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What | hope to talk about:

¢ Logic of IME poelicy and critigue of the
approach.

— FocuUs: Increasing public resources for service
delivery (e.g. health care)

¢ Alternative appreaches te Macroeconemic
managemeni.
— Alternative framework
— Real werld iIssues/constraimts

9 Whatweuldran alternauVve appreach
MEan?



Logic of the IME Approach: policy
targets and Instruments

Examples ofi policy targets: economic growth,
Inflation, public finance, and budget allecations.

Examples of policy iInstruments: monetary policy,
fiscall policy (budgets), exchange rates.

Challenge: policy targets are not perfectly,
compatible, trade-ofifisi and constraints exist:.

fTherefore, ene policy Instrument: often; cannot
maRage more: thian ene target o goal:

Generailf rules % ol pelicy/ Instruments should
egual 7 oif pelicy/ largets:




How the IMFE assigns policy
Instruments to policy targets

¢ Focus on sub-Saharan Africa.

¢ llarget: price stability/low inflation.
— Instrument: MONETARY POLICY

¢ llarget: lower Interest rates to encoeurage
grewWiiL.
— Instrument: FEISCAL POLICY
— Reduced gevernmenit hermewing/pudget
CORNSLIAINLS
9 Seclal spending s stberdinated te these
OLRER MECIEECENOMIC LERGgEels



Conduct of IME-style monetary
policy In African countries

» Monetary policy targets the groewth
rate of the money supply.

— Central banks have influence over a
smalll portion of the meney: supply.

— Currency and reserves of the banking
sy stem

¢ Legic: central hanksr attempit to
mapage the meney: supply: = sieWwWer
grewihi el thermenRey/ suppiy Wil
redice Inhiaten:



What's wrong with this approach to
monetary policy?

¢ The policy instrument Is not always effective.
Central banks may have limited influence over
the money supply (broadly defined).

& The link between the moeney supply: and inflation
IS often weak.

¢ Uncontrelliable grewth off the moeney, supply: will
leadl te hyper-inflation;, but moenetany policy, often
cannot fine tune™ lew! rates oif Infliation.

¢ RIChHEr countries target Interest: rates, not the
meRey/ supply, (thimk abeut the ULS: Eederal
Reserve). Also — employment:.



Inflation targets: a critigue

¢ Inflationary pressures in most low-income
countries tend te come from, price shocks (food,
energy, etc.)

¢ Monetary policy Is not effective In managing this
type of Iinflation (nen-monetary Shecks).

¢ [ight menetary poelicy In respense e a negative
price sheck can make the situation Worse.

9 Viany African countres; have a RIStery off falkly/
staplerinhiation:

o IME referms can actually, contrlplte: te Iniilation
(6.0 devaluing the: curreRey)



Example: Inflation in Kenya
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The role of fiscal policy.

¢ Since monetary policy focuses on inflation
control, the IME framework often “assigns”
fiscal policy to address interest rates.

¢ Argument: government borrewing, and
spending raises; interest rates.

¢ Proeplem: many: ether actors have a
stronger Impact on domestic Interest rates
(-0 menetary/ policy, Intermabenail
finaRecialsHiewWs):

¢ IVIEreforms (€.0. deregulation off the!
linancial sector)Foiten contiiiiite te  nign
PEIGWIRG FALES:



Interest rate spreads in Kenya
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An alternative framework

+ Policy target: low Interest rates to
SuUpport growth.

— Instrumenit: MONETARY POLICY
TARGE FING OF INELATION-ADJUSTED
INTEREST RATES.

¢ Policy target: develepmenial
SpPEeRdIing In the bludget:

— Instrument: FISCAL POLICY



What about inflation?

¢ Real interest rates = actual interest rates
minus the rate of inflation.

» Monetary policy can target real interest
rates at a lew, positive level.

¢ Other policy Instruments; can alsoe be' Used
ter help relieve iniflatienary, pressures.

— Example: infrastructure Investiments in
tranpspoertatien, sterage iaclities; and lrrngation
can reduce milatieonan/ pressukes; due: ter ivel
a6 PrICES:



Other related policy Issues

¢ International financial flows
— May require regulations to prevent large financial
ouitflows.
— Represents a constraint on the operation off menetary.
policy.
9 EXchiange rates
— IME policy, supperts market-determined exchange rates.

— HEWEVEF, exchange rate managemenit can oe Used as an
addienal poelicy/ Instrument: Viay: reguire capiital

CoNtrels.
— |npilatien) IS eliten Sensitive te EXChange: rate movemeRts.

9 Key/point: expand the numker ol Policy
IRstrUmenitsi termeet multpler targets



Developmental fiscal policy

¢ Increased development spending
requires additional reseurces

o Where will the menegy: come frem?
— Viebilization off demestic tax reveRUes

— [Demestic berrowing: pessikilitiess anad
CONSLRAIRLS

— Development: assistance (aka Ald):
MEACIEECONBIMIC ISSUES



Mobilizing domestic revenues

& There Is growing evidence that simply
Improving revenue collection in Afirican
countries can significantly increase public
reseurces available:

¢ Some lessons:
— The constraint is often an institutional one

— Partially/ independent tax collection autherities
are eften) more efficient

— Jlaxes (royalties/fees) on natural reseurce
extraction crtical foif Some CoUnthes

— Irade agreementsi should take 1Inter accouini
IMPACcE G FEVERUES



Domestic Borrowing

¢ Often the focus Is on external
porrewing and debt relief. Demestic
Perrewing Is alse Impoertant.

¢ The costs of servicing the domestic
debit (I.e. Interest payments and
related! costs) can be Very Righ.

— Avenry real constraint e fiscal policy

— Viere: demESHC RERBWIRG! MY/
eventuailly crowad euiE: developmeni
SPERdIng]



Why IS domestic borrowing so
costly?

¢ \Who helds government boends?

— Domestic banking sector. Highly concentrated.
Able to keep Interest rates high.

¢ Short-term debt
— Constant turn-eVver IS expensive

¢ Uncoeordinated macroeconemic pPolicy,

— Nghit menetary: pelicy: andl sieyW: growihi makes
demeEsHc BerrewWIng tUnststaipaible:



Improving the environment for
fiscal management

& Support government efforts to
launch leng-term bonds and
restructure the debt.

¢ Real financial reform:

— PolICIES 16 gEt hanks e play; a
developmental rele.

— Carrots and sticks

¢ Copdinated appreach to
developmental mMacCrecconGMICS



IME Critigue of development
assistance

¢ The IME has warned that “scaling up™
development assistance may.
threaten macroeconemic stability.

—e.g. the glehal fund fer AIDS.
& \WhRN?Z

— fhe transier of fiunds may, destabpilize
meRetaR/ policy/ leading e Iphiaticn and
Exchiange ate pProplienis:



Logic of the IME argument

¢ [ransfer of funds: held in the central
pPank as foereign exchange reserves
(e.qg. dollars).

& As governments spend! the moeney.
demestically;, the funds enter the
demestic hanking system.

¢ Consequences: lese contrel off the
MeREY suppIN,; Generabing IRfiatlen:



Problems with the IME logic

& Earlier critigue of monetary policy applies here,
100.

¢ Assumes that spending will not have a significant
Impact on the productive capacity of the
econemy. (I.e. “the supply: side™).

¢ Institutional Issues:

— Capacity of government ministries/ agencies te deliver 1s
a valid concern. Neeal ter hurlal capacity. [DenoKs can
UnRcErRmIne capacity.

— | thie past — rsk ol caprtal flight: Eerelgn; CUrreney/.
acllrated iinancial- euithiews
9 Pollbes eifdevelopmenit assistance: anai pPoelcy
aliteRemy-



Macroeconomic alternatives:
summing up

¢ New roles for monetary and fiscal policy
— Monetary policy: targets low: real interest rates
— Eiscall policy: sustainable developmental
Spending

¢ Cooerdinated appreach te Macreeconemic
management IS essential.

» Expanding the numider of policy,
IRStrUmeEnits:
— PUllic Investmeni
— Eipnanecial reguiabiens
— EXChangE: rate Poelicies



Alternatives, cont.

¢ Towards developmental budgets
— Improved revenue collection
— Sustainable demestic boerrewing
—\Wise use of development assistance

¢ Institutional 1ssues are critical
— Nen-moenetany Seurces; of Infiation
— Real relorm! ol the inanciall SECLOK
— Efficient, fair revenue collection
— DelivVerny aned accotniteaiiGy,



How much does It matter?

¢ Example. Five moedest assumptions.

— 10 percent Increase In domestic tax revenues
due to better resource mobilization

— 1.0 percent: off GDP due te a combination of
domestic berrowing and lower delbt servicing
costs (thanks te debt restructuring)

— 10 percent Increase in develepment assistance

— One-third off the  additenal fiinanciall reseurces
aliie targeted at healtinr care: expenditures

— Revised macreeconomic framework that allows
ier greater public spending.



10 African countries

Increased Public Finance by Source

Domestic Increase in public
Public Health Domestic Borrowing / Debt ~ Official Develop- health
Spending Revenues Service ment Assistance Total expenditures




Conclusions

¢ Relatively modest relaxation ofi current
macreeconemic targets can yield
significant changes In health spending.

& Example IS Iinstructive, but hasic health
care needs would still not be met in most
countries In the short-run.

9 Reguires additienal reseurce moebilizaton
O BUCGET re-prieritization.

9 Noete: conSegUENCES covldrsearEreaching
Inrthe leng-run:
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