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1 Introduction

The processes of stabilisation and structural adjustment in developing

countries and the fiscal policy options that are available can be

understood only by recognising the ofzen extreme inirial conditions facing
many - of the countries concerned. These inizial conditions are
macroeconomic disequilibrium, both internal and external, and scructural
disequilibrium.

Macroeconomic. disequilibrium is a syndrome containing many or most of

the following ingredients. (See e.g. Ahamed [1986], Dervis and Petri
11987] and Sachs [1987]. & large (and often unsustainable) public secrtor
financial deficit. A large stock of external debt (cfren public or

de-facto publicly guaranteed), and severely restricted further access o
external .credit on commercial Cterms. 4 history of capital flight,

he reach of the

ot

resulting in a stock of external assets that is beyond
d.mestic fiscal authorities. A large incipient current account deficit
scmetimes repressed by external credic rationing and by foreign exchange
controls imposed by the domestic authorities. An overvalued real exchange
rate. A high, although sometimes partially repressed, rate of inflacion
and significant recourse to the inflation rax as a source of public sector
revenue. A large internal public debt (in the more advanced developing
countries) competing for scarce domestic savings in a generally repressed
domestic financial system. A narrow and often inequictable and inefficient
public sector revenue base. Real wages in excess of market-clearing levels
(and frequently highly index-linked) in the formal or the urban sector and
widespread unemployment and underemployment of labour.

Structural disequilibrium refers to the need for significant changes in
the patterns of resSource allocation, production and absorption; for major

changes in the modus operandi of important markets, including the domestic




financial markets, the foreign exchange market ‘and =he zerms of private
access to external credit), the domestic labour market and the demestic
goods markets: for far-reaching changes in the svstem of propert: ights.

rules, regulations and laws that govern production, exchange and

by the public sector.

These twin disequilibria, which cftern interact and reinforce each
other, tend to occur against a background of mass poverty, rapid population
growth, and major social, <cultural and ©political transformations.
Political stability is often in doubt, both as regards the survival of
incumbent administrations and as regards the viabilicy of the very
instituticens of government. Credible precommitments to any long-term
economic strategy are hard to come--by in such an environment. - Scarce
administrative and managerial skills create further obstacles to the design
and implementation of economic reforms.

Many of the disequilibria and policyndilemmas just referred to have
been encountered alsc in the industrial countries. The USA today 1is
characterised by wunsustainable fiscal and externmal current “account
deficits. AHyperinflations occurred in Austria, Germany, Hungary and Poland
in the 1920s. Many Western European economies have been diagnosed as

uffering during the 1970s and 1%80s from a whole array of structural
rigidities, sometimes referrable to collectively as "Eurosclerosis”, that
prevent a full utilisation and efficient (rejallocation of resources..

The range and severity of the stabilisation and structural adjustment
problems faced today by e.g. the IMF's 13 highly indebted countriesl and by
a large number of sub-Saharan African countries? are such, however, that a

- Py : ry ) :
fresh restatement and adaptation of conventional macroeconomic analysis

focussed on these countries' problems seem warranted.



This paper is boch selective and eclectic in i<s coverage and Iis only

intended as a catalyst for a wider-ranging and deeper discussion of" che

7

issues (see 3uiter (1986 for an analysis focussed on developing countr
responses to a range of external shocks). The wvariety of eccnomic systems,
stages  of economic development, problems and policy issues among the

developing and new industrial countries is such, cthat it 1is wery hard

indeed .to: find a ‘useful middle ground between the Scylla of ninety-odd
book-length country studies and a dozen exhaustive comparative analyses and
the Charybdis of a-historical, institution-free abstractions. Section 2
covers  the external and internal transfer problems. Section 3 considers
possible causes for the breakdown of the internal and external transfer
processes. Section &4 deals with national solvency and Section' $ with
government so'lvency‘ In Section & the inflation tax is considered in some
detail and in Section 7 a recent quantitative approach used by the World

Bank - to- evaluate - the consistency of - certain aspects of a government's

fiscal, financial and monetary strategy is evaluated.

2. Fiscal policy and the extermal and internal transfer problems

P

To reduce the . external current account deficit or to  increase the
surplus. is to increase the external transfer.  To realise this increased
transfer of real. purchasing power to the rest of the world an inrernal
reallocation: real resources 1s - required: production and produccive
resources must be moved from the non-traded goods sector to the traded
goods sector, i1.e. to the production of exports or import competing goods:
This requires a decline in the relative price of non-traded goods and, if
the country has any international market power, a lower relative price of
exports: the incredsed external transfer can be effected only through a

lower real exchange and a worsening of the terms of trade. It has by now



become established {if sloppy) usage, "o refer zo =he increase in the
external transfer as the external tranmsfer. I relucrtantly adopt this usage
where it does not lead to ambigulty or error.

In many developing countries (and indeed in such industrial countries
as the USA), an unsustainable or undesirable external deficit rends o bhe
associated, both statistically and causally, with an unsustainable or
undesirable public sector financial deficit. The reduction of the excternal
deficit in such cases requires the reducticn of the public sectoer deficit.
This can be achieved either through cuts in public spending or through an
increase in public sector current revenues: taxes, income from tariffs,

blic secter feeg and charges etc. The expression ({internal) fiscal
P

trensfer will be used to refer boeth teo government revenue increases and to
public spending cuts %

The fundamental economy-wide financial balances identity in equaticn
{la,b) is a good place to start an analysis of the central role of fiscal

pelicy in stabilisation and structural adjustment.

sP -~ 1P + G - 1C = ca (la)
5
ca = TB + ¥ - i*%[D*—R*]- % A(R*=D¥) (1b)

sP is private saving, 1P private domestic capital formation, SG public
sector saving, 16 public sector domestic capital formation, CA the curren
account surplus on the balance of payments and TB the trade balance

surplus, all measured in terms of real GDP units. A* is net foreign aid

and other current transfer receipts (such as remiCCances)é, D* the stock of

foreign debt and R* the stock of foreign exchange reserves, all denominated
Ty

in terms of foreign®currency. E is the nominal spot exchange rate, P the

domestic GDP deflator and i* the foreign nominal interest rate.



It is sometimes informative ro present the financial flows in egquations
(la,b) "corrected” or "adjusted" for asset revaluations., i.e. for capiral
gains and loss;:s on outstanding stocas of assets snd liabiliczies.
practice this means correcting for the effect of inflation on the real
value of nominal assets: and liabilities and for the effect of exchange rate
changes and inflation on the real value of foreign-currency-denominated
financial claims. While there are no issues of principle involved in these
measurement or presentational ccnvencions, it is often helpful, since
economic theory specifies preferences and production  technologies as
defined over real commodities, to express our uses and sources of funds in
the same manner.  Similarly, measuring these asset revaluarions-corrected
stocks and flows relative to some "scale variable” such as {crend) real
GDP: is helpful when the scale variable is, implicitly or explicitly, used
to define . a solvency constraint or other feasibility constraint. These
issues are considered further in Sections &4 and 5.

Equations {(2a,b) below introduce the-‘distinction between privace and
public: external debt. This distinction has often been more  important
formally than substantively. The debt crisis since 1982 has been a recent
reminder of the fact that many de jure or formally private liabilities are
de facto publicly guaranteed. Private foreign assets often. escape the
grasp of the domestic fiscal authorities: Whether cne‘ labels ' this
(privately rational) external portfolio diversification or capital flight,
one of its consequences is that the tax base becomes narrower, implying the
need for higher tax rates on the remaining tax base, increased recourse to
seigniorage (the inflation tax) or increased borrowing.

Private and public saving are defined in (2a,b)

P
SP;Q_J—T-pi_g.-i*E’;*—CP (2ay



Q is domestic income or product; J iIs the cash return on the public
sector capital stock; i is the nominal interest rate on domestic-currency-
denominated public debt, assumed to be held only by the domestic private
sector (the Central Bank is included in the consolidated public sector
identity (2b)). T is domestic taxes net of current domestic transfers and
subsidies; CF is private consumption and ¢S public sector consumptiocn. D#
is private external debr (including private sector arrearages and D*>

ublic external debt (including public sector arrearages). Note that

~
()
~

px = DwE 4+ D#C

The trade balance surplus is the exrcess of the value of exports over
the value of imports. Let X and M denote export and import volume

respectively and Py, Py and Py the domestic currency prices of exports,
P J X M N Yy P P

imports and non~traded goods.

Py Py
—_— - 4
TR = 7 X 7 M (43

where

X=Qx —(C§+I§+C§+Ig) (3a)
and
P P G G 7
M® Cy + Iy + Oy + Iy - Qy (5b)

rl

Also, ignoring imported raw materials and imported intermediate inputs
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Q = (PyQy+PuQu+Pyy) 271

For simplicity, we approximate the GDP deflator. P, with a Cobb—Douglas
weighted average of the prices of traded goods Pr and non-traded goods 2Py

where o is the share of non-traded goods in GDP.
1 -
P~pr OBy 0<acl (7

The traded goods GDP deflator is also approximated with a Cobb-Douglas
weighted average of the prices of exports and imports where £ is the share

of importables production in the total production of traded goods

Py - le'ﬁ PMB 0Bl (8)

From (la,b) and (2a,b) we obtain the familiar absorption identities in
(9a,b), that the current account surplus is the excess of national income
over domestic abscrption and that the trade balance surplus equals the

excess of domestic income over domestic absorption.

q+ E;* Coiw % (D*-R*) — (CP+IP+CG+1G) = ca {9a)
Q = (CP+1P+cG+16y = TB (9b)

From (la) and (9a) we see that an increase in the current account
surplus requires an increase in the combined private and public sector
financial surpluses or, equivalently, an increase in national income
relative to domestic (private plus public) absorption. This underlines the
likelihood of a fiscal dimension to a current account Lmprovement: most

models of private =consumption behaviour suggest that, holding constant

taste, technology and external parameters, public revenue increases and/or



spending cuts will in general be necessary and suffici

sum of the public sector financial

exceptions are those models of private consumption behaviour
debt neutrality such as representative agent models or overlapping
generations models with operative intergenerational gift and beguest
motives., Such models are extremely unlikely to describe accurately privarte
consumption behaviour in developing and semi-industrial councries.
Ignoring them in what follows, and assuming that public revenue increases
or spending <cuts do mnot boost private capital formaticn, fiscal
retrenchment will reduce national absorption relative £o national income.

quation (%z) wunderlines the desirabilic of achieving a current

X1

account Iimprovement via an increase in income rather <than 'chrough a
reduction in absorption. Three channels are potentially available for
this: (1) increased domestic output, (2) increased foreign aid and (3) a
reduction in foreign interest obligations, either by reducing the interest
rate on the external debt or by writing down the debe.

A& boost to domestic output, {, can be achieved either by taking up any
slack due to deficient aggregate demand or by fiscal or other measures
aimed at boosting aggregate supply. Since output and absorption rneed not
be behaviourally independent of each other, it is essential to adopt a
general equilibrium approach when evaluating alternative policies to
improve the current account. E.g, successful supply-side measures, by
raising both current and permanent income, can be expected to stimulate
private consumption. They may also induce a positive response of domestic
private investment. The net effect on the current account need not be
positive, absent further measures to restrain absorption.

Fiscal measures to stimulate output under conditions of Keynesian

exness capacity will involve expansionary actions such as tax cuts, public



spending increases or expansionary monetary or credit policy measures chat

(subject to well known gualifications concerning. the exchange rate regime
and the degree of internaéional capital mobility) are Likely to worsen the
current account.

Increased foreign aid will only improve the current account, given
output, if some fraction of the aid inflow is not spent. .If the increased
aid relaxes a foreign exchange bottleneck and if'the additional external
resources are dedicated to the importation of essential foreign productive
inputs, it can boost supply. To the extent that the increased volume of
production does not generate a matching increase in. private or public
spending, this will improve the current account.

Exactly the same holds as regards the current account consequences of a
reduction in external interest payments. The one~for-one. improvement in
the current account caused by interest rate or debt relief at given levels
of output and absorption, will be augmented by any positive. supply response
in countries where production is foreignQEXChange—concrained‘ It will be
correspondingly diminished by any positive effect of debt relief on public
or private spending. )

Equation (9a) also emphasises that, even if a reduction in absorption
is the current-account-improving policy of choice, there are.still a number
of ‘ways of skinning that cat, each of which will have different short-run
and .~ long-run = supply ‘ consequences. . and.. distributional ' implications.
Absorption. cuts can be aimed at public spending or at private spending and,
within each of these categories, at consumption or at investment. Private
spending can be cut by raising taxes or tariffs, by cutting subsidies or by
raising the cost and/or availability of credit to the private sector.
Taxing = imported. 1dxury consumer durables will have very different

distributional’ implications from cutting subsidies on the staple foods



consumed mainly by the poor. The distributional conseguernces of change

n
par
o)

exhaustive public spending (education, healzh etc) may be zs important as
those of wvariations in <transfer payvments or <taxes. Thewv should be
considered ctogether with the allocative conseguences and, in
demand-constrained sectors of the economy, the Keynesian, cyeclical output
effects,

These distributional effects of absorption-reducing policy measures
can be reinforced or cffset by changes in the distribution of factor
incomes {wages of different types of labour, rental incomes from the
ownersnip of different types of land; profits azceruing to the owners of
different types of capital and rentier incomes). This 1is considered
briefly below in Sectiom 3.

The fiscal dimension of a current account improvement can only be
understood properly by recognising that policies £o influence the current
account are ipso facto concerned with the nation's interremporal allocation
of rescurces. Intertemporal relative (ébadow) prices such as the real
interest rate, the rates of return on other assets and, in repressed
financial systems with widespread credit rationing, both rhe cost and
availability of credit will play a central role in the transmission
mechanism between fiscal policy actions and current account outcomes. When
e.g. the domestic financial markets are not perfectly integfated ints with
the global financial markets, bond-financed fiscal :ightening will tend to
result in lower domestic real interest rates or less severe credit
rationing. Even when domestic asset returns are fixed by the rest of the
world, the nation's solvency constraint and that of the public sector

(discussed in Sections 4 and 5) imply that fiscal tightening today implies

fiscal relaxation (felative to what otherwise would have been the case) in

the future.



Equations {(4) and {(5a.b) bring out  the static relative price and
resource reallocation dimensions of a current account improvement. In che
short run, given the foreign interest rate, the net stock of exZernal deb:
and the aid flow, a current account Improvement is the same thing as a
trade = balance improvement.8 A trade balance improvement regquires an
increase in the production of tradeables and/or a reduction in the
absorption of tradeables. This will in general require changes in the real
exchange rate (the relative price of traded and non-traded goods} and, if
the country in question has some international market power, in the terms
of trade (the relative price of exports and imports).

Fiscal tightening (an increase in taxes or a cut in public sector
absorption) will almost certainly reduce the demand for non-traded goods at
the initial real exchange rate. Income tax or indirect tax increases will
reduce private consumption, part of which will fall on non-traded goods.
Higher taxes on profits and tighter private sector credit rationing will
discourage private investment which cfren has a significant non-traded
goods . component. Public spending cuts are also likely o fall zo a
significaﬁt extent on non-traded goods. In a well-functioning econémy with
a flexible relative price of traded to non-traded goods -  and resource
mobility - between the . traded and - non-traded goods sectors, a  fiscal
contraction will reduce the.relative price of non-traded goods and:cause a
movement. of resources. into the traded goods sector. . This eliminates the
incipient excess supply of non-traded goods at the old real exchange rate.

The non-traded goods market equilibrium condition, given in equation

(10} permits one to summarise the. proximate determinants of the real

exchange rate in a convenient manner.

-

led
Qv = Cg + Ig + Cg + I§



Given the economy-wide resource endowments and the ‘degree of

intersectoral resource mobility, Qy is a decreasing ZIunction of the real
exchange rate r = Pp/Py and Qr an increasing function {see e.g. Dornbusch
[1580])y. The concave production possibility frontier is the curve A3 In

Figure 1.

(s}

Given aggregate real private consumption, private consumpticon o
nen-traded goods is an increasing function of the real exchange rate. In

the Cobb~Douglas (constant expenditure shares) case this yields:

—~
o
s

—r

b - anll P 0<a<1

The share of non-traded consumption in total consumption is denocted &%

A current tax increase reduces aggregate consumption {(barring debt
neutrality). In Figure 1, this causes ‘a movement of production from =2
point such as {} to a point such as 92.10 Absorption would move from a
point such as fll (with a trade balance cliéficic measured by the vertical
distance ﬁl - 1) to a point such as 52 (with a -trade balance surplus
measured by the wvertical distance {lp - ﬁl). The relative p;ice of
non-traded goods (measured by the absolute values of the tangents to the
production possibility frontier (TyT; and T9Ty) and the indifference curves
(F1F1 and 7972)) falls, i.e. = rises. The same qualitative effects follow
from a cut in public spending on non-traded goods; even 1if this were
tax-financed, the marginal private spending share on non-traded goods is
less than 100 per cent.

Restrictions on factor mobility, but still unrestricted flexibility of

factor prices and ralarive goods prices, would result in a production
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possibility frontier such as A'3' rhat lles everywhere inside zhe "Iull
mobility frontier” AB, eXcept at che initial "status que” posizion 07
Rigid relative prices or the emergence of Xeynesian demand-constrained
equilibria would. show up as movements inside’ “he. production pessibilicty
frontier in response to a contraction of aggregate demand. £.g. In the

small country case where traded goods output is rever demand-constrained,

one could get a production equilibrium at 03 instead of at 0j after a

fiscal contraction: excess capacity and unemployment emerge in the
non-traded good sector. Where the country has some market power in the
markets  for its tradeables, = demand-deficient excess  capacity and

unemployment can emerge also in the traded goods sector following a fiscal
contraction.

An issue requiring both more empirical and more analytical research
concerns thoseé characteristics of countries that render them more likely to
experience "Keynesian" or = demand-constrained ' excess capacity = and
unemployment when subjected to policies aimed at reducing absorption. The
existence ‘of a large modern or "formal" non-traded goods sector with
production- for the market rather than for subsistence or, in the  traded
goods sector, a downward-sloping, rather inelastic world demand schedule
for- exportables, seem necessary. for the emergence of . demand-constrained
eqiilibria. So is the existence of nominal inertia or stickiness of ‘money
wages or . output prices. The larger and moré developed Southern  Cone
countries, and countries such as Korea and Taiwan  therefore seem  more
likely to undergo episodes of Keynesian excess capacity when fiscal and/or
monetary policy are tightened than the poorer and smaller developing
countries with less extensive formal sectors. ~Even in the Latin american
and  East Asian NfC's, wage and price  flexibility could reduce the

likelihood and severity of demand-deficient recessions. Little is known of



the peculiarities of wage and price determination in developing countries,
and of the extent to which the industrial country parables based on nominal
or real wage rigidities need to be adapted to fit the institutions and
experiences of about 100 very heterogeneous developing and new industrial
countries.

Within the traded goods sector, changes in the composition of
production and demand are likely in response to a fiscal contraction (see
e.g. Buiter [1988b] for a recent theoretical analysis wusing an
intertemporal model). Figure 24 shows an initial production equilibrium
for importables and exportables at {I] on the QQ locus. Domgstic demand for
exportables and import-competing good is at ﬁl, with a trade balance
deficit (measured in imports) of Bﬁl. The fiscal contraction moves
resources out of the non-traded goods sector intc the traded goods sector.
The production possibility frontier for exportables and importables moves
to Q'Q'. In the small country case considered in Figure 24, the terms of
trade are unchanged. If the resources released by the non-traded goods
sector don‘t favour either the exportbing or import-competing sector, the
new production point will be one like (I3 in Figure 2A: both™ export
production and import-competing production will increase.

The fiscal contraction which started off the whole process will reduce
the demand for imports as well as for exportable goods (barring very
different income effects on the demand for exportables and imports). The
new domestic demand point is at ﬁz with a trade balance surplus (measured
in imports) of ﬁzb' .

A country facing a downward-sloping export demand schedule would
experience a worsening in its terms of trade as resources moved into the
tradeables sector. “ Compared with the constant terms of trade case, the

increase in the production of tradeables would favour import-competing



goods rather rchan the' production of: exporzables. In Figure 23 che
production point would move from {1} to a point such as {l; rather =zhan {3’
which would have been chosen at constant terms of trade.ll Domestic demand
{not shown in Figure 23) would be moved towards exportables and away from

import-competing goods, compared to what would happen at constant terms of

trade.

3. Breakdowns in the internal and external transfer processes

What can go wrong in the external-internal transfer process? Firstc, it
may be economically or politically impossible to effect the internal
fiscal = transfer. This means either ~ that the government's fiscal
instrumentarium is insufficient or that it is unwilling or unable to use it
ir the manner and to the extent required.

On the public expenditure side, there is little point in a government
committing  itself to a programme of spending cuts if any  attempt o
implement such cuts leads to the fall of the government and its replacement
by a government unwilling to contemplate serious cuts. E.g. severe cuts in
spending on the military raise the danger of a military coup. Curs in food
subsidies,  in public sector civilian pay or employment or in Treasury
subsidies to loss-making state enterprises, can lead to unrest, especially
among -the urbanised, unionised and better educated sections. of society
capable of undermining or toppling governments. . Debtor country governments
often play the "political comstraints on public spending cuts” card quite
skillfully in their negotiations with. multilateral lending agencies, and
foreign private and official creditors. While these constraints may be
real, they are'not independent of the past, present and anticipated future
actions of the. gdvernments in '‘question and the scope for strategic

benaviour is considerable:



Raising current revenues Is difficult in most developing countries,
given their narrow rax base. For decades. widening the Tax-base {through a
more broadly-based income tax; through more effective énforcement cf
existing income tax rules; through a broadly-based sales tax: through
expenditure taxes etc) has been a standard recommendation £rom anyone
considering options for iscal reform in developing countries, buc
relatively 1little has happened thus far. The recommendation is
nevertheless repeated here.

Figures 3, 4 and 5 and Table 1 show how the overall tax burden and its
composition differs across developing countries and between developing and
industrial countries. The greater role of direct taxes on labour income
(including social security taxes) in the industrial countries stands out as
does the quite important role of taxes on international trade in the
developing countries, especially the poorest ones and the more open ones.

Capital flight is another factor contributing to a narrow revenue base.
While capital f£flight occurs partly in response to macroeconomic
mismanagement {(such as the maintenance of an overvalued exchange rate)
part of it is likely to be motivated by a desire to evade taxes. The
industrial countries that are the recipients of much of this flight capital
could strengthen the fiscal position of many developing countries by
reporting foreign investment income to the fiscal authorities of the
developing countries or even by acting as their agents in collecting taxes
that are due.

Through asset sales, including privatisation of publicly-owned
industries, the government can achieve an apparent once-cff improvement of
its revenue. If these assets yielded a positive net cash flow to the
government, the shért-run improvement of its financial position will be

reversed in the longer run. The asset sale is a financing item and like



public sector borrowing, belongs "below the line". ' There may of course be
excellent reasons for wishing to privatise,. including hoped-for posizive
incentive effects leading to efficiency and productivity gains in the
privactised industries.: Revenue considerations should, however, not play a
role except to-the extent that the government can sell the assets to the
private sector at a price in excess of the present discounted wvalue of
future net cash flows under continued public ownership

Even if the internal fiscal transfer is effected, che external transfer
may not materialise because there is full financial crowding-out (or
"crowding—-in") or because resources do not flow. into the right direction
and relative prices do not adjust.

The financial crowding-out mechanism is likely to bSe. quite different in
a financially repressed, credit-rationed developing: country from what it is
in industrial country where interest rates and financial asset prices
approximate - the market-clearing paradigm more closely. With private
spending constrained by the availability of rationed credit, the effect on
the current account of an’' increase in: taxes would, with a marginal
propensity to spend of unity, not be offset (even in part) by a réduction
in  private  saving. "Debt  neutrality”, . the . independence of private
consumption and investment of the government's mix of borrowing and. tax
financing12 would a-priori . seem - extremely unlikely in credit-rationed
developing countries. The preliminary findings of Haque. (1986} and. of
Haque and Montiel [1987] which do not reject cthe null-hypothesis of debt
neutrality  for a number: of - developing . countries, .are therefore wvery
surprising. - With debt neutrality, government. deficit. reductions. brought
about through tax increases would lead to an equal reduction in private
saving, leaving - tfie. current account unchanged. Permanent . cuts in

"exhaustive" public spending also would merely resulc in an equal increase
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in private consumption and no effect on the trade Dbalance. Iz seems
extremely wunlikely that developing countries [or indeed industrial
countries) exhibit debt neutrality, but more robust empiricgl evidence on
the nature and degree of "financial crowding-out” on rhe demand side would
be most useful.

Zconomists. of the structuralist schoel for a long time have emphasised
the possibility of “supply-side” financial crowding~our and - this
pessibility has also been recognised more - recemtly in “mainstream”
macroeconomies (see e.g. Blinder [1987]). The simplest version of this

involves an "Austrian” production model with lags between the application

of inputs ‘and the emergence of saleable output. Such lags create a need
for working capital to finance the process of production;. the cost and
availability of this working capital can affect {or even constrain) supply.
Reductions in public sector borrowing permitted by lower public sector
deficits brought abeout through spending cuts can therefcre boost supply
even in the short run. The effect of this supply-side stimuylus on the
current account will depend on the extent to which it induces an increase
in private absorption. (What's good news for the economy need not be good
news for the current account).

The rescurce reallocation from the non-traded goods sector into the
traded goods sector may not take place to the required extent, or at all.
Where intersectoral resource immobility reflects real economic rigidities
(skill mismatch, spatially separated labour markets etc) without seriocus
externalities there is no prima—facie cause for policy intervention on
efficiency grounds. Where inefficient laws, rules and regulations in
labour markets, housing markets and credit markets unnecessarily restrict

the mobility of 1abdur and other resources, the usual “first-best" policy

prescriptions apply: eliminate the sources of the inefficiency.
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The - implications of £iscal adjustmenc <£or  factor prices. .  and the

Hy

discribucion . of  "primary"”  incomes) depends both on the <degree o

of production

intersectoral faCCOr mobility and on the factor
in the different sectors.. Owners of factors "specific to" rhe contracting
sectors (typically: cthe non-traded good sector in the case of a fiscal
contraction) will suffer a loss of rents to these fixed factors. Zven
where and when factors are mobile and priced competitively, rhe owners of
factors used relatively intensively in the contracting sectors will suffer
a fall in real income. If these potential losers are well organised or
easily mobilised and if they cannot be bought off with an acceptable
compensation  scheme, they may. be able to block the policy changes: and
prevent the necessary adjustment.

Even 1if  compensation of losers 1is  feasible;, it is  likely to be
distortionary and. the efficiency losses  involved in  cthe  side-payments
mechanisms - should be taken inte account: in. a comprehensive cost-benefit
analysis.

Rent-seeking = behaviour = may " become  especially .intense. when = the
status-quo is threatened; the real resource cost of DUPE activiries will
have to be added to the cost of failing %o implement the fiscal program, if
the activities are successful.

Often (but not always) the signal that both indicates the need for
resource movements and motivates them, is a change in relative prices.  The
adjustment process following a fiscal contraction can be frustrated by the
failure to achieve a sufficiently large depreciation of the real exchange
rate, i.e., a decline in the relative price of non-traded goods. This is
not. too surprising once one realises that a depreciation of the real

exchange rate tends” to be associated with a reduction in real consumption

wages.13



Rigid real wages in ewxcess of marker clearing values are oIfen
maintained in the formal sector through a combination of union pressure,

sblic sector emplovment and pay rules and a high degree of index-linkin
k 2 g £

money wages to the cost of living. Achieving a real depreciaticn in

ity

o
such a setting @means rather more than implementing & nominal
"maxi~devaluation” and validating this through appropriate supporting
fiscal policies (see e.g. Khan and Lizonde [1987] and wvan Wijnbergen

[1986]). It means achieving a change in the balance of power in the labour

market by weakening organised labour and strengthening empl
and public, through legislation and other measures. Having altered the
fundamental determinants of industrial bargaining {(and lcbbying) power {(a
process 1likely t¢ invelve significant political and social conflict), =z
nominal maxi-devaluation may of course weli be helpful in achieving any
target real devaluation at least cost. For a nominal devaluation to be
superior to a nominal wage and price reduction, some form of nominal
inertia in wage or price determination must be present, or the asset
revaluations associated with nominal maxi-devaluations must be less

\
with reductions in

o

disruptive {(or contractiomary) than those associate
domestic nominal <costs and prices. The rigidities stressed in most
discussions of developing countries' labour markets are, however, real, not
nominal rigidities. Nominal inertia (both in the level and rate of change
of money wages and prices) may however result from lags in the indexation
process, staggered, overlapping wage contracts and slow adjustment in
inflationary expectations. Possible short-run contracticnary effects of
maxi-devaluations have been stressed by many experts (see e.g.

Diaz-Alejandro [1965}, Krugman and Taylor [1378], wvan Wijnbergen 115867,

Edwards [1986]). E¥en as a facilitating instrument in a real exchange rate
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adjustment that is warranted by the fundamentals, nominal maxi-devaluations
don't appear to be an automatic policy choice.

Note that "once-off" maxi-devaluations are quite distinct from choosing
a higher rate of crawl in a crawling peg exchange rate regime. IE che
government's fiscal and financial policy choices. imply a’ permanently higher
rate. of monetary growth and (eventually) a permanently higher rate of

inflation, a higher rate of depreciation of the nominal exchange rate is

implied,  eventually. Different rates of (anticipated) inflation imply
different . amounts of “"seigniorage"™ or (anticipated) inflation rtax
extraction, The fiscal aspects of the inflation tax are considered in

Section 6 below.

Incomes policy, i.e. direct wage {and possibly price) controls too will
not be helpful in achieving a lasting real depreciation unless it changes
the underlying balance of power in the labour market. It may, of course,
still be helpful in. facilictating the ctransition from a high rate of
inflation {or even a hyper-inflation) to a'lower rate of inflation a least
cost in terms of output and employment  foregone, by breaking cthe wvicious
"after—-you™ equilibrium of oligopolistic wage and price determination and,
perhaps, by adding to the credibility of the accompanying fiscal-monetary-
exchange - rate policy package. Both incomes policy and. nominal exchange
rate policy can be used to "signal” government intentions and to "break” a
non-cooperative wage. and price setting equilibrium - by acting as  a
co-ordinating device for oligopolistic unions and firms.

Finally, even if the right fiscal correction is undertaken, and the
private financial surplus does not decline one for one wich the public
sector financial deficit, and the real exchange rate depreciates and

rthe

resources flow out “of the non-traded into cthe traded goods sector, th

resulting improvement in the trade balance may have the wrong composition
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Faya

as regards increases in exports wversus reductlions in imporss. without

ot

detailed information on the productive echnolcgies, econcmy-wide factor
supplies, intersectoral factor mobility, global and domestic demands, it is
impossible to determine whether the resources £lowing into the traded goods
sectors should be allocated to the production of exportables or of

import-competing goods. The 1%87 WDR suggested that, as an empirical

matter, many developing countries had contravened their trus internaticnal

through overvalued exchange rates, tariffs, non-tariff barriers to trade,

Even where

selective use of subsidies and credit rationing
true, the magnitude of the corrective policy response that Ls required is
v ne means obvicus. The didentification and pursuit of comparative
advantage in & highly distorted economy is very difficult, not only

.

politically, but also as a narrowly technical or conceptual issue.

4. The solvency of a mation

In this Sectiocn the solvency of a natiomal economy is studied not
P P a 3 * :
because solvency is necessarily (or even frequently) & binding constraint

onn external borrowing strategies, but because the "forward-looking"

accounting framework involved in solvency assessments can be wused to
evaluate the internal consistency of any set of plans for external

borrowing, debt service, exports, imports and other current external

transactions.

Time-consistent external debt strategies, 1.e. plans for external
borrowing and repayment which are at each instant in the perceived
self-interest of the sovereign beorrowers and the creditors (absent “third

party" enforcement  of the laws of contract (including the laws of

bankruptcy)), may well lie strictly in the interior of what would be the
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feasible set in the presence of credible, binding commitments »yv debrnors
and creditors. ‘ Even such (socially sub-optimal} <=ime-consiszent plans
must, however, be feasible or internally consistent. This Section and the
next focu; almo;t exclusively on the narrow issue that. current and future
plan; should v"add up". For the analysis of the positive and normative
issues of sovereign borrowing, ability and willingness to pay see e.g.
Eaton and- Gersovitz [1981  (a,b), 1983], Eaton, Gersovitz and Stiglicz

[1986] and Kletzer [1984}.

Ay

Consider the current account identity in equation (1lbj. et Fx a Rx-Dx

-

Ee the nation's stock of net foreign assets, £* = EF*/PQ the stock of net
foreign assets as a fraction of GDP, tb = TB/Q the trade balance surplus as
a fraction of GDP and a* = EA*x/PQ foreign aid and other current.ctransfers
from abroad as a proportion of GDP. Let n be the proportional growth rate
of real GDP, r the domestic rate of GDP inflation, x* the world rare of GDP
inflation, ¢ the proportional rate of depreciation of the nominal exchange
rate, ¥ the proportiomal rate of depreciétion of the real exchange rarte
(defined here as the ratio of the foreign GDP deflator times the nominal
exchange rate vto the domestic GDP deflator} and r* the foreién real

interest rate,lf It follows thac
7!54-1*—1
and
r* = ik — gk
ﬁsing these notational conventions, equatién (lb) can be rewritten as:

Af* = cb + a* + (r¥+y-n)fx (12)



Note that a depreciating real exchange rate {-~ > 1, raises the domestic

real resocurce cost of any given foreign rea The
(12) implies the intertemporal national budget constraint, present value
nztional budget constraint or natiomnal solvency constraint given in (13).

PV {(s;tb+a*;r*+v-n) denctes the present disceounted value, at time s, of the
14

entire planned or expected future stream of trade balance surpluses plus

(e

net foreign current transfers (as fractions of GDPF) tb + a%, where he

discount rate is the real-exchange-rate-depreciation-corrected forsign real

Gi

interest rate (r*+y) minus the growth rate of real GDP, n.

o~
o
w
-

-f*(s) = PV(s;th+a%;r*+y-nj

Equation (13) means that the present discounted value of future trade
balance surpluses plus net inflows of foreign aid and remittances (as a
proportion of GDP) is just equal to the nation’s current net external debt
(as a proportion of 6pP).15:26  The sum ‘6f the trade balance surplus and
the net current transfers will be referred tc henceforth as the nation's
primary surplus.

The nation's primary surplus is occasionally called the nation's net
resource transfer. In principle names don't matcér, although poorly chosen
names can sometimes confuse the unwary. The primary surplus is the excess
of domestic income over national absorption. The current account surplus
is the excess of national income over national abscrption.

The primary surplus measures the nation's net resource transfer to the
rest of the world when domestic income is taken as the "benchmark® or
*origin® relative to which transfers are measured. The current account
surplus measures the nation's net resource transfer to the rest of the

world if national income is taken as the benchmark or origin. The first
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cransfer concept emphasises the location of resources' and cthe  income
streams they yield within the nation's boundaries. The second concept
focuses on the ownership of resources and the associated income streams dY

national residents, irrespective of the location of the resources.

ci i

An  emphasis on rthe ‘"territorial® definicion over che ‘“ownership"
definition (or vice-versa} is sometimes adopted by those with strong views
on the (il)legitimacy or priority of foreign ownership claims on national
resources (directly or through the tax system). It is {fortunately) not
necessary for what follows to get sidetracked any further into these
semantic discussions.

Equation  (13) follows from the asset-revaluations' and real-growth-
corrected current account identicy (12} only if rhe following rather
technica.l-sounding condition holds: The present discounted value of the
nation's. net . external . debt. in .the very.  distant . (strictly. . speaking
infinitely far) future is zero.l7 What this means is that, ultimately, the
external éebc/GDP ratio has to grow at @ rate less than r¥ + ¥y -~ n or
equivalently, that ultimately, the real external debt has to grow at a rate
less than r* + v, or again that, ultimately, the foreign currency value of
the external debt should grow. at a rate below i*. ~ Ultimately, therefore,
the country will have to run primary surpluses in order to service (pay the
interest on) its debt. Solvency does not require that the debt be repaid,
only that. it is not possible indefinitely to finance .the interest bill
through further borrowing: at some stage primary surpluses must be achieved
and- any further borrowing will not be sufficient to pay the entire existing
interest bill. The nation cannot play a successful Ponzi game.

& debtor country (with f*<0) facing a real interest rate on its debt in
excess of the real growth: rate need, in principle, never achieve any

current. account surpluses in order to pursue a strategy consistent with



or wultimate insoclvency; only & debt GDP ratio scheduled <o  rise
indefinitely at a rate in excess of r* + ~ - n would spell svenrual default
or repudiation.

Given the existing debt, the primary surpluses prcjected fior the future
and  the projected future interest rates, expressions such as {(13), fleor

(133 or (13"} in footnote 16] can be used to assess the consistency of the

external 4debt strategy. If, under current policy projections, equation

(133 s viclared (specifically if the left-hand side =exceeds the

I

right-hand-side) this doesn’t mean that default is inevicable, only that
the strategy under considerationm won't work. What will "give®™ o achieve
equality in (13) is what the debate during the current debt crisis is all
about. The lenders would like to see larger trade balance surpluses by the
borrowers {larger tb values in equation (13) and indeed current account
surpluses to reduce the creditors' exposufé in the debtor countries). The
borrowers would like to see some combination of more zid (larger a*), lower
interest yates (lower r*), better terms of trade {negative 7),‘ higher
growth (larger n) or a write-down or write—off of (part of) the debt {(a
smaller value of —f*).

Capital flight introduces an important further dimension to equations
(12) and (13). Net foreign assets, F* consist of official foreign exchange
reserves R; and, in many developing countries, of a large amount of-private
foreign claims or assets -D*P against which is set a large amount of public
or publicly guaranteed debt, D*G.  The income from the private overseas
asset holdings often either stays abroad or, if repatriated, manages to

escape the domestil fiscal authorities. New private capital outflows

similarly are often beyond the control of the domestic authorities. Much



of the debt crisis debate then effectivelv focuses on the lefz-hand~-side of

t~e rearranged balance of payments equation (14

apxG = arx - [EZ2 e ax] + 1x(0xG-Ra) 4 [1xDXP-aDxF) (1)

The lenders are concerned with the developing country's debts  (D*G)
not with its unattachable assets. Income from these assets tends to stay
abroad (i*D*P, which is negative, automatically "disappears™ into ~AD* Py
Even the building up of reserves by the monetary authoricies 1is often
viewed with suspicion, as being "at che expense of" debt service or, worse,

4

in anticipation of a post-repudiation cash-in-advance international trading

regime for the country.

Other critics have pointed out causal links between AD*G. and AD*?, with
new foreign lending to the public sector of highly indebted developing
countries disappearing virtually instantaneously as private capital flight,
and at times returning to the lending bank; by return of electronic mail.

In the limit, capital flight and the associated ctax evasion mean chat,
effectively, the nation's private external assets cease to be part of itsg
rrue economic base and certainly of its public sector revenue base, leaving
only the public external liabilities. This  threatens the solvency of
potentially viable nations. That the problem is serious can Dbe inferred
from Table 2 which reproduces. some estimates by Cumby and Levich [1987} of

the extent of flight capital for a number of countries.

5. The solvency of the public sector

The discussion of "national solvency” in the previous section should
not lead one to think of any country, developing or industrial, as being
-

well characterised by a single representative, national agent, 1.e. a



all mnational resources. As the externzl ctransfer :in nmosc ceveloping

[}

countries is mediated through the public sector, separate consideration of

3

the financial accounts, solvency conmstraint, spending programme and revenue
basis of the public sector is in order. 19

bli

I
O

I

Equation (15) gives the budget identity of the consclidated p

0

sector, i.s. general government, central bank and stace enterprise
af 48 | %(AD*G—AR*) = G 4+ 16 - PEA_*— T -7+ ;ﬁ . %(3*9-3*) (15

H is the nominal stock of high-powered money or reserve money, i.e. the

monetary base. It consists of coin and currency held by the public and
reserves held by the commercial banking system and bears a zero nominal
. - . . . Il 5 v s

interest rate. Gross public sector capital formation I¥, the public sector

capital stock XG and the depreciation rate of the public sector capital

stock & are related by

4KG = 16 - 5KG.

N

F*C = R¥ - D*C is che govermment's net stock of foreign assets. The
government's gross return from the public sector capital stock, J, can be
written as the product of the capital stock KCG and its gross rate of

return 7, i.e.
J = 7kC.
We also define the following ratiocs to GDP:

: G
h = H/EQ; kG'KG/Q:b'%; cG-g—; iG-Q—;f'g-: £4C = gl

-



*G *
and p* = ERT .

+G . ED
d*G = 5

The government budget identicy (13) can then be rewritczen as:
4b =~ AF*G - kG = G - [y,

+ (r%-n) (b-£xG_kG)

+ (r-1%)b - v+ & (rx—(p-5))k6

- [dh+(n+x)h]

Let D denote the net non-monetary liabilities of the government, and d

their ratio to GDP, i.e

EF+G .
5 K

B
D= 5

and

Ol o

The budget identity can then be written more compactly as in (16)

4d = ¢S ~ (ak4r) + (rd4y-n)d + 0 - o (167
where
2 = (r=(r*+y))b + (r*4y=(7~5))kC (17a)
and
(17b)

o = Ah + (n+x)h
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The increase in the public sector's net debt-GDP ratioc can. irom

equation (1l6), be expressed as the sum of four components. is
<Gy N ; s : S ; |

cG—{a*+r), the basi public sector primary /nen—inteyest) <current ox
consumption account) deficit as a proportion of GDF. The second,

{r*+p-njd, is the real interest payments on the debt corrected for the

growth of real GDP, as a proportion of GDP. The real interest rate imputed
6 the debt is the world real Interest rate r* ® i* - % plus the

proportional rate of depreciation of the real exchange rate 7.
0 consists of rthe additional interest losses (which may of course De

negative’ accruing on the various assets and liabilities due to the fact
g

o
t
-
o
o
A
—
I
[l
b
o
5]
o9
e
H
5}
®
2]
)
th
Al
o
=]

that the real rate of return on these assets an
the world real interest rate corrected for real exchange rate changes.
dOmestib debt pays & real interest rate in terms of home goods {(I) in
ewncess of the world real interest rate corrected for real exchange rate
depreciation (rk+y) then ¢ increases by an amount (x={x¥+y))b. 1f the
foreign real interest rate corrected for"rea}_ exchange rate depreciation
exceeds the net real rate of return on public sector capital, 7 - &,
£ increases by an amount (r*w-(n—é))kc. Finally, the increase in the
debt—GDP ratio will be smaller, the larger ¢, real seigniorage or the real
value of the increase in the nominal high-powered money stock {as 2
proportion of GDP).

From (16) and (l7a, 17b) a few obvious facts stand out.

Substituting domestic debt for foreign debt,

The substitution of domestic debt, b, for foreign debt (—f*G), will
worsen the budgetary pesition of the government if the domestic real
interest rate exceeds the foreign real interest rate corrected for real

exchange rate depre’ciacion. Both Turkey and Brazil have in recent Yyears



pursued such. a strategy, which may not have been very. sensible (see anand
and van Wijnbergen {1987’;’)'.

If the substizution of domestic government deot for Zoreign pudblic debt
takes the form of a "stock-shift" open-market swap, the nation
foreign indebtedness at ' cthat instant will not  of course have been
affected. = Private external indebtedness must have increased by the same
amount as the reduction in foreign indebtedness. The govermment's balance
sheet will have been weakened while that of the private sector has become
stronger. This creates a problem if and to the extent that the government
has trouble effecting the increased internal fiscal ctransfer reguired to
service its. . costlier debt.

If the substitution of more expensive domestic public debt for foreign
public debt zakes the form of the governmment financing a larger share of
its flow deficit by borrowing domestically, there will be, as time passes,
first-order effects on cthe evolution of the nation's net external
indebtedness, .{l) .chrough the higher fuﬁdre public sector deficiz that
would result because r > r* + y (even if seigniorage, the primary deficit
and the rest of ¢ are unchanged); and (2) through any éffeccs of the change
in the internal-external financing mix on private saving and investment.
If . the private - sector . cannot-: borrow.  abroad.. (or .cannot . increase.. its
borrowing: abroad), the increased government borrowing in the. domesti
capital markets will crowd. out private investment, either by pushing up
domestic real interest rates or by tighter credit rationing. The response
of private saving is less clear-cut, but under the conditions just stated,
the private sector financial surplus will have to increase by the full
amount  of the switch of government borrowing from the external to the
internal financial ~markecs. When private . access to the' international

financial markets is. limited but non-zero, the short-run response of the



current account is still likely to be an Improvement.
likely to have been purchased at a cost in <erms of domestic inveszment.
Over time, the government would alsc encounter the more acute internal

fiscal transfer problems discussed before.

The debt burden snd the real exchange rate.

As was discussed in connection with national soclvency in Section 4, 2z
depreciating real exchange rate (y > 0) increases the real domestic
rescurce cost of servicing foreign debt (at any given world real interest
rate r%), This confronts debtor countries with rthe unpleasant dilemma that
they must achieve an improved level of competitiveness in order zo generate
the trade surpluses to required service their debt, while the very process

of improving their competitiveness increases the real turden of that debt.

The return on_the public sector capital stock.

The implications of different rates of return on the public sector
capital stock?0 can be brought out most easily by considering two extremes.
The first, optimistic, scenario has the net rate of return, 7 - &, equal to
the opportunity cost of govermment borrowing, =+ + . If in addition
r = r*¥ - 4, the primary deficit driving the debt dynamics in this case is
simply the current or consumption account deficit, G - (a*x+r) .

The second, pessimistic (or realistic?), scenario has the gross rate of
return 7 equal to zero. Capital effectively ceases to be an asset and
gross investment (iG = AKG+(5+n)kG) is like public consumption expenditure.
Let net fublic debt excluding capital as a proportion of GDP be

d = (B-EFG#)/PQ. If in addition we have r = r* + vy, the budget identirty

becomes

Ad = G + 16 - (a*+r) + (r*+y-n)d - 7. (18



The primary deficit driving the debt dynami

sector capital formation.
<G —(a¥x+r} + ¢ would be everi larger.

The soclvercy constraint of che public sector

From equation (l6) we can obtain the intertemporal budgest comstraint,
present value budget constraint or solvency constraint. of the public sector

in the same way as was done for the natiom as a whole in Section 4. Ir is

given in equation (19)

ot

G

d({s) = PV(s;r+ax-¢-cC rxry-n} + PV{s 0 rx+y-n} (

The present discounted value  of future primary government surpluses

(including ¢, the drain om public sector revenues caused by costly domestic

sl

debt and low-yielding public sector capital) plus the present value o
future rescurces. appropriated by prinfing money should be equal =
ocutstanding net public debt . 2L

As in Section 4, the solvency constraint {197 should be viewed as an
ex-ante consistency check on the government's spending, revenue raising and

.

monetisation plans, given its initial outstanding debt.

When spending and revenue projections are made and evaluated, it is
important to be aware of the spending and revenue implications of wvarious
structural adjustment policies.

Trade liberalisation, when it takes the form of reducing tariffs or
export taxes and when the revenue base is less than unit elastic wirth
respect to tax and cariff rates, will reduce revenues and weaken solvency
unless furure primary deficits are reduced or future seigniorage revenues
are boosted.  If neither occurs, the debt will not be serviced in full and
we'll see either éxplicit (partial) repudiation or capital levies etc.

This is not necessarily a bad thing, although it is likely . to affect



adversely the government's future abilizy o Sorrow. The case Zor a more
explicitly contingent public debt (iInternal and externmal; has Deen made
forcefully ameng others by R. Dornbusch 1386 pp.131-130 and pp.:

Provided the contingencies are clearly defined and observable and not under
the control of the borrowing government, the case for making debc
share (with labour and the owners of capital) in the burden of adjusting =o
internal and external exogenous shocks would seem to be a strong one.
Replacing quotas and import licenmses (which typically are not auctioned

off competitively) by uniform tariffs, as is currently being recommended b

the World Bank, will raise government revenue in addition %o having
allocative or efficiency effects and may reduce the rasturns to
rent-seeking activicy.

The consequences of internal and extermnal financial liberalisation for
the government's ability to extract seigniorage will be considered in

Section 6.

6. Seigniorage ag a tax

Seigniorage, ¢, the increase in the nominal high-powered mcné} stock
(as a proportion of GDP) can be written in a number of ways as shown in
equation (20). u = AH/H is the proportional rate of growth of the nominal
high-powered money stock and V = PQ/H is the income velocity of circulation

of high-powered money.

VA

q
»
3%
—~
2
e

= Ah + (n+r)h

- y,v—l = #h
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As can be seen from the second lime of {(20), tozal seigniorage can bde
broken down into 2 components, the reduction in the high-powered money -

DP ratioc cthat would occur as a result of nominal. GD? growth, holding

(3]

snstant the nominal stock of high-powered money {(n+r)h; and che change in

e}

the high-powered money-GDP ratic (3dh = -av 2y 1f money demand aquals
money supply, (n+rz)h can be interpreted as the growth in nominal money
demand due to inflation and real GDP growth at a given wvelocity. 4h is zh
increase in real wmoney demand due to declining wvelocizy. The t©wo

components will often move in opposite directions. Higher actual inflation

will cet.par. increase (n+x)h. Directly and

rates, higher expected inflation will also ctend to increase velocity

N

(reduce money demand at any given level of income;... The third line of (20
provides a decomposition of seigniorage (or the inflation. tax) into an
inflation tax rate, u ® AH/H and an inflation tax base, h = v-l. & higher
inflation tax rate will, given the tax base, raise seigniorage revenue. To
the extent that a higher wvalue of gy raises the expected rate of inflation
(and for increases in u Cthat are perceived as permanent, it will do so
sooner .or latery, it will also raise velocity and: reduce the rax base.
Only if the elasticity of velocity with respect te x is less than unity,
will seigniorage revenue go up as u increases.

Consider the monetary base demand function given in equation (21)

b o= £(1,Q;¢) £1 < O (21)

¢ 1is a set of variables such as expected inflation, expected nominal
exchange rate depreciation, foreign interest rates, official bank reserve

requirements, capital controls etc. that may influence the demand for base

money in addition t5 i and Q.



of real monev base

fQ will be positive {negati-
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the moment, assume a unitary income elastzicic:
that is independent of the rate of inflation. In the long run, = = z - n.
For a number of commonly used money demand functions such as the linear one
in (22a) and the log-linear one in (22b) the long-run relationship between

monetary growth and real seigniorage has the "Laffer curve” shape shown in

Figure 6.22
h =a - bi a,b, > 0, i < ap~l (22a)
Inh=2a -5t 1 bt > 0 (2203

For the linear demand function, shown in Figures 6A, 6B, and for =the
log-linear demand function, shown in Figures 6C, 6D, there is a unique,
finite, long-run seigniorage maximising rate of inflation (a/2bt in the
linear case, 1/b' in the log-linear casfa). No rational policy-making
process would drive the long-run inflation rate beyond this peint as in
addition to the costs of higher inflation, there would be a reducticn in
inflation tax revenues, Many past and recent hyper-inflationary or
near-hyper-inflationary episodes nevertheless saw the rate of inflation
pushed well beyond the point of negative seigniorage returns. The
political economy of such monetary dirrationality is not wvery well
understood.

The importance of seignicrage as a source of government revenue varies
widely across countries at a point in time and over time for any given
country. Only the cross-sectional wvariation is shown in Table 3. Note
that all these data_understate seigniorage revenue, as they only refer to

currency outside banks. Currency held by the banks as "till money" and
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s" ba.ances with the

h

reserves held either as cash or in the form of banke
Central Bank are omitted because the data
The seigniorage tax Dase can  De

international currency substitution

financial developments and reforms. Dor
the development of deposit-taking insctitutions paying attractive interest
rates will shrink the demand for currency held outside the banking system
{Cur). With a given reserve requirement (4} against deposits (Dep;
(assumed binding;, the reserve component of the monetary base {Res) will

grow when bank deposits grow, as

Since H ® Cur + Res, even the sign of the net effect of domestic financial
deregulation and the growth of bank deposits on the seigniorage tax base is
an empirical matter. Flight out of domestic currency and out cof domestic
bank depo;its into foreign currency and/or foreign bank deposits. in
response to international interast differentials and/or expectations of
exchange rate depreciation will: unambiguously shrink' the seigniorage rtax
base. More quantitative information on the demand for high-powered money
as a function of ekpected inflation, domestic and foreign interest rates,
expected exchange rate depreciation, the development  and degree  of
sophistication of the banking system and the tightness and effectiveness of
exchange controls would be very helpful.

In an . economy in  which all . sources of government .  revenue are
distortionary, optimal policy will minimise the unavoidable dead-weight
losses involved in raising a given total revenue by using all available

revenue instruments” including the inflation tax. More reliable knowledge



lation tax rate on zhe inflation

cuncerning the effsct of changes in the
tax yield is required if this instrument is c be used properly.

Seigniorage as defined here can be viewed as the expected

tax. If the government has a significant amount of long-dated
denominated (non—-index-linked) debt ocutstanding, it can in addition use
unanticipated inflation as a capital levy on the holders of this debt.
Since the external debt is denominated in foreign ;currency and much of the
domestic debt is effectively index-linked, this may not be as important a
source of revenue as it could be in many of the industrial countries. In
addition, this policy suffers £from the defect that repeated use will lead
to inflation risk premiums being built into the nominal yields on newly
issued nominal debt.

inally, inflation will affect the real yield of other raxes and
revenue sources {specific duties, charges, tariffs etc.) and the resal value
of public spending because many spending programmes, tax schedules etc. are

not index-linked and adjust to inflation ohly with a lag.

will

The biases do not always ge in the same direction. Inflacion
raise the real yield of a progresive income tax when the progress:’fve rate
schedule is not index-linked and adjusted to inflation only with a lag.
Delays in the collection of taxes can, unless the right interest penalty
for arrearages is imposed, reduce the real tax take significantly in an
inflaticnary envireonment. Again our quantitative knowledge of the effect
of inflation on real public spending and revenues is very incomplete,
although Tanzi's [1578] work suggests that very high rates of inflation
unambiguously and significantly reduce real public sector revenues.

What 1is c-lear is that the pursuit of reductions in the rate of

inflation in the range where this reduces seigniorage may have serious

fiscal consequences. If no matching reduction in the primary government
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deficit is achieved, the growth of interest-bearin
or external) will be increased. If taxes are raised or spending cuz <o
prevent an increase in the growth of the public debt, the demand-depressing
effect of the monetary tightening will be augmented bv a contractionary

iscal impulse and a serious recession may result. While rthis may be
judged <o be a price worth paying for a reduction in the inflation rate,

the choice should be made in full awareness of the entire range of likely

consequences.

7. The consistency of inflation targets and financeable deficits

Recently the World Bank has developed a "short-hand consistency check”
on. certain aspects of a govermment's fiscal, financial and monetary
strategy. This approach, based on the work of Anand and van Wijnbergen
{1987], Knight [1986} and Coutinho {1986, 1988} within the Bank and closely
related to some recent work of mine (Buiter [1983a,b] ([1985], [1987a,bj)
can be interpreted readily using the acébuncing framework of Sections 6
and 7.

Let 2z denote the real-growth-corrected operatiocnal deficit as a
proportion. of GDP, i.e.  the sum of the primary deficit  and the
asset-revaluations-and-real- growth-corrected interest paid on the. debt, as

a proportion of GDP:

z m cC + iG - (a¥+r) + 2 + (r¥+y-n)(b+d*C-p*) (23)

The public sector budget identity given e.g. in equation (18} can be

rewritten as

o 8 z - (Ab+Ad*C-ap™) (26)



This 4didentity can be used in a number of wavs. Crne i1s tTo =zreat

m-netary financing, o, as the residual.

Ior rthe

To implement this, projections are provided Zor z,

primary deficit and the interest payments on <the outstanding sTocks o

P
[

internal and external public debt. This requires projecticns cf re

rh

interest rates, i.e. of domestic and foreign nominal interest rates, o
domestic and foreign inflation rates and of changes in the real (or
neminal) exchange rate. The "financeable deficit” is then calculated,
basically the desired (or permitted) changes in domestic indebtedness, b,
external indebtedness, Ad*C, minus any desired increase in external foreign
exchange reserveé, Ap*. This uniquely determines ¢, the value of the real
resources {as a percentage of GDP) that the govermment will have to
appropriate by running the printing presses.

With the required amount of seigniorage from equation (24), plus a set

of equations relating base money to inflation, {typically centred around a

sV

high-powered money demand function) the - inflation rate implied bv the
fiscal-financial programme on the right-hand-side of equation (24) can be
determined. A popular candidate used In World Bank analyses “is the
long-linear base money demand function {in the example considered here, the
income elasticity of money demand is constrained to esqual unity). The
inflation rate is the only other argument in this fun;tion. A in equation

(25) denotes the desired or long-run demand for base money as a fraction of

GDP.
- el@8' 850 (25)

The actual inflation rate » is assumed to exceed (fall short c¢f) rhe
-

expected, inertial or 'core' inflation rate = whenever h exceeds h. This
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relationship can be perturbed 5v additive sxogenous shocks X,
3 ES

r o= e(h-hy + 7 + x £>0 (28)

Q
y

Finally, inertial inflation = is assumed <o be. 3

Given o from equation (24 and equations (235}, {2%) and (27;, we can

calculate the inflation rate consistent with the deficit scenaric and the

assumptions about the financeable deficit.
of inflation can then be compared with the rtarget rate of inflation {and
with the inflacion assumptions that are impliciz inm the projections made to
obtain the right-hand-side of equation (24;.

The converse approach is to start with a target path for inflaticn and
to. derive the path it implies for seigniorage o given equations {23), (25}
and {(27). Given the amocunts that can be:borrowed at home and abrecad and
given the target change in international reserves, this implies a path for
the operational deficit. This can then be compared with the actual plan
for the operatiornal deficit.

Any inconsistencies {in practice most likely to take the form of an
implied inflation rate in excess of the target rate or an implied de
in excess of the target one) will have to be reconciled by some combination
of revisions in inflation projections, cuts in the primary deficic,
reductions in the internal or external interest burden, increased internal
or external borrowing (including arrearages) or lower foreign exchange
reserves.

Note that from the public sector solvency comstraint given in equation

(17), given the initial net debt and the projected path of future



(corrected) primary deficits and of future irerest rates and growth
rates, the present disccunted value of future seigniorage required o make
these projecticns consistent with government solvency can e calculated.
This PDV can of course be achieved with many different time paths for o.
The approach outlined in this section picks among these many feagible time
paths for ¢ by specifying paths for 4b + AQ*G - Ap* (i.e. for the
financeable deficit).

I consider this approach (basically a simple "uses and sources of
funds" accounting exercise for the consolidated public sector with minimal
behavioural fill-in (just the base money demand functicon and the inflation
equations)), to be potentially useful because it imposes the essential
discipline of looking at the totality cf plans for public sector outlays,
receipts and financing. Such an integrated apprcach is the only ome that
makes sence. Granted this 'global' approval of the method, 1 have scme
worries about misleading inferences that might be drawn from its
prima-facie low behavioural content. There also are, inevitably, seriocus
problems with any actual empirical implementation.

Nothing from nothing

The approach carries with it the danger that a casual reader or
careless user might infer that in order to engage in macroeconomic policy
svaluation all one needs is a base money demand function and an inflation
eqﬁacion. (1f prices were perfectly flexible, one could even dispénse with
the separate inflation equation). In fact, in order to do the exercise, a
vast amount of (implicit) ecomomic and econometric modelling is required to
produce projections for the right-hand-side of equation (24). There we
find a number of key endogenous variables whose determination requires
(implicitly or explicitly) the kind of general equilibrium macroeconometric

modelling that the consistency check appears to short-cut.
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among these key endogenous wvariables are cthe domestic real interes

LY

rate, the real exchange rate (through ~) and the growth raze and _evel o

The real “ax

2]

2al. economic activity.

receipts and other current revenues and out.avs are o {amon
y S g

other things} cthe levels of outputr and employment. The consisctency check
should in principle be extended fo include chese variables. Wwhen this is

not done, the danger exists that changes in policy that are intended to
eliminate an ex-ante inconsistency between inflation plans and budget
deficic plans will only do so by enlarging the inconsistency between the
inflation and deficit projections on the one hand and the real interest
rate, real exchange rate and real economic activity assumptions on the
other hand.

The base money demand function

Having estimated base money demand functions for the UK and USA for the
post-World-War-II period, iz is easy to become impressed (and depressed)
wirh the instabilicy of rthis relacionshiéi Much of this can no doubt be
explained (ex-post) as reflecrting irregular spurts of financial innovation
and development. In  addition there are likely cto be episédes of
(disyintermediation in response to changes in regulatory policy.  In a new
industrial country such as e.g. Brazil all these sources of instability are
likely to be present in force, plus some others. Variatioms in the degree
of stringency of capital controls are likely to be reflected in variations
in the degree of (direct) international currency substitution. ' Changes in
reserve requirements are also likely to shift a simple base money demand
function such as the one given in equation (25}.

The inflation function
Equations .- (26)" and (27). define a  completely ' 'backward-looking'

inflation and price process. There is no room for announcement effects,
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credibilicy etc. to affect the rate of

shift dummy x. There is also no room in

%) for a role for indexation arrangements. direct

exchange rate behaviour or cost pressures (domestic
is easy to criticise any piece of empirical work for errors of omission
(and errors of commission), these specific c¢riticisms are born not out o

scholarly thirst for purity, but out of worries resulting from the fact

that these particular omitted factors are widely recognised as
played (and continuing to play) a major role in the economic processes
governing contemporary Brazil, Argentina, Mexico, etc.

The seigniorage Laffer curve

4s was pointed out in Section 6, many theoretically and empi
acceptable money demand function have the property that there is more than
cne rate of inflation that can generate any given amount of seigniorage.
This is most easily seen if we consider stationary equilibria in which the
(actual and expected) rate of inflation lS constant over cime. (Yot all
plausible money demand functions have this property; e.g. the hyperbolic
function h = a"/(b"+r) with a",b">0 has seigniorage independent of the rate
of inflation; the constant velocity version h = a, a>0 has seigniorage
increasing with inflation forever; other reasonable functions yield many
local seigniorage peaks and troughs).

The long-linear function often used in the Bank's analyses has the
unimodal long-run seigniorage Laffer curve depicted in Figure (6¢,d). When
the inflation rate is calculated that yields a given amount of seigniorage,
the lower of the two rates is typically chosen in Bank analyses. While
this may be good prescriptive economics (no rational policy-making process
would drive the rate of inflation beyond the point at which it yields

maximal revenue), it is likely to be bad positive economics. Every
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hyperinflation in hisctery clearly put che country e¥periencing it on the
revenue—inefficient side of the seigniorage LaZfer curve. The same is
likely to have been true with the very high rate of inflation seen in a
number of Scuthern Cone countries In recent Years.

Inflation and the primary deficit

It is likely to be empirically imporctant to aliow for the effect of

inflarion on the primary deficit. As pointed out in Section 6, we know
from the work of Tanzi [1978] and others that with very high rates of
inflation, government real tax revenues will decline, quite often
dramatically. 1f there are any elements of nominal progression in the
income tax structure, this real revenue-raising effect will be swamped by
the effect of collection lags and lags in’ the iInflation adjustment of
specific duties etc. Less is known about the effect of high (and variable)
rates of  inflation on government expenditures. Empirical studies must
allow for feedback from the inflation rate to be first cterm on the
right-hand-side of equation (24}.
More lack of superneutrality

Different rates of inflation may affect the right-hand-side of equation
(24) not only through the primary deficic but also through the real
interest rate and the depreciationm of the real exchange rate.. 1 donr'ct know
how to evaluate the quantitative significance of this point.
Unclever budget cuts

It may be unnecessary to point out that even within the primary deficit
total, the various spending and revenue compoments are not independent of
each other, in the short run and in the long run. Spending cuts that
depress agtivity also depress output-or-income-sensitive receipts. Even

without extreme Lafferian responses, supply-side-friendly tax cuts or

subsidies may recoup part of the initial budgetary cost. Cuts in




productive public sector capital formation may damage the supply side of
the economy, conceivably to the peint that cthe public deficit rises rather
than falls (see Buiter [1987b!). While these problems are not specific =o
the approach under consideration, they are important when the policy

response to an “inconsistency verdict" is being pondered.

8. Conclusion

This paper is a non-systematic perusal of some of the key issues in the
design and conduct of fiscal policy for stabilisation and structural
adjustment in developing countries. Its coverage undoubtedly is subject to
both Type I and Type II errors. I nevertheless hope that its focus on the
external and internal transfer problems, national solvency and public
sector solvency (with a fairly eXCEnded.discussion of the inflation rax and

the consistency of fiscal, financial and monetary plans) does provide a

useful starting peint for further discussion.



Footnotes

* Many of the participants at a World Bank W.D.R.) worsshocp on fiscal
policy in the 0.E.C.D. and in the developing countries (on October 3C,
1987} made helpful comments on an earlier drafc of chis paper which was
written as a background paper for zche 1383 W.D.XR. among cthem were
Guillermo Calvo, Virto Tanzi, Sweder van Wijnbergen, Alain Ize and Brian
Pinto. Gus' Ranis. also' made a number of helpful suggestions on: an
earlier drafc. The World Bank does not accept responsibilicy for. the
views expressed herein which are those of the aurthor and should not be
attriburted to the World Bank or to its affiliated organizations. ® The
findings, interprerations, and conclusions are the results of research

supported by the Bank, they do not necessarily represent official

policy of the Bamnk. The designations employed, :the presentation of

[at

the

material,  and- any  maps - used- in - this - document are  solely £o

convenience of the reader. and do not imply the expression of an

g

opinion whatsoever orn. the part of the World Bank or its affiliates
concerning. the legal status of any country, territory, city, area, or

N .
s- boundaries,

[ad

of its authorities, or concerning the delimitation of i
or national affiliation.

1 These are Argentina, Bolivia, Brazil, Chile, Columbia, Cote D’'Ivoire,

Ecuador, Mexico, Morocco, Nigeria, Peru; Philippines, Uruguay,
Venezuela and Yugoslavia. The World Bank's group @ of seventeen
"Heavily-indebted countries” adds Costa Rica and Jamaica. Further

major debtors are South Korea, Thailand and Turkey.
2 The World Bank's World Development Report identifies 24 countries as

Low-Income . Sub—Saharan Africa and 10 more as (lower) middle-income

Sub-Saharan Afrfca.
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A reduction in the private sector
improve the current account deficic. where zthis can be achieved
through an increase in the savings rate, it will in general be welcome.

In many of the poorer developing countries, the scepe Zfor this is

rather limited. A reduction in the private sector financial
through a cut in private sector capital formation is unlikely to bde
desirable.

Again this ought to be called the increase in the (internal) £fiscal
transfer, but established usage and verbal hygiene conflict here tco.
It is assumed for simplicity that the interest rate on foreign exchange
reserves is the same as that on foreign debt.

For simplicity all net external current transfers are assumed fo accrue
to the government. This assumption is most inappropriate in the case
of private remittances.

Qx. Qu and Qy are domestic production of the exportable good, the

importable good and the non-traded gooé respectively. C? and I?:

k=P?P,G;, j =X%XMN are domestic demands for the three gcods by the
private, (P), and public (G) sectors respectively. )

In the long run, a smaller stock of external debt obtained as the
result of a period of cumulative current account surpluses permits a
country to run a sustainable smaller trade balance surplus or a larger

deficit.

Note that CP is aggregate consumption spending measured in GDP units,

t.e. cF = (pyel + Byck + pychirt

Private investment spending on non-traded goods is held constant in
this thought eXperiment and the next one invelving changes in public

spending on non-traded goods.
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The  production . of  exportables . need. not. .fall ' absoluzelv. as in
Figure 2A4.

Given the volume and the composition of .the government's “exhaustive”
public spending programme on goods  and services, and ignoring che
distortionary effects of non-lump sum taxes.

If the money wage is W, the real consumption wage % is defined by:

-~ W
w ==

P
P - PTl—a PNQ 0 <a<l
R -6 5 .
Fr = Py Pu 0 <@ <l

P is the (Cobb-Douglas) consumer price index; §T is the consumer price
index for traded goods. B is the share of imports in: traded goods
spending and & the share of non-traded goods in total consumption
spending. If the non-traded goods price is a markup on unit labour

cost then Py = (l+y)WLN/QN where u is éhe proportional markup and Ly is

labour employed in the non-traded goods sector. This implies

oy 170
e W {_u}
L (1+p) By
If there are no intersectoral differences in factor intensities (so
Qu/Ly is independent of Qy), and if the markup is: constant then a
decline in the relative price of non-traded goods lowers the real
consumption wage. This will be reinforced if the average product of
labour in the non-traded goods sector declines as PN/§T declines and Qy

contracts, which is likely to happen if the non-traded goods sector is

relatively labour intensive.

14 Measured in terms of foreign GDE.
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In "long-hand” algebra,

-
[TV ) v (wyniy) fdu
i y :

dv .

it

P‘J(s;tb+af;r*+'y-n) = zfcb(v)+a*('v>j

Two equivalent ways of writing (13) are

_E(S)FX(s) _ Lof.. EAX
B A S ] (23

and
- Fx(s) = BU[s; P—EB. + Ak 4] (13

Equation {13') has the current rezl value ¢f the external debt matched
by the present discounted value of future real primary surpluses, using
the real exchange-rate-depreciation-corrected foreign real interest
rate r* + 4 to discount the future primary real surpluses. Eguation
(12") has the current foreign currency value of the nation’'s external
debt matched by the present discounted value of future primary
surpluses measured in foreign currency, using the foreign nominal
interest rate i* ® r* + x%¥ o discount the future primary“fo:‘eign
currency surpluses.

Technically, the condition is:

T
={lr* Wy () -nlu) jdu
lim - £*(r)e -0
T3
or -
T
—{lr*(wW+y(u)]du
1im - E(T)l':*(r)e . -0
7% {r)

or i »
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19

20

21

22

o
P

—éi*(u)du
lim - F¥(r)e -
T 0

<

I am concerned with solvency only, not wirh optimal or -ime-consistenr
borrowing - strategies. It may well be  optimal, under certain
conditions, to run current account surpluses or even to become a net
external creditor.

This section draws on Buiter [1983, 1985! and Anand and van Wijnbergen
[1987].

Depending on the accounting conventions one adopts, J could include the
operating surpluses (deficits} of the state enterprise sector.
Alternatively one could include these in . r. Note that it is cash
returns that enter into the accounts through p, not the implicit social
rate of return.

There again is a transversality or terminal condition to get from (16)

to (19) given by

.
lim d(r)exp(-i[r*(u)d—y(u)-n(u)]du) -0

For simplicity r = 0 and i = ¢ = yu in Figure 6.
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Production _and consumption of axportables and

import-competing goods and the =erms of trade

FIGURE 2B




Trends in

e
N
b o
Wy

-

{es]

a) By Income

[
"~ -

TAN BEVENUE/GDP (1)
~ ko
o O ~

o

e
&
Agl

-
o

nduserial®

¥iddle~lncoms:

% -

Lowlncoma®

-
©
-
-~
8

b) By Region

1976 1377 1978 1379 1580

{Developing countries only)

198L

1582 1383

u
214
9

TAX REVENUEJCDP {3)

, Middie Zast &
Soreh Africs®

Asls (Hiddle~
Incows ;s
Letin bmsrics?
Sub=Sshsran
Africa®

%
&

Hote:

1976

1377 1978 1979 1380 198

i 1982

Flgures ares unwelghted, representing the aversge patterm for countries in the sample.

The period, 1975-83, yields the largest comparable sasple based on available data.

&.
countriee, and low-income
B. Includese Burkina Fzsc,

and Lisbabwe.

.

d. Includes Argentina, Brazil, Chile, Colombia, Coetaz Rics,
Aexico, Micaragua, Psnama, Paragusy, Uruguay, and Yenezuela.

e. Includes Rgypt, Iran, lersel, Horocce, Oman, Syris, Tunieis,
£. Includee Indla, WHepel, Pakistan, and Sri Lanka.

includee eleven countries.

Burundi, Camercon, Liberta, Kenva,

-
Induetrial sample includes sevanteen countries, siddle-incoee includes thirty four

Hall, Senegsl, Tanzanisz, Zaire.

Includes Indonegiz, Korea, Meleyvsia, Singapore, and Thailand.

Dominican Republic, Guaterzlias.

Turkey, and Yesen.



% 2 TAR ASVEONG

1 A TN AVERE

Regional variation in direct =Zaxes.
(as a per cent of total revenue)

M ”; T o
a) Personal Income Taxes 5) Company Income Taxes
e “ >
: : ;
; i
i [ :
’”f : i
O }
ER i ; !
= 1
- }
y 4 s ?
b v A
7% v, 7
) L wms wstd caweTIAL®
Shtamaiad b B Alll‘l:"
Araics
¢} Social Security Taxes d) Property and Wealth Taxes
- »§
E
n s .
» *
13 13
P w
13 33
19 4 w0
14 39 M
] 2 ars T TR mrrTR
L] > APRILE TR TR
" s, . it S agrd
AFRICE

Hote: Tigures are unmeighted, reprementing the average pattern for couniries iln the saeple.

The period, 1975-83, yislds the largest cosparable sample bamed on svsilabla data.

8. Sub~Ssharan Africa includes Burkine Pasc. Burundi, Casercom, Gambia, Lesotho, Libaris, Mali,

Senegal, Tanzania, end Zaire.

b. Aaia includes India_ Indonewis. Korea, Malaysis. Wepal, Pakistan, Singspore, Sri Lanka, and

Thalland.

c. Latin America includes Argentina, Barbados, Braszil, Chilas, Colowbla, Costa Rica, Dosinican
#apublic, Guatesala, Guyana, Hexico, Wicarsgua. Penama. Paraguay, Oruguay. and Venesuela.
4. Middle Bast/Worth Africe includee Eqypt. [ran. lsrael. Horoccs, Tunizia, Turkey, and Yesen

{Arab Repudlic).
e. Induatrial tacludes WDR indumtrial sarket aconomies except Japan and Wew Zesland.

Source: I[HY, G Fioance Statistics, 1996,




X 0P YAL REVESNE

1 a9 TS ARENRS

Regional wariation In

(as per cent of total tax revenue)

ect zaxes, -390

a) Broad-based Taxes (Sales, VAT, and
Turnover)

B AL ANVEMA

¢) Import Taxes "d) Export Taxes

1 OF TAN RAVENUE

4

wrme
=TT

wamd st d rmosTiA®
B AFRICA

Hote: flgurem are unweighted, repreeenting the averagse pattern for countrias in the sasple.
The period, 1375-83, yielde the i.rReet cospersbls sasple based on available data.

2. Sub-Seharan Africs includes Burkina Faec, Burundi, Cseerocon, Gambie, Lesotho, Libsris., Heli.

Senegal, Tanzania. and Zatre.
k-]

?ﬁalland,

Includes India, [mdonesis, Xorea, Malaysis, Hepal, Pakistan, Singapore, Sri Lanka, and

c. Latin Americm lncludee Argentina, Barbadoe, Berzll, Chile, Colomsbla, Costa Rice, Dominican

Republic, Guatemmla, Guyane, Maxico. Wicaraqua, Panssa, Peraguay, Oruguay, and Yenezuela.
4. Middle Eset/Morth Africs includee Rgypt, [ran, I[srsal, Morocco, Tunisia, Turkey,

{Armb Republic}).

. Industrisi includes ¥DR indurtrial market econcmiee sxcept Japer snd New Zsalsnd.

Source: IMP, foyernment Fisance Siatlatics, 1966.

and Yeman



EICURE 3

Monev demand a

EVES

£
&2

Bl

o — — ~ —

af




TARLE

Yariations in tax composition for countries zrouped

bv income, 1975 znd 13834

Low-income® Middle-income® Industrial®

Tax category? 1675 1983 1975 1983 1973 1983
Dumestic income 19.6 19.9 30.5 31.4 34.0 33.3
Individual (9.9, (9.6) (9.4 (10.7) (26.4) {26.2)
Corporate (8.4) (8.4) (13.1) (13.3 (7.3) ¢ 3
Other direct taxes 7.9 7.3 8.5 17.0 1.7 3.1
Social security (1.0 (2.2) (12.9) (10.1y (28.2y (2% %)
Property (3.4) (2.35) (2.8) (2.8} (2.0 (1.8}
Demestic commodity 29.0  35.8 26.6 30.8 29 .% 30.6
Sales, VAT, turnover (11.1) (18.8) (7.9) {10.37 (16.0; (156.6)
Excises (11.1) (13.1) (13.1) (13.3) (10.9) (11.L)
International trade 43.6 37.0 24 .4 20.8 4.5 2.9
Import (32.9) (32.6) (19.5) (16.2) (4.4 (2.7
Export {7.7) (B.é) (3.5 {1.4) (0.1) (0.2
Notes: )

a. Figures are unweighted representing the average pattern for countries
in the sample.

b. Figures for subcategories do not add up to the figure for each category

due to the presence of smaller unallocated taxes.

Low-income sample includes eleven countries.

Middle-income sample includes thirty-six countries.

e. Industrial market includes nineteer countries.

o

Source: Government Finance Statistics.
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TABLE

Some estimates of capizal £light in

new induscyrial countries

(Billions U.S5.8%

1979 1980 1981 1982 1982 1384
Argentina 2.2 3.5 4.3 7.6 1.3 -3.4
Brazil 1.3 2.0 1.4 1.8 3.3 5.0
Korea -0.5 -0.7 ~0.8 0.5 -0.7 3.5
Mexico -1.1 2.2 2.6 4.7 9.3 2.6
Philippines G.0 ~0.1 1.3 0.0 -1.5 -1.8
Venezuela 3.0 4.8 5.4 3.2 3.1 4.0

Notes: These estimates use Wm. Cline's definition of capital flight as

computed by Cumby and Levich.

Source: Cumby and Levich (1987).




Revenue from seignorage on currency in se_ected countries
(average 1980-85)

Seignorage
revenues Ratio of Currency
{increase in  currency growth Inflation
currency as holdings {(per cent) {per cent)
per cent to GDP per year per vear
of GDP) {per cent)
High seignorage revenues
Argentina 4.0 3.8 2689 274
Bolivia 6.2 5.1 438 506
Ghana 2.2 6.1 45 54
Sierra Leone 2.4 7.7 35 43
Moderate seignorage revenues
Brazil 1.0 1.4 129 147
Israel 1.1 1.3 165 181
Mexico 1.5 3.7 50 5
Peru 1.9 3.1 32 37
Turkey 1.2 3.8 3 46
Low seignorage revenues )
Bangladesh 0.6 4.0 16 iz
Colombia 0.8 4.7 18 22
Cote d'Ivoire 0.7 9.2 8 7
Dominican Republic 0.7 4.6 16 15
Korea 0.5 4.3 13 Y3
Nigeria 0.8 7.2 13 16
Venezuela 0.4 4.5 8 12
Notes: The first column is calculated as the end-of-year currency outside

Source:

banks (IFS line l4a) minus the end-of-year value of the previocus
vear, divided by the current year GDP. The second column is the
ratio of the average of beginning-of-year and end-of-year currency
outside banks to current GDP. The third column is the percentage
change in currency outside banks from end-of-year to end-of-year.
The final column is the percentage change in CPI (IFS line 64)
from December to December. The geometric average of growth rates
is used for columns three and four; the arithmetic average of

ratios is used for columns 1 and 2.
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