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Managing volatility
 Volatility in Lebanon may arise both from foreign shocks, 

such as the fluctuations in the price of the exported oil and 
gas, and from domestic macroeconomic and political 
instability.

 Resource prices are very volatile, particularly for oil, where 
the coefficient of variation of prices is 7%. 

 Prices are also very difficult to predict and can have a very
serious effect on GDP and growth.
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Three examples of the effect of prices and volatilty on GDP and growth:For Nigeria, a base value of oil valued at US$100 per bbl, means that the difference between a price of US$50 and of US$150 is equivalent to a difference of 50 percent of its GDP.Mexico, borrowed against expectations of increasing real oil prices after 1981 and suffered badly when these expectations turned out to be far off trackVenezuela, had been one of the fastest-growing Latin American economies before 1980, with long-term growth averaging 6.4 percent. But following several euphoric years after 1974 it experienced a sharp decline, with output per capita halving over the next two decades



Exchange rate policy
 Fixed exchange rate policy:

 On the upside of a strong economic cycle, it will expose firms to the impact of
appreciating demand and soaring prices in the booming non-traded sector.

 On the downside of the economic cycle due to falling commodity prices, it can
result in a painful period of falling demand and deflation.

 Flexible exchange rate policy: will expose the firms to external competition even
more rapidly in the upward phase of the economic cycle.

Both policies might lead to the Dutch disease through an appreciation of the real
exchange rate, higher domestic prices and input costs, and less competitive production.



The Dutch Disease
 The Dutch Disease term was used for the �first time to

describe the decline of the tradable sector in the Netherlands
driven by the discovery of large natural gas �in 1960s.

 It is observed when the government's increased �spending of
the natural resources revenues creates an appreciation
pressure on the domestic currency. This increases the imports
of tradable goods, and decreases the competitiveness of the
domestic manufacturing sector.



Symptoms of the Dutch Disease 
 A large real appreciation in the currency

 An increase in spending

 An increase in the price of non-traded goods relative to traded
goods

 A shift of labor, capital, and land out of non-export-commodity
traded goods

 High interest rates attracting a capital inflow

 A current account deficit
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A large real appreciation in the currency (taking the form of nominal currency appreciation if the country has a floating exchange rate or the form of money inflows and inflation if the country has a fixed exchange rate);An increase in spending (especially by the government, which increases spending in response to the increased availability of tax receipts or royalties);An increase in the price of non-traded goods (goods and services such as housing that are not internationally traded) relative to traded goods (manufactures and other internationally traded goods other than the export commodity);When crowded-out non-commodity tradable goods are in the manufacturing sector, the feared effect is deindustrialization.	 In a real trade model, the reallocation of resources across tradable sectors, for example from manufactures to agriculture, may be inevitable regardless of 	macroeconomics. But the movement into nontraded goods is macroeconomic in originA shift of labor, capital, and land out of non-export-commodity traded goods (pulled by the more attractive returns in the export commodity and in non-traded goods and services);High interest rates (attracting a capital inflow); andA current account deficit (thereby incurring international debt that may be difficult to service when the commodity boom ends)



Monetary policy and the Dutch 
Disease
 In a small open economy, the Dutch Disease occurs only 

under a �fixed exchange rate regime and inactive monetary 
policy, hence the need of a strong monetary policy.
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Lartey (2008) studies the role of monetary policy in a small open economy facing a huge inflow of capital due to a negative shock to the price of imported investment.He fi�nds that Dutch Disease in the form of a contracting manufacturing sector, rising prices of non-tradables and real exchange rate appreciation occurs only under a �fixed exchange rate regime and inactive monetary policy



Avoiding the Dutch Disease
The case of Norway
 Norway managed to avoid the Dutch Disease through: 
 Using revenues generated by the investment of assets obtained 

from oil extraction to accelerate economic growth. 
 Investing a significant part of the oil revenues outside the 

economy and eliminating a possible wage differential between 
the petroleum sector and other manufacturing sectors. 



Monetary and fiscal policies
 The combination of �fiscal and monetary policies observed in 

most natural resource abundant developing countries is the 
following:
 the government spends revenues from natural resource exports 

without any discipline. 
 the monetary policy is set freely and the central bank 

independently chooses between one of three given regimes: 
 Fixed exchange rate
 price level targeting
 laissez-faire



Foreign exchange interventions
 The use of foreign exchange interventions by the central 

bank leads to consumption smoothing and the partial 
isolation of the domestic economy from the �fluctuations in 
revenues from natural resource exports. 

 The best solutions achieved in the case of procyclical fiscal 
policy are when the monetary authority chooses a fixed 
exchange rate or a �fixed price level regime.
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The accumulation/decumulation of natural resource revenues in the form of central banks �international assets allows softening of the negative effects of Dutch Disease during high natural resource revenues and stabilizes the economy in the face of volatile natural resource revenues. 



The problem of procyclicality
 In commodity producing countries:
 An important reason for procyclical spending is that 

government receipts from taxes or royalties rise in booms, and 
the government cannot resist the temptation or political 
pressure to increase spending more proportionately 

 Capital flows, fiscal policy, monetary policy, and sectoral
allocation each tend to be more procyclical



The procyclicality of government 
spending
Two large budget items that account for much of the increased 
spending from commodity booms are:

 Investment projects:
 can have a large long term pay-off and might be left without 

funds for completion or maintenance when commodity prices 
go back down

 The government wage bill:
 Oil windfalls are spent on higher public-sector wages, or go to 

increasing the number of workers employed by the 
government. Either way, it is hard to reverse when oil prices go 
back down



The Procyclicality of capital flows

Capital flows in developing natural resource rich countries:
 Are procyclical due to imperfections in capital markets, such as 

asymmetric information or the need for collateral.
 Result from procyclical fiscal policy: 
 When governments increase spending in booms, some of the deficit is 

financed by borrowing from abroad. 
 When governments cut spending in downturns, to repay some of the 

excessive debt that they incurred during the upturns.

 Increase the prices for land , buildings, and financial assets 
during the boom phase 
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In the commodity and emerging market boom of 2003–08, net capital flows typically went to countries with current account surpluses, especially commodity producers and Asian countries, where they showed up in record accumulation of foreign exchange reserves. This was in contrast to the two previous cycles,1975–81 and 1990–97, when the capital flows to developing countries largely went to finance current account deficits. As developing countries evolve more market-oriented financial systems, capital inflows during the boom phase show up increasingly in prices for land and buildings, and also in prices of financial assets 



Cyclicality of fiscal policy
 The tendency to under-save mineral wealth is pronounced 

during booms.
 The temptation to spend the windfall from high world prices 

is sometimes irresistible. 
 When the price of the mineral eventually goes back down, 

countries are often left with high debt, a swollen government 
sector and nontradable sector, and a hollowed-out non 
mineral tradable goods sector. 

 They may then be forced to cut back on government 
spending, completing the perverse cycle of countercyclical 
saving.
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The grossly over-optimistic budget forecasts made by the U.S. administration from January 2001 led directly to the adoption of long-term policies entailing massive tax cuts and accelerated government spending. Continental European countries have not done much better. The worst cases of destabilizing or procyclical fiscal policy countercyclicality, of course, are the nations of Iceland, Greece, and Portugal. Meanwhile, in the course of the same decade, some emerging-market countries learned how to run countercyclical fiscal policy, notably China and Chile. Even many former debt-crisis sufferers (Brazil,Indonesia, Malaysia, Mexico, and South Africa) now have higher credit ratings than some of the less fortunate advanced countries.Chile’s economic growth since 1984, presumably related to several waves of serious reforms, has far outstripped that of its Latin American neighbors. Its income per capita rose from 10 percent of the U.S. level in 1984 to 14 percent in 2000and then to 20 percent in 2010.Since 2000, fiscal policy in Chile has been governed by a structural budget rule that has succeeded in implementing countercyclical fiscal policy. The key innovation is that the estimates of the two most important inputs in the breakdown of the budget between structural and cyclical components—trend output and the trend price of copper—are computed by independent expert panels and are thus insulated from the political process. Chile’s fiscal institutions could usefully be emulated everywhere, but especially in other commodity-exporting countries



Cyclicality of fiscal policy:
example of Chile
 Chile was able to run surpluses in booms and achieved a 

countercyclical fiscal policy by insulating forecasts from 
politics. 

 Chile entrusted to panels of independent experts the 
responsibility for estimating the extent to which 
contemporaneous copper prices and GDP have departed 
from their long-run averages and built its fiscal policy 
accordingly. 



Cyclicality of monetary policy 
 Monetary policy operates procyclically in the face of terms-of-

trade shocks. Therefore, when choosing how to conduct monetary
policy developing countries need a strong anchor for inflation
expectations.

 The two nominal anchors that have dominated in recent years, do
not entail currency movements that accommodate fluctuations in
the world price of the export commodity.These anchors are:

 the exchange rate targeting

 the inflation targeting with a focus on the Consumer Price Index
(CPI).
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1- the exchange rate, which remains an important option for many countries. Small open countries often go all the way to a fixed exchange rate or even monetary union. Middle-sized countries may follow a target zone or some other intermediate regime. Exchange rate targets lost some of their popularity, however, after the currency crises of the 1990s2- inflation targeting: Brazil, Chile, Colombia, Mexico, the Czech Republic, Poland, and South Africa all switched from exchange rate targets to inflation targeting around 1999–2000, followed by others. Some proposals target the price level, and some target its rate of change. Some require the monetary authorities to pursue annual inflation targets and nothing else, while others are flexible, allowing diversion from the long-run inflation goal in order to put some weight in the short run on stabilizing output. Some proposals target the price level, and some target its rate of change.  Some make a distinction between targeting the expected CPI and targeting the actual CPI. Some target the headline CPI, while some exclude the more volatile food and energy component to focus on core inflation. Regardless, what almost all of them have in common is a focus on the CPI, rather than on some other sort of price index



Cyclicality of monetary policy 
The commodity related proposals for nominal anchors are:

 Pegging the export price index: export prices are included in the price
index, so the currency appreciates during commodity booms and depreciates
during commodity busts. Further, there is no pressure to appreciate when
the price of the import commodity rises, because it is not in the basket

 Product price targeting:

 Different from inflation targeting since the price index is output-oriented rather
than consumption-oriented.

 Gives heavy weight to commodities that are produced for export and little weight
to commodities that are imported.

 Has the export commodity in the index, allowing the monetary policy to
automatically accommodate fluctuations in the export price
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Recent studies recommend replacing the CPI by an index covering major export commodities or a more comprehensive index of product prices for resource rich countries that are subject to volatile terms. The important point is that it should give heavy weight to the country’s export commodities, which the CPI does not do, and it should not give much weight to imported goods, which the CPI does do.PPT for product price targeting. The idea can be thought of as a modification of inflation targeting, with the important difference that the price index is output-oriented rather than consumption-oriented. The important point is that the index should give heavy weight to commodities that are produced for export and should give little weight to commodities that are imported. The CPI handles this the other way around. If the export commodity is in the index, as under PPT, then monetary policy will automatically accommodate fluctuations in the export price, a desirable property that CPI targeting unfortunately lacks. On the other hand, if the import commodity is in the index, as under CPI targeting, then monetary policy reacts perversely to fluctuations in the import price, an undesirable property that PPT fortunately lacks. Thus PPT is more countercyclical or less procyclical than CPI targeting.



Lessons for Lebanon
 The natural resources price dynamics affects both inflation 

and real activity therefore the Dutch disease should be 
avoided. 

 A countercyclical fiscal policy should be adopted

 The Lebanese authorities should cooperate across institutions 
to define a sequenced strategy, starting from the formulation 
of a transparent fiscal regime with taxation that ensures a fair 
share for the government.

 There is a need to establish a strong anchor for inflation that 
takes into consideration natural resources prices dynamics.
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