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ABSTRACT

This dissertation actempts to provide an empirical estimate of the
degree of endogeneity of the money atock in the West—Afrii:an menetary
union countries (WAMU) during the perfod 1963~1980. The WAMU cenrral
bank (B.C.E.A.0Q.) has been criticized for 1its inability to control the
money stock. In a emall open economy such as the WAMU's which faces
fixed axchange rate {with France) and is committed to freedom of capital
movements, the money atock becomes an endoganous varliable, becsuse 1t is
affacted by the balance of payments. Hence, wa focus on the monetary
base which accounted for B85 percent of the variatlions of the money stock
in the period 1963-74,

A portfolic medel developed by Kourl and Porter is reduced te a sim—
ple monetary model of an open aconomy under perfect capital mobility.
From this model, empiricsl estimates of offset coefficients to policy io—
duced changes 1in tha domestlc component of trthe basa were dJderived for
three covatries of the WAMU: Benin, the Ivory=Coast and Senegal. 1Im all
cases, the offset coefficlente were negative ond highly significant.
This implies that the B3.C.E.A.0. hwe facad difficultics in using monetary
policy for Internal atabilization. However, the balance of payments can
be affaccively stabilized by ueing cthe monetary instruments.

. Fioally, the analysia was performed for two separate pericds, taking
into consideration che 13731 ponetary reform introduced In the WAMU.  Al-
though the objective of this reform waa to strengthen the role of the
BvCoBsAQ. In 1ts control of the money stock, the statisticel analysis

indicates a greater andogeneity of the base in the post=reform period.
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Introduction

In the late fifties, economic development for most developing
countries implied long-term objectives to be reached. Indeed, to cope
with major structural problems facing these countries, five to ten
years planning models were widely used. However, in the late sixties
and early seventies om, the focus slowly changed. The importance and
necessity of stabilization policies were more and more felt as high
inflation and chronical payments deficits plagued most of these
economies. The success of stabilization policies depends upon the
ability of the central bank to control a key economic aggregate: the
money stock. This dissertation will attempt to consider this question
in the case of the six countries forming the West-African monetary
union (WAMU). In other words, the purpose of this work will be to
determine the degree of effectiveness of monetary policy in the WAMI,

The WAMU central bank (B.C.E.A.0.) has often been criticized for
not being able to control the monetary aggregates. Most of these
criticisms have concemtrated their analysis on the lack of adequate
instruments in the conduct of monetary policy.l Both the rediscount
ceiling, and, before 1974, the liquidity ratio used by the B.C.E.A.O.

were criticized as being ineffective in controlling the money supply.

l J. Bathia & P.A. Acquah, "Monetary Instruments and Policies in
the BCEAO countries, 1962-74, An Analysis", I.M.F. DM/77/52, June,
1977. Also 'Money Supply Process in the B.C.E.A.0. area 1963-74"
IMF DM/78/54, June 1978,



Although these criticisms are quite appropriate, this study will not
specifically look at the policy instruments. Given the openness of
these economles, it was nevar tested whether or not this high degree
of opanness has presented some difficulty to the B.C.E.A.0. in coatroll-
ing the monetary aggregates. Hence, we will specifieally lock at the
monetary base and determine the extent to which it was endogenous or
exogencus.

The choice of the monetary base as key varlable in this study
stems from its Iimportance in determing the money stock in the WAMY
countriea. As shown in Table T, about 20 percent of the wvariatious ot
the money stock iIn the WAMU, between rthe period 1963-74, wera
explained by the wmonstary hase. However, variations of the monetary
base 1itself were explained by both its forelgn assets and domestic
eredit component, each one aceounting for about 50 percent of the
overall variation. Therefore, fluctuations in the forelgn asset, thc_
non-controllable portion of the base, are as important as the poldiey
controlled domestic credit in explaining variacionz in the money
stock. Hence, 1t is important to not only look at the Instruments of
aovnetary pollcy, but also at the opennesa of the economy {(through the
balance of payments) in explaining money stock behavior. We will
concentrate on the second approach in this study. The theoretical
framework used will therefors be related to stabilfzation policies in
interdependent economles. This analysis has loat some of 1ts rele-
vance in recent years due to the generalized floating of exchange

rates among major curvencles since 1971, However, this framework is



still wvery appropriate for currencies tied at par to one or several
ma jor ones. This theoretical framework has previously been used in the
case of the WAMU. However, the discussion was rather heuristic and no
rigorous attempt at statistical analysis was done.2  The ma jor contri-
butions of this work will be the following: first, it will provide a
statistical analysis of the hypothesis of offsetting reserve flows in
'thn WAMU countries; second, it will allow us to find out whether or not
in countries with no market-determined interest rate and no organized
money and capital market, it is possible to explain the inefficiency of
monetary policy in terms of the endogeneity of the monetary base;
third, it will help define the role of monetary policy, and what can be
done to strengthen this role.

Chapter I will discuss the theoretical framework from which the
hypothesis to be tested will be derived. This framework discusses the
effectiveness of monetary policy in an open economy with fixed exchange
rate. It was developed by Mundell and Johnson, although several
writers contributed to its various aspects. Chapter II will present
the Iinstitutional framework of the WAMU countries. A major emphasis
will be on the monetary systenm. Chapter III will discuss the model to

be empirically tested in Chapter 1IV.

2 Lamson G. Herbert, Central banking in an open export econcay: The
monetary system of French speaking West-Africa, 1956=1967. Unpublished
Ph.D. dissertation, Northwestern University, 197l. Chapters I, IV and
vi.




Chaptar I

THEQRETICAL FRAMEWORK

A, Ap Overview

In a closed economy, the effects of a change in the level (or
rate of change) of the money stock on income and the price level have
been developed. A consensus somewhat exiats in the economic litera-
ture. Put aimply, in the short-run, monetary policy affects both
nominal and real income but affecta only nominal income in the long~
run. Tha division between the two depends only upon the levael of
expactation and the gap between actual and full-employment cutput. So
in a closed economy, the monetary appreoach divides the effacts of
scnetary policy between price and output. Basically, monetary policy
will affect the econoamy malnly through three channela in a c¢losed
oconomy.l a) By temporarily reducing the resl rate of incterest,
monetary policy will create s discrepancy between the market value and
aupply price of physical assets which will stimulate money income,
output andfor price. b) The escond chancel, almost aimilar to the
first ona, works through asset with fixed nominal yield. A monetdry
disturbance will affect the market value eof these assets and thersfore
the wealth position of these asset holders., <¢) The third channsl
workl.s through the total wealth effect, A monetary disturbanca will

affect the total wealth of the public at an unchanged interest rate

1 R.N. Cooper, "Monecary Theory and Poliey in an Open Economy"
Scandanavian Journal of Fconomics Vol. 78 No. 2 1976 pp. 14é-163.




o

{in the case of a budget deficit financed by money creation). This
ifmplies chat monertary policy can be a powerful tocl for short tTun
stabilization policy. In other wordsa, the monetary authorities by
their actions on the level or rate of growth of the money supply, can
dictate the pace of economic activity in the short-run for internal
stability. As Friedman puts 1e:

¥, ..changes in M (money stock) are a major factor, though
even then not the only factor accounting for shor:t run
changes in both nominal income and the veal 1level of
activity. I regard cthe description of our position as
money iz all thar marters for changes in real income ag an
exageration but ome that gives the right flavor of our
conclusions.” .

This is possible because .t:.he;h;:on.c}r atock 1s fully exogenous and
assumed exclusively controlled by the cencral bank. Several ilssues
still remzin unsettled and are the object of extensive ressarch in the
literature. To wmention a few, the lag structure of response to
monetary disturbances, the transmission mechanism of monetary policy
and the proper monetary target and policy indfcator have rtecefved
considerable attentlon 1in recent writings of various economists.
Navertheless, there is 2 considerable agreement on monetary policy
effects in the closed economy and monmetary policy can be used as a
countercyclical tool for stabllization purposes, since the money stock
can be controlled in the short rTun, 1f not, at least in che medium

Tun.

2 M., Friedman: A Theoretical Framework for Monetary Analysia,
NBER occasional paper 112 New York, 1971 p. 27.




In the open economy, hcwever, the effects of monetary policy are
not only extended to price and output, but alse to the balance of
payments. Indeed, in an open economy with a fixed exchange rate, the
money supply is no longer a policy instrument (exogenous and fully
under the control of the central bank). The money stock huom
endogenous because it is affected by the BOP (balance of payments)
through the changes in foreign reserves constituting the money supply.
Most of the pioneering work on this cheoretical framework has been
developed by l'li.lm-lexll.3 Mundell emphasized three aspects of wmonetary
policy in the open economy: a) The balance of payments adjustment
mechanism which is viewed in a monetarist framework. b) The impor-
tance of the relative size of the country implementing the change
which plays a critical role in this internactional adjustment. c) The
role and the importance of capital mobility in the dynamic adjustment
process of the foreign component of the money supply. Before turning
to a discussion of each of these elements, we should pause and define
several terms that we will be using in the following discussion,
Basically, in a fixed exchange rate open economy, following Swoboda,
we can summarize the effectiveness of monetary policy in the following
statement which we will refer to as the fundamental proposition of

this approach.

3 R. Mundell, International Economics: MacMillan, 1968 Chaprer II
and appendix.




"...Monetary policy can have no lasting effect on the

1nconﬁ& of a small open economy under fixed exchange
By ::i:ﬁ:}y policy, we do not mean a change in the overall stock of
money of the domestic economy. Instead, by monetary policy, we refer
to a change (exogenous) in the domestic component of the monetary base
or, the domestic asset of the consolidated banking system. Since the
domestic asset is part of the monetary basa, one would expect a change
in this wvariable to affect the money stock in the same direction.
This will be correct in the immediate run, before any adjustment has
taken place. Indeed, it is the purpose of this study to show that
once all adjustments have been completed, the level of the money stock
will depend upon the BOP adjustment mechanism and the speed of this
adjustment.

By lasting effect on income is implied the level of income after
all the adjustments due to the initial monetary disturbance have
occurred. In a closed economy, as mentioned earlier, real income will
increase in the short run after an initial monetary disturbance. In
the open economy, depending upon the extent of the balance of payments
adjustment and the speed of this adjustment, real income might or
might noct be affected. This i1s because in a closed economy, a once
for all change in the domestic asset of the monetary base will affect
the money stock in the same direction, making the money supply totally
exogenous, while in an open economy, a once for all change in the

domestic asset of the monetary base might not affect the money stock,

o A.K. Swoboda, I'Monetary policy under fixed exchange rate:
effectiveness, the speed of adjustment and proper use" reading No. 10
in J. Frenkel & H.G. Johnson: The Monetary Approach to the BOP George
Allen & Unwin, 1976 pp. 237-261.




which in turn will have no lasting effect on the level of income.

By a small economy is implied an econowy which caanot affect
foreign income, interest rate and price. Such an economy takes the
price of 1its imports and exports as determined in the world market
upon which it exerts no Influence. To what extent was the central
bank able to control the money supply in the WAMU (West African
Monetary Union) countriee? In other words, was the momey stock an
andogenous or axogenous variable in these countries? This will be cha
central theme of this_dissertatinn. The answer to thiz question will
have serious implications for these countries. With the exchange ratas
with their omain trading partoer fixed since 1948, and the ususl
difficulty of implemencing fiscal policies in developing countries, an
endogenous money stock will imply that the monetary authorities lack a
policy instrument which can be used for continuous stabilization
policiss. 4s Mundell puts it, the only effact of mometary policy in
thls case will be on the balance of payments:

"...in tha fixed exchange aystem, money income (the price

level) moves to equilibrate the market for domeatic goods

and services, and monetary policy sis directed at che
raquirements of tha foreign balance.”

Before going ince the detsils of thia Internaticanal adjustment mechan=
ism, we should pause and explain why this theoretical framework can be

used in the case of the WAMU countries.

R. Mundell, op. cit. p. 153,
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S B, Economiz and Institutional Background
of the WAMU Countries

Tha countries forming the WAMU are developing countries which still
rely heavily on agricultural exports (cocoa, palm xernel, palm product
and groundnut) and raw macterisl (phosphace, uranium) for their income.
The imports of these countries essentially consist, as expected of
finished products and capital goeds necessary for their industrial-
izatfon programs. These countries belong to the franc area and a3 a
regult, have a liberal trade and payments regime. Frarce 18 the main
trading partner and inter-African trade (trade between the WAMD
countries) is very samall because of aimjlar productiom strﬁcture and
naed (they produce competitive rather than complememtary products).
Moreover, these countries have a special monetary arrangement which
has stimulated this study. As previously stated, they belong to the
franc area in the sense that the six countries (Ivary Coast, Senegal,
Uppear~ Volta, Togo, Benln, and Niger} have a common central bank
reaponsible for the only monetary unit which i3 accepted in the whole
union. $ix nationel credit committees (central bank branches: CBE)
are responsible for the implementation of different aspects of mone-
tary policy at the country level. The main policy ilastrument used by
the Ceutral Bank ts the rediscount ceillng on commercial bank credit.
The central bank determines the overazll amount of rediscounting
allawed to each country upon the recommendaticns of the gentral hank
branches. Each CBB in tumrn determines the maximum amount of redis-
counting available to each commercilal bank within the limit (fixed by
the celling) set by tha central bank. This overall 1limit is deter=

wined after examining the need for short term Eilnancing of the aconomy
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of the state concerned and the amount of domestic resources available
to meet those needs. Moreover the monetary unit called the CFA
{Cosmunaute Financiere Africaine) is ciled on a fixed exchange rate
basis with the French franc. Since 1973, when the agreement of the
union was renewed, this fixed exchange rate could theoretically be
modifiaed. In practice, however, i1t was never changed since 1948, 1In
fact, the whole system is geaved towards maiataining free converti-
bility and free capital movement among countries of rhe franc area.
Interest rate policy has been to keep rates low and stable with the
basic rediscount rate remaining unchanged ar 3.5% until 1973 when it
was increased to 5.5%.

Pour considerations in this institutional framework have dictated
the choilce of the monetary approach in explaining the behavior of the
money stock. First, as mentioned earlier, there 13 a fixed exchange
rate berween the CFA and the Freach franc. Secondly, the economy of
the WAMU 1s open and rarely have the authoritias rasorted to capital
c¢ontroela., Thirdly, the monetary autherities have followed a somewhat
passive attitude towards the money =supply, making sure to provida
enough financing for expert activities (in che periecd 1963-1974,
changes in net foreign assets accounted for about half of the central
bank liabilities which themsalves accounted for 86X of the increase in
the wmoney supply).6 Lastly, these countries have a relatively small
@conomy that face prices of imports and exports determined on the

world market and over which they have no control.

6 R.J., Bhatfa, "The Experience of the West African Monetary Union"
Unpublished paper I.M.F., DM/80/80 L1980,
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C. The Balance of Payments Adjustment Mechanism
Under a Regime of Fixed Exchange Rate

As previously stated, the BOP in an open economy will affect the
level (or the rate of change) of the money ll'.ock.7 Several wmodels of
the open economy concentrated on two channels of the adjustment
procou.a The first channel works through the non-monetary sector of
the economy. Basically stated, it implies that if foreign residents
demand more goods and non-monetary assets from domestic residents than
the latter demand from the former, international reserves will flow
into the domestic economy. If the converse holds, international
reserves will flow out of the domestic economy. On the other hand,
the second channel works through the money market. If domestic
residents desire to acrcumulate money balances at a faster rate than
the rate at which the monetary authorities are providing real bal-
ancil, foreign reserves will flow in, the converse being also true.
Following several authors we will focus on this second aspect of the

$ This implies that reserve flows

international monetary adjustment.
result from a state of disequilibrium in the money market, and shows
the ecrucial importance of the demand for monetary asset in determining

reserve flows. In a sense, in an economy where the wmonetary

7 The balance of payments is by definition identically equal to the
change in foreign reserve.

8 R. Mundell, op. ecit. Chapter II.

9

H.G. Johmson, op. cit. pp. 147-167, See alsoc R.J. Zecher,
"Monetary equilibrium and interuational reserve flows in Australia"

reading No. 12 in Frenkel & Johnson: The Monetary Approach to the
Balance of Payments. pp. 287-297.
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authorities are willing to buy or 3ell international reszserves to
maintain cthe paricy of the domestic currency, the demand for money
will be the key function in explaining reserve flows. An increase in
the domestic asset of the consolidated banking system will increase
the money supply instantanecusly., Assuming that we were ipitially in
full equilibrium, an increase in the money supply will create a
portfolic disequilibrium in the private sector. Domestic residents in
thelr attempt to move to 3 new portfolio equilibrium will increase
their demand for non~ monetary assets (domestic and foreign). This
will create an increase Iin the price level and/or a deficit in ‘the
trade balance which will imply a deficit in the BOP. The defleit of
the BOP will in rurn reduce the level of foreign reserve and ulki-
mately contract the money supply, assuming that no sterilization from
the monetary auvthorities takes place. Ancther way to see this adjust-
ment wmechanism 1s to assume that private wealth holders, in their
desire to move to a new porticlic equilibrium, will be buying foreign
reserve from the central bank to make the necessary payments for the
foreign goods and services they desirs.

The second approach, the coe we will be following, also starts
from a disequilibrium in the money market. An increase in the domes=-
tic aasaet of the banking system will creats a portfolic disequilibrium
in the hands of the private wealth holders. In their atkempt to mova
to another portfolic equilibrium they will be substituting financial
assets (domescic and foreign) for domestic monmetary assers and in the
process, the balapnce of payments and therefore the level of reserve

will also be affected. Several consideracions need to be clarified at
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oy
this polat., Firss, {f we assume that the domeatic residents will
restore thelr portfolio equilibrium only through the foreign sector,
then the final equilibrium (implying that all adjustuents have worked
out) will occur only when the system has returned to its initial
equilibrium, or, stated differencly, when the stock of money has
retuyrned to its inirial level.lo This shows the importanca of the
assumption on the degree of openness of the economy usually made in
the monetary dynamics of interngtional adjustment under fixed exchange
rate. The higher the openness of the economy, the higher the initial
defieit of the balance of payments due to the initial monetary
disturbance. Second, an important aspect of rthis dycamics often
overlooked is that this adjustment occurs quite independently of the
degree of capltal wmobility. Put differently, the degrese of capital
mobility will not affect the outcome of this internaticnal adjustment,
One can see this conditicn more clearly with the following graphical

amalysis. ™t - - ST

10 This can be pogsible only if the ecomomic system i{s stable, We
will return to the stability of such a system later om.

11 This graphical analysis is from A.X. Swoboda, "Equilibrium, gquasi
aquilibrium and wmacroeconomic peolicy under fixed exchange race
Quarterly Journal of Fconomics February 1972, p. 162.
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with XX: goods market
equilibrium

LL: money market
equilibrium

[ad

FF: balanée of

payments
equilibrium

a e n

Fig. l: Monetary
ad justment
under a fixed
exthange rate
Fi x regime.

Tnéome

We have represented the usual IS-LM analysis along with the requirement
that the balante of payments i{s also in equilibrium. The different
balande of payments séhedules represent different degrees of tapital
mobility. Hente F|F| 1s the Lase of perfeét {mmobility of &lp!tai.
while F3Fj represents the other polar &ase where capital 1s perfectly
mobile,!? F2F2 thus represents an intermediate éase of the degree of
tapital mobility. Point A represents a point of full equilibrium. 1t
implies that eath and every markat is in equilibrium. If the domestic
asset of the banking system {s inéreased, in the immediate run, the
stotk of money will inérease, shifting the LL 2urve to the right
(redu¢ing the interest rate and inéreasing the level of income).
Point B represents, according to Swoboda, a quasi equilibrium sit-~

vation, meaning a situatfon 1in whiéh a disequilibrium in one

12 By capital we mean financial capital (short term) and not real

dapltal. See Takayama A., Internat{oaal Trade, New York, Holt, Rine-

hart and Winston -1972 p. 327,
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market ia consistently prevented frow spreading to other mmrk.el:s.13

In the absence of a sterilization policy, the interaational adjustment
mechanism will prevent point B to be sustained, and L'L' will shift
back te LL. In other words, the aystem will come back to the full
wquilibrium point A, which 1mplies that monetary policy affecta
neithar the Intarest rate nor the level of income. More important,
this concluaion is reached independently of any specific asesumption
regarding the existence and the degree of capital mobility (irre-
spective of the shape of the FF curve}. Monetary policy will only
affect the composition of the asset of the consolidated banking system
between domestic azset and foreign reserve, Stated differently, in
the long run, thera exists only one level (or rate of growth) of the

zoney stock, which will imply payments equilibrium,

x . . . h : S

e

D. The 5mall Country Assumption
The ;mall country assumption 13 critical for the above conclusion
because the idea that the deficit of the balance of paymenta will
redyce the money supply will not hold 1f we have a reserve curtency
country, ar a large country.16 & large country is by definition cne
which haa a strong affect on world demand. An increase in the dom~
estic component of che money supply of the large country will increase

the demand for goods and non-monetary assets worldwide, preventing the

international adjustwent to cake placa. HNeverthelesa, ths reserve

s

13 swoboda op. cit., p. 240.

14 The sams conclusion will hold in case of sterilizatien policy as
already assumed.
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currency country will experience an outflow of reserve due to the
inicial monetary expansion once forelgn central banks refuse to
accumylate the reserve currency monetary assef. This outflow of
reserve could be delayed 1if foreign countries hold a large amount of
the large country's currency as reserve. During this period monetary
policy in the large country could be quite effective in short run
stabilization policy. Indeed the U.S5. was in this position early In
the seventies as Furopean central banks were holding large amounts of
7.5, dollars as reserve.ls Our fupndamental positicn outlined above,
then crucially depends om this smzll country assumption. Using a
¥eynesian model wich perfect capital mobility, Mundell showed that an
expansionary monetary policy will have the same effects on the dom=
estic economy as that of an expansionary tonetary policy ia a foreign
country. In other words, the fimal result will depend upon the effect
of the inerease in domestic zssat on tha overall 'world money supply'.
This 48 another way of stating Ricardo's natural distributicn of
aspacie: the smaller the size of the domestic economy relative to tha
rest of the world, the smaller the effects of the increase in domeatis
asset upon the world woney supply. As Mundell puts it:

"...A 51 open market purchase in a small economy has the

same effect on tha world money supply and world investmeat

as a $1 dollar open market purchase in a large country.

This means that the atabilization effect of monetary

policy in a small country depends upon irs impact en

income 1n the rest of the world; and if the marginal
propensity to import abroad 1s proportionally slight, such

13 D.L. Kohn, "Interdependence, exchange rate flexibility and
national econowies" in Current issue in monetary theory and policy ed.
by T.M. Havrilesky and J.T. Boorman, AEM publishing corporation 1976,
p. 488,
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a palicy could quickly tum inte the ptacticaaﬁlimitation
that exchange reserves are not inexhaustible..."” )

E. The Formal Analyais

Most empirical analyais of this adiustment procass ha;n .blen
based on modeling the excess demand for money and analyzing its effect
on tha forelign component of the mometary base. Basically, modeling
the oﬁen ecopnomy with a fixed exchange rate has vary often taken the
following form:

Defining the wmoney aupply as (1.1) Ms = mH

with Ma: money supply (usually equal co currency
plus demand deposit)

m: mopay multiplier

H: DC + FR

DC: domestic credit {domestic asset of the
central bank)

FR: foreign component of the money supply

(1.1) can be rewritten as Ms = (DC + FR)m

Very often, the woney multiplier was assumed to be stable and
aqual to 1, Next, tha demand for momey can be defined as:
AR o, —a, : o : W
{1.2) Md = kPy i  with:
Md: demand for pominal balances

y: scale variable (curremt or
permanent incoma)

o N i: opportunity cost of holding
. i money {(index of interest rate}

P: index of price level B

15 Mundell: op. cic. p. 266.
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Ty @y incowe and intersst elasticity
of the demand for money

0130, u2>0
k: adjustment coefficient
Monetary equilibrium implies that:
1.3 Ma = Md
substituting (1.1) and ¢1.2) inte {(1.3) yilelds, after taking the
logarithm:
Lni

(1.4) Ln H 2 La(DC + FR) = Lnk + InP + o.loy - o

1 2
from which we can derive an equation for tha foreipn component of the
change in the money supply, which 1s identically equal to the BOP:
(1.5) B = & FR with B : balance of payments.
Naxt, defining the Tate of grewth of s variable as Rx-(dx/dt)fx.
equation (1.4) yields, after proper differentiation
(1.6) (FR;'H)RFR-Rk + Rp + oy Ry -ay By —(DC!H)RDC
Equstion (1.6) has been the general form used to test whether or not
monetary pulicy was sffective in an opec economy with fixed exchanga
:ltt.l7 Modifications of this general equation have included the

extension of the policy induced inatruments of the monetary author-

ities. This is the same as saylng that the money multiplier m is

17 Although several authors used differeat versions of equation
{1.6), the main variables such as ipcome, the domestlic component of
the money supply and the oppertunity cost of holding money are always
present: see M.I. Blejer & R.B. Fernandez: ™"Om the output inflation
trade-off in an open economy: a short run monetary approach” The
Manchester school of acopomice and goclal studies June 1578 No. 2 pp.
123-138. Also: Hang Genberpg: “Aspects of the monetary apprvach to
the balance of payments theory: 4n empirical study of Sweden" reading
Ne. 13, in Frenkel & Johnson: op. ¢it. pp. 298-325. Also D.L. Bean:
"International reserve flows and money market equilibrium" reading Ho.
l4, in Frenkel & Johnson op. eit. pp. 326=337.
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different from l. Some authors were then able to use the following
equation instead of (1.6):
(1.7 FR = h(P,y,1,DC,RQ)

with RQ being the reserve requirement ratio which is considered as a
policy tool under the control of the monetary :u:horitils.la Whatever
the form of the foreign reserve equation used, one would reach the
conclusion that if !?R.DC' the elasticity between FR and DC equals
minus one, a change in the domestic component of the money supply will
be offset by an opposite change in the foreign cowmponent of the
monetary base., Monetary policy therefore becomes ineffective. One
can see that by solving equation (1.6) for Rn:

(1.8) Rep ™ cnm).(nk + Ry + 3y 1y ~a R )= (ncfn).anc
Equation (1.8) implies that the rate of growth of foraign reserve is
inversely related to the rate of growth of domestic credit expansion.
1f ‘n.nc is equal to -1, theoretically there 1is a complete offset in
reserve loss. In general however, only a fraction of the increase in
domestic credit will be offset by a reserve loss, Nevertheless, it
becomes impossible for the monetary authorities to attain the full
impact of their policy instruments. If !Fl.DC was equal to 1, on the
other hand, monetary policy actions would have heen amplified by the
international adjustment of the BOP. The closer EFI,DC is to minus
one, the higher the offset to changes in domestic credit and the

higher is the loss of control of the monetary aggregates by the

18 V. Galbis: '"Monetary and exchange rate policies ian a small open
economy." I.M.F. staff paper, July 1975, Vol. 22, No. 2 pp. 313-343,
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authorities. Tdeally, the monetary authorities would like to have
EFR.DC equgl to 0. In this case, we revert to the c¢losed economy
conclusions discussed earlier when mometary policy reaches its full
impact. In any event, the closer EFR.DC ta 0, the assler it is for
tha authorities to contrel the monetary aggregates.

Changea in y and 1 will affect the forelgn reserve equation only
through their effects on the demand for monay. This is one of the
central propositions of the monecary approach to the BOP.lg From

(1.8), zm,y is equal to {E/FR). @, an¢ E 13 equal to ~(H/FR) a,.

FR,1

Hence E is positive. An increase in income will increase the

FR,y
demand for money. This will in turn Ecsicivcly affect the BOP through
its impact on the capital account. The view taken here 1s necessarily
a long-run approach because it abstracts from the effects of the
increase in y on the curreat account of the BOP. Hence, according to
this approach, reserve growth will be positively relatad to economic
growth and EFE.Y will be positive. An increase in the interest rate
will reduce the demand for meney which will in turn negatively affect
the BOP. Rasarve growth will rherefore be negatively ralated to the
rate of change of intereat rate. Several considerations are necessary
at this point. Firstly, we have derived these conclusions without any
spacific references to capical movements. Indeed, most of the
iaternational adjustments with fixed axchange rata discussed in the

literature have assaumed a high degree of capital mobility. What then

13 See various arricles on the monetary approach to the ROP pre-
viously mentioned.
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is the rolc‘of capital mobility in this adjustment process? Secondly,
to what extent can we say that this adjustment process would possibly

work in developing countries such as the WAMU countries?

F. The Role of Capital Mobility in the International Adjustment

As previously stated, capital mobility will not affect the end
result of the adjustment process. Stated differently, independently
of the degree of capital mobilicy, a disequilibrium in the money
market will be restored through the balance of payments. The question
one can ask 1s the length of time necessary for this international
adjustment to take place. In other words, how long will it take for
the system to move back from point B to the full equilibrium point A
(fig I), assuming no steri{lization poiicy takes place. Indeed, the
degree of capital mobility will affect the speed of this international
adjustment. The higher the degree of capital mobility (assumed to be
interest elastic) the larger the balance of payments disequilibrium
brought about by a disequilibrium Iin the money market, and the more
difficult it is for the monetary authorities to engage in any form of
sterilization policy. Since the system will move quite rapidly from
point B to point A, equations (1.6) or (1.7) frequently used to deter-
mine the extent of the effectiveness of monetary policy seem inade-
quate since they do not take into consideration the effects of this

capital mobility. The point is that since we are dealing with the
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short rtun, the degree of capital mobility will make a difference, If
we assume capital immobility, ther onca wae move at point B after a
monetary disturbance, it will take a while before che full paymencs
adjystment occurs. During this interim pericd, monetary policy can be
quite effective in affecting the interest rate and income. On the
other hand, if we aassume perfect capital mobility, this iocerim period
will be reduced to a minimum (in fact it will be instantanscus} since
perfect capital mobility implies that the domescic Interest rate is
equaelized to the world intereat rate, and any discrepancy in the money
market will be instantanecusly ramoved througk the intarnational
payments adjustment. Equations such as (1.8) or (1.7) therefore will
be unable to capture the whole effect of the effectivenese of ineffecw
tiveness of monctary pelicy in 2 short Tun analysis., Nevertheless,
these equacions will be quite correct ia explaining this international
payments in a long-run auaiysis when all the necessary adjustments
have taken place. This is because with perfact capital wobility the
adjustment 13 direct rather than eyelical. This can be shown through
the Ffollowing analysis.zCl Let us define the excess demand for goods
and services by X and the balance of payments surpius by F. Equil-
ibpium in both markets will be given by:
(1.9 X =X(p,r) = 0 with xp < ( and Fp <0
{(1.10) F = ¥{p,x) = 0 with Xr < D and Fr >0

whete p and t respectively represent thea ratic of home and forvelgn

price, and the domestic interest rate.

20 Mundell: Incernatiuvnal Econemics, op. cib. p. 158.
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Differentiating (1.9) and (1.10) totally yields:
(1.11) dr = =(X,/Xp) < O
Tp \X=0 o/
(1.12) d = =(F,/Fe) > 0
ap \F=0 P
the system (1.11) and (1.12) can be represented by the following

graphital analysis:

XX: GCoods and
servites market
equilibrium

FF: Balanée of

payments
equilibrium

Fig. 2: Dynamic adjust=-
ment in the
money market.

any point above FF represents a point of BOP surplus and any point
below FF represents a point of BOP deficit. Similarly any point below
(above) XX represents a point of exéess demand (supply) in the goods
and serviles market. We éan rewrite (1.11) and (1.12) in Qynlnie fora

in the following way:
(1.13) 9P = k;X(p,r)
dt

(1.14) Y = —a¥(p,r)
dt
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linerarizing, using Taylor's expansicn ylelds:

(1.15) dp = k, X (p-p) +k X _(r-t)
ac 1% 1 7r

(1.18) %§ = =k Folp=B) - ky F (r-1)

with p and £ : equilibrium price and interest rate.
From (1.15) and (1.16) one can derive the characteristic rocts of che

system as:

+ 2 .
kl Kp - kzFr - V (klxp + kZFr) - 4k1k2Xer

o, .o,
2
The interestiog point is that the system will appreach the equilibrium
asyapototically 1f the discriminant D 1s positive. But 1if D 1is
negative, the system will approach the wquilibrium cyelically. But D
is positive only if Fr is very large, which implies that the movement
back towards equilibrium will be direct when there i3 a high degree of
capital mobility. 1In other words, assuming that a monetary disturb-
ance decreases the Interest rate so that the system moves from point A
to point Z, the syscem will follow a cyclical pattern in coming back
to point A in the case of capital immeliliry. But in the case of
perfect capital wmobility, che adjustment to point A will be direct
rather than eyclical. This is btecause the decrease in the interast
rate will create an excess demand For financilal assers and a balance
of paymencs deficic. This will in turn create a rapid rise in the
interest rate due to the hipgh degree of capiltal mobility. The
interest rate will quickly bounce back to its initfal equilibrium

without any change in the price level., The higher the degree of
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capital mobility, the faster the adjustment of the interest rate

towards its equilibrium value .

G - The Role of Non-tradeable Asset in the
International Adjustmenc
However, a strong assumption made in this internatiocnal adjust-

ment is the almost perfect substitutability between domestic and
foreign assets. An open market operation by the monetary authorities
will have no effect on the domestic economy because asset holders will
readjust their portfolio through the internatiomal financial markets.
Domestic money is therefore simply exchanged against international
assets. In other words, the central bank has conducted its open-
market operation with foreign asset holders. This adjustment will
hold only if domestic citizens perceive intermational assets as close
substitute for domestic assets. The existence of non-tradeable
domestic assets will prevent this adjustment to take place. Put
differently, there i1s room for short-run maneuvrability by the central
bank. By conducting its wmonetary policy in the non-tradeable asset,
the central bank could affect the domestic interest rate and therefore
could force the economy to stay at a point such as C in the short run
(fig. 1). The importance of non-tradeable debt for the effectiveness
of short-run monetary policy was recognized only racmtly.zl However,
for countries such as the WAMU this argument has strong relevance.

Indeed, as discussed 4in the 1institutiomal background of these

21 R.S. Boyer, "Commodity markets and bonds markets in a small fixed
exchange rate economy."” Canadian Journal of Economies, VIII No. I,
February 1975, p. 123.
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econcmies, there seams to be a growing number of aconomic units
issuing debts which are far from being a substitute for intermational
or foreign assets. If this is the case, the central bank of the WaMI
could affect domestic spending and therefore income. This will make
monetary policy more effective in spite of the extreme openness of
thesa econpmins. More formally, it is assumed that the non-tradeabla
asset 1s held by both the commarcizl and centrzl bank and is supplied
by the domestic private sector. The banking sector also holds trade-
able debts. COne can rhen specify the money end credit market aqua-
tions in the following way:o2
(i=17) M = m(r,i,v} (R +D + N}

money market equations
{(1-18) L = L{r,1,y,w)

(1-19) X = ¢ (r,i,v) (R + D + N}
credit marker squations
{1-20) V= V(r.i,y,w)
mi »@¢, LLi < 0, ¢1>0, ¢rv<0Q, ViI<0, Vvr > 0
M: money supply
R+ D+ H = H = monetary base
n! money multiplier

r: interast rate on traded debe
{exogenously given)

i: interast rate on non-traded debt
R: Central bank reserve

D: Domestic credit

22 This model is adapted from R. Dornbusch, "Capiral Mobility and
Porcfolio Balance," in The Policical Economy of Monetary Reform, ad.
by R. Aliber - Allanheld, Osmun & Co., publisher, 1977, pp. 106-125.
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vt veltor of 8entral bank dontrol parameter

¥:¥: inlome and wealth variables
(exogenously given)

Lt Demand for money

K:  supply of domestié locans by dommeréial banks

V: extess demand for loans from the private sector

N: non-traded debt held by the fentral bank

Equilibria in both markets are given by:

(1-21) m(r,1,v)H = L(r,i,y,w¥)

(1-22) @ (r,i,v)H = V(r,i,7,w) = N
In the (1,R) spate, (1-21) and (1=22) &an be represented by the
following graph:

i
IM: money market
4 equil ibrium
1‘
KV: <¢redit marked
q equilibrium

Fig. 3: The role of non-

tradeable asset in
M the international
> ad justment.
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The relative slopes are éaliulated in the Appendix 1. A® represents a
simul taneous equilibrium in both markets. An expansionary open-market
policy (or inérease iIn the redisdounting fatilities) {n the non-
tradeable debt N will &reate an exéess supply in both markets, at the
initial interest rate. Both st¢hedules will therefore shift to the
left, However, VK will shift more than LM (see Appendix 2). At the

new equilibrium A' both the domesti2 interest rate and the stock of
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reserve have decreased. However, the absolute value of dR/dN ia
between 0 and 1, iwplying that the reserve offzet 13 not complete,
The decrease in 1 alsc impliesa that there is room for monetary pelicy
ic a small open economy ¢n the assumption that open market operations
are conducted through the non~eradeable aasset. Given an initial
portfolio equilibrium, an increase in the centrel bank holding of the
non~tradeable debt will affect the yield of this domestic asset. This
will in turn induce & portfolio shift towarda money and intermaticmal
boud, thersby reducing the amount of reserve, One of the problems in
Dornbusch's analysis is the confusion which might exist between D, the
domestic credir, and N, the pon-tradeable debt. In general, it could
be wvery difficult to dJdiscinguish between the twoe. In conducting
monetaxy policy, authorities will practically be unable to distingulah
betwaen cifferent degrees of tradeability of assets in forelgn mar-
kats. The ouly posgible way to make this distinerion will be through
gome #delective credit control devicea, This is the type of policy
instruments used by the central bank of the WAMU. Indead, policies
such as inducing commercial banks to ghift frow helding of tradeabls
to nmou-tradeable debt, or subsidizing (taxing) finsocial Intermed=
iaries holding more non~tradeable (or tradeable) debt are devicea
which might strengthen the role of monetary policy. The respouse of
commercial banka 1is therefore crucial to the extent that thay could
annihilace any or most of the policy effects. For exumple, faced with
a restrictive monetary policy on non-tradeable debt (decrease in
central bank holdings of N), commercial bapks c¢ould borrow in thae

laternational market to buy local debet. Similarly, in the event of
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expansionary mometary policy (increase in N), commercial banks lending
in the foreign market after borrowing domestically could be a major
drawback in the effectiveness of monetary policy in achieving the
desired goal.

From the preceding analysis, 1t will be necessary to take into
consideration the degree of capital mobility when modeling the foreign
reserve component of the money supply. In other words, we should
explain not only the factors which affect the demand for money, but
also the factors which explain capital flows between the WAMU
countries and France. Before turning to this model, one should point
out that following Tobin, capital flows should be analyzed in a model
of portfolio diu:ribution.23 Lafore Tobin's ploneering work on
portfolio distribution, capital flows were basically related to the
interest rate differential in a partial equilibrium uu.l.yais.z4
Accordingly, a reduction in the domestic interest rate would increase
the outflow of capital (reduce the inflow), and more importantly, as
long as the domestic interest rate remained low relative to the
forelgn interest rate, the outflow of capital would continue. The
implications for balance of payments adjustments were obvious. If a
country was suffering from a balance of payments deficit, the monetary
authorities should simply use their policy instruments to increase the

interest rate. This will bring about a permanent improvement in its

23
J. Tobin: "A general equilibrium approach to monetary theory."

Journal of Money, Credit and Banking, vol. 1, 1969

2 By capital flows was meant flows of non-direct investment items
in the capital account plus errors and omissions,
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balance of payments through its capital account. Until the early
seventies, this flow approach to the international adjugtment was
widely accepted by well-known economists such ag Mundell who wrote:

" _.at high rate of interest, the net inflow of capical will

be larger, or the ﬁet outflow will be smaller, than at low

rate of interest.”
This approach has been strongly criticlzed on twa grounds: the first,
also known in empirical analysis as the 'gimultaneous equation bias'
iz that the flow approach implies that the interest vate will be
completely independent of the capital flew. In fack, interest rated
will affect capltal flows which in turm will affect the interest rate,
making it impossible to determine which way the causality runs. The
gecond eritique alrsady alluded to earlier and also relaced to the
firat, vefers to the fact that the fiow approach Fails to realize that
{nternational capital flows will change the non-monetary wealth of a
given community, and will therefore shift the demand for money. In
other words, the proper way to analyze these capital flows should be
through a portfolic discribution betwsen monetary and financial
asaets. At any point of time, given the interest rate and the esti-
mare of risk, economic units will distribure their wealth between
these two agsets and a givem change in the interest rate will bring
not a continuous but a once aund for 2ll stock adjustment in the

portfollo of wealth holders. 4As Bramson and Hill put iC:

e —— ———

25 4. Mundell: "The monetary dynamics of international adjustment
under fixed and flexible exchange rate."” GQJE, May, 1960, p. 230.
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"...Raising domestic interest rates will produce a one shot
stock adjustment inflows of capital as portfolio are redis-
tributed. Thus the major initial effect of an increase in
domestic interest rate will be a reallocation of portfolio
held by both fssnignnu and domestic citizens towards
domestic assets.”

This implies that balance of payments adjustments through the
capital account can only occcur through a continuously rising interest
rate. In other words, the continuous flow of international capital
will depend upon the rate of growth of the stock of money. The
continuous effect of capital flows will be accounted for by the rate
of growth of the monetary asset in a given country which will in turn
induce the residents of this country to accumulate financial assets
(both domestic and foreign) at a faster rarte. Most recent capital
flows analysis have been done through this portfolio approach and we
will do the same in this l-tudy-27 Before presenting this nodel, we
shall briefly discuss the institutional framework as it exists in the

WAMU countries today.

%6 Wb Branson & R.D. H1l, "Capital Movemeats in the OECD Area:
An Econometric Analysis" OECD Economic Outlook,Occasional Studies,
Dec. 1971,

& Several authors have analyzed capital flows in the portfolio
perspective: see for example J.E. Floyd, "International capital
movements and monmetary equilibrium' AER vol 59, Sept. 1969 pp. 472-92;
"Monetary and fiscal policy in a world of capital mobility." Review
of economics studies Vol 36, Oct. 1969 p 303, "Portfolio equilibrium
a the theory of capital movements”, International Mobility &

Movements of Capital ed. by Machlup, Salant and Tarshis, NBER New York
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CHAPTER II

THE INSTITUTIONAL FRAMEWORK

The six countries comprising the WAMU cover am area of asbout 2.2
million square kilometers and are populated by approximately 22
million inhabitants.1 The gross doumestic product commanded by this
reglon was about 1,595 billion C.F.A. francs in 1975.2 Before
receiving their independence from France between 1959 gnd 1960, thesze
countries used to beloeg ta the French West African Federation (AQF}.*
As wa shall larer see, these countries never totally broke away frow
the formar colonisl power after independence, and their close tigs are
cutrently reflected in the organiiation of theilr political
institutions, the monetary and banking system, a well as the pattera
of trade. Indead, special economic and fipencial relations were
maintained with France, and since 1964, with the European Economic
Community through several agreementa, These agreements mainly govern
trade relationships detween the European Economic Comomupiry (EEC) on
the one hand, and several countries from Africa, tha Carribean aad
Pacific, on the other hand and cherefore, affected the WAMD countries,
Before discussing the monetary snd banking system which 1is our main

concern 1in this satudy, it will be neceassary te present the

l The WAMY is formed by Senegal, Ivory Coast, Togo, Niger, Benin
and Upper Volta. Before 1972, Mauritania belonged to the WaMU.

2 Befora August 10, 196%, the conversion rvate of the CFA was:
246.853 C.F.A Frane for 1 1.8. dollar. After Avgust 10, 1369: 277.71
C.F,A Franc for 1 U.S. Dollar.

Togo did not belong to the A.0.F., but wse a United Natione Truat
territory under French adminiatration.
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cerganization and functioning of the economy of the WAMU as evidenced
by the structure of production and trade. It has often been said that
problems in underdeveloped countries are more structural than anything
else. Knowledge of these structural aspects of the economy will be
helpful in understanding some of the constraints placed on the central

bank in the conduct of monetary policy.

A - The Real Economy

A-1 Structure of Production.

The WAMU countries are predominantly agricultural countries which
rely on the exports of a few crops as their main source of income to
finance their development plans. In 1963, at the time of the creation
of the WAMU, the agricultural sector represented about 40T of the
G.D.P. Today, the importance of agriculture has not decreased much,
even with the relative success of recent industrialization programs
mainly in the Ivory-Coast and Senegal. The main income-generating
¢rops are cocoa, coffee, groundnut, cotton and wood. Table 2 gives a
breakdown of these main export products in terms of quantity produced
and value of output. The only minerals produced by these countries
are uranium, calcium and aluminum phosphate. Table 3 also gives a
breakdown of the production of these minerals which still represent a
small proportion of the overall export earnings of the WAMU, The WAMU
countries are then exports economies which rely on the exports of
mostly unprocessed or raw products which they sell in the world market

at a given price. In other words, they are price takers for their
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axports and can only maximize thelr export income by selling as wuch
as they can at the given international price. The demand elascicicy
for export facing each country i{s therefore very high. The availa-
bility of substitutes and the perishable nature of these products make
it difficulr to be otherwise.

The relactive importance of egriculture stems frem a number of
factors. Filrst, historically, during the colonization, the economies
of the WAMU countries were designed and organized to be a source of
raw macetials and tropical products for the French market, and later
for the European economic community. These econcmies were therefore
geared towards the outside. This 1s raflected in a trade pattern
which 1s tocally skewed against intra-African trade, Secondly, after
the lndependence, relying on the theory of "comparative advantage", it
was thought that the best and least costly way to accelerate the
development process will bLe to heavily invest in the primary sector,
which, 4n the {future will help develop the iadustrial bagis,
Structurally, developing countries have usually been analyzed in terms
of the dualiatic structure of their economy. Indeed, any economy
which heavily telles on export ag 1ts main source of income and usas
foreign factors of production 13 a dual ecnncmy.3 The dualism theary
divides the aconomy inte 2 main sectors. First, the tradicional or
subsistence sector is mainly confined to the primary sector. The

techniques of production used in this sector are rudimentary, highly

3 For a discussion of dualism theory, see several articles in G.M.
Meier: Leading Issues 1n Economic Development, Oxford University
Press. 3rd edition, 19776. p. 125~-[64.
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labor intensive and productivity is usually low. More important, this
sector 1s characterized by its low contribution to the overall money
ocutput, since most of the exchange takes the form of barter.
Moreover, formal credit instruments are almost non-existent and most
of the lending and borrowing activities are done on parole through
traditional moneylenders, (usually Lebanese merchants). It is obvious
that in such a case, monetary policy will have very little effect on
this sector of the economy since it will be unable to affect spending,
Moreover, with the interest rate institutionally fixed, monetary
policy will be unable to affect the rates charged by traditional money-
lenders in their borroewing or lending activities. The modern sector
usually involves foreign owned concerns in majority subsidiaries of
French companies or commercial banks. Their operations are totally
different from the peasant sector. Production techniques used in this
Sector are modern and capital intensive. Management techniques are
imported from abroad which implies that the manpower also 1s usually
forai‘n.b Activities in this sector are concentrated in the modern
export agriculture and the young industrial, banking and service
Sectors. More important for our subsequent analysis, the modern
Sector extensively uses formal credit instruments and issues local
claims which are close substitutes to French assets. In other words,

they are internationally tradeable assets. One would then

4 In lvory-Coast, in 1975, more than 75% of management positions
were filled by Europeans, mostly French - See J.H. Pegatienan: '"Le
BRole du Marche Mondial dans le developpement economique de la Cote
d'Ivoire" in C.I.R.E.S. No. 26 =- September 1980, p. 99-118,
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expett this setbtor to respond to the stande of monetary polidy and its
behaviar will bhe &ritidal for our analytilal framework. Spending
detioions in this settor will be affetted by both money market fondi~
tions and the international adjustment proiess, In other words, port=
folio dedisions in the modern settor will also depend upon foraign
{French) money market donditions.

The notion of dualism is not aétually well suited to analyze the
peodudtive strudture of these stonomles bedsuse of the growing exist-
ence of a relatively modern Afrifan sector whith fills the gap between
the traditional and modern or internatfonal sedtors.> Con&entrated
wainly 1o the servite sedtor, these are young Afriian firme wicth
relatively &apital Intensive produétion prodesses. They isgue dredit
instruments which are marketable only nationally (domestifally). 1In
this regard, they are quite diffarent from the internatlional firms.
Spending dedisions in this seltor will he affetted by wmonetary
polidy since they ladk the flexibility of moving in the international
money warket. However, one wounld expedt fipandfal 1institutions
to adjust their portfolios by buying or selling assets which are
internaticnally tradeable, therefore releasing the pregsure on thege
lotally tradeable assets, Flnantial intermediaries <&ould therefore
borrow on forelgn finantlal markets to finande lotal invests
ments. In other words, changes i1In monetary polidy could imply

more changes in the holding of internationally tradeable aszets than

5 This 1is what Lamson, G.H. vefera to as the “Fringe of the Modern

Sadror:”™ in Cantyal Banking in ap Open Export Ebonemy: the Monetary
System of Freoch Speakina West Africa. 1936-67. op. eit. p. 15
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the holding of non-tradeable assets. This has profound implications
for our framework, since one of the elements which could prevent the
working of the international adjustment mechanism 1s the existence of
non-tradeable securities.

A-2 Trade Structure.

It is a characteristic of export economies to have a very impor-
tant foreign trade. WAMU countries’ foreign trade accounted for about
40% of their total gross domestic product at the time of independence
and by 1975, the ratio had reached approximately 50%. Overall exports
from the WAMU countries reached 782 billions of C.F.A in 1977: 72
percent of this trade was with Europe and only 5 percent between
themselves; the rest accounting for trade with America, Asia and other
African countries which are non-members of the WAMU. Exports towards
France reached 33 percent, showing the relative decline but ever
present French ties with its former colonies. 1In 1977, imports were
valued at 847 billions of C.F.A. with the relative shares of Europe,
France and intra-WAMU trade being 66, 40, and 3 percent :npactiwly.e
Two conclusions are quite obvious from these statistics. First, the
relative importance of the foreign sector in the WAMY countries and,
secondly, the relative weakness of intra-WAMU trade (Exports to and
inmports from Europe and North America reached approximately 80 and 74

percent in 1977). We will discuss each of these points.

6 These trade statiscics were computed from "Statistiques

Monetaires et Economiques" in Notes d'Information et de Statistiques.
published by the B.C.E.A.0O. March, 1981, No. 297,
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A2-1 Importance of Foreign Trade.

Az mentioned earlier, WAMU countries' foreign trade has reached
almoat halfi thelr overall gress domestic product. Thia ig accounted
for by the combination of certain factors, Firat, apart from the
historical situvation already mentioned, the steady investment and
equipment programs maintaiced by these countries since 1960 has
implied a rapid 1ncrease in imports.To pay for these importa, ths
level of exports had to be increased over the years. Also, tha
industrial policy of import substitution started in the late sixties
did tietle to reduce the level of Imports as they were supposad to.
On the coatrary, these policles implied an even higher degree of
imports to build and develop these import aubstitution fima.7 More
than anything else, the high ratie of foreign trade is caused by the
very low domeatic supply elasticity for import commodities in the WAMU
coyntries. Indeed, there is a strong domestic demand for I{uwport
products which cannet be gatizfled by the domestic productive capacity
of cthese economies. Paradoxically, cthere 1w & wvary high supply
elasticity for export commodities coexistipg with & very low domegtic
demand for these game export products. The imbalance between supply
and demand elasticities of dimports and exports 1a the basic
axplanation of the importance of foreign trada in the WAMU countries.

A2-2 Incre~WAMU Trade.

As table & ghows, the trade balance of the WAMU has been in

conatant deficit since the formation of the monstary unlon in 1963,

7 For a short discussfon of Import-substitution strategy, see G.M.
Maier. op., cit. p. 648-634.
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This situation is partly due to the instability in world prices of
primary commodities, and partly due to the rapid increase in import to
meet the targeted investments in capital formation set by different
development plans. Exports are made up of a few agricultural products
with the share of semi-finished and finished products totally
negligible. Imports, as expected, are made up of finished and
manufactured goods for capital investment and consumption. This
dichotomy in the structure of trade explains the skewedness of trade
against Intra-WAMU trade. Putting it differently, the WAMU countries
produce similar and competitive products, which largely prevent the
development of intra-WAMU trade. Interestingly, one should notice
that this similarity of production {n the WAMU countries does not
cover only agricultural outputs, but alse processed and industrial
products. This comes from the creation of similar industries in these
countries, which in turn implies a lack of planning harmonization at
the regional level. The implantation of these competitive industries
in very small markets is bound to reduce intra-WAMU trade flows and
increase finefficiencies. Indeed, between 1972 and 1978, intra-wAMU
trade decreased from 5.8 to 4.1% relative to the overall trade of
these countries. This skewedness of foreign trade is clearly obvious
from the following matrices of intra-WAMU trade as shown by tables 5,
6, and 7. 1In 1978, for example, the bulk of this intra trade has been
industrial products (34%) and foodstuffs (302). This also depicts a
division between the more and less advanced of the WAMU countries.
Ivory-Coast and Senegal were responsible for 90 of exports of

industrial and semi-finished products, These goods consist of
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articles such as Flour, refined oil and soft drinks, soap, plastic and
30 on {(tablea B and 9). Ancther aspect of this intra~WAMU trade 1is
the importance of overland ar non-reported trade occuring betweén
Upper Volta and Niger, the landlocked countriea, con the one hand and
the four other coastsl countries. This overland trade takes the form
of export of livestock from these "interior' coumtrles to the coastal
ones, The last aspect of this intra-WAMU crade is the relacivae
decline of Senegal in the overall region. TIn 1960, at the time of
independence, a full 30% of the WAMD intra trade came from Senegal,
In 1973, this ratio fell to 1.5Z., Several factors account for chis
decline. The logs of the Malian market after the breakdown of the
Federation of Mali lefc several Senegalese firme with substantial
axcess capacity and to a lasder extent, the strong economic grewth
experienced by the Ivory~Coast singe 1965 cvershadowsd GSenegalsse
performance.

Clearly, intra-regional crade aspecta represent one of the areas
wheare most efforts should be deployed in the near future. Indeed, one
shouwld recognize that the problem does not only lie with the
productive structure, but alse with the transportation system (mosgt
asphalred roads ruan from the intarior tfo the coestal porta which makes
it difficult to travel by road between African c¢ouneries), che
camunicai:ilan system (it 1is easier to communicate between capital
cities 1o WAMU and Paris than between two cities of the Union) and
also the banking and insurance syastem (mest finencial intermediaries
are simply French subsidiaries and they tend to deal more om export

related activities). It is then necessary ¢to reorlent the whole
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pattern of trade in Africa in general and in the WAMU in particular.
It has already been recognized by some authors that there exists a
limit in the capacity of industrial countries to absorb the increasing
quantity of non-processed, semi-finished products and minerals coming
from less developed countries. Hence, each of these countries is
competing for a more and more limited market in developed countriu.a
Indeed, the recent downward movements in world prices of certain
primary commodities such as sugar, coffee, cocoa, groundaut, and
minerals such as copper, show a tendency towards a limit of the demand
for these types of products in developed countries. If this is the
case, it will then be more than urgent for the WAMU countries to move
into progressive but steady changes in the pattern of intra-regional
trade. Increasing regional demand with higher domestic supply
elasticicy for import products will be necessary to increase the level
of productivity and change the overall structure of these economies.
Such changes will definitively lead to an increase in the use of
domestic factors of production and a better resource allocation if
these changes are implemented on a regional scale. Indeed, the size
of the market in each WAMU country (the most populated WAMU country
has 8 million inhabitants) makes clear the urgency of changes at the
regional level.

Unfortunately, while monetary integration in the WAMU is complete
(with the existence of a common central bask which i{ssues a common

monetary unit), economic integration has been lagging, and even in tha

s $.C. Nanan Sinkam, "Africa and Monetary Integration.” Mouton
Publishers, New York, 1978. p. 21.
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trade arez, the WAMU countries have fallan short of establishing a

custom unicn.

A-3 Attempts at Trade Integration.

All WAMU countries plua Mauritania and Mall belong to the
Wegt-African Economic Community (C.E.A.0.) since 1972. The C.E.A.O.
was created to raeplace the West African Custom and Economic Union
{U.D.E-A.0.) dissolved in 1970 for lack of rompliance of its terms by
its members.

The predecessor of the U.D.E.A.0. was the West African Custom
Union {V.D.A.0.)} created on June %, 1959, becween Dahomey (now Benin),
Ivory-Coast, Mali, Mauritaoia, Niger, Senegal and Up.per Volta. The
objectives of this custem union were the harmonization of ifmport
taxacion among member countrims, the complete reduction of customs and
fiscal duties on trade among members, and the esteblishment of a
rommon external tari££.9 Unfortunately, the Union was unable to meet
its objectives, because its goals were overambitious and also, ity
members falled te cowply with the agreements. Indaed, aftar
independance, wembers scill were wmelncaining a differentiaced
structure of fiscal duties, sccording to their own fipancial needs and
constraints. The goals of the Custom Union were overambitious because

ir prevented member coustries from increasiog their finaocial

? Custom duties wvaried according to the origina of the goods
imported (ex: countries subject to the most favored paticn treatment
were subject to minimum rariff) - they wera therefore used for fiscal
and protective purposes. TFiscal duties were used mainly for revenue
purposes, and they were levied independently of the origins of the
goods.
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resources from import taxes, their main source of incon-.lo In June
1966, a new union (U.D.E.A.0.) was created to replace the former
custom union. 1In fact, the U.D.E.A.0. never provided for a true
custom union. Members perceived the sacrifice in terms of tax
revenues as being too high and national interests prevailed over the
regional ones.

Due to the failure of the U.D.E.A.0., a new organization
(C.E.A.0.) was born in 1972. The West-African Economic Community
called for free trade inm crude material and, more importantly, a
common external tariff to be put into effect within 12 years. The
community also called for the establishment of a development fund to
be used to compensate member countries suffering revenue losses from
the reduction in tax on intra-union trade. Indsed, this last aspect
has been cne of the main impediments in the implementation of economic
grouping in the area. The poorer and landlocked countries (Upper
Volta and Niger) see any attempts at economic integration as
benefiting only the richer and coastal countries. Reduction of
intra-group fiscal duties will prevent poorer countries from relying
on an important source of their financial revenues. Also, the common
external tariff will potentially create a trade diversion from third
countries' products to manufactured output of the more advanced
countries of the Union. In other words, there is the possibility of

the poorer countries subsidizing the more advanced ones by purchasing

10 1.M07., Survey of African Economies, published by the I.M.F.,

Washington, Vol. 3, 1970, p, 19.
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their more expensive mamifadeured gutput.ll It was then nedessary to
sat up a melhanism to {ompensate the poorer nations. 2  Overall, nore
theoretidal worl still needs to be done on the means of achfeviag eco-
nemle integration fn Afriia. As amentfoned earlfer, the widening of
market will have 1ts effect not only through rthe traditionsl trade
diversicn and tcreation, but also dynamiéally through Industrial growth
by intreasing speiializatlon and elonomit effidiency. By Intreasing
the optimel size of firma, there will be a reduétion in average Eoet.
Avother aspeht of the trade structure of the WAMU countries
refars to their assoliatlon with the Eurcpean Eionomié Community.
Under the sefond donvention of Aasoblation (known as Yaounde II)
between the E.E.C. and 18 Afriéan &ountries (that indludes the WAMI
tountries), trade advantages inicially'rcserved to Trande by the WAMU
tountries were gradually extended to other E.E.C. members.l3 The
donvention, therafore, provided for the same tariff treatment (dustom
duties) by WAMU dountries regarding the imports from the E.E.C.
members. Similarly, it also dalled for the progressive elimination of

spefific quotas on French exports maintained by the WAMU Zountries.

11 1.M.F., Survey of Africap Eionomies. op. eit. p. 39,

12 The Entente Coun¢il (Ivory=Coast, Upper Volta, Niger, Togo, Banin)
whiéh {8 not discussed hare created a8 solldarity fund whith releivad
its etontriburion from eadh member state (one tenth of eath nmember
government reseiprs), One fifth of the toral fund was o be distri-
buted among members in inverse proportion to their fonteibution.

13 The firat conventton of assotfation odburred at the time of the
dreation of the European Elonomil Community. For a distussion of the
trade effects of these fonventione sea! A.Ds Cuattara, "Trade Effects
of the Asasodiation of African Countries with the European Efonomié
Community” I.M.F, Staff Papers, Vol. XX, July, 1973, p. 449=-543.
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The third and fourth conventions still maintain the close ties in
trade relationship between the WAMU and European Community which in
turn explains the high proportion of trade between these 2 groups of

countries as noted earlier.

B. The Banking and Monetary System

While trade arrangement and integration have been far from being
@ success story in the WAMU, the monetary system, however, has shown a
great deal of stability and cohesiveness. The monetary system of the
WAMU has reached the highest degree of integration one could conceive.
Practically, member countries have totally relinquished their monetary
soverelgnty and left monetary policy under the responsibility of a
Supranational entity: the Central bank of the West-African States
(B.C.Z.4.0.). The monetary system of the WAMD can then be
characterized by the following points:

1. A common central bank responsible for the definition and
implementation of monetary policy.

2. A common currency, the C.F.A. (Communaute Financiere
Africaine) issued by the B.C.E.A.0. which is a legal tender
in the whole uniom.

3. The centralization of reserves by member countries.

4, A fixed exchange rate between the C.F.A. and the French
franc.

14
1948,

FF = 30 CFA: This exchange rate has not been modified since
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What wakes this monetary system a very peculiar and strange one
is the so-called "couvention of oparaclon account', which 1is an
agresment between the French Republie and the WAMU whereby France will
guarantee the C.F.A. This guarantee contains some features worth
further explanaticns. The French Ereasury opens an acsount in its
books in the name of the B.C.E.A.0. which represents the WAMU
countries on wonetary affairs. THE B.C.E.A.0. puts all {its foreign
exthange earnings fn this account ¢zlled an "operation account”. 1In
return, the French treasury will grant unlimited overdraft facilicies
in French Francs to the B.C.E.A.Q. under very specific and restrictive
conditions. We will come back to the details of rhe organization of
the WaMU and the functioning of this operatiom account, but one can '
already realize the strang French influence in the monetary affalrs of
the WAMII (a teflection of the strong French share of WAMU external
trade). This heavily contraacs with other African countries which
were former members of the Sterling area and used to belang to the
currency board system.ls The differencea between the two BysStems can
be partly explained by the philoscphical differences in cultural
pacterus between the French and the British duriag the colonization
pericd, While the Freach believed in centralization and the creation
of an elite group, culturally dependsant upon Parils, the Bricish

believed more in admipnistratrive decentrallzation and the promotion of

13 One should notice that the currency boards had their owvm problems
since they were more of an exchange office than a true Cantral bank.
They were mainly exchanging Afriecen currency againsc the British pound
and vice wversa,
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Africans from within the system. As Mundell euphemistically explains
these divergencies in view:
"The French system tended to provide their colonies with the
product of (progress) but not the tools or technology which
render the native production of those goods possible, or the
native lslite free from dependence on the metropolitan
center.
These philosophical differences can be found in the actual
organization of the monetary systems in French and English speaking
Africa. While today totally independent central banks exist in
English speaking Africa, the former French colonies have never
attained the same degree of monetary independence. This monetary
independence has allowed the English speaking countries to gain
experience in monetary organization and policy even though at a very
high cost in terms of inflationary finance and strict exchange control
systems which in most cases have tended to overvalue the monetary unit
and reduce a great portion of trade to barter. In French speaking
Africa, on the other hand, the lack of complete monetary independence
has been compensated by better managed monetary affairs and a strong
financial discipline which sometimes has inhibited economic grouth.”

In the case of the WAMU countries, free convertibility of the monetary

unit,financial orthodoxy and complete freedom of capital movements

16 R. Mundell, "African Trade, Politics and Money" in Africa and
Monetary Integration, edited by Rodrigue Tremblay, HRW 1972, p. 27.

17 Rodrigue Tremblay, "Monnaie et sous development en Afrique

Occidentale Sous Saharienne" Center for Polic Alternatives.
Massachusetts Institute of Techmology - July 1975,
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seem to have been the major goals of the B.C.E.A.0. in the conduct of
monatary poelicy. Strong criticlsms especlally geared towards the
axtreme conservatism of the B.C.E.A.0. and {its lack of monetary
independance {(which manifested fiself through the impacc of successive
Franch davaluation on the C.F,A.) led to a major reorganization of the
WAMU In 1974. This was necessary to prevant the complete breakdown of
tha union {Mauritania left in 1972).

Before discussing the conduct of monetary policy in the WAMU, it
will be necessary to discuss the internal organization of the union.
This will be done in three scteps. The actual organization of the WAMU
hae evolved historically from the time the wember countries had no
political didencity. We will, therefore, briefly account for this
period since 1t can throw some light on the basic relatienship between
the WAMU and TFrance. DBerween !962 and 1980, che Uniom underwent a
major change {in 1974} and it will be necessary to distinguish between
the period before and aftar 1974 mince significant differences in the
organization of the WAMU did occcur.

B-1 The Historical Development of the WAMO.

Much has already been patd on the historical development of the

HEHU.IS

We will, thersfors, briefly sketch the principal
characteristics of the wmonetary system hefore indepecdence of thesse

African countries between 1959 and 1960, Monetary and E£inaneial

18 See Gaston Leduc, Les Insktitutions Monetsires Africsines.
BEditions A. Fedone - 1965, Chapters 1 and 2. Alzo, Xavier de la
Fourniere: La Zone Frane collection. Que sais je P.U.F. 1971,

Chapter L.
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institutions in West Africa have followed the political evolution of
the WAMU countries. TFirst, during the period 1830 to 1945, these
countries belonged to the French empire and, as such, had no separate
identity. Monetary and financlal institutions did not differ from
France's and if they did, they were mere overseas extentions of French
institutions. Indeed, only one currency was in use at the time: the
colonial Franc. During the period following World War IT t4l1l 1955,
known as the "French Union" or classical age of the Franc area, slight
changes in monetary and financial organization occurred between France

and its African l:cl.'ri.i:o:'iu.19

The C.F.A. did appear in these
territories after 1945 when the French Franc was heavily devalued
because of inflation and payment imbalances resulting from the war.
Because this devaluation did not apply to the colonial territories,
monetary units issued in these areas received a new label: tha
C.F.A.*, Central banking activities in these overseas countries were
put under the responsibility of a private commercial bank, the B.A.O.
(West African Bank) to whom was granted the sole right of currency
issue. Free convertibility of colonial Francs into French Francs at a
fixed rate was maintained by the B.A.0. and in 1948, the exchange rate
was fixed at 2 old French Framcs to 1 C.F.A. After the French
monetary reform of 1958, which created the new French Francs, the

exchange rate followed this change and was set at 1 FF to 50 C.F.A.

19 Xavier de la Fourniere: op. cit. p. 11.

* Before independence the C.F.A stood for Colonies Francaise

d'Afrique (French Colonies in Africa).
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It should be remembered that this did mot fmply a change in parity and
in fact, the 1948 parity has not been changed up uncil now. The
financial institutions were a mere extension of Fremch cormmercilal
banks in Paris and many of these ties are still maintained.

During the period 1955 to 1960, the era of the "French
Communicy", the ideas of independence for the colonles were alraady
being discusced and some local autonomies were granted to coloanial
inatituctions. Federal and public institutions were created to
recognize the specific character of the colonies and move Ifmportanmt,
in 1955, the right of currency issue was transferred Irom the B.A.O.
to a public institute, the bank of issue (Imetitut d'emission de
L'Afrique Occldentale Frapcaise et du Togo), which in 1939, changed
its neme to the actual B.C.E.A.0. It was durdng this periocd thar the
famous operation account was established. 1Im 1935, such an aceount
was opened In the French treasury under the name of the bsuk of ifgsue
and, later on, the B.C.E.A.Q., providing overdraft facility for the
Central Bank. In 1962, two years after formal poiitical independence
from France and the creation of political entities in these African
countries, the treaty establishing the WAMU was signed and to it was
added the convention of "operation account™ between the WAMI countrias
and Franca.zo

Commercial banking did follow the same evolution during these 1

pericds. ‘hile before 1955, they were gsimply French commercial bauks

20 1t should be noticed that the treaty establishing the WAMI
ecountries could continue in force even in the event of abrogation of
the convention of operation account.
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operating in West-Africa, and therefore, were subject to French
banking legislation, after 1955, regulations on banking were still
French, but African representations were allowed on the commissions on
banking control. By 1850, and thereafter, one witnessed a
reorganization of several commercial banks and the broadening of the
capital base to include U.S., German and local government partici-
pations. With the WAMU treaty, commercial bank legislatlions were
placed entirely under the responsibility of member countries. This
period also witnessed the creation of several development banks
through the WAMU, almost entirely capitalized with public funds.
Their objectives are clearly specified in terms of development plans.
They usually make credit available to specific sectors of the economy
(agriculture, industry, services) at relatively low cost and very
often, provide some forms of technical assistance with their lending.

B-_Z Formal Organization of the WAMU.

With the 1962 treaty creating the WAMU, the member countries gave
the right of currency issue in their countries to a common central
bank, the B.C.E.A.0. , Notes and coins issued by the B.C.E.A.O.
circulate freely within the WAMU. However, although the WAMU is
considered a common currency area, the notes issued were distinguished
for each country of issuance by a letter following the serial number.
In other words, separate monetary accounts for foreign reserve and
B.C.E.A.0. credits were kept for each member country. Under the 1962

treaty, the highest administrative body was a council of ministers
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from each state. But the actual management of the bank was under the
responsibility of a board of directors, composed of two directors from
esch member state, from whom one was elected president. Moreover,
under the special cooperation agreement with France, 7 directors wers
appointed by the former metropolis (ome third) of overall members of
the board of directors). Dally management of the bank was under the
responsibility of a general manager (a Frenchman). Decisiouns of the
board were taken on & simple majority. However, in matters involving
the distribution of credit, a two-thirds majority was required and in
quastions related to the safeguarding of foreign reserves, the ratio
was raised to three-fourths, which provided France with a2 veto power
on foreign payments degisions. At the national level, National
Monetary Committees (NMC) with five members each were responsible for
the implementation of monstary pelicy. The five members comprised the
two directors from the board and three other members appointed by each
government. The reaponsibility of che NMC sovered the formulation of
requests to the board of directors for rediscount ecailings for each
gountry. Within the limit of cradits ceilings determined by che
board, the NMC's were also responsible for the proper allocation of
these central bank ecredits between banks and particular flrms,
Quantitative ceilings on rediscount of short-term (six to nine months
depending upon the nature of tha finaneing) and medfum texm credita
(less than five years) to commercial banks and limits oa rediscount
far individual enterprisea wers the main instruments of credit

congrol. Medium term credits were granted only-for the financing of
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specific projects in accordance with each country's development
policy. One of the main characteristics of this period was the
relatively high proportion of short term finance compared to medium
term credit financed by the Central bank. Long-term finance was
almost nonexistent., In 1968, about 80 percent of overall credits in
the Union were short term. Medium and long term credits each
accounted for 10 percent. This, along with the progressive reduction
in the ratio of Central bank rediscount to overall credit brought
about strong criticisms on the ability of the B.C.E.A.0. to control
the money supply and foster econcmic development and integration ia
this rngion.n These criticisms led to the reorganization of the WAMU
through a new treaty in 1973.

The new treaty called for a reorganization of the administrative
bodies of the B.C.E.A.0. as well as specific changes in the instru-
ments given to the bank for the implementation of monetary policy.
First, the highest political bodies consisted of the conference of the
Heads of States and the council of ministers. Decisions taken at the
conference of the heads of states concerned general decisions such as
membership issues., Decisions are taken in unanimity. The council of
ministers (formed by two ministers from each country) had the respon-
sibility of formulating general monetary end banking orientation of
the Union. The governor of the B.C.E.A.0. is appointed for a six

years tern (he must be a national of a member state) and chairs the

1 See R.F. Bathia and P. Acquah, "Monetary Instruments and Policies
in the B.C.E.,A.0, Countries, 1962-74, An Analysis" IMF Unpublished
Docyment DM/77/52 p/l11. Also R.J. Bathia "The experience of the West

African Mometary Unicn” IMF Unpublished Document DM/8C/80 December
1980.
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board of direcrors which consists of fourteen members {two from each
member country and from France which lost Its veto power on foreign
payments dacisions).

At the amtional level, the nationz]l monetary committees were
replaced by the nationmal credit committee {N.C.C.), chatired by the
Finance minister of the given state. The role of the new N.C.C.'s was
widened. The commictee not only proposes to the board of directors
the maximum amount of credit to be extended for the next twelve wonths
period, but alse decides on the use and allocation of credit betveen
commercial banks and fipancial imstitutions on the one hand and the
tressury on the other. The maximum amount of rediscount waa deter=
nined by taking into considersrion the avolution of overall eceonomie
activity, the balance of payments and also the development plan for
sach membar state.* With the new statutes, specific ceilings on
commercial banks and individual firma were removed and the alloecaticn
of eredits were left to the discretion of the H.C.C.'s. Anothear major
difference was the possibility for the Central bank to impose and
maintain reserve requirement from commercial banks with the purpose of
controlling credit expansion., Medium term credits weres increassd
(from seven to ten years) and loog term credits could be made

tevolving. 2

"
These wmaximum amounts of rediscount did not apply to credit

supplied vo finance seascnal farm needs which were considered as
priority.

22 Banques et Monnales: "la Nouvelle Politique de la Monnaiae et duy
credic de la B.C.E.A.0." published in Notes d'Tnformations et de
Statistiques. Ho. 236, February 1976.




56

Another aspect on which the new treaty did bring a change
concerns the possibility of B.C.E.A.0. finance of treasuries. Under
the pre-1973 treaty, WAMU countries' treasuries could be granted short
term advances from the B.C.E.A.0. for a period not exceeding 240 days
per year and in an amount equal to a maximum of 10 percent of the
particular government's previous year fiscal receipts, In 1968, this
maximum amount was raised to 15%. The WAMU countries' treasuries have
usually extended short-term credit in the form of promissory notes
accepted for the payments of custom duties. These promissory notes
(obligations cautionnees) which could be discounted at the B.C.E.A.OQ.
were subject to the central banks overall shorc-term global
rediscount. The purpose of this limit on government borrowing from
the central bank was to reduce inflationary finance. However, it has
also been one of the major criticisms of the B.C.E.A.0. since
treasuries were very often obliged to increase the level of foreign
indebtedness 1in case of financial difficulties. These statutory
limits were thought to be too conservative since they prevented
government to fipance their development programs from financial
resources other than their tax receipts, which were already low. This
conservatism in central bank finance of government spending had a
strong deflationist impact on the economies of these countries. To
counter these criticisms, the new statutes raised the ceiling on these
central bank advances to the treasuries to 20 percent of the previous
year's fiscal receipts. More than the amount of these central banks
advances, the key issue in terms of financial support to the

treasuries is the total lack of money market instruments in these

.
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countries. TIndeed, it is almost impossible for the treasuries and
alsop the private sectot to borrow soney from the public by selling
gecurities., It is cherefore customary for private firms and local
government to turn to foreign money markets for theilr financial needs.
Among the problems preventing the creation and growth of such
instruments are, more than anything else, the fixed and usually low
interest rate administered by che central bank and the lack of
aggressiveness from commercial banks 1in attracting funda (they have
tended to rely on cheap £inaneial credit from the B.C.E.A.0.).
Therefore, any hope in foscering financial savimg ia the WAMU will
have to include policies that progressively f'ree the interest rate and
liberalize the banking system along with an adjustment of the external
value of the C.F.A.

The acruzl parity of the C.F.A. which was set in 1948, given the
specific conditicns existing in France aftar the second world war is
today totally out of lins. This inadequacy of the exchange parity
translates itself inte a consistent deficit in the current account of
the WAMU countries vis a vis Frauce. It 1is rather astonishing that
the new 1973 treaty and cooperation agreement with France did not call
for 2 new definition of the exchange rate hetween the C.F.A. and the
Franch Franc. The strong value of the C.F.A, vis a via other
West-African currencies (Ghansian Cedi or Nigerian XNailra) reflects
more the high {mport ctax against these countries, the ready
availability of French Franca as well as strict exchange controls

lmposed upon these currencies thaa a real stcrangth of the C.F.A..
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B-3 The Operation Account.

What makes the monetary system existing in the WAMU very aLrange
and peculiar in the world today 1s tha famous "operation account",
Tndeed, the existence of this account has been used to conclude that
the WAMU countries lack monetary independence, As stated earlier, the
operation account formally came into existence in 1935. The French
compunity was practically in exiatence, even though not formally
created. It is the continuation cof thig colonial institution in the
poat-independence era which has pushed critiss to refer to the WAMI as
& neo~colonial monetary system. What ia the cperation account and how
does it work? Before answering this question, one should notice that
the operatiom account 1s the backbone of the Franc area, namely the
centralization of foreign exchanges. While formar British Africa
formally left the sterling ares with independeuce, Fremch Africa still
belongs to the Franc area and the crucial link which zaintains the
WAMU countries in this monetary area is the operation account. It is
this sccount which providas the guarantea of the C.F.A. by the French
Franc by theoretically providing unlimited overdraft facilities in
French Franc ¢o the B.C.E.A.0. . True and completé monetary
independence will have to g0 through the progressive and complete
removal of this cperation account, During the period considered in
the statiatical analysis {1962-1978), tha B.C.E.A.0. naver used this
facility because its overall net foreign reserves were positive,

B=3-1 Functioning of the Operation Account,

The operation account is the means by which France guarantees the

C.F.A. , This ccoperation agreement has been signed betwaen the WAMU
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countrias and France and 13 annexed to the treaty establishing the
WAMU. Basically, this agreement provides that the Freanch treasury
will open in irs books a "Franc operating account” under the name of
the B.C.E.A.0. , This account worked according co the following tules:

1. The B.C.E.A.0Q. 1s committed to deposlt In this account all
its foreign exchanges (whether they were in Freach Frame or
net).

2. The B.C.E.A,0. has the right to requesat at its own profits
against the G.F.A., all foreign assets existing in the unicn
whether held by public or private instltutions.

3. Ia ¢ase of insufficient amount of forelign agset exisring in
the Uanion, ths B.C.E.A.0, can overdraw from its oparation
account any amount of French Frenc necesaary for its

econonle trapsactions,

One implication of this "Franc operating account™ 1s that any foraign
agset in c¢urrency other than French Franc held by the B.C.E.A.0. as a
reault of Its transactiona with other countries i3 exchanged against
French Franc before being deposited in the "operation aceoumt". So,
excepc for the small amount of foreign reservea necessary for
financial c¢ommitments in internmational organizationa 3gueh as the
I.M.F., the balance of the operation account represznted the net
foreign asset of the B.C.E.A.0, before 1374, These rteserves on
deposit with the French treasury were receiving interast at the rate
of 2.5 parcent per year or the dJiscount rate of the Bank of France,
whichever was the nighest.

Under the new 1973 Statutes, taking into conslderation the
increasing diversification in the WAMU countries crade structure, the

B.C.E.A.0., could keep up to 35 percent of its foreign reserve in
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monetary assets other than French Francs in other foreign central
hnnk:.zs Theoretically, the balance of the B,C.E.A.0. "operatiom
account” could be negative, as mentioned earlier. In such cases, the
French treasury will receive an interest on the negative balance, at
the following rate:

- from 0 to 5 million--=-1%

- from 5 to 10 million--2%

- above 10 million, the rate of interest is equal
to 2.5% or the discount rate of the bank of France, whichever is the
highest.

However, this mechanism, by which the "operation account” could
be overdrawn 1is severely restricted because of some specific measures
or “brakes" to be applied by the B.C.E.A.0., whenever its foreign
reserves position seriously worsens. More precisely, when the ratio
of the average amount of B.C.E.A.0. foreign reserves to the average
amount of its demand liabilities is equal to 20 percent or leas for 30
days, the B.C.E.A.0. must take appropriate actions such as an increase
in the discount rate and a reduction of the rediscount ceiling and
advances. If this ratio falls teo 10 percent or less for 30 days, the
board of directors will take necessary steps (as mentioned earlier)
which will be maintained as long as this ratio remains at 10 percent
or less unless decided otherwise by the board with a majority of 3/4

{(which gave France a veto power in the pre-=1973 statues). These are

23 With the reduction of French in the board of directors (from
seven Co two) this modification is a positive step in bringing more
flexibility in the financial dealing of the B.C.E.A.0. with other
countries, and moreover reduces the scope of the "operation account."
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the famous "brakes” which have been g0 often criticized as renderinp
the operation account megningless. Under the period comsidered, the
B.C.E.A.0. has aperated with a ratic averaging 30 to 35 percent.
Hence, techunically the central bank haes had great freedom in
influencing its dewand liabiliries, and therefore, the money supply
before the threshold point.

Another effect of the operation account has been the deleterious
jmpact of the French Franc devaluation on the reserve position of the
WAMU countries, By keeping 1ts reserves in a Franc operating accounc,
B.C.B.A.0. reserves were left to depend wupon uncertainties and
external pressures against the French Franc. Indeed, the [369 French
devaluation of about 12,5 percent had {trs full impact on the overall
valus of B.C.E.A.O. reserves.zq Unfortunately, this loas in value of
the B.C.E.A.0. reserves was the result of economic and halance of
paymentsd difficulcies experienced by the Franch economy, not tha
WAMU'S., We can conclude that the 1969 French devaluation and the
relatively daclining share of WAMU external trade with Frence wers the
main causes of che new 1973 statutes concerning the diversificacicn of
B.C.E.A.0. reserves as pointed out earlier. Also, te prevent further
reduction of B.C.E.A.0. reserve value due to  Freach France
flyatuations, in the case of any depreclation cor devaluation of the

French Franc above 0.5 percent, the French treasury will cowmpensata

2% the French Franc was devalued in 1949, 1957, 1958 and since the
craation of the WAMU in 1949.
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the B.C.E.A.0. for tha loss fIn value of its reserves.Z5 Al {n all,
the operation account is becoming more and more an obsolete devica, and
hag had the effect of increasing the trade bilas (both importa and
exports) cowards French products. If the French guarantee of the
C.F.A, cannot be sald to have been really effective, it was surely not
necessary for the stability of the C.F.A., given the overall reserve
poaition of the union since 1962,

C. Interest Rate Policles in the WAMU

Interest rate policies in the WAMY have been one of the areas
where criticisws have been the =staunchest. Instead of a rate of
intarsst freely determined %y the relacive supply and demand for
money, the B.C.E.A.0. has relied on a fixed and low interest rate
atructure. This {s the other side of the credit control poliey used
by the B.C.E.A.Q. Sinee the Interest rate does not play its role of
clearing the credit market, another device had to be vsed to ration
credit among potentlal users. The rediscount facflity of commercial
banks papers and, before 1974, the ceiling on the volume of credit
allowed to each firm and commercial bank at the prevelling interest
rate has provided such a device. Interest rata policy in che WAMU has
basn to keep the rate low to foater econcmic growth by sncouraging
investment demand. Hence, the B.C.E.A.0. discount rate which

represents the basis for computing rate for credit operation was kept

23 Such a compensation did oceur in 1974 when the Pranch Franc depra-
clated by about 5.2%. B.C.E,A.0. Wote d'Information et de Statistiques
No. 284, June 1980, :
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relatively low {(3.5%) from 1956 to 1973 while during the same period,
the discount rate of the Bank of France averaged 4.5%.

Low 1interest rtate policy 43 based on two misleading and
inconclusive arguments. First, ir 1is argued that in developing
countries, rates should be kept low to prevent reatraint on ilnvestment
demand. The second argument runs this way: Aggregate saving Is not
interest slastic, therefore, the low saving to gross domestic product
ratio should be looked for somewhere else, in particular the low level
of income. This is a typical Keynesian argument. Greoss saving is oo
low because inceme 1s too low. But income i3 also low because there
is not encugh saving: the famous "vicious cirecle" so well known to
development economists. Looking atr che first argument, it Iis
paradoxical that countrles with such a low capital-labor ratic will
maintain such a low interast race gstructure. The iInterest rate
represents the rate of return on iovestment. In a full equilibrium
neoclasasical model, 1t i1s alse equal to the cost of borrowed funda or
the price of capital necessary to carry out a given investmeat
program. If it 13 kept coe low in countries where capital s scarce,
this will result in a misallocatlon of resources and a bilas against
the relatively abundant f£acror: laber. In such cases, several
investment projects ylelding low rates of return will bve cartiad out
with the resulting affect of Increased i{nefficiency in the econcmy.
Financing auch projects with low cost funda are nacessarily wasteful
in terma of use of foreign exchanges and c¢an have deleterious effects
ann  the balance of payments since they will tend to require

eaxpenditurea on expensive imports of capical goods. Strongly related
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to this argument 13 the faét that a low interest rate policy will
surely intrease the desire for investment. However, in most developing
dountries, the bottleneék is not in the level of investment per se, but
in the availability of finantéing sourtes. In sulh a tase, a low
interest rate polidy will have 1ittle impaét 1in the adtual level of
investment unless the monetary authorities are willing to adélept a
higher rate of inflation.

Another aspett of interest rate polidy whiéh has strong relevanle
for the WAMU éountries is the role of the interest rate in the Zapital
formation in these &ountries. The interest rate éan also be viewed as
the disiount rate at whith elonomié¢ units are willing to substitute
future for present consumption. It therefore will determine the opti=-
mum allodation of income. A low real interest rate poliéy will there-
fore be a bilas against saving and an impediment to &apital formation.
The arguments relating to the interest inelastility of saving are
intonclusive when applied to <&ountries where there 1s no wmarket-
determined rate of interest. However, in ¢&ountries whilh devised a
high real interest rate poliéy, the vresulting infrease in saving was
ov!rvhulaing.zs More importantly, a positive and high real interest
rate will affect more the strudture than the level of gross saving.
Indeed, a high real interest rate polily will intrease the ratio of

finanéial and monetary assets to gross saving and therefore

26 The 1965 Korean Stabflization program is the most recent example of
the effectiveness in raising saving through a high real interest rate
polidy. See D.J. Mathieson, "Finanéial Reform and Capital Flows in a
Developing Economy™ I.M.F. Staff Papers. Vol. 26, September 1979. p.
£50~489,
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reduce the financial bottleneck in investment discussed earlfer. 1In
the case of the WAMU countries, given the inflacion rate prevailing
over the period 1973-1976, the real yield on wmoney has been
consistently negative as shown in table 10. The deleterious effects
of negative real rate of interest have been extensively discussed
.l.leuhan.u Hence, a positive rcal interest rate policy in the WAMU
would be more in line with the relative scarcity of capital, increase
efficiency in resource allocation and more important, would increase
and stimulate the rate of domestic saving in more productive forms.
Such an interest rate policy would increase financial deepening and
reduce the role of the unorganized money market by making financial
resources available {n the curb market at the lower official rate,
therefore strengthening the role of the banking systm-za

During the period 1963-73, the effective annual interest rate
charged on short and medium term credits for financing of export crops
and productive activities were kept between 4.5 and 5.25 percent, and
the maximum saving deposit rate was set at 4.5 percent. During the
same period, the average interest rate on world market reached almost
9 percent. The scenario was easy to understand. It was easy for a

commercial bank or a private firm in che WAMU to borrow at the low

1 For a classical discussion on the subject, see R.I. McKinnon,
Money and Capital in Economic Develooment, The Brookings Institutiom,
1973, especially Chapter 7. Also, E.5. Shaw, Financial Despening in
Economic Development, Oxford University Press. 1973. especially
Chapter &,

28 A.G. Chandavarkar, "Some aspects of Interest rate policies in
less developed economies, the experiences of selacted Asian
Countries.” I1.M.F. Staff Papers March 1971, p. 71-72.
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preferential B.C.E,A.0, rate while investing its own financial
resources 1in French financial or money market instruments. The
situation was made easier by the fixed exchange rate and che complete
freedom of financial flows existing between WAMU and France. There
was no need for forward hedging. Hence, with the interest rate fixed
at low and stable level, and the almost non-existence of reserve
requirement, the only remaining instrument available to the B.C.E.A.O.
for the control of the monetary aggregates was the rediscount ceiling
on domestic credit. However, in such an open economy, foreign
interest rates played a crucial role in financial flows. It was then
neceasary for the B.C.E.A.0. to increase its baQic rediscount rate in
1973 to 5.50 percent (preferencial rate) and 8 percent (normal rate)*.
Even then, between the period 1973 to 1979, while interest on loans
varied between 6.5 and 9.5 percent, and deposit rate averaged 5.75
percent, call money rate in France averaged 9.8 percent and French
government bonds were ylelding 10.2 percent on the average. Again, it
was easy for commercial banks to borrow in the WAMU at low central
bank discount rate while transferring their own resources outside to
take advantage of higher yielding assets. Given the heavy capital
outflows experienced during this period, the B.C.E.A.0Q. had no choice
but to increase again its discount rate in May 1980, to 8 and 10.50

percent (preferential and normal rates). Given the high interest rate

The preferential rate is applied to the financing of export crops
and priority investments.
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actually prevailing in cthe world market (French call noney rate
reached 12.23 percent in April 1981, and French government bonds yields
were at 14.25), it fs aot clear whether or not this last move by the
B8.C.E.A.0, waz sufficlient enough to prevent the drain of capital from
the WAMU countries. A look at the data should give us an idea of the
effect of these capital flows on monetary poliey. However, before
looking at the data, we should discuss the model from which & testable

equation will be derived.
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Chapter 111

THE MODEL

To summarize our previous analysis, we first said that an increase
in the domestic component of the money supply will bring about a pay-
ments deficit which will annihilate the initial increase in the money
supply. Secondly, we also said the higher the degree of capital mobil-
ity, the faster this adjustment process. What is then the relevance of
this preceding theoretical analysis for developing countries such as the
WAMU countries?

As seen, the adjustment process heavily relies on the accumulation
or decumulation of non-monetary relative to monetary assets, and the
speed of adjustment (represented by the degree of mobility) relies on
the role of the interest rate as the equilibrating mechanism. To what
extent countries with no organized security market, and in which the
monetary authorities have kept the interest rate fixed and low for
development purposes can be expected to be subject to the international
adjustment outlined above. First, one should mention that capital flows
might occur not only because of interest rate differential, but also
because of excess demand or supply of fund in the domestic .conauy.]' In
other words, the low administered interest rate can be seen to have the

following effect on the money market:

l M. Porter, "Capital Flows as an offset to monetary policy: The
German Experience”, I.M.F. Staff Papers, Vol. 19, No. 2. July, 1972,
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If the interest rate waa let free to adjust to the &onditions prevailing
in the money market, the money market will bhe #leared with the intervest
rate at t* and the demand for money baing equal to the supply of money
at M*, If the administered Interest tate ry is below the equilibrium
interest rtate, the resclt will be an exéess demand for monmey¥ equal to
(Mo~M*), Cn che other hand, if the administerad interest rate is ;l’
and above the equilibriuvm rate r*, this will lead to an exdess supply of
aoney equal to (M¥*-M;). In either cage, one dould expedt commeraial
banks in WAMU countries to borrow [or lend) abread (in this case in the
Frenth money market). In 2ase of tapital 2ontrol on ¢ommertial banks
exthange activities, one would expatt bdusiness firma (whith in most

tases are subsidiaries of Freméh firms) to borrow or lend directly fnte
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fnreign.financial markets, A firm could easily bocrow in the Franch
money market and place the fund with a WAMU commercial bank and vice
versa. Even with no well-organized security market, the portfolio of a
wealth holder in the WAMU countties will 1include monetary as well as
nen-monetary domeseic and foreign financial assets, Therafore, It
should be posgible to determine the variables which will bring about a
reallocatlon in the portfollo of asset holders. Before turnisg to this
specification of the model, we should mention that menetary equilibrium
i3 assumed to prevail. The model we will be using was developed by
Kouti and Porter.? This model basicelly explains international flows
of capital as *the mechanism through which an excess supply or demand
for woney {3 removed. It therefore develops an explanatary equatlon af
capital flows in a portfolio approach. Extensively uged in the litera-
ture for analyzing the effect of capital flows on monetary variables,

the model was thought to be relevant to the case of the WAMU.?D

[ The Relevance of the Model

1. As mentioned earlier, it 45 a portfolio madal of a small open
economy daveloped 1ip a general equilibrium framework. Unlike earlier
models which treated capital flow in total isclaticn and being only

raponsible to interest rate differentials existing between the foraign

2 J.K. Kouri and M.G., Porter, “Intarnational <apital Flows and
Portfol fo Equilibefum”, Journal of Political Economy, Vol. B2, UYHo. 3
May/ June 1974, pp. &43-467.

3 J.Fy Helllwell and J.M. Lester, "External Linkages of the Cenadian
Monetary System.”™ Canadian Journal of Economics, (11/76) p. 548.

Z+ HodJlera, "Alternative Approaches 1in the Analysis of interna=~
tional capital movements: A case study of Austria and France”. [.M.F.
Staff Papera Vol. XXIIL No. 3 Now. 1976, p. 523-398.
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and domestic markets, the Kourl and Porter (K.P.) portfolio model
counsidara capital flows 1n 1its overall relationship to the broader
concept of the balance of payments, The balance of payments is
identically equal to the change in net forelgn assets of the central
bank. It therefore hecomes poseible to directly consider the effects of
capital flows on the domestic monetary aggregates through thelr impact
on the balance of payments. Moreover, since the real sector of the
economy is considered exogencus (price, income and the current account
balance), it also hecomes possible to find out the affects of changes in
these variables on capital flows through their impact on the demand for
mOnEY .

2. The treatment of {nterest rates in the K.P. model makes it a very
appropriate model to use in the case of the WAMU., Pirstly, by treating
the domestic interest rate as endogenous variabla, che K.P. model
resolves the problem of simultanecus equatien blas found In earlier
modals. Indeed, these previcus oodels developed within a partial
equilibrium framework assumed the domescic interest rate to bhe exog-
enoud. This implied that interest changes will affect capital flows but
caplcal flow changes will have no effect ou the domescic interest rate.
This resulted in a bias of the estimated coefficienz for the intereat
rate. The reasson is that the crucial link between capital flows and
monetary aggregates, so important im the X.P. model, 13 hroken. The
fmplicit aweumption behind this appreach is the complete neutrtalizacion
of capital flows effects on monetary aggregates by the monetary author-
ities. This would indeed be a very restrictive assumption given the
gize of the WAMU countries and the finite amwunt of foreign assets held

by the WAMU central bank.



1, The amall country assumption made by the K.P, model allows the
foreign interear rate and income to be treated 2o given by the WAMY
policy makers. Moreover, it implies that domestic money market
conditions are greatly influepnced by foreign wvarlables such as the
interest rates. The experience of the WAMU clearly demonstrates thila
fact as administered domestic interest rates are consistently adjusted
to the French money market ratas.

4. The key advantage of cthe K.P. portfolio model is thar it allows us
to directly test our hypothesls concerning the extentc of the andogeneity
of the money supply in the WAMY countries. Indeed, by deriving a direet
relationship between capital flows and the policy controlled monetary
instruments, it becomes posaible to determine an offset coefficient for
che effsctivensas of monetary policy.

Last, but not the least important, the K.P., reduced form equation
leands itself to empirical testing without any data on domestic interest
rate. This advantage delivers us from the difficult task of approxim-
ating the interest rate in countries with no market determined interest
rates, The incerest rate will therefore totally bde implicit in the
analysis,

However, despite all these positive elements one should be aware of
some of the shortcomings of the K.P. model. TFirst, as wmentioned
earlier, monetary equilibrium 1sa assumed with almost no lag. While chis
might be a correct assumpticn in fully developed economies, it could be
quite different ic developing ones. Substancial lag couyld occur before
excess demand or supply of maney are removed. In the case of the WAMU,
changes in the direction of wmonetary policy were decided every six

months before 1974. Under the nevw statutes, excension of cengral bank



73

credits were proposed every twelve momths. An appreopriate lag structure
ghould therefore be taken into conglderation in the empirical analysis.
Another problem of the K.P. model 15 the implicit assumpticn that thare
is abgolutely po neutralization of monectary effects of capital flows.
This is the opposite case of the assumptlion made by previous wodels. 1In
other words, K.P. assumes that the wmonetary autherities consistently
refrain from using monetary policy to offaet the liquidicy effect of
capital flowe., 1In the case of such relationship, the offger coefficient
will be blased towards mious one. Algo, 1f monetary policy is used to
the BCP target, it will be very difficult to find a consistent relation~
ship between capital flowz and monatary peliey as prediceed by the K.P.
model, To put it differently, the offset coefficient will be blased
toward zero.zl To what extent can we assume that the WAMU central bank
was neutralizing partly or totally the monetary effeqts of balance of
paymencs changes? The central bank of a small country will be able to
use nevtralization policies with some success only if the degree of
monetary iategration between this counctry amd the rvest of the world is
lew. Omly in this case will the monetary aggregates become independent
and exogencus., This is not the case for the WAMI. Monetary integration
batvasn the WAMU countries and Friznee is quire perfect, or at least very
high. More importantly, the guarantee of free convertibility of the
C.F.A. by France at the prescribed axchange rate (through the operatien
account) should have precluded the WAMU central bank from directing
monetary policy to the BOP target. The sssumption of no neutralization

is therefore quite acceptable for the WAMU.

Z. Hodjera, op. cit. p. 618 '
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B. Specifications of the Model

The model epecifiea supply and demand equations for various assets.

It 13 asaumed that the asset holder has cthe choice between three
differant assets: :

1. domestic base money,

2. demestic financial asset, and,

3. foreign financilal asset.
Domestic residents will then hold a combination of thege three zssets in
their portfolio and foreign residents hald both domestic and foreign
f£inancial assets. Furthermore, the small eountry assumption 1is
maintained so thac the WAMU countries cannet affacet the foreign (French)
intarest rates through their economlc actions. Before turning to the
formal specification of the medel, we should make the following
provisos. Since we are using a portfolic model, a variable for the visk
factor should be included In the various assets demand equations.
However, hecause of che lack of data on =zisk, such a wariable was not
included to keep the model more manageable, The same congideratioms
held for a wealth variable. There iz another reasen for the axclusion
of the risk variable. In an open economy, the key Ffactor affacting risk
iz exchange rate varlabillity. Varlations in the exchange rate will
_affect the real return ou variocus assets. This will fa turo {eitiate g
portfolio adjustment from various asset holdara. Io the case of the

WAMJ, the exchange guarantee of the C.F.A. will make this risk tend

. towards zero. As stated earlier, the exchange rate has not been changed

since 1948, Hence, nothing will be lost by dropping tha risk variable

from the various equations,



75

B-1 The Demand for Basz Money

In a closed economy, the demand for money is vsually specified as a
relationship between the desired holding of meney on the one hand, and a
scale variable {such as current or permanent income or wealth) and an
opportunity cost variable (such as the interest rate) on the other hand.
Tha role of the opportunity cest variable in the dewand for money
function 18 to measure the cost of holding money am opposed to other
as3ecs that might be held. We could specify the demand for money us:

(3-1) Md = Md (%, 1)

with Md: nominal demand for
money

Y: nominal incoma

ir domestle implicit
iotereost rate

(oppoxtunicy cost of
holding money)

i is the implicit rate because 1t represents the non-available market
rate cf interest.

In the open economy, however, the agaer holder faces not only
domestic money and fipancial assats, buc also foreign financial asszets,
Sc, wa will assume that depending upon the Interest rate in the foreign
market, which 1s taken as axogenous, the economic unit will hold part of
its weslth in the form of foreign fimancial assets. If the foreign and
domestic financial assets ware perfect substitutes for each ocher, their
rate would be perfecetly correlated and using only one of them would be
enough to capture portfolic shifrs. As we will sea later, in the case
of perfect capital mobility, the foreign intereat rate could be used as

the relevant epportunity cost of holding money. However, for now, we



76

will not assume that domestic and foreign asasets are perfect sgubsti-
tutes, Therefore, it will be useful and necessary to incorporate both
the domestic and foreign interest rates in explaining portfolio ahiftl.5
The demand for base money will thean take the following form:

(3-2) ¥d = Md(y, 1, 1)

with r: foreign interest
rate.

and the following partial derivatives:

Mdy > 0; Mdi < Q; Mdr < 0
Mdr was assumed to be negative because the higher the foreign rate, the
higher the opportunity cost of holding money for the WAMU country
resident; (by foreign we are still referring to the French economy
because of the fixed exchange rate between the two countries). Mdy and

Mdi have the usual signs assumed in the literature.

B - 2 The Domestic Demand for Financial Assets

Monetary policy in the WAMU 1is conducted through the rediscount
policy of the central bank. Indeed, by rediscounting commercial banks
and other financial institutions' short and medium-term papers, the
central bank affects the overall liquidity of these institutions and
therefore the economy. These eligible papers represent claims on
non-bank institutions (government and private). They can therefore be
classified as money market instruments and represent an alternative to
holding money.

An expansionary monetary policy can be viewed as an increase in the

5 M. Hamburger: "The demand for momey in an open economy: GCermany
and the United Kingdom". Journal of Monetary Economics (1977). pp 25-40.
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central bank holding of eligible papers and vice versa. Since mosat of
these papers are held by commerclal banks and other finapcial instditu-
tionsg, and since wonetary policy is implementad through these institu-
tions, we will concentrete on these filoanclal Institutions' demand for
financial =assets. We can therefore specify the domestic demand for
thase assets as:

(3.3 &%= amim

with the following partial dervivatives:

>0 a5>0 alco
An Increase in inceme can be expected to increase the demand for
domestic financial assets., As putput increases, commercial banks will
increase their holdings of financfal assets. Ao increase in the
domestic interest rate will induce a shift from domestic base monay to
domesti¢ financial assets. On the other hand, an increase In the
foreign interest rate relative to cthe domestic ifnterest rate will
{ncrease the opportunicy cost of holding domesti; assers. We will then

expect the demand for domegtic financial assets to decrease with an

increase in the foreign rata.

B -~ 1 Tha Domestic Demand for Forelgn Financlal ZAsaets

With the exchange rate fixed, economic units ip the WAMU will
maximize the return on theilr portfolio while reducing the risk, by
holding part of thelr wealth !n French financlal sssets., So we could

spacify the domestic demand for foreign asset as:

4,_ .4

(3.4} A = 4,(y,1,1)

with the following partial derivatives:
d <y, A8 . ad

Af? » 08 Ag, <0 AR >0
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The signs of Agy and A:i can be justified on the same ground as Ag and
Ai- An increase in domestic output will tend to reduce the domestic
demand for foreign assets, as banks are £inancing the 4ncrease in
aggregate demand (substitution effect). However, there is also a wealth
effect which increases the demand for foreign assets when domestie
income 4is rising. For noew we will assume that the wealth effect is
dominated by the substitution effect. An increase in the domestic
interest rate will induce a shift towards domestic finapcial assets. By

the same reasoning, an increase in the foreign interest rate will induce

a shift towards foreign financial assets.

B -4 The Forelgn Demand for Domestic Financial Assets

Foreign demand for domestic financial assets could rise in two
ways. First we could consider the case of private firms in the WAMU
selling part of their commercial papers in the foreign market either
directly or through thelr parent cocmpany. Second, commercial bank could
borrow in the French financial market by reducing their holding of
domestic commercial papers. In any case, this 1s made easy as most
firms and commercial banks in the WAMU are subsidiaries of French firms.
80 foreigners will change their portfolio mix depending upon the changes
in relative returns of wvarlous assets, We could then specify the
foreign demand for domestic asset as:
£

(3.5) A

£
g - Ad {-’*lilrl)

with y* : foreign nominal income

with the following partial derivatives:

f* <, ¥ R L
Aayw > 05 Ay > 05 Ay < 0
t ]
a.’ x 18 assumed to be negative or positive because of the same reasons

dy



as a:y. An increase in the domestic Interest Tate will increase the
foreign demand tor domestic financial assets, while am increase ip the
forelgn interest rate will have the opposite affect. Equations {3.2),
(3.3, (3.4) and {3.5) explain the demand side of the madel.
Next, we will define the money supply as velng identically equal
| 4-H
{3.5) Ms = DC + FA
with Ma: the momney stock

16t domestlc credit of
the central bank

TA: HNet forelgn asset of
the central bank.

The money multiplier 1is therefore assumed to be equal to 1 or constant.
The balance of payments is defined as being identically equal to the
change in the forsign ccmponent of the momey supply s0 that we will
have:
(3.7) B AFA=CF+CA
with CF: mnet capital inflow

CA: current account of
the BOP

As assumed earlier, cA 1s exogenously given. Capital inflows can be
seen as the difference between the change in foreign demand for domestic
assaté and the change in domestic demand for forelgn assets. Therafore,

CF can be specified aa:

I* d
(3.8) CF = b Ad -4 Af

The wealth constraint iy gpecified as:

d d with W: nominal
{3.9) W Ml o+ A+ Ag wealth



Monetary equilibrium is assumed to prevail in- the domestic economy,
implying:
{3.10) Ms =« M4 _
Thelwhale system of supply aud demand equakions can be susmarized

as follows:

System 1 _ " Endogenous Variables
(3.2) ¥y = Hd(y’i’r) Hy: denand for money.
(3.3 ad = Aﬁ(y,i-f) Ms: wmoney supply.
{3.4) a: - Ag(y,i,r) i: domestic interast rate,
£ t* d
L] Py )
{3.5) Ay = Ay {y*,1,1) A7: domestic demand for domestie
finencial gssata.
(3.6) M« = DC + FA 4
Af: domestic demand for foreign
{3.7) B = aFA = CF + CA financial masets.
(3.8) cF = aat" - aafa A%*: foreign demand for domestic
4 d financial assets.
{3.9) W = M+ A+ Ag
FA: net foreign zoset of the
(3.10) Ha = Hﬁ cantral bank,

CF: net capital fnflow.
Exogenous Variables

¥, ¥*: domestic and foreign income.
r: foreign interesat rate.
CA: gurrent account dalance.

DC: domestic credit of the
central bank.

Given the wealth conatraint (3.9) ook of the domestic demands for agsats
becomes radundant. We can then omit equation (3.3}, che domestic demand
for financial assets. By first differemncing all the equatioms and
substituting (3.7) icoto (3.6) and then substituting (3.6) and (3.2) inte

(3.10), the model can be reduced ta:



(3.11) Md(y,i.r} = ADC + AFA or

(3. 119 Hd(y,i,r) = ADC + CA + CF

Bl

Also gubstituting (3.4) and (3.5) into (3.8) yilelds the Eollowing

equation faor capital flows:

*

(3.12) CF = Mﬁ (}'*.i.r} - Mg(}',i:ﬂ
¥Wa could then derive a reduced form equatlon for 41 and CF.
First, substituring (3.12} into (3.11b) yields:

*
AMACY,1,7) = ADC + CA + ALY (y%,4,1) - 8AQ(y,1,r)

Using (3.9}, we will have:

*
ADC + CA + aai (yk,i,z) = -hAgty,i.r)

or i* £ £+

*
AL + A

ADC 4 CA + A, 0y% + Ay g
d d d
= ~AQdy - AN - Ar

rearranging and solving for AL yields:
£ d

£ .d N IPIY: B 2
ADC 4+ CA + (Adr + Ar)é.r + Ady*by + Ayay (‘,‘1 + Adi)ai

from which:
1

{3.13) 44 = « ————0—
d i*
(Ai + Adi)

d

+ ﬁyﬂy + ADC + CA

ar
r

: ]
(Air + Ag)dr +

Using (3.13) into {3.12) vields che reducad form equacion for CF:

£u £% £
(3.12b) CF = Ady*ﬂy* + Ay 01+ Ay 6T -
d d
= Ap A - Ap Ar
£* d £*
CF = (Adr - Ag dar + (A

+ af" oy o ad g
dyn"Y ty=¥

Substituting for the equation describing 41 yields:

£

L ofr 4 ol
CF = (Mg = Ap )BT + Ay (8% = Ag

1
8+

£ d
By~ A Y-

. d
g " Aggdal



d 4]
+ Ayay + ADC + CA + .e.dy*a.ytg

Rearranging the preceding equation:
1 £

- _oaafr o d d
CF 5 (&dr “‘fr) (Ai + Adi}

£ 4, .4 £+
oAy o Ag) (A 4 Adr)g Az

£* d 4 4 ,d £4
YRy - Ay Ay + Afy (A + Adigdy .
£* d £* f* d £ ,
+ E(Adi = AT Aga — Ag A) + Adijzay*
£* d f* d
* oAy - A A ('\di - AH) e.nc]
Daefining by A, B and C the coefflcient of ar, 4y, ay*

yields after some gdditional transformations:

O A R IR R
wd o+ afh
A A Ay Koo A A - M e
" Age A T Agp By Bp AL ¢ Ky Mg
Rearranging, @dding and subtracting A:i Agr and using (3.9) yielda:
R T A
AL AL v AN - M
or +A‘}1 A%r
MR IR MO

Following the same procedure ylelds for B:
i* d ,,d d .. d bl
Bm (A - A AL+ K (AD + A)
o Jfr a4 44 4 f* d

B '&di Ay ‘“H. Ay + Afy Ai + adi Afy

Adding and gubstracting A%i A%y yields:
d In d

B = MIyAg, - &30 Mathey

Similaxly for C

Y VI T T I R
Com Ay = Apdhyyn = Agyn (A + 44,)
g% g% 4 fx  fh 4
Aag Agyw ™ Agq Aapr T Agge Ay



£x £

Ay Aat

2 4 d g4
Miga (8]~ K5 = AG, waL

We con then reduce the equation for the capital inflows as a function of

all the excgenous variables:

(3.12b) CF = ~ st (((a‘i - afma_ +
. ) " g1 " AggMe
A+ Al
gx 4
My (g - Afv.-)] o
d £x d
+ [(Aﬁ-adi) mdy - My, gl Ay
£* g g
+ My Ri) Byt A (A - A A TG
+ @ -ty e
a1 = Mgy
Pefining bl’ bz. b3' bﬁ, and hg by the following:
1 d £h g 47
L Tl R L“n = AWy Mgy Ry = Ag)
i di -
1 4 L f* a
b2t T, A {(An = Agya) Mdy - Ml Afy}
1 41
1 £
b - - MAl A
3 3 T dy*
A+ AL
1 £ 4
bym " E L, (Agg = Bgs)
1 44
1 ¢ d
bs= =@ o F (Agy = Bgy)
1 di
Lo t £
5] K (hyy — A *+ 1
i di

We can then rewrite the capital flow equation im a more manageable form
as the following:

= &
(3.12h) CF blﬁr + bZAy + b3ay + bbﬁDC + bs
adding CA on both sides of (3,12b) ylelds the equation for the change in

Cca

foreign resarve as a function of tha preceding exogenous variables

(3.14) CF + CA = AFA = bér + byby + Bydy*

* *
+ + -
b, 40C bgCA with by = by + 1



First let us consider bls .
- - 1 foa g £2 . d
b £ (Agy = Ay M, + Mgy (Ay = Ag) < 0

d |
Aj + A S eD >0<0 <0 <0 >0° -

i di
>0 >0

So given the a priorl restrictions omn the signs of the partial
darivativea, b1 rurns out to be negative {< 0)}. In other worda, an
increase In the foreign interest rate will reduce capital inflow (or
increase capital ocutflows). bl can then be used to measure the degrea
of integration of both WAMU countries and foreign capital markets, A
high negative value of b1 will imply chat small changes in the foreign
interest rate will bave strong effectz on the copital account of the
WAMU countries, validaring the hypothesis of high capital mobility
between tha two capital markets. k

The coefficient h¢ will measure tha extent to which mounetary policy
iz offset in the WAMU countries. It will then be the sanswer of our
guastion concerning the effectiveness of monetary policy and the
endogeneity of the momey stock. Given the a priorl restrictions on the
differeat partials derivativea, b, will be negative,

b, = - 1 [(Af.'-ad y< o
4 — éi £i)
>0 <Q
>0 > 0 .

vhich implias that monetary policy will be somawhat offset through the
international adjustment. If b4 iz equal to minus one (-1}, this will
imply that a 1% 4increase in the domestic asset of the cemtral bank will
bring about a 17 decrease in the foreign component of monetary base,
nullifying the initial fncrease in the monay supply. (Ia general the
affset will be less than cotal). Heoce h& will weaaure the extent to

whict_l our international adjusement outlined above works 1in the WAMU

L :



countries. In term of our graphical analysis iIn figura 1, bh will tell
uya whether or not the central bank in the WAMU can attain and stay at a

poeint such as B.
The coefficient Ffor the domestic Ifocome i1z positive given our

regtrictions. Hence we have;

T b

: 4 _ a’
&8, - Mty - wat A%

| (e = Agp0) Wy - WL Kg

<0 >0 >p <0<

=0

b

o

>0 >0

This 1s one of the main conclusions of monetary approach to the balance
of paymeats. Changes in inccme will not have their primary effects on
the current account as hypothesized by the Keynesian Iincome expendirure
adjustmant of the balance of payments. Indeed, change in ingome will
affact the balance of payments In so far as it affects the demand for
money. Put diffarectly, changes in income will affect the reserve filow
equation only through their effect on the money marker. An increase in
{ncone will create an exceas dewand in the domestic money markat which
ia turn will require an inflow of regerve eguivalear to the imizlal
sxcese demand for mopney. However, we have assumed that &§y<0, ot that
the substitution effect outwelghs the wealth effect of an inerease in
domestic income, If the oppoasite holds, and a;ybo, then the sign of bz
will be Entally ambigucus. This 13 because as domastic incoume rises,
the WAMU countries residents will be increasing their demapd for foreign
finsneial asgets, while at tha same time their demand for base nonay
will alsc be increasing. The first effect will reduce the inflow of
reserve while the second effect will have the opposite result. It then

becones impossible to disringuish which effect dominates the sther, In

any account, we should expect the subgtitution effect to outweilgh the



wealth effect and therefore bz to be positive,

The coefficient bS is negative because a reduction in the current
account of the BOP will have to ba financed by a capital inflow.
However, the asign of b; is ambiguous and depends upon whether or not
fy = A% 16 (] - a9<1, b8 w11l be positive and sn increase in
the current account will improve the foreign position of the WAMU
countries which is more likely to ocecur. Put differently, if b5 <1,
which is very likely, bg will be positive.

Equation (3.14) can then be used to perform some econometric tests
during the period considered in the WAMU countries. We could then find
out to. what extent monetary policy can be effective as a stabilization
policy tool.

However, it should be noted that the coefficients of (3.14) involve
several structural parameters. It will be possible to reduce the
complexity of these parameters when Interpreting the ncin.:cd'
coefficients by assuming perfect capital mobility. Given the level of
monetary integration between the WAMU and France, this addicional
assumption should not be unrealistic. Perfect capital mobility has two
implications for the modal. First, the wvarious demands for financial
and Ad

e Adr £1
tends towards plus or minus infinity. Secondly, it implies that yields

assets can be dropped from the system because Adi’ &:

are equalized across cnuntrill.6 Given our small country assumption,

the relevant yield ro be used in the demand for money function becomes

6 This assumption 1s possible because of the rigorously fixed
exchange rate between the WAMU and France. Fluctuations of this
exchange rate within a band could prevent the equalizaticn of the yields
across countries.
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the foreign interest rate. With all these ad)ustments, system ! can be
transformed to the following:

System 2
{3.2b) Md = Md (y,r)

(3.6) Ms = DC + TA
(3.7 4FA = CF + CA
(3.10) Ms = Md

with Ms, Md, FA, and CF andogenous wariables. System 2 13 a simple
monetary model of a small open economy. Differentiating {(3.2b} and
(3.6), and using {3.10) ylaelds:

AMd = Mdyhy + Mdrér

AMs = ADC 4+ AFA
(3.14b)  4AFA = MdyAy + Mdrdr - ADC
which can be statistically tested. (3.14b) is a specfal case of (3.14).
We therefore rould use this regregsion equation to find ou.t; whether or
not the assumption of capiral mobility cam validly be assupad irn the

case of the WAMU.



Chapter 1V

EMPIRICAL ANALYSIS

Jefore dizéuasing the empirical analysis performed usiang data on the
WAMU, we will briefly sketch previous empirical studies done on the same
theoretical framework. After this, the methodology aund the data used
will be discussed before presenting the results. The implications of
thege results will then be dlscussed.

A. Survey of Fapirical Studies

Empirical studies on monetary equilibrium in open economy with fixad
exchange rate have generally taken two forms. The firar approach has
been to concentrate on the capital account and determine the extent of
its rasponss to monetary disturbancas. Thiz approcach has been used by
¥ouri and Potter!, Bouri?, Portss) and Hodjera®. The approach ellows the
current acfount to be tremtad as an independent variable along with dom-
estic income and foreign interest rate in the tase of a small open econ=
emy. The ¢apltal acdceount is therafore treated a8 the dependent variable,
Sincea the capital account affects the balance of payments (defined here
as the money account or the official settlement balance), any movements

in this ageount following 4 monatary diaturbsause will hava theiy effact

-

Iouri and Porter: op. eit.

2p,J.K. Kouri: "The hypothesis of offsetting capital flows: a cage
study of Germeny.” Journal of Monetary Economies,
Yol. l,January, 1975, pp. 21-29.

3Porter: ops cit,

“Hodjera: op. clta
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on the money account or the reserve position of the country in question.
Using different definitions of capital flows (short-term or total capital
flows), empirical estimates of cffset coefficlents for Germany, France,
Austria and the Netherlands were derived. Typically, the offset coeffi-
cients in all these studies were negative and always significant. How=
ever, empirical estimates of the foreign interest rate coefficients were
not significant in most cases. Including the forward premium substan-
tlally Increases the significance of the forelgn {nterest cate. The
second approach concentrated directly on the overall balance of payments
(or the money account), Studies done using this approach include those
by Zecher, Bean, Hans-GCenberg, Guitian and others.? In general, the in-
dependent variables included the domestic component of the base, domestic
income and interest rate and sometimes the price level. These studies
were done on Australia, Japan, Sweden and Spain. Agaln the offset coef-
ficient were all negative and of the right sign. Guitian's study was
quite interesting because he experimented with several definitions of
domestic credit in his analysis, Basically, he divided the domestic com=-
ponent of the money supply into two broad categories: central bank

credit variables on the one hand and the banking system credit variables

3J.R. Zecher: “Monetary equilibrium and International
reserve flows in Australia.” Reading No. 12
in Frenkel and Johnson. op. cit, pp. 28/-297,

Bean: op. cit.

Hans=Genberg: op. <ic.

M. Guitian: “The balance of payments as a monetary
phenomenon: Empirical evidence.” Reading No.
15 in Frenkel and Johnson. op. cit. pp.
338-356.
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on the other. He therefore assumed that the money multiplier was differ=-
ent from one. Within eatéh group, he differentiated again using variables
such as fentral bank's or banking system's misiellaneous assets. Another
sourte of distinction was the difference between gross and net credit.
In our empirical work, we have followed the sefond approach and Eoncen-
trated on the overall balanée of payments. This approath was &hosen
mainly for convenience. Data on short=term or total etapital flows hardly
exiat for the WAMU dountries, while vearly and quarterly data on Lentral
bank reserves are available. It is therefore possible to donlentrate on

the money acéount Iin analyzing monetary polidy effetts of &apital flows.

B. Methodologv and the Data

From the preteding chapter, a testable general form equation of the

foreign ¢omponent of the money supply was derived:

(eqs 3.14) AFA = by + BAR + b2AY + b3AY* + byaDC + bsCA

When a high degree of <¢apital mobility was assumed, equation (3.14) was

reduted to:
(eq. 3.14b) AFA = ag + ajdR + a2AY + ajADC

We will first present regression results baged upon the general model
(eq. 3.14). Seéondly, we will test the validity of the high &apital
mobility assumption by Iintroduéing an adjustment é&cefficient in a modi-
fied version of (3.14b)., We will see that suéh an assumption is not un-
realistic, lastly, we will present regression results hased upon (3.14b)

and diséuss its polidéy implifations.
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The coefficients of (3.14b) have the following expected signs:
xj, 23 < 0
ap > 0
@4 (or b4) is our offset coefficient discussed earlier. %3 {s therefore
negative and implies a very low (or high) offsetting reserve flows to
monetary disturbances {f its absolute value 18 close to zero or not.

The foreign {nterest rate and domestic income will affect the bal-
ance of payments through their impact on the demand for money. According
to the theoretical framework used, an increase {n r will reduce the de-
mand for money and therefore i{nitfate an outflow of capital as portfolios
are reequilibrated. This conclusion heavily relles on the assuaption of
perfect integracion of capital markets. If capital markets are not fully
integrated, but are rather segmented, the foreign interest rate will have
licttle effect on the domestic demand for money. In this case, an in~
crease in the domestic rate relative to the foreign rate will result in
capital inflows because the law of one price no longer applies. This 1is
a typical Keynesifan result. A reduction 1in the domestic interest rate
will result in capital outflows while the monetary approach used here im~
plies the opposite result because the ad justment works through the demand
for money. We will therefore expect ¥ (or b)) to be negative. A highly
significant ) will imply that variations in the French interest ratn'lro
a major determinant of the demand for money i{n the WAMU countries.

An increase in income will increase the demand for money and bring
about an inflow of reserve as economic <units {n the WAMU move to their
desired portfolio. Again this resulc is different from Keynesian theo-

ries of the balance of payments which work through the current account.
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According to these approaches, increases in Ilncome will worsen the cur-—
rant account (and therefore the balance of payments). According to the
monetary approach, this worsening of the current account could be more
than offset by the capital account. The adjustment, according to the
monetary approach works through the money markat.  Moreever, in export
econcmies such as the WAMU's, varifations Iin income would be strongly cor-
related with varfacions in the current account aince the main sources of
income are export products. We will then expect a strong correlatien be-—
tween export activities and the demand for money, or, more conveantion=
ally, between income and the demand for money. We wil] tharefore expect
%4 {or b3} to be positive and highly significant, validating 4ts strong
effect on the demand for money.

Before turning to the statistieal analysis, it should be mentioned
that because of difficultlies in obtaining the necessary data on all &
countries of the WAMU, three countries were left out ¢f the analysis.
Hence, we anly conaidered Benin, the Ivory=Coast and Senegal in the em—
pirical analysis. Howevar, these restrictions will not do much harm to
the results obtained from the regresaion aguations. Indeed, in 1978,
these three countries (Benin, Ivory=Coast and Senegal) adcounted for
about 72 percent of the WAMU foreign assets. TFurthermore, in 1977 and
1978, about 93 and %2 percenr of the ovarall domestic eredit extended by
the B.C.E+A.0. went t¢ thesa three countries, (the Ivory-Coast recelived
almost 64 percent of these credits). It appears therefare reasonable to
deduce conclusions about the whole union based on the results from these
_ three countries. Other considetations concerning differsnt data should

. alge be mentioned. First, 1in tescing the general wodel, annual
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data were used. However, in testing the reduced form model (3.1éb),
both annual and quarterly data were used because of the relatively quick
adjustment assumed to prevail in the money market. However, an {mportant
problem was the unavailability of quarterly data on CG.D.P. (gross domes-
tic product used as a proxy for {ncome). We tried to solve this problem
by looking for a var{fable which will be highly correlaced to G.D.P. and
available both quarterly and anaually. We therefore regressed annual
G.D.P. on annual average money supply. From the estimated coefficients,
we generated quarterly data on G.D.P. wusing the same relationship with
money supply (see exhibit 6, 7, 8 for these regressions). Second, the
proxy for the foreign interest rate used in cthis study was the yield on
French government bonds since these bonds are relatively safe and can be
eanily converted into cash. They can therefore be seen as a good alter-
native to holding cash balance. Net foreign assets were derived by sub-
tracting the foreign liabilities from the gross foreign assets of the
B.C.E.A.0, Domestic credit in this study represents central bank's ad-
vances to commercial banks. We extluded other financifal institutions
because they were negligible. The estimation period in this analysis
extends from 1963 to 1978, mainly because of difficulty in finding data
on G.D.P. beyond this date. All the data were taken from the monthly
and yearly publications of the I.M.F. (International Financial
Statistics).
C. The Results

C-1. Results based on the general model

The results of the regression analysis for GZ2enin, the Ivory=-Coast
and Senegal using the general model are presented in exhibits 1, 2 and

3. These ragressions show mixed results: In the case of Benin and
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Senegal, only the domestic credit variable is significant (at the one
percent level) in explaining wvarlations in the foreign component of the
monetary base. Moreover, the offset coefficients are negative in both
countries. However, none of the other explanatory variables is signifi-
cant. Domestic income, foreign interest rate and income and the level of
current account seem not Iimportant in explaining varlations in the
balance of payments. In the etase of the Ivory-Coast, the results seenm
even umore at odds with the thearetical framework. Indeed, the offset co-
efficient 1s not only insignifiéant, but it is alco of the wrong sign.
Only the level of zurrent account seems to have an effect on the balance
of payments. However, this coefficient is practically equal to 0 (zero).
This result can be explained by the fact that the level of the current
account in any given vear should have a much bigger impact on the level
of foreign reserve than on the change of this same variable.

Overall, except for the offset coefficients in the case of Benin and
Senegal as mentioned earlier, the performance of the general model i3 not
quite satisfactory. One way of possibly improving the statistical analy-
sis will be to assume that the money market adjusts quickly enough to
correct for any disequilibrium which might exist. However, before pre-
senting regression results based upon 3.l4b, it was necessary to test the
extent of the validity of the assumption on high capital mobility.

C=2. Testing the validity of the assumption

of high capital mobility.

To test the speed of adjustment in the money market, it 1s assumed
that the effects of domestic credit, the foreign interest rate and income
on the level of foreign assets extend over time with the weight declining

geometrically, More specifizally, we assume the following:
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(3.15) FAy = (1=2){[vg + viDCe + vaR¢ + wa¥ ]
+ xz[vo + viDCez + woRpan + v3Yt-1]
PR
+ A[vg + v]DCei + vaReog + v3¥eic]
+ - = -}}

with 0 < A < 1.

whare A represantd the speed of adjustment. If M\ tends toward 1, this
will imply that the adjustment is very 3alow and that the assumption of
perfest bapital mobility fannot velldly be made. On the other hand, if
)\ is significantly diffarent from !, this will imply that éhanges in the
axogencus variables will affelt the dependent vacriable rather quidkly.
If A i5 egual to O, the adjuastment is instantaneous. In general, we
will not expedt )\ to he equal to O {zero), but a A &lose to zero should
te an indidarion that high &apital mobility 2an be taken as an aléept-—
able approximation and (3.I4b) dan therefore be umed. Before tasting
(3.15) to determine the value of A, it 1is nelessary to reduta it in a
manageable form. This s done by using the TRoyik rransformation.
Asguming that the weights dedline indefinitely intc the past, (3.15) dan

L

be rewritten as:

{3.15% FA; - (l-h)ifgl[vo + v)BCpog + voRe g + v3Yt-l]

Lagging {3.16) by one period ylelds:
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(3.17) Fhgoy = (1=A) ([vp + v[DCray + vaRe—1 + v3¥iu) ]
+ a{vg + v10Ce_g + vaRe2 + va¥e_z]
+ ak[vg + v1DCpogo] * v2Reakm] + V3¥poi~1)

» e ]

or  FAg-y = (1m0) F AL[vg + viDCe_gu) + voReoga ¥+ v3¥¢-1-1]

Multiplying (3.17) by X yields:

(3.18) AFAg~] ~ (1-AMA[vg + v1DCpey + V2Reo + va¥eaq]
+ A%[vg + v1DCp—2 + voRtaz + va¥roz]
-
+ 2k vg + v DCEagag + VoRpokal + V5Viukal]

+ ===}
or AFAe.] = (l-k)itox“'l [vg + v DCray-p + V2Reayajf + "'3Yt-i-1]
L
Next subtracting (3,18} from {(3.16) yields:

{3.19) FAp ~ AFAe—) ™ (1~x)1§011[v0 + viDCpoy
+ vaRgay + V3¥yog] - <1*1)1!0*1+1[v0 + V1DCgai-] + V2Re-g-l

+ va¥eag-i]
- (l-k)[vg + v DCy + voRp + vng]
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from which FAp can be deduced:

(3.20) FAp = (1=A)[vg + vDC + woRp + vi¥e]
+ AFAg-)

or FAp = (1-A)vg + (1-A)viDCy + wa(l=A)Re + (1-R)va¥y + AFAc -]

Equation (3.20) was used to determine the value of A. Regression results
of equation (3.20) are presented in exhibit 4. The adjustment coeffi-
cient in almost all cases i{s very close to 0 (zero). Moreover, A 1s
significant only i1n the case of Senegal. This will dimply that the ad-
justment in the money market through the international adjustment mechan=—
ism 1s quite quick. We could therefore accept the assumption of high
capital mobility and use (3.14b) to perform some statistical tests.
Institutional and historical ties as well as control of major financial
institutions seem to be the basic explanation of this result.

C-3. Results based on the reduced form wodel

Using (3.14b), some regressions analysis were performed on the three
countries. Equation (3.14b) was tested with both yearly and quarterly
data, The results of these tests are shown In exhibit 5, 6, 7 and 8.
Several conclusions seem to emerge from these regressions. We will dis-
cuss each of them separately.

l. When we used yearly data, the overall results seem consistent
across countries. The offset coefficients are negative and significant
at the one percent level in all three countries. The income coefficients
are also significant (except in the case of Senegal) and positive. The

foreign interest rate is insignificant in all three countries, although
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EXHIBIT 4

TESTING THE SPEED OF ADJUSTMENT

BENIN: RECRESSION EQUATION

(1963-1978)

c DC R
-0.21 -0.69 0.47
(=.12) (=6.83) (2.29)

IVORY~COAST:

c oc R
5.98 -1.26 =-1.39
(0.44) (-10.5) (=0.73)

SENECAL:
c Dc R
9.00 =-0.39 0.08
(3.54) (=5.90) (0.24)

0.04

(3,49)

Y
0.18

(12.82)

Y
0.01
(0.74)
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Fa.)
-0.005
(-0,01)

FA_)
0.08
(1.21)

FA_)
0.22
(2.64)
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it exhibits the proper sign in the case of the Ivory-Coast and Senagal.
Before drawing any conclusions from these results, wa will have to com-
pare them with the results using quarterly data. This is because this
type of adjustment has been shown to occur quite rapidly and seemed to be
more congistent with quarterly data.

2, The results derived with quarterly data are quite tconsistent
with the ones using yearly data., 1In all cases, the offset coefficients
are negative and significant at the one percent level. This result com-
bined with the low value of )\ appears to demonstrate how nearly impos-
sible it is for the B.C.E.A.0. to affect monetary equilibrium even in the
very short-run. Referring to our graph in figure 2, the adjustment is
asymptotic rather than cyelical. The interest rate will almost instant-
aneously revert to its initial level, or, to put it in another way, even
a temporary disequilibrium in the money market will be difficult to main-
tain in the WAMU. The negative and highly significant offset coeffi-
cients are critical for our theoretical framework. Simply stated, they
imply that independently of the monetary Iinstruments, policy-induced
changes in the base are partly offset by reserve flows occurring in the
opposite direction of the initial change. To put 1t differently, the
B.C.E.A.0. can control the monetary base only if it is willing to accept
large variations in the balance of payments or its foreign reserves.
With the average offset coefficient being above 50 percent, it 1is not
certain whether the B.C.E.A.0. would, or even could, accept such high
variations in its foreign reserve positions. In the case of Benln, more
than 70 percent of changes in domestic credit are offset through changes

P
in the foreign reserve position. In other words, every iuuruum

- & ~a
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EXHIBIT 5

(1963-1978)
BENIN
c ADd
-6.21 =-0.63
(=4.00} (=4.49)

IVORY-COAST

C ADC
=B.51 =-1.29
(-2.51) (=-2.63)

SENEGAL

c ADC

-6.31 =3.03
{-0.54) {-2.10}

AR
0.59
{1.13)

4R
=0.43

{=0.54)

AR
=-3.49
{(~1.58)
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REGRESSION RESULTS BASED UPON {3.14.b) YEARLY DATA

AY
1.50
(3.41)

AY
2,40
{3.5%)

AY
4.07

(1.33)
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central bank credit of 1 billfon will imply an outflow of reserve of
about 700 m{lllon CFA. 1In the case of the Ivory-Coast and Senegal the
leaks will reach 1.3 billions and 500 millions CFA respectively. In the
case of the Ivory-Coast, the offset 1s more than complete in the first
quarter. It should be remembered that the Ivory-Coast received about 63
percent of the overall B.C.E.A.0. credits in 1977 and 1978. We will come
back to the offset coefficient later {n this chapter. However, the im~
plications of these results are obvious. The difficulty of the
B.C.E.A.0. in controlling the money stock can partly be explained by its
inability to contreol the monetary base. As we will see later, this ina-
bility seems to have Increased reccntly despite the monetary reform in-
troduced 1in 1974 to strengthen the role of the central bank. Monetary
policy (changes in domestic asset of the central bank) becomes an instru-
ment for controlling not the wmoney supply, but the reserve position of
the WAMU countries. Stated differently, although the current account
balance 1s determined by exogenous facrors such as world demand and
prices, in periods of relative price stability, variations i(n the capital
account will be critical in determining the balance of payments. At any
rate, the current account will have {ts impact on income which will in
turn affect the demand for money. In the case of these three countries,
to lmprove the reserve position (or the balance of payments) by 1 billion
CFA, domestic credit should approximately be reduced by 1.3, 0.7 and 1.8
billions respectively in Benin, the Ivory-Coast and Senegal. Such
actions could, unfortunately, have serious effects on local and priority
sectors which heavily rely on B.C.E.A.0. credits for their activities.

As these policy measures are politically unpopular, Lt {s quite doubtful



108

that the B.C.E.A.0. will be willing to take such actions. However, with
the balance of payments difficulties experienced by the Ivory-Coast in
the middle of 1980, such deflationist policles as reduction of central
bank advances and certaln fiscal measures were used to reduce the deficit
of the balance of payments. Such actions were called for under the oper-
ation account agreement along with the tonditions on the use of the
International Monetary Fund's new extended facilicies. In this program,
the Ivory-Coast recelved 580 millicns U.S. dollars in February 1981 to
support i{ts effort to stabilize the balance of payments. It i{s still
quite early to judge the results, but the model used in this study pre—
dicts the appropriateness and the efficiency of such policies {n reaching
the stated objectives. In this case, the objective i3 to "stabilize the
belance of payments and the model predicts that reducing domestic aggre-
gate demand through a reduction in central bank credit «ill be guite
effective in reaching this goal.

As  shown by the empirical results ) the higher the offset coeffi-
cient the easier it is for the monetary authorities to adjust their
instruments to the external balance of the country. Hence, stabilizing
the balance of payments will be easier in Ivory-Coast than Senegal . To
put it differently. the higher the degree of openness of the economy {(the
etonomy of the Ivory-Coast is wmore liberal and also more Integrated to
the world than the two others), the higher the International adjustment
outlined above and the smpaller the internal cost in terms of cutput loss
to improve the balance of payments, and the more difflcult it is to con-
trol the monetary aggregates This result has two impllcations. TFlrst,

it will be almost impossible, or at least very difficult, £for the
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B.C.E.As0, to control the {nflatlon rate through some approprlate mone=
tary actions. The cost of such attempts will again be very high in terme
of output loss (through the priocrity sectors}. In the case of the Ivory=-
Coast, such attempts would be totally annihilated, but there is more cocm
for such actions in the case of Benin and Senegal. The tight state con=
tpol on the economy of Benin partly explains this result, The loss of
contral of the mone¥y atock implies that the rate of inflation in these
countries will be directly reiated to the World (French) inflation rate.

More formally, we should have

(3.21) (§fP)1 = 81(;193wor1d tu

L]
with (B/P)y : inflation rate in country L
al + 1inflation cosfficient

u :  gtochastic errcor

ay >ay>az>0 1: Ivory-Coast
2: Senegal
3: enin

Ome should be aware of the éonditions under which the inflation rate
in tue WAMU countries will be strengly related to the French inflation
rate. If France can be considered a ressrve eurrency country with rve-
spect to the WAMU ecountries, then a relationship such as (3.21) will heold
in the long-run. Indeed, by dafinition a reserve currency countty will

determine both the world intecest rate and 1nflation rate fe the short



110

and long-run respectively. The price effect of the demand for money will
prevent the demestic monetary authorities to tontrol the inflation rate
as capital flews to accomodate the attual inflation rate. In any account
there exists several channels of the transmission of inflation from
abroad into the domestiec economy. The prices of traded goods (imports,
import competing goods and exportables) will directly be linked to the
foreign inflation rate. Also the expansionary impact of a balance of
trade surplus through the foreign trade multiplier and the Intrease in
domesti¢ money due to a BOP surplus will also affeét the domestié infla-
tion rate In an upwards direction. However, the model implicitly
assumes that the economy considered is fully emploved and that prices are
fully flexible. 1In the case of substantial unemployment or stickiness in
price levels iIn 2ontrolled sectors, a relation such as 3.21 will not
hold. Henée, ay will tend towards 0. More {amportant for these countries
is the existence of non-traded goods (domestis goods produced for laczal
tonsumption). Suth goods will also affect (3.21) and make aj tend toward
0.6 In any event, a relationship such ae (3.21) would seem to prevail in
the WAMU countries given the empiridal results. We could therefore ex~-
pect a§ to be signifitantly different from 0. We tried to test for such
a relationship using available data on prite.* The results of these
*Unfortunately, data on prices were not available for Benin. We there-
fore used only the Ivory-Coast and Senegal.

6R, Dornbusch: “"Devaluation, money and non-traded goods", American
Etonomié Review, 63, Dec., 1973, pp. 871-8830.

Also M, Parkin: “Inflation, the balance of payments,domestic credit
expansion and exthange rate adjustments”™ in R.Z. ALIBER, ed.,
National monetary policies and the international financial
system, op. cit. pp. 220-24].
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regressions are shown im exhibit 9. The empirlcal result seems to sup-
port (3.21). The relationship between French and WAMU countries’ prices
is positive and highly significant at the one percent level. In other
words, a one percent increase in French prices will be fully transmitted
into the WAMU countries. In the case of the ILvory-Coast, this adjustment
is again amplified, which is consistent with the very high offset coeffi-
¢ient found earlier. The fact that the price Zoefficient is much higher
in the Ivory-Coast is also probably due to expectations effect. Second,
the results obtained on the offset ¢toefficlents show the I{mportance of
fiscal policy for stabilization purpose In these countries. With mone-
tary policy tied to the requirement of the external balance, the bulk of
internal adjustment must fall on fiscal poliey. Hence, in face of strong
domestic demand pressures, a reduction in publie spending (such as a
reduction of the budget defileit) stands a better chante than a reduction
in domestic credit in stabiiizing cthe etonomy. This implication of the
results is agaln more cruclal for the Ivory-Coast than Benin for reasons
previously mentioned.

3. Except in the case of the Ivory-Coast, the coefficients for the
interest rate are of the wrong sign. Furthermore, they are all écmplete-
ly insignificant at the 5 percent significante level. The conclusion we
éould draw i{s that the French Interest rate does not represent the true
opportunity cost of holding money in the WAMU. It scems strange at first
that the demand for money in such small open economies would be totally

independent from the foreign i{nterest rate. Several explanations, each
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EXHIBIT 9

Price Equations:

IVORY=COAST
c
LPIC ~-1.31
(t=Statistics) (=2.62)
R2 = 0.99
D."- - 1-7
SENECGAL
c
LIPS ~0.36
(t=Statistica) (=1.04)
RZ = 0,98
D.W. = 1.96

(Eq. 3.21)
(1963-1978)

LPIF
1.30
(12.23)

LPIC = l1og of Price index in Ivory-
Coast (consumer price index)

LPIF = log of price index in France

(1963-1978)
LPIF
1.04
(13.71)

LIPS = Log of Price index in Senegal
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of whieh are qgquite plausible, can be given. Firstly, i1t might be that
the vield on French government boand used ia this study was nor the appro-
priate rate. However, whatever the rate used, it could wvalidly be as~
sumed that all yiclds in French money market instruments are correlated
and therefore are moving together. Hence the bond yleld should be an ac-
ceptable proxy. Secondly, a good explanation could be that we left out
of the demand for money funceiom the expectad inflation vate. Frevious
studias have shown the importance cf the Inflation rate in explalning the
oppertunity cost of holding money in developling countries. More import-
antly, the inaignificance of the interest rate coafficients 1s built into
the model from whizh the regression equation was derlved. To be more
precise, ¢ measures the regponse of the reserve position of
the WAMU to a change in the foreign interest rate whan the domestic {n-
terest rate is allowed to adjust completely (the adjvstpent ia {zsstanta-
neous Iin the case of perfect capital mobilfity). The last part of this
seateace i3 very critical sinte adjustwents of rhe administratively cone
trolled domeatic interest rate to world market conditions were very slow,
This featurs more than anything else probably prevents *; from being sig=-
nificant and of the right sigm.

4, Except in the case of Benin, the intome coefficient Z1 1s posi-
tive and gignificant at the one percent level. It iaplies that a one
billfon CFA inerease in income will generate an increase in reserve In-
flew of about 10, 200 and 120 million CFA for Benin, the lvory—Coagt and
Senegal respectively. This tesult could be explained in twe ways.
Firar, since income 13 highly correlated with rhe trade balance, a sur-

plus in this account will definitely improve the reserve pesition of the
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WAMU countries. Secondly, according to the theoretical framework used in
this study, an increase in income will have its {mpact on the demand for
money as already explained. In any event, the results obtained here are
different from other balance of payments theories. In a Keynesian frame-
work, an increase in domestic income will have a negative impact on the
balance of payments because the adjustment works mainly through the cur-
rent account. The view taken is partial sincée it tontentrates on a sub-
account of the B.0.P. However, to finance the deficit in the ecurrent
a¢tount implies an offsetting change in the capital account. The statis=—
tical analysis suggests that this effect outweights the first one, and
changes in income have their effects on the balance of payments mainly
through the capital account (by affecting the demand for money).

The income coefficlent %, could have been expected to be much higher
and close to unity. This is because %3 1s the inverse of the marginal
velocity of money. However, the lower value of @9 can partly be explain-
ed by the fact that current income was used in the demand for money, in-
stead of permanent income, which 1s a better known measure,

D. More on the offset écefficient

As shown in exhibits 10, 11 and 12, the model seems to predict the
behavior of the foreign component of the monetary base well enough. The
historical simulation performed yields acceptable results. A summary of
the statistics derived from these simulations 1is given in exhibit 13.
However, exhibits 10, 11 and 12 suggest that the model predicts the beha=-
vior of the dependent variable more accurately after 1973. |Moreover,
this same period (1973-1978) seems to witness high variations in the for-

eign component of the monetary base. This implies that while over the
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whole period (1963-1978) the money supply was endogenous, in the latter
period this endogenelty seems to have been more pronounced. [In other
words, the difficulties of the B.C.E.A.0. in controlling the monetary
aggregates have increased recently. This seems paradoxical since one of
the objectives of the 1973 monetary reform was to strengthen the role of
the central bank in controlling the monetary aggregates. This suggests
the necessity of distinguishing between both perfods in the analysis.
Equation (3.14b) was used to perform some econometric tests during both
periods separately. The first period extends from 1963 to the third
quarter of 1974 (even though the new treaty was signed in YNovember 1973,
the implementation of these new statutes started in the last quarter of
1974).

The results of these tests are presented in exhibits 14, 15 and 16,
Several conclusions can be drawn from these regressions. First, the ex-
planatory power of the model 1s much higher in the post reform for all
three countries. In recent years, varlations in the foreign component of
the base have more strongly reflected changes in the direction of mone-
tary policy as well as changes 1n income (itself being a strong reflec-
tion of the current acecount).

An overwhelnming result is the inerease in the absolute value of the
offset coefficient for all three countries in the post-reform relative to
the pre-reform period. Again, all these coefficlents are significant at
the 1| (one) percent significance level. In other words, the B.C.E.A.OQ.
has {ncreasingly lost control of the monetary aggregates in recent years.
In the Ivory-Coast the offset coefficient has reached 1.58 in absolute

value in the post-reform, against 0.96 in the pre-reform period. With
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such a high coefficlent, an attempt to reduce domestic demand pressure
through the monetary instrument seens doomed to fail. The most that can
be achieved by the monetary authorities is to meet the long-run require-
ment of the demand for money. In other words, the B.C.E.A.0, should let
the monetary aggregates grow over time according to the trend of the de-
mand for money. In terms of Figure 1, it has become more difficult for
the central bank to move to point B in the short-run, or even an interme—
diate point such as G, without huge variation in its reserve position.
This result again suggests the importance of having an accurate estimate
for the domestic demand for money in these countries. Knowledge of the
stability and cyclical variations of this function as well as the vari-
ables which significantly affect it become critically important.
Accordingly, using monetary policy to stabilize the balance of payments
has become more effective Iin recent years.

The increase in the offset coefficlent in latter years suggests that
significant changes in the implementation of monetary policy must have
occurred in the post-reform period. We will therefore have to take a
closer look at monetary policy in both of these periods.

In the pre-reform period, monetary policy was 4implemented through
the radiscount policy. Credit was classified in two distinct groups:
rediscountable and non-rediscountable credit.* The B.C.E.A.0. regulated
overall liquidity {n the economy through the quantitative ceilings on re-
discountable credit. Financial institutions could therefore expand or

reduce non-rediscountable credits either through their own resources or

*Rediscountable credits received preferential treatment in the form of
low rates. They usually affect priority sectors such as seasonal farm
needs, export activities and natfonal firms.



ATA
{t scatistics)
R2 « 0,28

MW= 1,99

AFA
{t statistics)
R = 0,71

DW = 2.14

0.088
(1.24)

<389

{2.00)

EXRIBIT 14
BENIN

1963 - 1974

aADC
-0.528

(-3.70)

1974 - 1978
ADC
- 943

(~4.,74)

AR
-0.063
(-0.29)

AR
.175

(0.30)

NB: The COCHRANE-ORCUTT icerative technique was used to
correct serial correlations in the disturbances.
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AY
0.03%4

{1.86)

aY
0. 00006,
(0,002)



AFA
(t statistics)
R2 = 0.64

DW = 1.99

AFA
(t statisties)
RZ = 0.83

oW = 1.71

NB: The COCHRANE-ORCUTT procedure was used to forrect serial

c
=0.505

(=1.68)

=-3.524
(-0.66)

EXHIBIT 15

IVORT-COAST

1963 - 1974

ADC
=0.709

(=5.28)

1974 - 1978

ADC
-1.53
(=8.30)

correlation in the disturbances.

AR
-0.238
(-0.23)

AR
-16.859
(=1.92)
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AY
0.187

(8.31)

AY
0.215

(8.30)



AFA
(t statisaticse)}
&2 = 0,57

W = 1.84

AFA
{t statlaties)
aZ = 0,70

W = 1,93

NB: THWE COCHRANE-ORCUTIT procedure was uged to correct serlal

-0.G80

(-0.33)

=1.574

(=1.74)

EXHIBIT 16
SENEGAL

1963 - 1574

anc
=-0.502

{=5.65)

1974 - 1978

ADC
~0.744
{=3.77)

correlation in the disturbances.

AR
=0.567

(-0.68)

-0.338

{-0.129)
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AY
0.152
(3.17)

aY
0.201

(2.45)
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through the foreign market. Moreover, quantitative limits on the amount
of rediscount for each particular firm were also used. These ceilings
were determinad by taking into consideration the rate of growth of depo-
sit in the hanking system as well as the potentlal need for credit in the
aconomy. These ceilings were generous and reflectad the low intersat
rate poliey, This {5 because the B.C.E.A.Q. viewed itself as a &ofi-
nancar of economic activity. The basic &ssumption behind this philosaphy
wag the low level of Einanclial resource available In each countrey. It
was therefore felt that the B,C.E.A.0. should supplement these resources.
Other monetary instruments included the liquidity ratio {defined as the
ratio of the sum of cash reserves and tedizcountabla credit to the sum
of short—term liabilities and rediscount from the central bank). Ini~
tially fixed at 70 percent, the liquidity ratio was raised to 75 percent
ia 1970. In the post-reform period, the distinction baéwnan rediscount-
able and non-rediscountable credit was abolished., Tha quanticative ceill-
ing on commercial banks redisecount was maintained although the national
ereditc committees (CBEB) had more latituda in distributing these credics
among varioua sactors. The liquidity ratlic was abollshed because it was
found ineffective and the B.C.E.A.0. could impose reserve requirement on
banks.

Degpite these revised statutes, the rediescount ¢ellings 3till continua
to be the major insttument of monetary peolicy. However, a quick look at
the evolution of credits extandad by the central bank seems to ahow a
gubstantial modifiéation between bath periods and to some extent a con-
tradiction in the use of this instrument. In tha period 1963 to 1573

(the pre-reform period), the total deposits accruing to the banking sec-

PR . Cot
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tor averaged 20, &3 and 6 percent for Benin, the Ivory-Coast and Senegal
raspectively.* In the game perfod, overall credit extended by the
BaCeE'AuQ. stayed constant in Benin while it increased in Ivery-Coast and
Senegal at a yearly rate of 1l and 16 percent respectively. The 20 per-
cent growth rate in deposit was probably felt sufficient for the inerease
in private sector demand for credit in Benin. However, when we noved to
the period 1373-1978, overall deposits accruing to the banking sector
rosa AL 8 yearly average rate of about 40, 77 and 45 percent for Benin,
the Ivory-Coast and Senegal respectively. This rapid 1increase in the
resources of finanefal Inatiturions should have givea the signal to the

B.C.E.A.0. to maintain the rate of growth of ite advances irn controllable
limit and forge fipancial institutions to use thelr own rescurces. Cn
the contrary, the B.C.E.A.0. Increased itz advances tc a yearly average
¢f 240, 55 and 40 pertent for these three cnﬁntries regpectively. A pos-
sible explanation for this rapid Increase in fentral bank advances could
be the broader responsibility of the B.C.£.A.0. in influencing eredit in
the post-reform. Undar the revised statutes, the B.C.E.A.0Q. was empower-
ed to provide rediscount facilities to some priority sectors such as sea-—
sonal farm needs and small and medium=sized national firms at preferen-
tisl rates., In the meantime, overall creditr exrended to Che private sec-
tor by commercial banks increased at an average rate aof 53, 61 and 40
patcent in the post—reform (agaiust 18, 40 and 7 percent in the pre—

reform) for Benin, the Ivory—Coast and Senegel respectively. Exhibits

#Total deposit included: ODemand and time depoeit in commeccial bank
plua post office checking depesit as well as saving hank deposit,
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17, 18 and 19 show very clearly the c¢hanges which occurred in the post-
reform period. It would seem that the sudden outburst of these momnetary
aggregates is quite consistent with our higher offset coefficients found
in the latter period of the study. Hence, although these aggregates in-
creased at a faster rate in the post-reform period, at times when the
rate of growth of central bank advances and overall deposits was differ-
ent from the rate of growth of the private demand for credit, offsetting
capital flows seem to have occurred.

E. TImplications for Stabilizatifon Policies

As discussed in the introduction, stabilization policies have become
more and more laportant for developing countries since the early seven-
ties, Basically, the goal of a stabilization program 1is to correct
imbalances between overall supply and demand in the economy., These im—
balances translate themselves in inflationary pressures co-existing with
weak external positions. The results obtained from the regression analy-
sis imply that it is quite possible for the WAMU countries in general to
stabilize their extermal positions through some monetary actions. How=
ever, one should be aware of the shortcomings of these results which are
implied from the theoretical framework used. First of all, the current
account is taken as exogenous. It is therefore impossible to determine
the effects of current account policy variables on the balance of pay-
ments. Put differently, we have totally ignored trade regimes and poli-
4ies on the balance of payments. Policies such as devaluation (aor reval-

uation), quantitative restrictions and tax (subsidy) on imports (exports)
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~aYORX=COAST
l——1 credit extended to the private sestor by commercial banks
#———% overall amount of depoait in financial institutionas
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SENEOAL
1 credit extended to the private sector by commercial banks
F—Foverall asount of deposit in finanelal institutionas

0—Doversll amount of credit extended by the central bank

631 « first quarter of 1963
632 4 second quartsr of 1963
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should have an impait on the reserve position of the WAMU dountries.’
Instead, the model used in this study Z4ollapses all these effeéts through
their influente on the demand for money. Conlerning atabilization pro=-
grams, poliéies designed to &orrett supply and demand imbalances will
netessarily imply a short=-run &ost during the adjustment pericd. Real
intome and employment will almost inevitably be reduted during the fmple=-
mentation of the prograu.s Amidst the monetarist and struéturalist
debate concerning the main features of a stabilization program, it is now
somewhat alcepted that rigidities in the strutture of developing &oun—
tries etonomies make the adjustment more difffcult and slower.? Hence,
redent studies have pointed out the lower &ost (in term of output
loss) of stabilization policies when the adjustment 1s allowed to

work for a longer period.!0 The model used here assumes inlcme to be

7see for example, A-D. Krueger, "Interaétions between Inflation and
trade regime objeitives in stabilization programs™ in Efonomi& stabi{li-
> ed. by W.R. Cline and S. Weintraub, the

Brooking Institution, Washington, D.C., 1981, pp. 83=117,

BThis statement should be qualified. Several Asian fountries have been

able to maintain their growth rate by a éombination of appropriate &om-
merélal polities and monetary restraint. BSee!: A.D. Crotkett: "Stabi-
lization polifies in developing &ountries: Some polily E&onsidera-
tions.” I.M.F. Staff Papers: Vol. 28, No. 1, marth, 1981, p. 72.

Sror example, during the 1973-=74 oil &risis, while the financial sector
in developed éountries played an important role in reé¢yéling interna-
tional reserves, developing fountries had to rely essentially on inter-
national agencies sudh as the I.M.F. or the world bank to alleviate the
pressure on their external acéount.

10This is the basis of the I.M.F. new extended facility: see Moshin S.
Khan and Malecolm D. Knight: "Stabilization programs in developing
tountries: a formal framework." I.M,F. staff papers, Vol. 28, No. 1,
March, 1981, pp. 1-53.







