\

HACRORCONONC
e DEVELOPIN

LOUNTRIED




Macroeconomics for
Developing Countries

Paul Cook

Senior Lecturer in Economics,
University of Manchester

Colin Kirkpatrick

Professor of Development Economics,
University of Bradford

=& HARVESTER
=£E WHEATSHEAF

New York London Toronto Sydpey, Tokyo Singapore




First published 1990 by

Harvester Wheatsheaf

66 Wood Lane End. Hemel Hempstead
Hertfordshire HP2 4RG

A division of

Simon & Schuster International Group

© Paul Cook and Colin Kirkpatrick, 1990

All rights reserved. No part of this publication may be
reproduced, stored in a retrieval system, or transmitted,
in any form or by any means, electronic. mechanical.
photocopying, recording or otherwise, without prior
permission, in writing, from the publisher.

Typeset in 10/12pt Times
by Keyset Composition, Colchester

Printed and bound in Great Britain by
Billing and Sons Limited, Worcester

British Library Cataloguing in Publication Data

Cook, P. (Paul) 1944-
Macroeconomics for developing countries: an introductory text.
1. Developing countries. Macroeconomic policies.
Formulation
I. Title 1. Kirkpatrick, Colin 1944
339.091724

ISBN 0-7450-0178-5
ISBN 0-7450-0232-3 pbk

12345 94939291 9%



To Soyini, Khari, Susan and Stephen



Preface

This book has arisen out of the authors’ experience in teaching
introductory and intermediate level courses in macroeconomics to
students studying the problems of Third World countries, many of
whom are involved in economic policy formulation and imple-
mentation in their own countries on completion of their studies.
Many others have been involved in work for international develop-
ment agencies. In drawing up a course that would meet the needs of
these students, two things became clear. The first was the absence of
asuitable textbook. There are of course numerous excellent texts in
development economics and in macroeconomics, but neither class
of text exactly met our requirements. Economic growth, rather than
short-run macro management, remains the dominant concern in
development economics. Attention is concentrated on the con-
tribution of aggregate supply to economic growth, in terms of either
the productive use of unlimited supplies of labour, or the removal of
particular supply constraints, such as a shortage of domestic savings
or foreign exchange. On the other hand, in macroeconomic
textbooks the analysis is conducted in terms of advanced, industrial-
ised economies, with no attempt to adapt the framework to the
particular conditions and characteristics of developing economies.

The second thing we quickly learnt from teaching the course was
that students had considerable difficulty in relating the basic
analytical models to current policy debates. There is a growing
literature concerned with macro policy issues in less developed
countries (LDCs), but much of this material is written at an
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xii Preface

advanced level in professional journals and is not easily assimilated
by student readers, especially those who do not have a firm
grounding in economic theory.

We have tried to overcome these two difficulties by showing how
the standard textbook macroeconomic analysis can be adapted to
incorporate particular features and conditions found in developing
countries, and by then going on to use this framework to examine
various macro policy issues of current concern to developing
countries. Our attempt to provide a coverage of both theory and
policy at an accessible level has inevitably involved simplification of
what are complex and controversial issues. But on balance we
believe that the potential dangers of over-simplification are out-
weighed by the gains of encouraging students to bridge the gap
between theory and practice at a comparatively early stage in their
studies.

This book would not have been completed without the support
and encouragement of colleagues and students. Peter Johns’
persistent encouragement and tolerance of unmet deadlines con-
tributed greatly to the completion of the book. Successive cohorts
of students at Manchester and Bradford provided invaluable
feedback on lecture presentations of the draft chapters. Barbara
Evers helped at the final manuscript stage, and Jayne Hindle, Jean
Hill and Anita Horne typed successive drafts with efficiency and
good humour. Finally, we thank our families for having put up with
our obsession with ‘the book’ and neglect of family duties over
several years.
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1
Introduction

The objective of macroeconomic policy is to control the short-run
behaviour of an economy. The ‘short run’ is usually taken to cover a
period of one to three years, and ‘behaviour’ is monitored by the
movements in three main aggregate level variables — the output
level, the inflation rate and the balance of payments. Short-run
macroeconomic policy is often referred to as stabilisation policy. If
we think of stability as a situation in which the main macro variables
are at a desired or target level, then the need for stabilisation policy
arises when the current rate of inflation, output level and balance of
payments are not at these target levels. It is necessary, therefore,
for the economy to ‘adjust’ from its current situation of instability to
the target stabilised position.

Economic instability is reflected in high inflation, low output
growth and a growing balance of payments deficit. The figures in
Table 1.1 make it clear why short-run macroeconomic policy is
critically important in developing countries. Each of the three main
macro variables has fluctuated widely over the past decade. Growth
in real output varied significantly from year to year. Inflation has
been in excess of 25 per cent per annum throughout the decade. The
goods and services account of the balance of payments has been in
continuous deficit, with large annual fluctuations.
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The national income accounting framework 3

1.1 The national income accounting framework

We begin our analysis by reviewing what has become the focal point
of macroeconomics, particularly the Keynesian variety, i.e. the
aggregate income accounts. The macro level statistics are provided
by the system of national accounts, and these accounting rela-
tionships can be used to provide important insights for the
formulation of macro policy.

The central concept in national accounting is to measure the total
output of goods and services of the economy over a given time
period. This measure is known as gross domestic product (GDP).
Output is produced by employing various factors of production
(mainly labour and capital), and the revenue from the sale of output
is used to make payments to these factors of production. The value
of output is identical, therefore, to the value of incomes paid out, or
what is known as national income. Since the output produced is sold
(or added to stocks), the value of output is also equal to the value of
expenditure. GDP can be regarded, therefore, as the total value of
output produced (aggregate supply), the total value of expenditure
on output (aggregate demand), or the total value of incomes
generated in producing the output (real income).

The basic relations are a little more complicated when we allow
for an economy’s transactions with other countries. In an open
economy, the total value of the output produced is purchased by
either domestic or foreign residents. The part purchased by
foreigners is exports. The part purchased by domestic residents is
their total spending, less the amount spent on imports. The total
spending of domestic residents is defined as absorption (A): if we
deduct imports from absorption, then the remainder is spending on
domestic output.

National income (Y) is given by total spending (domestic and
foreign) on domestic goods, or

Y=A-M+X (L.1)
=A+(X-M) (1.2)

or,
(Y-A)=(X-M) 1.3)

(X — M) is the difference between the values of exports and
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imports, and is known as the balance of trade. Relationship (1.3)
tells us that the balance of trade is identically equal to the difference
between national income (or the value of output, which is aggregate
supply) and domestic absorption (which is aggregate demand).

Domestic residents may own factors of production abroad, and
receive an income for their factor services rendered abroad.
Similarly, the domestic economy may use factors whose owners
reside abroad. These items (net factor payments, NFP) would need
to be deducted from GDP to get a correct measure of final output
produced by domestic residents. GDP plus NFP is called gross
national product (GNP). If NFP is zero, then GDP and GNP are
equal.

It NFP is zero, the trade balance (X — M) is the same thing as the
current account balance (CA). Thus, if there is a current account
deficit (i.e. M > X), itis identically equal to the excess of spending
by domestic residents over their income: aggregate demand exceeds
aggregate supply.

Absorption was defined as total spending by domestic residents.
Expenditure is made on consumption (C) and investment (1) goods
(some of which may be imports). Expression (1.3) can therefore be
rewritten as follows:

CA=X-M=Y-A=Y—-(C+)) (1.4)

The economy’s balance of payments on current account is equal
to the change (with opposite sign) in the stock of claims on the rest
of the world (net acquisition of foreign assets, NA FA).

CA = X~ M = ANAFA (1.5)

Savings is defined as the difference between income and con-
sumption, i.e. Y — C. Therefore (1.4) can be rewritten as follows:

CA=X-M=Y-A=5-] (1.6)

The current account deficit is identically equal to the level of net
savings.

These national income identities can be used to illustrate the
essence of the problem of macroeconomic stabilisation. If we
assume that the private sector components of aggregate saving and
investment are equal, so that net savings in the private sector are
zero, then any difference between S and / must be due to an
imbalance between public sector investment and savings. Thus,
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from (1.6), we can see that a balance of payments deficit on the current
account will be matched by a budget deficit. This implies a fall in the
country’s stock of foreign assets, or an increase in the level of
foreign liabilities. If this situation persists. a point will eventually be
reached where the stock of foreign reserves is exhausted and/or na
further foreign borrowing is possible. At this point. the economy
must adjust, by lowering the level of domestic absorption relative to
the level of output. In other words, the gap between aggregate
supply and demand will have to be reduced.

1.2 Supply and demand imbalance

The previous section described the statistical framework within
which macroeconomists work, and also introduced the notion that
much of macroeconomic analysis is founded on the relation
between aggregate demand and aggregate supply. We also saw that
the need for stabilisation policy is generally signalled by excess
demand pressures. It will be helpful at this stage to give a brief
introduction to these important concepts. which underlie much of
the macro analysis developed in the later chapters.

An aggregate supply curve shows the level of output that the total
economy will supply at a given price level. If, for instance, in Figure
1.1, the price level is P, then suppliers are willing to produce Y,
level of goods and services; if the price level is P, then Y, will in turn
be produced. At this stage the price level has not been determined.
only the decision to supply a certain amount at each different price
level.

The reader will notice that the aggregate supply curve (AS) is
drawn with an upward slope from left to right so that at higher price
levels more output is provided. Obviously there will be a point
when, given fixed amounts of capital, labour and technology.
output cannot be increased in the short term. This represents the
full employment level, and at this point the aggregate supply curve
will become vertical.

Aggregate demand is the demand for goods and services as a
whole, i.e. the demand for total output. The aggregate demand
curve simply shows the relationship between the total amount of
goods and services people desire and the price level. The curve
constructed in Figure 1.1 and labelled AD is downward sloping
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Figure 1.1 The effect of a reduction in aggregate demand and an increase
in aggregate supply

from left to right, showing at each different price the level of output
demanded.

The factors undeilying these curves are quite complex and
involve the decisions of individuals, businesses and government to
both supply goods and services and demand them. In a real
economy, decisions to supply will be affected by management
objectives, which in turn will be affected by such things as the level
of wages and the profits sought by people who own businesses.
Demand is made largely by the same people who supply goods and
services. Demand is affected in turn by the level of income and
people’s ability to pay. However, reflected in the aggregate demand
curve is not simply the total demand for goods and services but also
the demand for (and supply of) money. This is a more difficult
concept that will be explained in the next two chapters. What needs
to be understood at this stage is the fact that the two aggregate
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curves for supply and demand reflect the decisions to supply
(produce) and demand (spend) of a wide range of individuals whose
goals, tastes and preferences also differ widely.

The intersection of the AS and AD curves determines the
equilibrium price and output levels. At the equilibrium price and
output levels, P, and Y,,, economic agents on the demand and
supply side of the economy are satisfied with what they are doing so
there is no pressure for change. But suppose a disequilibrium exists,
with the price level at P, and aggregate demand in excess of
aggregate supply. How can the economy adjust to remove this
disequilibrium?

A stabilisation policy will require the government to introduce
economic measures that have the effect of lowering the level of
aggregate demand, represented in Figure 1.1 by a leftwards shift in
the AD curve to AD,. Equilibrium is restored with price level P,
and a lower output level Y,. An alternative policy would be to shift
the aggregate supply curve to the right; with equilibrium being
restored at P, and Y3. However, ‘supply-side’ policies typically take
a long time to have an effect, so an immediate reduction in the
economy’s macro disequilibrium will have to rely mainly on
‘demand-side’ stabilisation policies.

The impact of a shift in the AD curve will depend on the shape of
the AS curve. In Figure 1.2 we have drawn the AS curve in three
sections — horizontal, upward sloping and vertical. What happens if
AD increases? If AS is horizontal, output rises and the price level
remains unchanged; if AS is vertical, the price level rises and output
is unaltered; if AS is upward sloping, then both output and the price
level increase. The shape of the AS curve is therefore critical in
determining how a shift in aggregate demand will affect the price
level.

Figure 1.3 illustrates the case of supply shifts. Provided the AD
curve is downard sloping, then a shift in AS will always cause the
price level and output level to move in opposite directions.

1.3 Economic structure and macroeconomic analysis

So far we have offered no explanation of the slope of the AD and AS
curves. This will be the task of the following chapters. It is sufficient
(o note that the two curves represent the aggregation of all the
separate markets within the economy. Each of these markets in turn
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Figure 1.2 The effect of anincrease in aggregate demand with
different slopes for the aggregate supply curve

consists of individual consuming and producing agents. The shape
of the AD and AS curves must therefore depend on the underlying
market structure of the economy and the way in which economic
agents behave within this structure. When we draw the aggregate
demand and supply curves with a particular slope. or when we shift
them in our analysis, we are implicitly assuming a certain underlying
structure in the economy, and a given pattern of economic response
by the economic agents within that structure. Economic policy
issues cannot be discussed, therefore, without reference to particu-
lar economic structures and institutions, and economic models need
to be formulated with structural characteristics appropriate to the
economy at hand. The notion of a single model has to be replaced
by a range of models, each of which is associated with a particular
set of ‘stylised facts’ reflecting different structural and institutional

conditions.



