Appendix I

The Corden and Neary Core Model of “Dutch Disease”

Basic assumptions

I. There are three sectors: 1. Booming Sector, ‘energy’ (B), 

                                         2. Lagging Sector, ‘manufactures’ (L), 

                                         3. Non-tradable Sector, ‘services’ (N). 

II. The first two produce tradables facing given world prices. 

III. Output in each sector is produced by a factor specific to that sector, and by labor, which is mobile and moves between sectors to equalize its wage. 

IV. All factor prices are flexible and all factors are internationally immobile.

V. Real exchange rate is defined as price of non-tradables relative to tradables, so the rise in relative prices of non-tradables corresponds to a real appreciation. 

How the Model works

A boom triggered by a windfall discovery of new resources, exogenous rise in the world prices of exports (e.g. oil prices) or massive capital inflow in B has the initial effect of rising aggregate incomes of the factors employed there.  

Resource movement effect. As the result of the boom the marginal product of labor raises in B, raising the profitability, so that, in the short-run when the wages are rigid upward the demand for labor in B rises. This is in turn increases the overall demand for labor and as a result the wage in the medium-term, thus casing the labor to move out of both manufacturing and services sector.   

The effect has too parts: 

(1) The movement of labor out of L into B lowers output in L. This is called direct de-industrialization because it doesn’t involve the market for N and thus doesn’t require an appreciation of the real exchange rate.

(2) There is a movement of labor out of N into B. At the initial real exchange rate the resource movement effect leads to excess demand for services that brings about a real appreciation to restore the equilibrium: the prices of services must rise to eliminate the excess demand, switching it away from services. Additional movement of labor out of manufacturing into services dampens the fall in that sector’s output. However, the fall in the services sector’s output cannot be reversed.

Spending effect. If some part of the extra income in B is spent, whether directly by factor owners or indirectly through being collected in taxes and then spent by the government, and provided the income elasticity of demand for N is positive (services are “normal good” in aggregate), the price of non-tradables relative to the prices of tradables must rise. It will draw resources out of B and L into N, as well as shifting demand away from N towards B and L.

The movement of labor from manufacturing to non-tradables either caused by resource movement or spending effects through real appreciation is called indirect de-industrialization. 

The outcomes of the Boom

1. Both effects contribute to a real appreciation of national currency. 

2. Clearly, since manufacturing employment unambiguously falls, the same must also be true of that sector’s output and profitability.

3. If the spending effect dominates, then the total output of non-tradables will raise, while if the resource movement is dominant the output of non-tradables will be lower.

4. The resource movement effect must unambiguously raise the average real wage while if the spending effect is stronger and the greater the share of services in consumption the more likely is the fall in the real wage.
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