
MEMORANDUM

To: The Minister of Planning, the Government of Cameroon

From: Yujin Kim, Policy Analyst

Subject: Growth and Distributional Outcomes of Budget Cuts and Oil Price Shocks
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1 Executive Summary

This memo examines the growth and distributional consequences of the World Bank’s

proposed budget cuts with and without potential drops in oil prices. In summary, the

expenditure cuts alone, if followed by contractionary monetary policy, would slow

down the near-term growth and worsen the income gap among the poor and the rich.

Oil price shocks would exacerbate the adverse effects, particularly if accompanied by

the devaluation of the local currency. In order to prevent negative growth rates and

keep inequality from rising, a portion of the loans must be used to fund government

transfers and to stimulate the domestic economy.

2 Scenario 1: Expenditure Cuts with Stable Oil Prices

If the budget cuts are implemented with tight money supply, the economy would

still grow but at a slower rate. In the presence of the shock, the average growth rate

would be 4.25% for the next 5 years, which is only slightly lower than the scenario

without the shock (4.28%). However, the budget cuts would temporarily slow down

the rate of growth. From 2001 to 2003, the growth rates would be less than 4% with

the shocks, while they would otherwise have been above 4%. In 2004, however, the

growth rate would reach 6.08%, compensating the loss from the previous years.
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The direct effects of the expenditure cuts would be reduction in domestic spending.

This would create an excess of supply in the economy and cause the contraction in

wages and labor force, though our simulations show that domestic prices would not

change much. The contractionary effects of the cuts would bring down the consump-

tion level by a few percent. Overall, the budget cuts would be contractionary, but the

drop would be temporary and modest in its magnitude.

Externally, however, fiscal austerity is an opportunity to accumulate foreign re-

serves as the country would cut down on imports. The government would be able

to save more from the balance of payment surplus, and our results show that it would

save or invest 23.11% more than the baseline scenario. The increase in government

saving may have a positive effect on the national income. However, the fall in the

national income due to the demand shortage would dominate the rise in savings, ag-

gravating the short-term growth outlook.

The cuts and tight money supply would widen the income gap between the poor

and the rich. While all income groups would earn less in the short run, the reduction

would be more severe for poorer groups. For instance, in 2003, the bottom decile

group would experience a 5.06% decrease in its income, while the income of the top

decile would decrease by 2.33%.

Fiscal austerity affects the populations differently due to the composition of income

sources. For instance, the bottom decile earns 74% of their income from domestic

goods, while the domestic market makes up only 33% of the income of the richer pop-

ulations. The simulations suggest that domestic prices would slightly fall in 2002 and

2003, which would adversely affect the income of the poor. Externally, the govern-

ment may marginally devalue the currency as an attempt to increase foreign reserves

inflows. This might somewhat help the poor because they earn a slightly higher share

of their income from export goods. Yet, the simulations show that the gain would be

minuscule, and inequality would still rise.
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In order to minimize the adverse effects on growth and inequality, I advise that the

government uses the balance of payment surplus to stimulate private consumption

through expansionary monetary policy. This would maintain the spending level nec-

essary to stabilize domestic prices and to mitigate the loss of income among the poorer

populations.

3 Scenario 2: Expenditure Cuts with Oil Price Shocks

Oil price shocks would exacerbate the negative growth prospects. In this scenario,

the growth rates would become negative by the year 2002. The national income would

fall by as much as 16% compared to the baseline scenario.

The immediate effects of the shocks would be a balance of payment deficit, and the

devaluation of the local currency may seem to be a natural response. This attempt,

however, would devalue the import prices more than the export prices and make im-

port goods more affordable relative to the exports. The results would be a more severe

BoP deficit and the outflows of foreign reserves. Unlike the first scenario in which

the government has room for savings, the BoP deficit would force the government to

cut the savings by 22.88%. In addition, the foreign reserves outflows would tighten

money in circulation, further reducing the private consumption by 30% in 2004. The

reduction in savings and consumption would cause the national income to drop sig-

nificantly.

The shocks would lead to a more unequal distribution of income. Drops in oil prices

would bring down the overall household incomes by as much as 25%. Yet, the reduc-

tion would be smaller for the top 20% group compared to the rest of the populations.

As a result, expenditures would decrease more among the poorer populations.

The following factors contribute to the widened inequality. (1) Lower domestic prices.

The shocks would entail significant reduction in national spending and savings. This

would create an excess of supply and bring down domestic prices. The devaluation of
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the currency would also contribute to the deflation, causing a 15.14% drop in domestic

prices in 2014. As addressed above, deflations would be more detrimental to the poor

because they rely more on the domestic goods as their primary source of income. (2)

Reduction in government transfers. The balance of payment deficit would force the gov-

ernment to cut its transfer payment by as much as 15.89% in 2004, putting the poor

in a more vulnerable position. (3) Cheaper imports relative to exports.The depreciation

would cause import goods to be cheaper than exports, which would benefit the richer

populations who tend to consume more import goods.

To alleviate the worsening of growth and inequality, the loans need to be spent on

strengthening the social security system and stimulating the private consumption.

The shocks would be detrimental to the poorer populations, but expansionary pol-

icy would not be possible without the Bank’s stimulus package. In order to mitigate

the adverse consequences of the shocks on inequality, a portion of the loans must be

used to fund government transfers and to strengthen the security net. In addition, the

government may use the loans to increase money supply, which would help boost the

domestic spending, prevent deflation, stimulate growth and reduce the poverty rate.
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