "errors and omissions" category of accounts,
which includes private capitgl transactions, grew from $0.6 billion

the appeal of a devaluation. In March 1983 the government devalued the
rupiah by 28 percent. 1In 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. Licensa restrictions covered 30
percent of total import value.

E . The government accompariied the 1983
devaluation by increased taxes and reduced spending. Soue 47 capital-
intensive 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 tayx 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 995,006 at the end of 1985. Real non-energy income taxes rose fron
Rps. 1 trillion in fiscal 1983 to Rps. 1.7 tzrillion by fiscal 1986.

In April 1985 the govarnment replaced a complex sales tax with a
value added tax of 10 percent. Like the income tax reform, this
me@asure 21so led to a dramatic increase in the number of registered
taxpayers, from 25,000 in March 1985 to 60,000 in December 198S.
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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. Both debt and debt servica 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 103.8 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. The
depreciation of the rupiah also raised the domestic cost of debt
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 Bujld.

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 or 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 Housae 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
discussicn since early December. Indonesia also had available more
than $2 billion in standby loans arranged during the past few years.
The EZconemist attributed the continued availability of loans to the
austere budget, which they said had "stunned the international bankirgj
community into another bout of admiration for the Indonesian -
government’s disciplined approach to financial housekeeping."*

The government demonstrated a determination to maintain order ar:
suppress possible tensions in anticipation of the upcoming April 193-
legislative elections. The press received cliear 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 flexibili:: .
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 w23
to raise government revenues, including even the possibility of
relaxing the balanced budget restriction to permit internal borrow:-:.
Several economists recommended a countercyclical budget deficit,

"Economist Intelligence Unit Quarterly Ecoromic Review of Indonesia," .. - -
1986-1, p.32
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accompanied by anti-inflationary measuraes. Another policy, which could
accorplish the same effect without violating the letter of the balanced
budget constraint, would be increased Central Bank credit creation.
Others suggestad expanded external borrowing, or a devaluation of the
rupiah to increase dollar-denominated oil revenues. ,

Government foreign exchange resaerves remained high: in March they
were $10.7 killion, equivalent to 11 months of imports. However,
concern about a possible devaluation of the rupiah was causing massiva
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 pPostponing or altogether avoiding a
devaluation. They argued that, in contrast with 1983, foreign exchange
reserves and available foreign credit wera high. These analysts
pointed out that a devaluation would increase the rupiah value of
Indonesia’s debt service obligaticns, denominated primarily in yen and
dollars. Most importantly, they arguad that the rupiah was not
overvalued for three reasons: domestic inflation had been low - less
than 0.4 percent in the secend 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. Ncn-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 ithe -
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 rasponse 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. TIn May the government introduced a
package of reforms which liberalized trade rastrictions slightly. :In
the same month the World Bank released a report emphasizing the
importance of lifting trade restrictions and increasing non-oil
exports. This advicae, however, was easier to give than to follow, since
many of the trade restrictions took the form of import licenses
pro:iding 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 :n
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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 real
exchanga rate (typically measured using world prices for traded goods).
Thus, the prevaleiice of quantitative restrictions made the real
exchange rate an inaccurate msasure of the ralative attractivaeness of
tradeables and non-tradeables.

By Saptember, the World Bank was projecting a $5 billion shortfall
in 0il revenues, about one quartar 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. ‘

Whather or not nonoil tradeables prices were undervalued, the
radical decline in oil prices was creating a current account deficit
that would require either significant capital inflows in the form of
international borrowing; internal borrowing; or an inevitable
davaluation as foreign exchanga reserves ran out.
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Exhibic )

Breakdown of Government Revenue and Expenditure
(Rp bn; years ending Mar 31) —
1981/82 1982/83 1983/84 1984/85 1985/86 1986/87a
Revenue
omestiz revenue 12,213 12,418 14,433  15,90% 19,253 17,833
Direct taxes 10,089 9,982 11,584 12,708 13,625 12,903
ol which:
oil/gas company
tax 8,628 8,170 9,520 10,430 11,145 7,738
personal income tax 207 289 399 )
non-oil/gas )
corporation” tax 359 675 757 ) 2,121¢ 2,313¢ 2,881
withholding tax 513 642 628 )
tax on interest, )
dividends & )
royalties 88 101 148 )
lend tax 94 105 132 157 167 284
indirect taxesb 1,743 1,932 2,265 2,372 3,928 3,857
of which:
sales taxes & VAT 534 708 831 878 2,327 2,143
excise tax 438 544 620 773 944 1,055
import duties 536 522 557 530 607 580
export tax 129 82 104 91 S0 79
Other taxesd 44 69 65 138 208 119
Non-tex receipts 337 435 519 687 1,492 954
Foreign aid 3
receipts 1,709 1,940 ,882 3,478 3,573 3,589
Total _ 13,922 14,358 18,315 19,383 22,826 21,422
Expenditure
Routine expenditure 6,978 6,996 8,412 9,429 11,952 13,126
ot which:
personnel 2,277 2,418 2,757 3,047 4,018 4,213
materials ~ 923 1,041 1,057 1,183 1,367 1,367
regional subsidjes 1,209 1,315 1,547 1,883 2,489 2,640
debt servicee 931 1,225 2,103 2,776 3,323 4,223
other 1,638 997 948 540 754 684
Development
expenditure 6,940 7,360 9,899 9,952 10,873 8,296
Total 13,918 14,356 18,311 79,381 22,875 71,427

&8 Budget. b Exeludes unspecified "

January 1, 1984, a single income

d Direct and indirect. e [nternal and e

rounding.

Source: Ministry of Finance.

Source: Country Profile: Indonesia, 1986-87, Cconomist Intelligence Unit,

other" taxes.
tax replac
Xternal.
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Exhibit 2

Origins of GDP 1985¢ Components of GDP 1985¢

% of total % of total
Agriculture 23.6 Personal consumption 59.2
Mining & quarrying 16.2 Government consumption 11.9
Manufacturing 13.5 Gross domestic capital
Construction 5.3 formatiun 27.3
Wholesale & retail trade 15.4 Exports 22.7
Transport & communications 6.5 Imports -21.1
GDP at factor cost incl others 10,0 GDP at market prices 100.0
Principal Exports 1985¢C Principal Imports 1985¢

$ mn $ mn

Crude oil & products 9,083 Machinery & equipment 2,699
Natural gas 3,635 Chemicals 1,514
Wood & products 1,194 Mineral products 1,451
Rubber & products 718 Base metals 1,331
Textiles & garments 559 Transport equipment 889
Coffee 556 Resins & plastics 489
Tin & products 247 Prepared foods __J4o7
Total incl others 18,587 Total incl others 10,262
Main Destinations of Exports 1986C Main Origins of Imports 1986¢C

% of total % of total
Japan 44.9 Japan 29.2
usa 19.6 USA 13.8
Singapore 8.4 Singapore 9.1
Netherlands 3.1 West Germany 6.7
South Korea 2.4 Saudi Arabia 6.0
Hong Kong 2.3 Australia 3.9
West Germany 2.3 UK 3.8

a Official estimate. b EIU estimate. ¢ Provisional.

Soucce: "Country Report: Indonesia," Economist Intelligence Unic, London: 1987-3, p.:
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Exhibic 3]

ECONGRIC CONDITIONS OURING PERIOD OF FIXED €XCEANGE RATE, AWG'1M 10 I ]
1910 m m 1913 mn 191§ 191 nn mn

carreat balance as

S of 3 3.4 -4.0 -3.0 -2.9 .} -3.6 2.4 0.1 1.2
correst sccoust recelpts
es S ol gip 13.6 1.8 1y 00 my 2.1 e B9 n.0

aongold reserves/ .
leports (in weels) 8.1 L7 9.1 15.3 20.2 6.4 13 0. 20.4

9¢p grovth rate § 6.5 1.0 9.4 11.} 1.6 5.0 6.9 L.9 1.1
leflation rate § 12.) N 6.0 1.0 40.6 19.1 19.4 11.0 .1

Source: Woo and Nasution
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Exhibic 4

PERFORNANCE OF MONOIL NaNLNG €XPoRTS (1974 = 100)

in teres of:
foreige dosestlc
Physicel perchasiag purchasiag
volese (11 pover pover
196 T} n.6 5.1 51.6
1970 HA 33.6 58.5 $0.1
1 3.9 36.0 59.4 6.9
1m 8. 0.0 60.2 n.a
1913 %.} 3.2 1.1 103.2
1974 100.0 100.0 100.0 100.9
1915 99.¢ 8.6 .2 1.5
1976 111.9 115.2 103.8 80.8
m 121.0 159.7 133.0 100.9
1978 118.0 166.4 123.0 103.6
117 160.0 153.7 162.4 1806
1980 144.5 6.4 155.9 170.8

Reso ites: Average annual growts rate of nonoll exports is 1973-78 period. Exports ia WSt.

ladonesiz  Malaysia  Ihallead . Kores Noag Roog Siagapere
Srowth rate & 15.5 . ) 13.9 Jo.6 it 0

Physical voluse fesa eflating rupiah valee series by neasil exjpart price index
Forelga perchesing pover froe deflating ¥S$ valge series by export

it valee of ladustrial covatries.
Local purcdasing pover froe deflatiog rupiad value serjes b7 Indonesian CP).

Source: Woo and Nasution



Fxhibiv 9

INBICATORS OF TRADEABLE-NOMIRADEASLE PRICE Ratie, r1/eu

jaa-ect
i m 1973 m 1175 197 m 178 1979 1940

lesorts-stolesale prices 105.9 1141 1009 100.0 7n.s iL.s 16.1 1.3 .o "

Eaports, voepetrolecs-
wholesale prices 90.2 88.9 101.0  100.0 .7 11.0 83.0 M3 110, 112

Agsicelture-vholesale prices 0.2 160.0 102.8  100.0 703 1028 132 169 108 1211

Mesufecturing-vholesale grices 103.9  107.4 111 100.0 8.9 "1 8.1 7.1 n.e .

O) RELRTIVE 10 ROUSING CONPONENT IN JAKARIA CPI

[srorts-whelesale prices 15.0 0.2 "n.6 500.0 $.2 n.5 66.5 65.3 n.l 10.5

Expoits, soapetrolesa- -
vislesale prices 6.9 65.4 9.6  100.0 66.4 65.¢ n.? 10.4 93.5 5.8

Agricalture sholesale prices 6.9 n.0 es.A  100.0 9.6 7.6 7.8 7.5 1024 106.2

Ransfacturisg-vhelesale pelzes  13.¢ 1.5 .46 100.0 15.6 80.) 16.1 1.9 80.4 8.2

€) RORCAN CUARANIY'S . -
CORPETITIVENESS mEASURE AL 1201 0.3 100.0 $1.5 n.s n.2 M6 1LY 1011

Pact (a) o0d (b) ere calendoted froe Table 3 1n Warr(1986), op. cit., but sose of eur calculated asabers ¢iffer
‘from M1 calcaletions ia Mis Table o,

Note that the serles le this table eed thote In Tadle 6.6 are not coeparable because the definitios
¢f vhelesale price index changed over the twe pariods.
Ihe conpetitiveness meesare i3 frea laverting tie Rergan Gearanty real exchange rute

Sourse: Woo and Nasuction
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Exhibit 6

CEYENC STROCINEC. 1947 10 190)

W owm nam wn 10 W e gy
mey mee 0 g W0 100200 121124 1110,
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160 16353 the) 1k} 15.4 M6 w1 an.g
e 1LY MLy sw 5.0 ML M s
0.1 ALY i s ".e (AL I [T X T3
LN ) °.? 1.8 .1 n.a (18 n.s 182
et LS 136 ta qeng 5.1 e s
1.0 1.4 13.8 13.4 1.0 1.1 10.3 1n.?
5.1 H.) 5.1 | 6.4 6n.¢ hLe 5.0
13.3 1.3 11.1 18§ (8 1.9 (N 10.2
151 10.s 15.6 15.¢ L) 1.3 8] 6.2
1.$ 1.5 1.8 L3 1.1 (8 0.6 .0
(N ] (N (| s .0 3.1 .0 1.8
n.e n.s 9.0 n.? .7 1.6 1.2 1.
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Exhibic 7

EITERNAL PUBLIC AND PUBLICLY-GUARANTEED DEDT OF INDONESIA

INDCXESTA 1970 1973 1974 1975 177 19 1978 1979 1980
{end of period,Ussa)
febt outstandinglundish 2941.2  6093.6  9080.9 142 14572,5 161345 19037,3  21199.8 24451.9
Dabt outstandingtdis (D) 43,2 S248.8 430,27 71994.0 16001.6 114533 131497 13277.8 149713
Private Crediters 82,6 1218.9 1739.4 2990.1  4089.1 4%83.] ATal.l  4767.8  Sepd.9
Total Dedt Service (T0S) 822 201.5 91.4 203 780.6 12617 264201 2099.4 1758,
Private Craditors 2.4 1148 1434 390.9 T34 ST 1432.9 1335.7 1218
Principal Ratios
DI0/E6S (1) 203.3  1%8.8 83.2 138 1.0 106.7  116.3 83.3 87.4
DJ0/64P (1) 2.4 33.3 25.8 21.4 7.7 8.4 26,4 2.1 2.6
T05/165 (1) 6.9 8.3 3.9 1. 8.7 11.3 18.2 13.5 1.9
TRS/6¥P (1) 0.9 1.3 1.2 1.8 2.1 2.9 .2 . 2.5
Progortion of DAD hich
1§ coacessioeary 70.0 753 .Y 608 s34 822 3.2 51Ls s0.2
Lears variable 1-rates 0.0 4.9 4.8 19.4 20.7 18.7 13.0, 14.3 16.8
is froe private creditors 11.6 2.2 7.4 37.4 40.9 39.3 34,2 3. 383
feeorandus itess .
Protortxgn of dedt rervice paid
] rmte creditors 3l 33.3 37.8 4.3 73.4 78.§ 19.2 13.1 8.1
Central Bank net foreign asset 3.6 300.9 1494.0 69086 -150.0 11084 1312.0  3282.3 5848.4

Central Bank asset position calculated frog IFS data
Dank [adonesio Changed its valuation precedures in F

to ieprove quite suhstantially,

Source: Woo and Nasutjon

ior to Februsr
uery {997,
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y 1967, using series 11 and 14c, "
@ new pracedures caused net asset position
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Exhibit 8

{10 811130an of Fepiad)

INI/T2 AN/ t9m/1 1913/

Totel espeeditare 38,1 aelg

Totel Revensc Bi.6 35
Forelgn Sorrovieg $1.1 1.8

Ferelen Sorreutag os
Y of Lopoaditere 2.6 N2

Feraioa Serrowlag as
% of COP 3.4 5.8

Reso itee
O deflater,1980:100 13.9 15.4

Source: Woo and Nasution
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Exhibit 9
19 1709 1901 1902 196} 1984 198 1984

) Geeeral econenic conditens

Iocout growth 1o ladestriel
fetleos, & IR | 1.} 1.4 0.4 1 L8] 5.0 1.4

leal price of ol 1o foreige
perchaslog power, 1980:100 2.7  100.0 9.2 1.1 1114 1 NI TTR 5.1

ladosesien 12flgtica
rete, % 20.6 18.§ 12.2 9.5 11.8 10.5 .7 5.9

[odonesian grouth
rate, % 6.3 9.9 1.9 1.2 §.2 6.6 1.1 2.4

0) Saleace of pageests situatien

Nerchandise exports
to COP, ¢ 9.5 0.y 285.2 2.4 2.1 HS A U4

Carrect account dalance
te GO?, & 1.9 4.0 -0.7 -5.9 -1.4 2.5 -2.1 -4.}

Reserves te saperts
retio (vests) 3 Nt X T X .7 18 1y s 3.0

Exteresl long-ters public
dedt service to azpert, 8 q3.§ 1.9 8.2 10.¢ i2.9 1. 2.1 9.3

¢) Wosell export secter (1974:100)

Hoaoil iapert price def
lated by doestag cost 5.2 62.8 63.0 56.9 63.2 5.0 56.2 5.7

Nowell ezport prica def
~lated by dousing cast 9.0 0.0 n.a 80.5  105.9 192.9 n. 7.9

Competitiveness ¢ 1
Norgan Gearanty 11.3  10.i 9.9 1.5 7.4 9.8 172.1 19

Ronell experts ia
pogsical velune 160.0 1445 9.? 80.5  100.9 135.8 19.2 w7

Noasil axperts o
lecal purchasiag pever !l.t.i 10.8 118 3.5 181 11500 We.S  222.4

Kenell experts |n
* forelge parchasieg pever  1¢2.4 155.9 s 1003 L6 1603 1.0 168.2

PI/PN prexies for 1983 are for post-Rarch devaluetion, ead for 1985 ere pre-3aptesdar devalvatjon.

PI/PN presies Nere ere ast cospiradle te these i Table 6.4 beceese of chaeges to deflaition of
orice tadices. Tis |g vy the 1979 aad 1980 flgures 1a this tenle gre Uiferent fron Tedle 6.4,

Goucee: 9o and ‘asution



Exhibit 10

EITERNAL DEDT OF [XOCNESIA IV THE 19008
(end of period,USte) 1 1981 1982

1963

1784

1) EXTERMAL PUBLIC AND PUDLICLY-GUARMITEED LONS-TERN DEBT
Debt outstaadinglundish U319 2M213.0 32214.0

33492.g 3922.0 ate72.4 49712.0

Bedt outstandingtdis (BOD) 14971.3 13870.3 1831S.0 21489 22861.9 20624.4 32119.0
Private Croditors 4849  3812,5  7403.4  9s49.4 10040.6 116629 1455.0
Total Bedt Service (T0S) 1758.3  2047.2 22466 2950.8 3251.0 4013.1 4910
Private Creditors 12,6 1336.4 13743 1526.8  2049.9 31,7 2540.0
Principal Ratios
0007168 (1) 67,4 83.7 8.1 108.8 103.2 1330 212.9
000/6%P (1) 2.6 19.2 21.2 28.0 2.5 334 0.2
T85/168 (1) 1.9 6.2 10.4 12.9 14,7 20.1 29.3
15/6% (1) 2.3 2.3 2.6 3.4 3.4 3.0 6.4
Proporticn of DOD which
is Coscessioaary 0.2 83 27 33 e 33.1 A
bears variable 1-rates 16.8 1.8 200 227 37 a7 L]
is froa private creditors 3.3 3.4 40.0 4.3 7.2 43.4 43.3
Progorticn of public dedt service
paid te private creditors .1 65,3 81,2 39.9 83.4 65.3 51.9
1) EXTERBAL PRIVATE MONGUSRAMTEED LONG-TERN 11 )4
Debt Outstading & Cisbursed 3142.0  3579.0 3200.0 3400.0 3800.0 3810.0  3800.0
Total dubt service 10310 1173.0 12600 1114.0 980.0 103.0  800.0
[11) EITERMAL SHORT-TERM DEBT A75.0 32740 4787.0 4839.0 5384.0 3280.0  5000.0

TOTAL EXTERWAL DEBT 20088.3 22723.3 24502.0

NENO =
Exports of qoods & services (165) 22209.0 209263 21262.1

SOURCE: NORLD BAK DEST TABLES AXD COUNTRY REPORTS
Figures do not include LNG trpansion crodits.

Source: Woo and Nasution
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Exhibic 11

1990/81 5981782 1982743 1983/80 1904/¢5 1585/86 19%¢/07 198784

Total expeaditare 161 13917.¢ 14355.9 18311.9 19560.8 22814.¢ M. 23503,2
Iotal Revesse 16220.0 12212, 1M18.3 1432,7 15965.5 192529 17052.5 17234,
Foreign Sorrauwing 189.1  1705.0 1937.¢ 30083 30353 351.8 3589, 6341.1

forejge derrovlag o3
$ of Expeaditese 12.1 12.3 13.5 1.2 1.9 15.6 16.8 6.9

Foreign Serrevleg o
S of COF 3.8 .9 3.t 5.3 4.0 30 1.5 5.9

oo (g
W«nu«.xmsm 100.0  111.2 119.6¢ 3.3 152.6  145.9 1.9  1%.9

Source: Woo and Nasution
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Exhibit 12
Average 1986 Monthly Crude Spot Price for Indonesian 0il

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: 2g;;Qlggm_;n;glliggngg_ﬂggklz, London. Varisfus issues.

Average U. S. Refiner Acquisition Cost of Imported Crude 0il

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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Partl. Mid-point rates, uitess otherwise stated
Part!. Cours moyen, souf avis contrgire

End of period - Fin de o piriods

Netonol currency per U.S, doller Volevr du dollor des E1015-Unis en MONNGie nationole

meumﬂanwlm.(vﬁ'-wiu) ,1901 ' 1932 ’ 1903 | 1984

1985 186Q1 | 86sun [ 864 [88aug |86Sep | 800 86Nov

M-M(wﬁn)—.—mm._m. P‘MP”M%GM 1074.011129.0]1125.0] 113141 131.0( 122.0{1433.0 l640.0' ! 650.0'
. '

Japon = Japon (yen) Im.voo!m.ooo LJ?.?.OO LSI.IOO Izoo_soo 179.400 Lu,om ‘IS"'IJOO‘,IM.IOO

133.600,|61.500'|62.400

86Dec | 87Jen | 87Feb 87Mmer | 87Ape 87 may
indenesia = indonésie (rupigh).............. an.o 1632.0(1644.0{1644.0{ 1 €410} 1 aar.0
Japen - Jepou (yen) !159.100,132400153.050,'!45.100,\:9400,\44.000

Source: '"Monthly Bulletin of Statistics,

" Statistical Office, United Nations
Volume XLl, No. 2 (February 1987

Jand Volume XLI, No. 8 (August 1987)
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Tho Garbia is achingly poor. Its population averages an incoms of only
$260 por year (1984)., Life expactancy in ths country, at 42, {s the third
lovest in the world, aftar Sierra Leone and Guinea Bissau. 1Itg economy,
centered around the preduction and trade of groundnuts ({i.e. Peanuts),
fluctuates with world grourdnut prices, drought and pest infostations. 4
tiny, vulnerable West Africun country of 800,000 paople, it is surrounded on
thres sides by Senegal, on which {¢ relies for its Sscurity. Ironically,
with all its problems, The Gambia is also regarded as Africa's freest
democracy, with a high leval of civil righes, ind{ividual libertics, and fair
elections.

Qeogriphy: On the map, its boundaries are striking. What stares on the
Aclantic coust as an orderly, if narrow, box, dissolves into a serpentine
echo of ths Gembia River at its conter, extending ten kilometers from each
bank. One histurian describes {t as “perhaps the most ridiculous boundary
ever drawn.” The borders were deternined by the British specifically eo
deny the French access to the Gaubia River, in part to make it more
valuable siiould they trade it to the French for some cther colonial
territory.

This serpentine state has thrae geographic regions. Thae BAngrove swamps
border the river, lining {t with towering trees (and providing an excellent
breeding ground for the thriving populacion of mosquitoes). The wet mud
wakes landing impossible at Bost polnts. Beyond the svamps are the "
f2xo3", tke floor of the river velley covered by clayey soils that are
flooded in the rainy season but arsble in the dry geason. Alchough the
upper reaches of :his zone srovide fertile ground for flood recession rice
farming, along lover reaches the salinity of Gambia river flood water makes
farming iwpossible. Finally, the plateay land contains soils high i{n fron
- poor for wmost crops, but excellent for the production of groundnuts. The
Gambia’s subrropicsl climate tas tvo scasons: July through October is varm
and rainy, and January chrough May i3 cool and dry, 1ntorn1ttent1y
punctuated by & Saharan wird known as the . ’

Raligion: Living in chis subtropical climate is
& population cozprized of five Rajer echnic groups and a nusber of smaller
ones. The Mundinlka comprise about 37% of the population, the Fula 178, the
Wolofs 13%, the Jola 78, the Sarahuli 6e and other groups adding up to the
remaining 208, Although English iz The Gambia’s official langusge, only a
szall porticn of the Population speak it. Wolof and Mandinka are used by
traders and observant Hoslamg learn Arabic.

Case prepared by androw Stone and Staven Radelet vnder the supervision of
Prof. Shantsyanan Devarajan ani Prof. James Duesenberry. ¢ 1988 by the
President and Felloug of Harvard University. For classroom use only.
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More than 85% of Gaambians are Sunni Moslsm. 1Islam wvag spread by the
Marsbout (a Mandinkan people) during the 50-year 1Sth century conflict known
as ths Soninke-Marabout Wars. Christians, comprizing less than 108 of the
population, are concentrated in the capital, especiully among the Aku
people. Othurs, 1like the Jola people, adhers to traditional Africen
beliefs.

Hiscory: Relatively little is kmown about The Gazbia before colonial times,
in part becaune there is no written history. It wag part of the great Mali
empire of the 15th contury that extended through much of csntral and wvestern
Africa. The Portuguese bacame the first Europeans to sail up the Gambia
River in 1455, but it was the Ericish vho later establighed a fort and
attempted to cuomntrol the trade of beeswax, ivory, gum, hides and human
beings that flrwed through the wouth of the Gazbia. The Gambis was a major
focus of the slave trade in the 18th century. Said one obgerver:

The same Merchants bring down Elephants Teeth and some Years Slaves to
the Amount of two thousand most of which are Priso:ers taken in War ., ..
Their Vay of bringing them {s tying theam by the Nock with Laather-Thongs
at abouc a Yard distant from each other, 30 or 40 in a String, having

genatilly a bundle of Corn or an Elephant’s Tooth upon sach of their
Heads!, T

In 1838, the British outlaved the slave trade. Furcher trading took
Place surreptitiously (much of it by Americans). Enslavement of :ifricans by
each other was not effectively controlled unt{l early in the current
century. Part of this shameful aspect of colenial hiztory vas chronicled- by
Alex Haley, who traced his ancestry to The Gambia in the bestselling 1976
book Roots.

In the 1830s, the groundnut was introduced to The Ganbia from Brazil.
This plant thrived on the iron-rich soils of the upper platesux, and quickly
became: the center of the monetized economy. Traditional staple crops --
primarily mfllet, sorghum, and maize -- continue to be cultivated to this

day. Since independence, rice production has grown to equal the traditional-
staples in tonnaga.

Until late in the 19¢h century, the British limited their involvement in
this area to protection of trading posts and dominacion of river trade.
Malaria and other inssct-borne diseases took a mighty toll on Europeans,
discouraging vonturas into the hinterland from the i{sland capital of
Bathurst (now Banjul) and a fev riverine trading conters. During the period
from the 18303 to the 18803 of the Soninki-Marabout vars, the Bricish
ignored rapeatad requests from tribal leaders to agsert authority and
restore peace to the area, intervening only when theisy own settlements were
endangered or, finslly, when the French threatened to qusll the continuing
and digruptiva wars. The British and French frequently skirmishe¢ for

1 More, Francis, ikavels in che Inland Part of Africa (London:1738)
as cited in Harry A. Gailey, A_ﬂi;;g;x_gf_;hg_ﬁgnhi; (New York: Frederick
A. Praeger, Publishers, 1965)
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control of the Senegambia region. The two countries signed a treaty in
1783, establishing borders similar to the present borders dnlinca:ing
Senegal and The GCanbia. The British ran their colonies for profic, although
they actually channelled profit from The Gambia into the more favored coleny
of Sierra Leons. Throughout much of the 19th century, the Brictish operated
under the assumption that thay would ultinately trade The Ganbia to the
French for territory adjacent to Sierra Leone or some other Britigh colony.

Even vhen the borders of The Gambia becane nore clearly established {n
1889 and Britain assumed greator responsibility for the security of {cg
colony, it did lictle for the aducation, 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 icmed{ate environs of Bathurst, and the "protectorate” which
included the rest of what is nov The Gambia. Local chiefs or officialg
appointed by the British were empowered to act as executives of designated
districts. Buffeted by the long period of internsl varfare, 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, evan today, The
Gazbia’'s literacy rate is only about 20%. Further, social invegtment was
highly concentrated in the capital city (as were the British). The rest of
the country was neglected unti} the end of the 1940's, when the Brizish
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 tachniques. British efforts to encourage the use of

fertilizer and the mechanization of groundnut and rice farming by Gambians
failed.

Gambians were slowv to Join other Africans in calling for
independence, but with the formation of political parties and the inception -
of universal suffrage, pressure grev. The People’s Progressive Party wvas
formed in the late 1950s. More militant than other parties, it gained ics
main support from rural areas rather than Bathurst. Under the leadarship of
Davda Jawara, an eéx-veterinary officer, it won the 1962 pre-independence
national elections. Javara (now Sir Dawda Kairaba Jawara) has ruled ever
since, first as Prinme Minister and, sinre 1970, as President. The Gambia {s
one of the few African countries vhere rural dwellers form the constituency
of the ruling political party. Independence canms Peacefully in 1965. as
British culture did not penetrate bayond the capital, its prinary
contribution to The Gambia vas the British-style government {t left behind.
Following the adoption of a new constitution in 1970, the Ganbian government
vas led by President Javara, with a unicameral legislature democratically
chosen in fair and free elsctions. Political parties are froe to form and
caspaign, there is an independent Judiciary, and there {35 no censorship of
either the printed or spoken word. In these terns, The Gaabia is a mcdel of
freedon.
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Whiie The Gambia’'s governaent has been remarkably stable, its continuicy
vas significantly threatened in July, 1981 when soue ®embers of the Field
Force (a government paramilitary 8roup -- The Geabia did not have an army at
the time) took over parts of the capical city of Banjul, some communications
facilities, and a Field Force basge. Left-wing rebels declared the
establishuent of a “National Revolutionary Council® under the leadership of
Kukoi{ Samba Sanyang. President Javara, {n London for the weddin- of Prince
Charles and Lady Dians, called upon the aid of Senegalase troops as provided
by the two nations’ mutugl dafense and security treaty. Afcar 10 days the
coup atCempt was quelled, but the conflict left over 1000 dead. Most of the
Senegalese troops left shortly cfcerwards; however, some troops remain today
to guard tho State House and ths residence of the President.

In December 1981, with The Gambia's socurity clearly dependent on
Senegal, the twe countries agreed to form the Senegambia Confederation.
Since that time, a Confederal Parliament has mat regularly, and the two
governments have signed protocols covering defensa, transportation,
arbicracion, communications, and cultural exchangs. Negotiations continue
on a free trade zone, a Donetary union, and other issues. Fearing complete
dominstion by its larger neighbor, The Gambia hus movad slovly and
cautiocusly in negotiating the Confederal agreoments. Senegal, on the other

The Senegalese desire for unification predates the Confaderal
negotiations. The Gambla effectively divides Senegal i{nto two regions,
making it costly and inconvenient to traasport goods from the northern
region (where Dakar, the capital, is located) to the southern region, the
Casamance. Trucks moving from northern Sensgal to the Casamance DUsSt crass
two borders and take a congested ferry across the Gambia River. The Gambia
has considered building a bridge/dam across the river, but for both
eéconomic and polirical reasons, it has not heen builc, A demographic split
follows from Senegal’s geographic split: Wolofs dominate the northern
section and Jolas Populats the Casamance. In 1960, tha first Presicent of
Senegal, Leopold Senghor, promiszed that the government would hold 4
plebiscite on independence for the Casanance before 1980, The plebiscite
was never held. Secessionist sentiment ig high i{n the Casamance. Some
Senegalese believe that these economic and political problenms would be
solved if The Gambia and Senegal ware unified.

Wich this history in mind, many paople both inside and outside The Gamb:a
believe that {n the event of another uprising in The Ganbia, Senegal might
use the opportunity as a Pratex. to take power.

The Ganbia {s often cited as a clgssic monoculture, a
one-crop economy centerad around the groundnut. In 1984, agriculture
employed 80% of the population, directly providing 28% of GDP in 1984/85,
down from 40% st the time of independence (see Appendix A). Groundnut
agriculture brings in an estinmated 20,000 or mora "strange farmers® who
cross the borders seasonally from Senegal, Mali, and Guinea-Bissau to grow
groundnuts, either as laborers or independent farmers.
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While their efforts to diversify the egricultural economy failed, the
British did build forvard linkages to groundnut Production in the form of
decorticating plants and trade facilicies, including che Banjul port. NMost
of the suall manufacturing sector (7 of GDP by 1984) 1s based on crushing
groundnuts and related processess.

In 1948, the Bricish astablished & Groundnut and 011 Seed Marketing Board
(nov the stated-owned Caiibian Produce Marketing Board, or GPMB), which set ¢
gtandard annual price for groundnuts, then graded and purchesed all
groundnuts for export. The price was to be based on world prices and the
Previous year's experience. If it wag set too low (that is, {f the price
paid to farmers was below the vorld price), the surplus garmered by the
Marketing Board vas to be used to pay farmers in years of low vorld prices
when the Ganbidn 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 {s doninated 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 icg urban
population.

Frequent droughts devastata the Ganbian econcmy and starve the rural
Population. In many years, rural people face a "hungry season” while a new
crop is growing, when thera is little food available and much agricultural
labor to be performed. A 1980 World Bank Paper reportad that:

...the nutrirional status of The Gambia’'s rural populetion Temains highly

unsztisfactory, year-round, for Bost 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 population?.

The economy has diversified comevhat since indeprndence, with the small
tourisa, manufacturing, and fisheriecs sectors growing most rapidly. But by
far the most important non-agricultural activicy {s trade. The Ganmbia‘s
location, open borders, and low tariff structure make it an active entrepoc
for trade with the rost of the sub-region. Goods are imporced into The
Gambia and then re-exported to Senegal, Malf, or Guinea-Bissau. Some of
this re-export trade is legal, wich goods transshipped to landlockad Mali o:
30Te remote areas of otcher neighboring countries. However, much of wvhat is
legally imported into The Gambia is smuggled into nearby countries to take
advantage of The Gambia's low tariff structure. Trade represented 1§
percent of GDP {n 1984/85, and re-oxXports are now the country’s leading
export--even after deducting the value of iaports for ra-expore.

: The ten-year period folloving independence vas one of

exceptional economic growth end financial stability. Expanding world trade
maintained high international commodity prices for groundnuts and oil geed

2 vorld Bank, Baxic Needs in che Gambia, Vashingron, 1/24/80.
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products. At the seme time, rapid expansion 1ntotnntionnlly in the
production of manufactured goods kept the Price of imports low. Governaent
investaent focused on the development of infrastructure to connect rural
producers to markets, and social initiatives aimed at anroving the health
and education of the population. By 1982, 678 of boys and 384 of girls were
enrolled in primary schools. :

Bectween 1965/66 and 1973/74, groundnut production rose and, with ic,
exports and government’s surplus and financial reserves. The annual raca of
inflacion was 6 percent, the current account of the balance of Payzents vas
in surplus, foreign exchange reserves grev to the equivalent of 11 months of
imports, and rcal gross domestic product (GDP) grew by more than 6 percent
per year. “'The dalasi, which had been fixed at 5 dalasi equal to one pound
sterling, was actually revalued 20 percent to D4 = PST 1 in March, 1973.

However, the economy deteriorated in the late 1970s and early 1980s until
in early 1985, The Cambia faced a severe balance of payments crisig. 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 petroleun Products), high interest ratas, and
declining foreign aid flows all contributed to the initial imbalances.
Internally, poor pPlanning, nismanagement, and inappropriate fiscal and
monetary policies mad a bad situation wvorse.,

The economy began to deteriorate soon after the government introduced The
Gambia’'s First Development Plan in 1975. The First Plan "envigeged a
comprehensive development effort aimed at achieving both relacively rapid:
economic growth and major fmprovements in the velfare 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, fercilizer, oloctricity. and
transportation. Revenues (derived mainly from impore duties) did not
increase as rapidly as expenditure, and the budget deficits grev from an
annual average of 2 percent of GDP between 1965/66 and 1974/75 to 15 percent
of GDP between 1977/78 and 198485,

The government borrowed heavily to finance the deficits. Between 1974/75
and 1985/86 The Cambia’'s external debt grev from $11 million (9 percent of
GDP) to $250 million (220 percent of GDP). Donors encouraged heavy
borrowing, pushing projects and loans vith little apparent concern for the
sconomy’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 borrowad locally: 1its

3
1985/86. The Governmant of The Gambia, Banjul, p. 12.

4 Throughout this paper, the budget deficit i{s calculated on a
commitment basis ({.e., including payments due as opposed to payments
actually made) and excluding grancs.
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indebtedness to the domestic banking systea grew from virtually zero {n
1975/76 to over D100 aillicn (12 percent of GDP) in 1985/86. The large
budget deficits, high world inflation and high {nterest rates led to
dramatic incraases in both the import bill (from 34 percent of GDP in the
early 1970s to 56 percent of GDP betwsen 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 govVernaent spending and public and private
investment averaging 22 percent of GDP pPer annum, real GDP Per capita fell 3
percent between 1976/77 and 1984/85. Real domestically produced exports
batween 1980/81 and 1984/85 were lesa than half of what they were between
1974/75 and 1977/78. The governzment’s huge increases in spending had failed
to expand -the -economy’s productive bage ag pPlanned. The Minister of
Finance and Trade would later observe that "(1)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
development”. "

Another factor in the pPoor grovth and export performance was a marked
deterioration in the groundnut sactor. Groundnut exports, which accounted
for 95 percent of domcstlcally produced exports in the early 1970s, fell 60
percent in real terms between 1975/76 and 1984/85. Several factors
contributed. The Sahelian drought (rainfall becwaen 1980/81 and 1984/85 wasg
30 percent loss than {t had been in tha late 1970s); & 35 percent decrease

led to low farmgate prices paid to farmarsg--vas caused by the drought and
low world prices: the increasingly overvalued exchange rate; poor
Sanagement; subgidies on rice, groundnut oil, and fertilizer; and the
government’s extraction of D40 million from GPMB reserves in the late 1970s
to cover government budget deficits,

The transfer of resources from farmers to the government is {llustrated
by the rapidly groving civil service vage bill relative to groundnut farmer-
earnings. Betveen 1974/75 and 1984785, civil service earnings increased 57
Percent in real terms and grew from 38 to 48 percent of recurrent
expenditure (excluding debt service). 1In 1974/75, the government wvage 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 &ccount of the balance of Payments averaging
over 20 percent of GDP {n the early 1980s. Privatce businesses and

5 "Memorandua by the Honourable Minister of Finance and Trade on the
Econonic Recovary Progranme (ERP), " Ministry of Finance and Trade, Banjul,
pP. 4. ’
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individuals reactad to the vorgening economic sICuztion by investing outside
of the country, videning the financing gap further - This capital flighe
vas the result not only of the overvalued exchange rate, bue of ceilings of
6 percent on interest rates. At the sane time, developed countries cut their
aid programs worldwide and The Gambis received lowver levels of official
loans and transfers’. Throughout thisg period, the government financed the
remaining deficits by draving down foreign exchange rTeserves, borroving
eéxternally, and not pPaying all of its debt service obligationsg.
The governasnt introduced a package of stabilizacion Reasures in early
1984, including a 25 percent devaluacion of the dalasi{ (from D 4 = Pound
Sterling (PST) 1 to D § = PST 1). But the Beagsures were too litcle, too
late to stop the econonmic decline. By the middle of 1985, The Gambia could
no lenger financa {ts deficits by the methods described atove. Gross
foreign exchange reserves had fallen to the equivalent of two weeks of
imports, debt service Arrears topped $75 2illion, and the government could
no longer borrow abroad. The preaium for foreign exchange {n the parallel
(or strect) market reachad 50 percent. Shortages emsrged for meny
commodicies, notably rice, fuel, and fertilizer; and the annual rate of
inflation reached 21 parcent. With reserves exhausted, external borrowing

impossible, and shortages emerging, the government turned to the donors for
assistance.

Relations with the Ponors

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 INMF, mainly because an agroement with the Fund signals Tcs
"stamp of approval,"® making it easier to obtain financing from other donors.
An IMF Standby Agreement (vhich {ncluded the 25 percent devaluation as a
condition) was cancelled in 1984 after the government failed to stay vithin
Prescribed credit limits. The Fund was unwilling to negotiate a new program
without fundamental changes, including a further devaluation of the dalasy;
a sharp increase in interest rates; strict limits on Central Bank credit to
the governmint and Parastatals; a moratorium on new non-concessional foreign
torroving; {ncresses in import duties; and reductionrs in government -
spending, including a vage freeze, some retrenchament of government workers,
and elimination of the fercilizer and rice subsidies.

The Fund also vanted the government to raise sharply the farmgate price
of groundnuts. The Price offared by che GPMB wvas D1100/tonne, whereas the
heavily subsidized Senegalese farmgate price (paid in CFA francs -- o fully
convertible currency) was the equivalent of D2200/tonne. The Fund wvanted
the Gambian price to approach the Senagalese Price in order to Stop cross-
border flows and protect the GPMB's foreign exchange earnings. It wanted

6 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 aillion (18
Percent of GDP) between 1982/83 and 1985/86.
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the high price even though parity with the Senagalese Price would entai] o
D100 million loss for the CPMB - -nearly 10 percent of GDP. The Fund
envisaged that the loss vould be covered by a transfar from the governaent
budget, financed by concessional foreign borroving or q foreign grant.
Their rationale for this sirategy vas that it would aaximize the
government’s official forecign exchange earnings. An &greem=ent vith the IMF
would make $15 million -- 10 percent of GDP -- available to the government,
as vell as pave the vay for finsncing from othsr donors.

The World Bank veighed in with {ts of May,
1985, which bluntly described the nature and origins of The Gazbia‘s
economic crisis and racommendod a wide range of organ{zational and policy
reforms to remedy the crisis. Matiy of the Bank's reconmendations wers
identical to the Fund’'s (including exchange rate and interest rate reform
and a reduction in the government budget deficit, particularly through
reducing the wage bill). In addition, the Bank rccommended reorganizing
several ministries and parastatals, divesting some parastatals, and
reorianting the floundering public investmant program by subnitting new
investments to stricter svaluation zritaria. The Bank wanted to seq higher
groundnut prices, but not nearly as high as the Fund envisaged. Bank staff
felt that 1if the dalagi vere devalued and intarest kates were raised,
farmers (or traders) who sold groundnuts across the border in Senegal would
be willing to exchange the{r CFA francs for dalasis. 1f successful, this
strategy would induce foreign exchange inflows vwithout the GPMB's {ncurring
a largn loss. A World Bank program (with co-financing from the African
Deveiopment Bank and the United Kingcom) would give the goverament access to
approximately $35 million.-23 percent of GDP--in grants and concessional
loans. However, the World Bank could not Negotiate an agreement uncil the
government reached an agreement with the Fund. The other aajor donors, too,
were unwilling to provide any financing to The Gambia in the absence of a
Fund progran.
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