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ABSTRACT

This paper carries out an in depth analysis ofstheere hyperinflation crisis in Zimbabwe: reasarstifie onset
of the crisis, present state of affairs in the ¢guand finally, the road ahead. The major politiaad economic reasons
leading to hyperinflation have been discussed: watyl growing fiscal deficit ascribed mainly to urdgeted government
expenditure, political unrest, participation in wjaand heedless land redistribution reforms. Furie have examined the
effect of hyperinflation on Zimbabwe’s economictingions and markets, conceived as a rapid iner@aprice levels of
commodities and depreciation of local currency. dsesult of hyperinflation, the society has enceted growing
unemployment, increased emigration and decreasedekpectancy. We hence analyze various policy stnactural
changes that have been made by the governmenhanudrits and demerits of the latter. Considerivgglackadaisical
attitude of Reserve Bank of Zimbabwe and the evewing black market, a complete change in the nargetystem for
Zimbabwe has been suggested. The benefits of thaiteon and how it has enriched the economy, bniggibout a large
improvement in GDP and growing stability in pridess been discussed in detail. However, long terprarement can
only be addressed by stringent policy changes wideat tackling flaws in the political and econorsicstem like lack of

infrastructure, corruption, black markets and more.
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DEFINING INFLATION

The term ‘Inflation’ does not seem to have a stathdefinition, it can be defined in various ways.dimple

terms, inflation can be understood as a situatiomhich general goods and commodities become magrensive to buy.

As defined by M. Bronfenbrenner and F.D. Holzma(§63, p.599), “Inflation is a condition of genérall
excess demand, in which too much money chasesete@bods”. Quoting Friedman (1970b, p.24), whodindien of
inflation focusses on the role of money supply ascause, "Inflation is always and everywhere a mamet
phenomenon...and can be produced only by a moie iragrease in the quantity of money than in outplriflation can
occur in two ways: Firstly, as a general rise ia finices of commodities, and secondly, as depieniaif the currency,
which can result under various economic circumstanéience, each unit of currency buys lesser wifityoods and
services? (While calculation of the same, an important pdimtnote is that a weighted average of a large munolb

commodities is used rather than specific good andices)

The main indicator for calculating price inflatigmthe inflation rate, which is the annualized petage change
in a general price index, usually the consumerepiidex, over time. The criterion for inflation rams subjective,

depending on the sensitivity of economic agentsftation.’®
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INTRODUCTION TO HYPERINFLATION

The most widely used definition of hyperinflatios given by Cagan who wrote in 1956 that “I shalfirde
hyperinflation as beginning in the month the riseprices exceeds 50 percent and as ending in thehnmefore the
monthly rise in prices drops below that amount stags below for at least a yedrAccording to Pearce (1981), it can be

safely concluded that in hyperinflation, the priees rising at least at a rate of 1000% percentuerth?®?
GENERAL REASONS FOR HYPERINFLATION

Majorly, hyperinflation starts due an unchecked eaquid increase in money supply in the economy imay
be attributed to supply shocks triggered by varismsal, political and economic reasons like wartsnomic depression,
and rapid increase in money supplx.rapid depreciation of currency due to severako#tonomic factors can also result

in hyperinflation.

Another perspective on the matter given by Bomheegel Makinen (1983) on the hyperinflation situatio
Hungary is that it occurs when the government caneny enough taxe$.This will lead to a large budget deficit,
increased printing of money and consequently iititatCapie (1986) stated that a combination of wgakernments, civil
disorder and unrest leads to a loss of fiscal plise@ and consequently, hyperinflatibh.® As explained by A.
Makochekanwa (2007), the general reasons for hyfietion have been quoted in literature to be nasiney printing,

foreign currency shortage and inflation due toéase in demand and import coSts.

In the long run, political rights too seem to hareinfluence on general price levels and inflatithris thus of
primary importance for the government to managern#l relations, internal governance and restaratiobasic human

rights to stabilize the economy.

If the government exercises complete control okier@entral Bank, which lacks autonomy, misuse ofgrcby

authorities to govern money supply can easily teathaladministration of the economy and hence hgflation.
THE CASE OF ZIMBABWE

What happened in Zimbabwe was a result of graduallyeasing public debt and growing fiscal defidihe
political and economic situation in Zimbabwe haatcsilong been indicating the onset of high infiatio the country and

thus, hyperinflation.

In the year 1997, a series of protests were hettdrcountry by the war veterans of the 1970 Inddpace War
to put forward their demands for compensation. Aftag protests, President Robert Mugabe agrepdydefty gratuities
to them. The expenditure, amounting to nearly 3%hef GDP was unbudgeted and was said to be thariegiof the
economic collapse of Zimbabwe, with the currengirlg falling substantially in value almost immedigtafter this step
was takerfAn attempt to cover up this unsolicited expenditw@s made by increasing taxes, which too went in.va
Protests by trade unions forced the governmentritd pdditional money to cover up for the extra exgiture, hence

worsening the situatioH:

However, the problem did not end there. The waenasts expressed further discontent to which praside
Mugabe responded in November 1997 by introduciegraless land reforms program. All commercial fagniand was

taken from the largely white community of commerdamers and redistributed to the landless blacjonity ®Since
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white people were actually the largest employetsalso expertise, the land relocation resulted ilmmpieyment and fal
in output by nearly 50 percent between 2000 and®20bis was due to large diminishment of the coustforeign
exchange cash crop, tobacco. Additionally, the ahmineat production hich was once standing at 300,000 tons in 1
plunged to 50,000 in 2007.

Zimbabwe: GDP per capita (USS, 2016)

Figure 1

(Source: World Bank’s World Development Indicator Daabase)

Zimbabwe also faced five major droughtsween 1999 an2008 during the hyperinflati.?®These Droughts had
a large negative effect on growth of the countrgt henceforth the agriculture industry collapsed pletey. Once a net
exporter of food, theountry became a complete importer. GDP per cadglitaignificantly from $707 in 1997 to $327
2008. Figurel shows the variation of GDP per capita during hiylation, illustrating how the nation’s wealthagied by
almost 50% in a span of roughly 10 years. (:-2008)

Moreover, the government, being involved in theddelcCongo Civil War, spent a signific. chunk of its GNP
on the war and underreportecetiexact spending figures to IN’ The government was not prepared with surplu

finance the war and had no policies in mind ow to meet the costs of the war.

At the time when growth of hyperinflati was on an increasing trend, the Zimbabwean goverhmas not abli
(or willing) to produce economic data. According gources (Reserve Bank of Zimbabwe 2008a), the riRedg@ank
balance sheet and money supply data were avaitaijetill the month of Mach, 2008. Data for inflation till July 20(
too was made available only by October, 2'* (Reserve Bank of Zimbabwe 2008b)

The missing information about the inflation afteity] 2008 can be obtained using the definition ofghasing
power parity. Two ountries are said to be in purchasing power pavitgn the ratio of general price levels in the cou
is equal to the exchange rate of thmirrency’ Ignoring the changes in price level in US and canintgj it with the fact tha
PPP assumption is valid hyperinflation situation (Frenkels Empirical WaL976) ™, the inflation figures for Zimbabw

can be calculated if we know the exchange ratdérmbabwe dollar and US doll*

As we can observe from Ricg 2, the growth of GDP has been largely rizgasince the 1990s. Hyperinflatic
peaked in midNovember 2008 leading to spontaneous dollarizalmprovement wa®bserved after 2009, when so

control was exercised over the economic situe
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Figure 2

Zimbabwe: GDP growth (annual %)

(Source: World Bank’s World Developmentindicator Database)
EFFECTS OF HYPERINFLATION ON THE ECONOMY

The hyperinflation episode started in 1999 and gsewapidly that by the summers of 2007, the iiftatate was
estimated to be around 109,000%.¥&3 shows the depreciation of the Zimbabwe dollar dwee. It is to be noted th

the exchange rate is plotted in logarithmic sogiling an idea about how intense the rise in exghaate becarr
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Figure 3
(Source: Alan Heston, Robert Summers and Btina Aten, Penn World Table Version 7.0, Center forinternational

Comparisons of Production, Income and Prices at th&niversity of Pennsylvania, May 201)

The situation deteriorated so much that the Zimlsbllar actuall had to be given an expiry de*°By 2008,
the inflation rate had reached a whopping 11.2ioni%o, hence practically costing the government ntongrint the mone'
than what the money was actually worth. Moreovss,government printed yet more ney to overcome this expenditi.
The economic troubles becorse profound that by 2008, they wiped out the weaftlitizens and set the country bt

more than a half century.

Zimbabwe's real GDP contracted most of the timeera000 (Fiure 2). (Source: World Bank’'s Worl

Development Indiator Database). Unemployment became widely pratiadti@coming as high as 80% at some point
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time. The labor force of Zimbabwe rapidly startejmating to neighboring countries, causing emignatiates to increas
from 6% in 2005 to 9.9% in 2010. (\rld Bank 2008 and 2011) This lead to a reductionthim tax base, making tl
situation even worsE. Also, since a large chunk of people were dependenfood aid, life expectancy also dropy
heavily till 2002, though it was controlled latéFigure 4)With all the above challenges, Zimbabwe became evere

vulnerable to soaring inflation rates.

~

Zimbabwe: Life Expectancy at birth, total(years)

Figure 4

(Source: World Bank’s World Development Indicator Daabase)

In any economy, the Central Bank plays the supresigein sustaining it. However, the case of Zimbabwe, it
failed to do so. In spite of a huge increase indfaéf at Reserve Bank of Zimbabwe, they faileghtovide complete an

accurate data, and necessary and required chanfiesal and monetary poies too, were not brought att.*®

The cumulative effect of this situation was that thfference between the official fixed exchangesaand the
existing black market exchange rates (Foreign BxgbaBlack Market premium) shot up, indicating tleductance o
people to use the local curren€yThe population base started losing faith in the Zibwean dollar and shifting towar

safer foreign currencies like the d8llar and ranc®
HOW TO COUNTER HYPERINFLATION

Since the basis of hyperinflation is believed to weontrolledmoney supply in the economy, the simp
solution to hyperinflation would be a reductionnmoney supply. This could be done mainly by printiegs money and

reduction in fiscal deficit, effectuated by redugigovernment expenditure or increasing s.

Mainly, three important steps could be te to curbhyperinflation. Firstly, the government could adagbreign
currency as the mode of all transactions and abatitir own currency. This is also known as Dollarization. Swly,
backing of the loal currency could be done by a foreign currenciixatd exchange rates. Thirdly, free banking coudc
brought about i.e. commercial banks could be altbwe issue their own currency with certainnimum government

regularization™
Dollarization itselfcan be divided into 3 categori- official, semiofficial and unofficial

In case of official dollarization, foreign currency is established as the primaryenay, while the local currenc
is kept secondary, allowing only small denominagichhe prirary currency has full legal liberty and the goveemtanc

local transactions such as paying taxes are madg itsThere are only small differences in pricetween two region

Impact Factor(JCC): 2.1783- This article can be downloaded fromwvww.impactjournals.us |




| 6 Arpit Jain, Snigdha Bhandari & Alok Kushwah |

after dollarization and the two currency zoneswgetied as arbitrage keeps the prices, and here@nftation rates more
or less same for the two regiofi a semi-official dollarization scenario, the affed nations have their own monetary
policy. The foreign currency is made official, biitis secondary to the local currency. This typedoflarization is
generally effectuated when the victim country hasdegraded much and is just on the onset of hyfiation. Unofficial

dollarization is started without the knowledge lué government.

Zimbabwe was not in a position to implement serfic@ dollarization. Hence, gradually, dollarizai started
unofficially wherein people started keeping resergéforeign currency. The black market becameeexély active and it

thus became essential to switch to a completelymewetary system abandoning the Central Bank.
Currency Board

Currency board is basically a monetary organizatidiich has the authority to issue currency (i.eesaand

coins) in an economy. Much similar to the centalb system, commercial bank is creditors and exits.

The main difference between the reserve bank amdrary board system is that the board has no noffleciding
the monetary base. It cannot affect the equatidwd®n money and monetary base in an economy. HowineeCentral
Bank is not bounded by such restrictions. It caermheine the money supply by changing reserve raibsring repo rates,
decreasing or increasing its monetary base, ana leyémposing regulations on commercial bankshm¢urrency board
system, market forces are majorly responsible &emining the money supply in the system. Sineeciirrency board
system can acquire foreign reserves, the money\sigpesponsive to change in demand, though ihotoreate reserves

for commercial banks in an inflationary manfer.
Free Banking

Free banking is a system in which there is vetlelitegularization on private commercial banks. yhave their
own jurisdiction over interest rates and currensgduand faces restrictions only by contracts andkehgractices, rather

than legislation and central banks.

In this type of banking, unlike regular bankingppk have the option of choosing the type of nalesg with
deposits i.e. as banks offer different types obaats in other banking systems, in the case offfeaxking, different banks

can also use different currencies like Dollar, R&ound, Eurd®
ZIMBABWE'S RESPONSE TO HYPERINFLATION

By 2008, the hyperinflation in Zimbabwe became vietgnse. The average GDP per capita came to dimall
low since the past 53 years to US$136 (at 2005tanhprice)’ The first attempt by the Zimbabwean governmernido
inflation was to control the prices of basic comitied by forcing merchants to sell goods at regulgirices’The Grain
Marketing Board was monopolized in June, 2001 paldily to control the prices of wheat and maizeadbally, the
government started controlling the wholesale andilrprices of other commoditi€sThis eventually lead to shortages in

the markets and there were times when the supeetsanere out of stock completely. (IMF Staff Rep@G01)

Redenomination of the currency was done severastim 2006, 2008 and 2009. (Zeros were removed them
currency) Denominations as large as Z$100 trillimre still used (making it the biggest note eveljmately, leading to

introduction of the fourth Zimbabwean dollar (20@8aking 1 trillion dollars equal to one new dofar.
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However, both these measures did not make muckreif€e. The authorities finally officially estabiésl a
multicurrency system in February 2009, wherein fimeign currencies were established as official BISD became one
of the primary currencies in which government rsdatransactions were allowed. The budget experdailocation of
2009 and 2010 was done in USD and the local cuyresas abolished till 2012,

THE EFFECT OF DOLLARIZATION

The multicurrency system promoted monetizationhef économy and brought about discipline in the etarky
financing the budgéf As a result, much improvement was seen in the@ognReal GDP growth rate grew from -14.4%
in 2008 to 3.7% by the end of 2009 (Figure 2). &ibecame stable and inflation dropped to singj# dalues between
2010 and 2012'The cost of transactions to the government redwsiguificantly for business transactions with the US

because of dollarization.

Zimbabwe was an agriculture based economy withrat@0% of the population living as small farmersunal
areas. The agriculture sector hence, played adigin the economy, it registered a growth ratd 6% between 2009-
2012anda gain of 24.3% in productivifyjhe manufacturing, mining and quarrying sectorsdontributed immensely to
the growth in GDP™ %

Thus on a whole, dollarization turned out to beuacsss for the Zimbabwean economy, but it also p@se
number of challenges.Initially, dollarization had adverse effect on the business. The hyperinflatias shaken the
confidence of people in the financial institution$ the country and people started keeping theieifpr currency

transactions outside the financial systém.

Import and export of Zimbabwe (mainly with Southridé) was heavily affected by the USD/Rand exchaatge
The movement of goods became difficult, therebeafhg Zimbabwe’s competitiveness in the world. wsos major

disadvantage was the loss of seigniorage moneig, eobtributor to government revenues before diziaion?

Politicians and senior bureaucrats of the countincerned dollarization as ‘an undesirable erosfsouereignty
and monetary independence’. Dollarization and givip the national currency also globally impliedemse of loss of

sovereignty and pride®’

However, the economy gradually recovered and aatjlust dollarization. Banks were forced to adopt petitive
and transparent practices, hence leading to stabilithe banking systefl.By the end of 2009, the total bank deposits
increased by 750% from the December 2007 [&/€he stable exchange rate, lack of monetizatiobuofget deficit and
absence of black markets compensated for the disgéalyes of dollarization and lack of control oviee tmonetary

policy 2
LOOKING TOWARDS THE FUTURE

Looking towards a long term solution, dollarizatioannot address core problems in Zimbabwe likeugbion,
lack of infrastructure, political instability andige internal and external debts. There is an ungeed for the government
to bring about fundamental and credible reformghan country on the political and judicial front¢completely deal with

the issue of inflation.

In a report published by the IMF in 2012, certaioliqy changes and reforms were suggested for furthe
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improvement of the economic situatidfhe need for better planning of the budget wastitied, with emphasis on the
control of expenditure. To contain financial sectoinerabilities, banking supervision, boostingteys liquidity and
restructuring of the Bank was needed. Emphasis al&s laid on the need to build an arrear cleardram@ework to

address the issue of huge debt that the countryfacasy.

Zimbabwe also faces a bigger long term challertge challenge of fulfilling the expectations of jtsople. With
people looking towards the government for bettdicganaking, development of sustainable public fioes and personal
and national economic growth, the elected govermsneow have an important role to play in shaping thture or

Zimbabwe and a better life for its citizehd®
CONCLUSIONS

The paper summarizes the social, political and eenn situation in Zimbabwe, which over the yeamyeloped
into one of the worst hyperinflation episodes ia torld causing a huge setback to the country’s@eyy. The first major
cause of hyperinflation was the unbudgeted paymémompensation to war veterans, amounting to pe2& of the
GDP. Heedless redistribution of land further ledit@mployment and loss of agricultural productivithe hyperinflation
became so severe that by 2008, the inflation ratehed a whopping 11.2 million percent. The Res&ark of
Zimbabwe failed to bring about any major changefistal and monetary policies. Consequently, tlaekblimarket became
extremely active. People started shifting to otteems of currency and initiation of unofficial datization took place.

Various steps were taken by the government to thelinflation:

Redenomination of the currency, a shift to the muftency system and then finally, complete dafiation. This
brought huge improvements in the economy with &a GDP growth rate increasing from -14.4% in 2G98.7% by the
end of 2009. Unemployment reduced and inflationpdeal to single digit values by 2012. However, daktion also
brought along it's set of disadvantages. Lack woéttin the financial institutions of the countryeatease in exports and
loss of seignior age are some of the problems ¢haamy faced. But, the economy gradually recovebpeidging with it,
stability to the country. The government now lotdwards better budget planning, restructuring ofdir@g in the country,
and paying off the huge debt that the country beBine bigger long term battle, however, would lgghting issues like
blatant corruption plaguing the country, and living to the expectations of its citizens of economiowth and

development.
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