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NON-TECHNICAL SUMMARY

The tradition in stabilization discussion is to assume that fiscal austerity,
competitive real exchange rates, sound financial markets and deregulation
provide the preconditions for a resumption of growth. There is, however, a need
to distinguish the necessary and the sufficient conditions. Adjustment is strictly
necessary, but it may not be sufficient. Asset holders can postpone repatriation
of capital flight and investors can delay initiating projects, so that there is an
important coordination problem that classical economics does not recognize.

The policy issue then is to understand the following:

* What are the essential steps that assure stabilization?
* What are the key policy measures in the restoration of growth?
* What is the contribution of the external environment?

Specifically, what role can debt relief and stabilization loans play in supporting a
programme?

The existing literature falls into two broad categories: One, which wouid
represent, for example, the official view of the IMF, asserts that with the ‘right’
policies in place, stabilization will rapidly pay off in terms of growth. There are a
few cases tc suggest that vigorous reconstruction can give way to a period of
strong growth— Korea and Turkey at the beginning of the 1980s, Brazilin 1964-67
and Chile in the late 1970s. The other, sceptical, approach cites the experience
of Mexico or Bolivia, or even of Chile, to argue that there is no quick step from
stabilization to growth: the transition remains difficult to understand and even
more difficuit to accomplish.

The paper identifies five key elements in the design of a stabilization programme:

the post-stabilization inflation target

the extent and manner of fiscal stabilization
the appropriate monetary policy

the right level of the exchange rate

the use of incomes policy.

On the issue of growth policy, the paper argues that beyond the necessity for a
competitive real exchange rate, much of the growth must be sought in the area
of productivity growth. Capital accumulation plays a role, but dereguiation and
trade policy play a more significant role. The financial system plays an important
role in the growth strategy. Prudent financial restructuring must concentrate on
establishing stable and at most moderately positive real interest rates. Moreover,
for countries that have undergone significant financial instability, the coordination
problem in restoring confidence is a major issue that probably cannot be
managed without external support.

*«® & 8
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The tradition in stabilization discussion is to assume that
fiscal austexrity, competitive real exchange rates, sound financial markets
and deregulation previde the preconditions for a resumption of growth,
There iz, however, a need to distinguish tche neceszary and the gufficient
conditions. Adjustment is strietly necessary, but it may not be
sufficient. Asset holders can postpone repatriation of capital flight and
investors ¢an delay iniviating projects; that opens up an important
coordination problem which classical economics does mot recognize.

The paper starts with a statement of the problem, proceeds to
review essentials of stabilization and then turns te the question of

structural adjustment and the return to growth.

1. THE PROBLEM

Figures 1 and 2 show two very different cases of economic
performance. On ome side there is Chile: after serious disturbances,
domestic and extermal, a long effort at restructuring has been paying off
in the past few years. Output, in 1989, reached the level of potential (as
shown in Figure 1) and the scope for growth in the years ahead is
substantial.?

lPaper prepared for the Second World Bank Conference on Development
Economics, Washington D¢ April 26-27, 1990.

The data for potential output come from Marfan and Artiagoitia (1989)
updated by the author.
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Argentina represents the opposite experience. Qucput per capita
has been declining for almest a decade and is now st the level of the
early 1960s as shown in Figure 2. Macroeconomic instability and in
particular hyperinflation stand in the way of normality. But even if
stabilization were to occur, is there any assurance of a prompr resumption
of growth? The example of Mexico or of Bolivia would suggest that this is,
in fact not the case.

Thus even if stabilizavion were to occur in Argentina, in Peru
or in Brazil (and ultimately it must), there is little assurance that the
onset of austerity will not translate inrte protracted stagmation. The
policy issue then is to understand the following:

® What are the essential steps that assure stabilizacion?

* What are the key policy measures in the restoration of growrh?

» What is the comtribution of the extermal envirenment?
Specifically, what role can debt relief and ssabilization loans play in
supperting a program.

The existing literature falls into two broad categories: Ome,
which would represent for example the official view of the IMF asserts
that with the "right" policies in place, stabilizarion will rapidly pay
off in terms of growth. There are a few cases to suggest that vigorous
reconstruction can give way to a period of strong growth -- Kerea and
Turkey at the beginning of the 1980s, Brazil in 1964-67 and Chile afrer
1983, The other, sceptical approach, ¢ites the experience of Mexico or

Bolivia, or even of Chile to argue that there is mo quick step from



stabilization to growth, that the transition remains difficult to
understand and even more difficult to accomplish. We now review these two
lines of argument. We start our analysis with a review of prescriptiens

for stabilization.

II. STABILIZATION
The design of a stabilization effort involves five questions.
» The post-stabilization inflation target
+ The extent and manner of fisecal stabilization
e The appropriate monmetary policy
» The right level of the exchange rate
+ The use of incomes policy.
On each of these questions there is now a significant body of

evidence and it is therefore appropriate to draw some lessons.

Inflation Tarpets: On the issue of vhat inflation target to aim at, two
schools of thought exist. One asserts that nothing short of zere
inflationism a viable policy target. The other is more lenient and
accepts, if necessary, moderate inflatien of 20 or 30 percent.

The intxansipents argue that only zero inflation is a stable
target, any concession leading to cumulative departure. This ﬁieu had been
argued forcefully bf William Fellner (1976) who drew attention te the need
for an explicit price path target because of the problem of “self-

justifying lack of credibility” in the absence of such a commitment. This



is a strong argument and should be the last word in an economy starting
with zero inflation. But what of an economy that has fought its way down
to 2C percent inflation, say, and policy makers now contemplate further
disinflation. They face a cost-benefitz issue if credibility does not
produce disinflation in and of itself. If it takes protracted slack in the
economy, then going all the way-- spending an extra year or two with
slack, can be a very costly way to gain the extra reduction in inflation.
But it is equally clear thar declaring victory too early, and being too
anxious to turn the corner, keeps the inflationary virus fully alive and
leaves the economy highly vulnerable to a resumption of high inflatiom..

On the issue of inflation targets pragmatism must prevail.
Central bankers should talk about zero inflation, but they should in fact
make their compromises with reality. At the margin there are tradeoffs and
"zero inflation at any ¢ost™ is not only a socially irresponsible

position, it is alse bad economics.

Fiscal Policy: Adjustment of the budget is the sine qua nom of a
stabilizavion. Protracted fiscal deficits that cannot be financed in the
domestic capital marker or abroad lead to high inflation and, in time,
megainflation or even hyperinflation. The evidence from Latin America and
now from Eastern Europe in this regard is quite unambiguous. It is one
question to know what kind of deficit a stable country can run without
getting inte trouble, it is quite another one to set the allowable deficit

for a country that wants to restore stability.



Hysteresis effects in thiz context are more than a fad; they are
a live issue because the preceding period of financial instability will
have semipermanently deteriorated the scepe for moninflationary deficit
finance. Specifically the demonetization that is always the consequence of
high inflation, whether it be by dollarization, eapital flight or flight
inte fully liquid interest bearing assets reduces for a long tiﬁe the
scope for neninflationary deficit finance.

The size of the budget deficit that can be financed will depend
on hew far the financial instability has gome. If there was hyperinflatien
a budget surplus is required, if inflation reached only 50 percent there
is room for moderate deficits Ffinanced by money creation and debt finance.
The size of the deficit will alse depend on the inflation targer. There
iz room for a moderare remonetization of the economy, but the scope is
dérastically limited. Beyond that, plamned seigniorage revenues must be
consistent with the inflation target. There is 2 close link between

revenues and inflation given by:

= (ag-y)/(1-8g) 1)

vhere = is the rate of inflation, g iz the budget deficit financed by
moniey creation, y is the trend growth of output and a and £ are parameters

of the velocity equation.3 The higher the noninflationary level of

3he equation is derived assuming a steady state where inflation is equal
to memey growth less real growth and a velocity equatien that is linear in
inflation: V=& + Bx. See Dornbusch {1989).




velocity and the higher the response of velocity te inflatvion the more
jnflatienary is deficit finance. It is therefore appropriate to look at
inflation in two ways: One iz how to reduce inflation from high levels by
restrictive aggregate demand policies and by incomes policy, the other is
what fiscal policies to put in place to finance the budget consistent with
the inflation target.

Fiscal adjustment should take place on several fronts. The firse
is the introduction of a productive tax strueture. A productive tax
structure involves four elements:®
« 4 broad tax base, without exemptions
e A firm attitude toward tax compliance
e Moderate, preferably uniform rates of taxation
« absence of significant subsidies of any form and establishment

of efficient public utility rates.

In Latin America, to take a specific region, tax systems are
defective in everyome of these dimensions. Large parts of the economy, for
example agriculture in Mexico or Brazil, were exempted until recently from
taxation. Tax evasion is pervasive, especially among the privileged. In
Argentina, for example, compliance is a joke and government after
govexnment condones one of the worst standards in the entire world. There
has just now been approved a law that penalizes tax evasion, but the
SNot included here is tax ammesty which is often favored as part of fiscal

reconstruction. Uchitelle (1990) shows the very limited success of such a
measure.



implementation of the law 1s far from starting. The improvement in fisecal
administration in Italy, Spain and Mexico shows that evasion 1s mot an
inevitable attribute of a Latin countyy.

During perieds of finaneial instability public sector pricing
becomes a macroeconoemic issue. When inflation is too high, public sector
prices are slowed down to reduce inflation. The resulting deficit creates
financial problems which then are solved by emergency increases in public
sector rates, This yo-yo is extremely inefficient. Public sector prices
should be efficiently set on the basis of microeconomic considerarions.
Any income distribution consequences should be resolved threugh the
gemeral tax structure. Public utility rates should be indexed on a regular
basis even if that means there is more indexation and hence more inflation
Vulnerability in the economy. Inflation must be stopped by a permanent
balance in the budget, not by a temporary slowdown of public secter
prices.

The tax rate structure in Latin America remains highly
distorted, with punitive rates for the sectors least able toe evade
taxation and with an excessive emphasis on regressive selected sales and
trade taxes rather than comprehensive expenditure or income taxes.
Subsidies continmue to be pervasive in the prices of public enterprises, in
the credit market, in regions and in seerors. The combiﬁation produces a
totally unproductive tax structure, a high margipal‘cost of revenue and
hence an almost inevitable bias toward inflationary finance in response to

shoeks. Reform of the tax system is essential both for economic and social




reasons. Finameial stability camnot come about witheut a far larger
revenue at a much lower marginal cost. Fiscal reform has to do with
establishing a tax and expenditure structure and a tax base such that the
marginal cost of extra revenue declines. That in turn implies that extra
taxes, not money creation, become a plausible response to adverse fiscal
shocks.

Along with the efficiency of the tax system goes the issue of
emergency taxation. Take again the case of Argentina where crises are
solved by imposing export taxes and raising public utility prices.
Subsequently, as inflation picks up and competitiveness deteriorates, the
export tax comes off and the utility rates are allowed to fall behind
inflation. Socon the next fiscél crises occurs and everything starts all
over again. The instability of tax pressure is apparent in Figure 3. This
process destabilizes public finance, capital, markets and economic
efficiency. Only a fiscal reform which provides revemue to finance the
government on a steady basis can help* overcome these problems.

On the expenditure side a number of reforms are typically
necessary:

+ efficient administration of public utility rates

e cuts in public secter empleyment

¢ privatization and closing of public sector firms.

e restorarion maintemance and investment expenditures on social

and economic infra strucrture.
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Public sectors, like attics, need occasional cleaning out.
Employment in the public sector, as 2 result of patronage and poor
accountability gets bleated. Productivity can be raised sharply by
reviewing labor requirements. The immediate saving need mot be major
(although they would in Brazil, for example, where public sector firms pay
£ar above the industry averages), but even so the saving are worthwhile.
There is also ample roem for privatization. Like fashions, the ideological
fads here change and one can benefit from che mood of the day to sell off
steel mills, airlines or telephone companies nome of vhich today are
considered among the commanding heights of capitalism.

Privatization is useful for three reasons. First, the public
sector does mot have the managerial capacity To administer a major share
of GNP in a cosz-effective fashion. Second, the public sector does not
have the investment resources required to provide all public services
well. Last, revenues are required to aveid deficit finance. Low prices
received in the privatization are a serious problem, but these low prices
reflect the precariousmess of the economy and they may well become even
lower if failure to privatize and thus obtain fiscal resources causes
financial stability to deterieorate even further.

The available resources should therefore be allocated to those
sectors where private initiative is less willing or able to funetion.
Telephone companies need not be in the public sector, rural schools should
be. Thus, by privatizing, resources are freed for important jobs and at
the same time infrastructure investment and in investment in the supply of

services is upgraded by private investment in these activities.
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Thus privatization should not be an ideological issue; It helps
7ot only to reduce the budget deficit, it also is essential to finance
investment. We noted above that the inefficiency on the tax side implies a
very large marginal cost of resources and hence leads to shocks

-anslating readily into inflation. On the spending side poor resource
management takes the form of cutting inte social capital, both physical
and political, thus reducing prospective growth and political stabilicy,

Fiscal adjustment, both on the spending and tax side, must
achieve a better mix of equity and efficiency. The mix of equity and
efficiency has deteriorated in many countries in latin America very
dramatically in the past decade. The real payments to pensioners in
Argentina, for example, have declined to only half of that of wage
earners. At the same time there are too many people who are on pensions
because the retirement age is absurdly low, As a result old pensioners are
put into distress while the young omes work in the underground economy. A
more sensible system is to push up significantly the retirement age, say
to 67, and use the savings to suppor: a more wviable payment to old
pensioners. The same type of problem emerges in the public sector -- too
marny peopie, paid too poorly and too randomly.

The result of this misadjustment is poor performance. The poor
performance of the state as a supplier of services in turn leads to the
revolt against the state which finds its expression in the legitimacy of
tax evasion. The vicious circle must be broken. The solution is not t§
zbolish the state but rather have it function better: more efficiently and

more egquitably.
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Tizht Monev or Tight Budgets ? The typical stabilization program for an

economy emerging from high inflation in the 1980s involves a freeze on
wages and prices and little fiscal adjustment. For the firsc month or two
the program is successful, in some measure because the expectation of a
freeze will have led to a priox price hikes. Soon the freeze wears off,
and the delay in publie sector prices and the 1lifting of export taxes
combined with real appreciation erede the budget positien. Then, in phase
2, tight meney is implemented. Tight money gives an unsustainable program
another few months of life. But, of course, it also inecreases sharply
public indebtedness. Kext, in phase 3, the problems with the program
become widely pexceived and debtors plead their distress from high real
interest rates. When tight momey goes the house of cards collapses; the
exchange rate collapses, jinflation surges, real interest rates turm very
negative. Another stabilization soon starts, ready for the spring, melting
in the summer and gone by fall.

The important lesson to draw is this: tight meney is not a
substitute for a balanced budget. Real interest rates should ultimacely be
low (NY + 3%) and the only way such a situazion is sustainable is by a
basically sound fiscal and real exchange rate policy. We return to the
financial market issue below. Here we simply nete that tight monetary
policy -- zealized real interest rates of 30 or 40 percent are a signal of
a serious wisaligoment in the budget and/or in the real exchange rate.
Realized real interest rates at such levels, in the presence of domestic

debt, seon give rise to a fiscal problem.
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Exchange Rates: At the outset of a stabilization program quick suceess on
disinflation is critical in gathering the pelitical capital for further
progress on more basic adjustments. Fixing the exchange rate can help
achieve this objective, more so the higher the initial inflation and hence
the more the level of the dollar served as an indicator for economy-wide
pricing. In fact, a fixed rate is fax preferred to floating. Under
floating rates the inevitably tight money will dyive up interests sharply
and thus draws in capital flows that would lead to sharp real
appreciation. Real appreciation would be undesirable because, ultimately,
it has to be undone, This is not a negligible issue because, if
disinflation succeeds, it will be very inconvenient to have a large
devaluat;on just as the program gathers success., Political resistance te
the devaluation in turn forces policy makers inte a high interest rate
policy to defend a basically overvalued rate. There should be a premium on
removing an overhang of unresolved issues, not to create new ones.

The key issue then is to select the initial level of the
exchange rate in a manner that, even with moderate inflation forua few
months, the real exchange rate is not overvalued ab initioc. Moreover, very
soon, exchange rate policy ought to shift from a fixed rate to a crawlipg
peg so as to offser inflacion differentials and maintain competitiveness,
Once again politically, it is extremely inconvenient te shift to a
crawling peg (often seen as the source of iﬁfla£ion!) just as inflation
comes down. But if the decision is postponed too leng the real exchange

rate becomes starkly overvalued and the program ultimately fails.
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Chile’s experience illustrates these problems. Figure 4 shows
Chile’s real exchange rate in manufacturing. Following the coup and a
period of fiscal stabilization, the Chilean currency was placed on a
tablita and then the currency was fixed to the dollar in 1978 at a time
when inflation was still above 20 percent. The real exchange rate, as a
result, appreciated steadily and vastly. Inflation did come down over the
next two years, but not fast enocugh to aveid a dramatic overvaluation. In
1981 next exports reached a defiéit of 8.2 percent of GDP against an
average of a surplus equal to 0.8 percent in the 1970s. For a while the
deficits were financed in the world capital market but by 1982, with
confidence and credit withering, the policy collapsed.

Chile's exchange rate policy in the post-1983 stabilization was
far mere appropriate. Inflation targeting became mere pragmatic and the
real exchanpe rate was pushed steadily into mere competitive ranges. As a
result, a steadily strengthening traded goods sector could suppert z
sustained growth in the economy. The strength of the traded goods secror
in turn translated into moderate real interest rates, thus facilitating
external debt management and the domestic budget.

Figure 5 shows the case of Turkey. The initial exchange rate
policy, following the 1980-81 problems, supported the stremg restructuring

and recovery of the economy shown in Table 1.0

5See Celasun and Rodrik (1989), Sareaceglu (1987) and Dervis and Petri
(1987) on the Turkish stabilization.
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Table 1 Turkey: Restructuring Success
(4verage anmual growth and shares)

1973-79 1981-87 GDP Shares
1980 1987
GDP 5.1 5.6 100.0 100.0
Exports -1.1 24.6 7.3 21.3
Imports 1.8 12.0 15.4 22.9
Mamufacturing 4.9 8.4 22.4 26.0

Value Added

Source: UECD

In the past twe years this sound. exchange rate policy has
given way to a dramatic veal appreciation. This may well become a Chile-
style problem, all the more so in that EC access 1s not avajlable and
serious competition from Eastern Europe in the European marketr is a
certainty. In fact, the slowdown in growth and the widening current
account imbalances are already indicating wajor problems.

When fiscal austerity reduces demand, full employment growth
requires an offsetting.mechanism of crowding-in. A competitive real
exchange rate does provide such a mechanism. This may not be the case in

the short run, as discussed below, but in the medium term it does work.

Incomes Policv: The discussion of exchange rates already introduced the

topic of incomes policy. We go here a step further to raise two questions.

One, whether exchange rate policy is an impertant ingredient in

stabilization. Two, how it should evelve in the course of stabilization.
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Without fiscal austerity stabilization camnot srart, without
incomes policy it is unlikely to succeed. Incomes policy is necessary as a
coordinating device in a situwation where wage and price setting is not
fully centralized. Because of built-in inflation expectations in contracts
adjustments have to be organized. It is alse important To intervene in
wage and price setting to the extent that it is staggered and that
sccordingly different contracts are at variocus points along the adjustment
eycle.

All this could, in principle, be accomplished by enough
austerity and tightness of aggregate demand. But if substantial inertia
prevails, via implicit or explicit indexation, incomes policy can help
reduce the unemployment cost of indexation. The extreme of an economy
where all wages and prices are both fully flexible and entirely forward
looking, and thus capable to fall in line upon the mere announcement of a
credible program, is not realistic. Thus incomes policy comes to play its
role by shifting all wages and prices To a new regime.

But while temporary incomes policy, including wage-price
controls, are useful, there perpetuation is certain to create deep
problems. Ample examples exist. Policy makers should thus move quickly to
a system of indexation of publie sector prices and the exchange rate and
of wages. The temptation to postpone the shift to a crawling peg exchange
rate is often responsible for an ultimate overvaluation of the exchange
rate. Wage indexation on a semiamnual or amnual basis will create a new

inercia around a low inflatiom rate. Far from, being a source of
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inflation, wage indexatien is mechanism that protects the econemy against
rapid inflationary escalation provided menetary and fiscal polices are
sound.® If they are not sound, nothing can protect against inflation.

Indexation has gotten a bad reputation in Latin America, being
blamed for the instability of inflation. There is no merit te the argument
since it implicitly assumes that in the absence of indexation real wages
would have more easily adapted to the shocks of the 1%70s and 1980s. an
argument to the c¢ontrary is thar real wage resistance would have
translated into faster and politically more troublescme wage adjustments
in response to shocks.

Next we turn to a discussion of the supply side which serves as

a background for the review of scructural adjustment.

IXITI. TEE SUPPLY SIDE

The starting point for discussien is an aggregaté productio;
function. The determinants of output are the available labor foree (N),
the capital stock,K and the state of knowledge and institutions céptured

by the parameter A.

Y = AF(K,N) = AF(K,L) (2)

b1t is understood that real exchange rate changes and changes in real
public sector prices must be purged from the indexation formula,
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The basiec approach to growth relies on a production function in

the tradition of Solow-Demnnison growth accounting:7

y = a+ (l-a)k + an (€]

where lower case letters represent growth rates and = is the share of
labor in income.
Estimates of the sources of growth have been collected by

Chenery (1986) and are shown in Table 2.

Table 2 The Sources of Growth in Developing Countries
(Peried average growth rates)

Chenery Sample Kerea
of 20 Countries? 1963-72 1972-82
Value added 6.3 8.2 8.0
Total Factor Input 4.3 4.2 5.6
Capital 2.5 1.1 2.1
Labor 1.8 3.1 3.5
Total Factor Productivity . 2.0 4.0 2.4

Source: Chenery et al. (1986 Table 2.2) and Dornbusch and Park (1987)
gample of 20 developing countries in varicus tTime periods.

The data reflect the significant role of total facter
productivity the catchall for the poorly understood mechanics of economic
growth,

The growth accounting approach can be expanded in 2 direction

that highlights three aspects of the factor inmput: the available supply in

7ve omit here the distinction between GNP and GDP.
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the economy, the efficiency with which a given supply is allocated and the
level of utilization of the given supply. For simplicity, ler X refer to
an index on the interval 0 to 1 for the degree of utilization. and let E
be an index that measures the extent to which distortions in the
allocation of resources impair the efficiency of factor utilization and
hence their productiviey, again on a range zero to 1 with unicy
representing the undistorted economy. Morecver, let these efficiency and
urilization indices be common to both capital and labor.? Then the growth

equation becomes:

¥y=©@+on+ (l-a)k ; @ ~a+x+e (&)

In this form we can separate out five sources of growth in
income. In addition to technical pProgress and inereasing capital intensity
we now identify as separate econtributring factors both the efficiency of
resource allocation and the level of utilization, Cﬁclical recovery, for
example, would yield transitory extra growth over and above-whAt factor
accumularion adds and so would an improvemehc in the allocation of
resources. The central peint of this decomposition is to highlight chat
capital formation is only one of the avenues to growth. In view of the
scarcity of saving avajilable for capital formation inereased attention

must focus on improving productivicy,

SSpec:‘.fically we now have: ¥ = AF(EXK,EXN) which, with linear homogeneicy
becomes Y-AEXF(X,N).
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Finally, we can move a step further by noting that capital
formation relies on domestic saving or a noninTerest current account

deficit. Rewriting the growth equation we gave:
¥ =06 +oan+ r(s+r) ; Beatxte {5y

where s and A are the national saving rate and the moninterest current
account deficit expressed as a fraction of cop.?

Equation (4) highlights the role of domestic saving, s. Higher
saving rates finance capital accumulation and growth. But the equatien
makes the important point that the immediate impact of saving on growth is
minor. Assume the return to capital is 10 percent. Raising the saving rate
by 5 percentage points of GDP will then raise the growth rate of output by
only half a perceantage point. Of course, the compound growth effects of an
extra half percent growth are considersble in the long run.

Recent iiterature on growth ecomomics has struggled with the

fact that empirically total factor productivity growth accounts for so

97he distinction between GNP and GDP arises from net foreign assets.
Capital formation, AK=S+NICA, has as a counterpart national saving and
nonincerest eurrent account deficits (NICA). The growth equation for GNP
{2) can then be written as:

z = (l-x){a +x + e+ an) + rs + x(r-r*}

vhere « is the ratio of met foreign liabilities to GNP ratio, X is the
neninterest current account deficit and s the natiomal saving rate. The
rate of interest on net foreign liabilities is r¥ and the marginal return
on home capital formatiom is r.
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much of growth and is so poorly explained.l0 One importanc direction for
further sources of growth is in the scale of the market and related
externalitiesl?

The growth accounting framework leads to a number of policy
oriented questions:

* Is there a link between economic policies and total facror
Productivity growth?

* Is there a link between policies and the naticnal saving rate?

* Vhat kind of policies will assure the full utilizstion of
resources?

® What kind of policies assure that national saving is invested
at home rather than abroad and that fofeign savings will become available.

These questions are naturally familiar from the discussion of
structural adjustment and stabilizacion. They revolve around the issue
that a country must use the limited availability of resources most
effectively -- sound regulatory and trade pelicies being at isﬁue here,
They alse deal with the need to mobilize effectively domestice savings and
To create an enviromment in which they will be invested at home. that has
to do with a stable, productive financial framework for economic
development,

105ee Romer (1989a) and Helpman (1988).

See Romer (1989b), Furphy, Vishny and Shleifer (1969a,b), and Prescott
et al (1989).
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IV. STRUCTURAL ADJUSTMENT

Two areas of structural reform will be singled out here for
special attention. deregulation jncluding trade reform and the financial
sector. Both areas are foecal points of adjustment effores and structural
adjustaent in both fields can play 2 central role in the lenger run

success of a & stabilization effort.

Qg1ggglg;igg_ggg_mgggg_gggg;m: Growth accounting coneistently shows that
most of growth in per capita inceme is not explained by capital
accumulation but rather by growth in rotal factor productivizy. It is
appropriate therefore to ask whether a country ¢an jdentify policies that
would directly lead to a more afficient use of resources. Deregulation and
rrade reform can play that role.

1he effect of an improved resource allocation, by trade
liberalization or by deregulation can be represented as a gain in
productivity.12 Suppose the production function for output is linear

homogeneous in capital, labor and intermediate inputs, H.
Q = F(K,N,H} (6)
Value added functiom, ¥, can then be written as:

125ee, for example, Easterly (1989) and Baldwin (1989).



22

¥ - 8(p)G(K,N) N

where p measures the real price of intermediate goods. A decline in the
real price of jnrermediate goods because of competition or reduced costs
of trans-border shipment therefore operates in The way of technical
progress by shifring out the aggregate production funetion.

snother way in which a more open conpetitive market or impxoved
trade opportunities rranslates into preductivity gains can be represented
in a model that places importance The variety of intermediate products
available to firms. In the formulation of Romer (1989a) emphasis is placed
on the size of the market in sustaining the profitable production of
specialized jntermediate goods. Because of the presence of fixed costs,
the larger the market the larger cthe range of specialization that can take

tlace. Let the production funmction for final goods be
¥ = NLOTxE (8)

vhere x denotes the quantity of an intermedia;e good.13 Let there be M
intermediates and assume that iz takes 1 unit of labor to produce a unit
of the intermediate. The 1abor requirement for intermediates then is Np=Mx
and that leaves Np=N-¥p of labor for final goods productien. Ue.can

therefore rewrite the aggregate production funerion for final goeds as:

13poyr simplicity we assume that the quantity of each jntermediate good
used is the same so that xi=x. This symmetry result would emerge if the
production of each intermediate had the same constant unit labor cost.
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Y - (N-np)irep ey (9)

The point of the Romer formulation is to highlight that in addition te
labor inpuc variety (proxied by M, the number of different inputs) iz a
determinant of the level of output. A larger and more open market
increases the aggregate output not because of scale economies te labor,
but because it allows the production of a larger variety of specialized
inputs,

But gains also result from the mere tradirional scale econemies
that result from declining average variable cost due to wider markets.
Raising the scale of operation of individual firms now is the source of
gain in produetivity. Worldwide operation for firms with scale economies
raises their productivity and frees resources as firms merge into more
efficient scale. de Mele and Robinson (1990) emphasize the correlation
between growth rates and the growth of total factor productivicy and
interpret one of the chamnels to be that export-led growth provides the
resources base for imports of capital goods, Pecuniary externalities
become available in export-led development which accelerate growth over
and sbove what the classieal growth model allows.

Opening of markets that are closed by licences or government
monopelies or restrictiéns thus provides an imporzant source of potential
for opening productivity growth sources.

In fact, aggressive deregulation may well be one way te achieve

a Schumpeterian change: (Schumpeter (1834, p.64-66):
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"Development in our sense is a distinet phenomencn.. it is
spontanecus and discontinuous change in the channels of the flow,
disturbance of equilibrium, which forever alters and displaces the
equilibrium state previously existing.... Development in our sense
then is defined by the carrying out of mnew combinations”
In Schumpeter's analysis It inmvolves, specifically, the following origins:
¢ The intreduction of a new goed

e The introduction of a mew method of production

e The opening of a new market

e The conquest of a new souxce of supply of raw materials or

half-manufactured goods

e The carrying ocut of the new organization of any industry.

Deregulation and trade reform may be effectively the instruments
that take an economy out of the trap of slow-growth with instability .
toward an acceleration of growth which then develops its own dynamics and
financing.

Even though the search for productivicy growth is essential and
obvious, caution is required when trade reform iz at stake. The
eliminacion of obstacles to trade --the move from 2 system of quotas and
licences that effectively close the economy as in Chile or Mexico--
invariably spills over into a large increase in imports. The bemeficial
effects on exports are much slower because. Inputs become more readily
available and technology improves, but exports do' not rise immediately

even if a real depreciation is undertaken. without real depreciation

experts will scarcely help pay for the higher imports. If real
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depreciarion is not pessihle then liberalizatien should occur in two
steps. In a first round the country should meve from quotas and licences
te a uniform, high tariff of say 50 percent. Later, when the economy booms
and the external balance can support liberalization witheut the risk of an
exchange crisis, tariffs can be taken down to 10 percent.

Such a policy does change radically the openness of the economy
because tariffs allow competition at the margin while quotas and licenses
are there to prevent it. But at the same time it avoids the grave risk of
an exchange erisis. When Chile liberalized imports almost fully in the
late 1970s {and overvalued the currency) import levels exploded anmd could
not be financed. The exchange rate collapsed and another stabilization had
%0 be undertaken. Similaxly in Mexico, when the country moved from a very
¢lesed economy almost immediately to a tariff of only 10-15 percent.
Import levels increased very sharply, the trade surplus disappeared (see
Figure 6), and the exchange rate thus became overvalued. Incomes policy
packages ané a comcern for inflation make it now impossible to devalue, As
a result, very high real interest rates are being used to defend the
premature liberalization. The policy is clearly unsustainable; if
devzluation is ruled our (wisely, at this stage) an increase in the tariff

is probably the wisest choice.

Financia) Reform: Fiscal mismanagement and the resulting financing of
deficits by pexsistently large negative real returns on assets ultimately

capnot fail but divert savings abroad and reduce investment. Once again,
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Argentina serves as an example. Figure 7 shows the cumulative real value
of an investment in Argentina’s financial market at the active and passive
rates. Starting in 1983, by 1989 the real value of an investment would
have declired to only 5 percent, and even less by 1990. a country that
runs 2 financial system with dramatic negative rates of return, on
average, cannolt expect to retain saving or investment. The variability of
rezl rates adds to the loss because it forces everybody to become a
speculator in a negative sum game.

The policy package of internatiomal institutions rightly
emphasizes the inevitable need for budget"balancing and for competitive
real exchange raves. But it also gives strong emphasis to the need for
positive real interest réces and, more genmerally, to the ﬁeed to abolish
finaneial repression.l“ The evidence in support of the policy
recommendation is less decisive than that in support of competitiveness
and a balanced budger.

Two arguments are brought ordinarily for the positive real
interest rate recommendation:

* Positive deposit rates mebilize saving: specifically, with
positive rates there are higher saving rates and saving will be
efficiently channelled by firancial intermediaries rather than geing into
goeds or dollars.

* Pogitive real active rates assure a higher quality of

investment and therefore higher growth rates of output,

l&See Polak (1989), the Werld Development Report 1989, McKinnon (1988),

Gelb (1989) and Molho (1986).
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The World Bank has expounded the wiew that positive real
interest rates and financial liberalization ean help promoted growth. The
Horld Development Report 1989 reports evidence of a positive relation
between real growth and real interest rates. A study by Polak (1989)
similarly comes to the ¢conclusion that real interest rates have a positive

effect on growth. Table 3 preseats their evidence.

Table 3 Real Interest Rate and Growth

WDR (1989) y=-0.12 + 0.2 r - 0.02° DM R - 9.45
(-2.5)  (5.2)  (-3.4)

Polak (1989) y = 5.21 + 0.21 ¢ RZ ~ 0.32
(15.3)  (4.5)

Source: World Bank (1989a) and Polak (1989)

In both cases averages of growth rates for a sample of 33
developing countries was used in a cross section regression. The WDR
results further allow for a shift dummy to separate the period 1965-73
from the 1974-85 period. Both studies support rhe view that a & percentage
point increase in the real interest rate raises the real growth rate by an
entire percentage point. If these results are at all representative, they
of course have extraordinary implications for growth policy. An increase
in real interest rates by 5 percentage points would raise real growth by 1
percent. The evidence in support of a real interest rare- growth linkage

is less strong than the World Bank or Polak would lead us to believe, 13

15ge1n (1989) on whose research the WDR is based, is in fact far more
circumspeet than the report itself.
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Persistently large persistent negative real deposit rates
nisdirect saving; similarly, random and priceless allocation of investment
has negative consequences for the productivity of resources. Most of the
evidence sbout the harmful consequences of misdirected capital marker
policy come from the outliers, mamely those countries that have vastly
negative asset returns. Once these cases are isolared, the evidence no
longer supports the claim that positive real interest rates help growth.

Figure 8 and Tzble 4 support this view. The data shown here are
the averages (1970-79 and 1980-86) of per capita growth rates of real
income and real deposit rates for 14 Asian countries., Regression analysis

using 27 data observations (2 subperiods, 14 countries} yield no

significant evidence of an effect of real interest rates. 16

Table 4 Real Interest Rates, Saving, Investment and Growth

1. S/t =227 - 0.23r R2--0.033
(12.4)  (-0.41)

2. I/Y =254 - 0.21r R2 —-0.031
(17.2)  (-0.47)

3. yon =39 + 0.0571 R = -0.03

(7.7) (0.34)
Note: 8/Y is the saving rate, I/Y the investment rate and Ay-n the growth
rate of per capita income. The variable r denotes the real deposit rate.
The t-statistics are reported in parentheses.

161he regressions use all observations reported in the Okita Report issuved
by the Asian Development Bank entitled The Asian Development Bank in the
1990s, Manila, 1989. The countries included in the sample are Hong Kong,
Korea, Singapore, Taipel, Indonesia, Malaysia, Philippines, Thailand,
Bangladesh, China, India, Nepal, Pakistan and Sri Lanka. Fiji, Burma and
Papua New Guinea wore excluded because of lack of observations for real
deposit rates.
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In the sample of Asian countries there is no correlation in this
sample between saving rates and real interest rates, between investment
rates and resl interest rates or between per capita growrh rates and real
interest rates.

With so striking an absence of amny real interest rate effects in
this particular sample we return to the World Bank data. Figures 9 and 10
show the data for the growth rate and the the real incterest rate.l” These
data, as in Figure & above, represent period averages. Note that there are
several countries with very negative real rates even in these averages.

In looking further at the evidence we want to separate twe
issues: First, do positive real interest rates have all the positive
effects predicred above, or do they only apply to one or the other,
growth, investment or saving, Second, are adverse effects due to a regime

of negative real rates or to isolated instances of yery negative rates?

On the first question, the World Bank sample deoes, indeed
confirm a positive effect of real deposit rates on investment and on
growth.l8 But interestingly there is no significant effect on saving. A
key part of the story is missing and one must therefore ask whetker this
does not seriously limit any policy implications.

To test the second hypothesis, namely the impact of outliers, we

used a dummy wvariable for those countries who had more than 3 years of

1§The data are shown in the form 1+ the growth rate or real interest rate.
The detailed results are mot reported here.
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real interest rates of more than -10 percent. The results are shown in
Table 5. DUMl refers to the cases where there are more than 3 instances of

very negative real rates and DUMZ is a dummy for the 1963-75 subperiod.

Table 5 Sporadic Negative Real Rate Effects

Const T DMl DuUM2 /Y r2
2. y-n 0.88 0.16 -0.,007 -0.01 0.36
(44) (2.63) (-0.67) (~2.26)
3. yn 0.88 0.12 -0.003 «0.002 0.16 .69
(4d4) (2.27) (-0.26) (-3.70) (3.96)

Note that the effect of positive real interest rates on growth
continues although the dummy for large negative real interyest rates is
insignificant. Moreover, when the investment rate is added as an

. explanatory variable in the growth equation, The real interest rate
continues to be positive. As Geld (1989) has noted, the real interest
rate must proxy some growth effect different from those identified above.
The evidence does mot support the view that pesitive real interest xates
promote saving or that they raise investment.

Finaneial intermediation -- mobilizing saving and financing
domestic investment -- makes an importamt contributien to development.
Specifically, it can for a given rate of saving increase thew share that
is kept in the home country and it can raise the efficiency with vhich the
saving are allocared among alternative investment prejects. Curiously, too
much finaneial liberalization may be at cross purpeses with precisely

these objectives. Insistence on a full range of capital flight products or
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on high real interest rates are likely to be destructive of financial

stability and productive investment.

V. FROM STABILIZATION TO GROWTH

The neoclassical growth models, or the modern versions that
highlight externaliries, foecus on trend growth. They describe economics
where flexibility of relative prices assures full utilizatien of resources
along the path of potential output growth. Policy makers do face these
issues, implicitly at least, because the policies they set determine in
the long Tun an economy’s incentive structure and hence performance. But
the more obvious issue is the short run where lack of any growth,
certainly in per capita terms, is the most striking challenge.

Less than full resource utilization and slow growth, or no
growth at all, has to do in part with the level of aggregate demand. After
expansionary gevernment policies cease driving the econemy, there is a
great diffieulty in shifring to a new regime where growth in the traded
goods sector and internal demand, including investment, are engines of
growth The difficulty in restering growth, quite obvious in Bolivia or
Mexico for example, has to do with three sets of issues:

» Budget correcrion will have reduced real wages and hence
internal demand. Without internal demand firms do not invest and if they
reduce output this further deteriorates the possibility of an economy to
grow. Resources which are freed by fiscal austerity do not find their way

automatically inte experts or import substitution.



32

e If the exchange rate is highly competitive then implies that
the real wage is very low. Strongly competitive real exchange rates do
ultimately support strong export growth-- Chile post-1983 documents this
as does Turkey in the early 1980s. But in the short run real depreciation
does exert a contractionary effect on demand, 2

« Firms® willingness to invest in export expansion or in
domestic import substitution depends on their confidence that the regime
will not revert. As discussed in the next section, if there is no. front
loading of incentives, the option to wait may be the best investment. But
front loading of incentives is diffieult because it involves yet further
redistribution of income.

Stabilizarion may be imevizable, but it is not a ticket for
prosperity. Table 6, showing data for Mexico, decuments these problems.
The risk of stagnation, following stabilization, is thus very grave.
Table 6 Mexico: Economic Indicaters

(Index 1980-100)

Y 108 102 108 106
YPC 105 94 96 91
Manufacturing:

Y 106 96 106 105
v 103 75 71 6l
E 105 91 92 85

Note: Y-real GDP, YPC-Per capita real GDP, W- Real product wage in
panufacturing, E- employment in manufacturing,
Source: Banco de Mexico

19See Lizondo and Montiel (1989) for a review.
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Although the problem is being recognized, official institutions
still offer an overly optimistic outlock. Thus the IMF's rendition of
stabilization and adjustment portrays an unjustifiably rosy scenario. 20
But close inspection of the IMF model reveals that all the crowding-in
problems discussed above are solved by assumption: investment is assumed
to rise spontaneously in response to structural adjustment, real
depreciation drives growth immediately anmd whenmever the economy deviates
from full employment the growth rate responds positively to the gap by an
unexplained mechanism. Of course, in practice none of these assumptions
hold. Unless the export sector becomes rapidly a strong driving force,
growth will not come. If domestic demand is the source of growth then
external constraints soon become a comstraint.Zl

Stabilization often fails, after a while, either because of
income distriburion issues and recession, or becau;e the financing for
supply side policies that raise growth cannot be marshalled, Or they fail
because the trimming back of credit growth and the devaluation produce a
deep recession and no investment boom, not in the first year and not for
many years.

1f the private sector does not respend with investment and
capacity expansion, and if confidence and inflation fears bar a public
sector expansion, then of course the policy maker becomes the proverbial

emperor without clothes: he has sharply increased profitability in the

?0gee Khan and Knight (1985).
2 See Dormbusch and Edwards (1989).
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traded goods sector and the profits are taken out as capital flight; there
is neither growth nor equity.

The simplistic response to this problem asserts that policy is
simply not credible and therefore, to no one’s surprise, it fails to
deliver the promise. But the response is either tautological or foolish.
fthere is no presumption that the market solves the coordination probleas
involved in the return of capital flight oy the resumption of investment.

Ultimately growth will return if adjustments price resources
comperitively by world standards and incentives are present to save and
keep savings at home. $tabilization and adjustment have to accomplish
this, the rest is a slow building of confidence that will develop the
political will to go on and resist the (futile) temptation te change
course and reverse policies. But there is some room To dampen the effects
of adjustment in the short run and there is critical room to think through
the gquestion why the retuxn of capital flows is such a tricky issue. A
eushion in the short run can be provided by well designed public works.
One form is emergency funds that finance local projects and thus provide a
shock absorber te the income effects of real depreciation. If the projects
are financed externally, and if they have, as they should, lictle direct
import content, then they can help avoid the decline in internal demand.
Such a project is being used very effectively in Bolivia in the form of
the Emergency Social Fund.22

22.0e World Bank (1989b),
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The other support for a return of confidence and thus growth has
to come from the extermal side. Domestic production and investment has to
become sufficiently safe for people to repatriate their assers and risk
their wealth in production at home rather than keeping assets abroad. We

now turn to this key problem.

VI. THE WAITING OPTION

The return of stability requires external resources ro support
confidence in the exchange rate and make available resources for growth,
There are two sources of external resources, debt reduction or a return of
capital flight. We concentrate here on the critical question of incentives
for the return of capital flight. For some countries in Latin America
external private assets are of extraordinary size, certainly more than
sufficient to underwrite stabilization and growth if only they could be
mobilized.
Table 7 Estimates of Capital Flightu

(Curulative, Billion $}

Argentina Brazil Mexico Peru Venezuela
1979-82 22.4 5.8 25.3 n.a. 20.7
1983-87 6.8 24.8 35.3 3.3 18,9

Source: Cumby and Levich (1987) and update by the author
A common problem in the aftermath of stabilizatien is the lack

of capital reflow.23 Moreover, even if capital does return it is placed in

23nis section draws on Dornbusch (1990},




36

liquid form in financial markets rather than in plant and equipment.
Investors have an option to postpone the return of flight capital. They
wiil wait until the fromt loading of investment returns is sufficient to
compensate them for the risk of relinguishing the liquidity optiem of a
wvait-and-see position.zh Real investment is slow to resume because of
residual uncertainty whether stabilization can in fact be sustained.

Assume that the economy (Mexico) has two states of the world. In
the good state the return on an investment is rB and rP in a2 bad stace.
Investors have the option to invest abroad (in Miami} at r* or at any time
to make an irreversible investment in Mexico. Their evaluation of states
follows a Markov process: In a bad state there is a probability q of
persistence and l-q of a shift te a favorable state. As a sharp
simplification, once a favorable state prevails it is expected to last
Forever. investors are assumed risk neutral.

How much of a premium, @, over the Miami return is required fox
an investor te go ahead and invest rather than wait and see, maintaining
the oprion of entering once the favorable state is verified. The required

front-end premium is:

& = [g/(R¥-q)](r*-z®) %)

van Wijnbergen (1985) and Tornell (1989). Blejer and Isze {1989) develop
an argument similar to that brought here.
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where R¥=1+r*, This formulation has two key features. First, it confirms
Bernanke’s Bad News Principle (see Ben Bernanke (1983a) that the option
value of waiting depends only on the bad news, not the good news. the
reason is that investors can avail themselves of good news situations by
investing even late. Second, if bad states are very persistent the premium
approaches equal to the present value of the differential, (r*-rb)/r*.
Thus persistence translates into a sizable front-end premia required to
bring about immediate commitment.

The ideas can be carried a step further if we assume that there
is a link between the front-end premium and the extent of capital reflow.
Such a relation can exist either because a reflow reduces the probability
of a bad state or it raises returns in unfavorable states more attractive.
Ve assume then that &~0(K,..) with a larger capital inflow reducing the
premium, i.e. ¢’ (K)<O0.

The return en assets in Mexico, m, is taken to be exogenous to
the reflow. The eriterion for the excess return in Mexico required to
induce repatriation now becomes m > @(K). It can be readily shown that
there are two equilibria. In one case, with the return is insufficient to
warrant the risk of repatriation, no capital comes. In the other case,
because enough capital returns, the risk is low and therefore the required
return falls off to nothing. The question then is how to trigger his
"good" equilibrium.

How can governments reassure investors? The common answer is to

bring about a "eredible" stabilization. If real depreciation is not
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sufficient to bring about investment the government faces a very awkward
position: income is being redistributed from labor to capital, but because
the real depreciation is not sufficient, the increased profits are taken
out as capital flight. Labor will obviously insist that the policy be
reversed. This uncertainty is an important feature in understanding the
real exchange rate - capital £light relationships and the post-
stabilization difficulties. The option to postpone repatriation and the
option to postpone investment in plant and equipment, in export markets or
simply in working capital is too valuable and hence growth does not
Teturn.

The discussion of the option value of waiting, and the
associated erxedibility issue, highlights one way in which the competitive
model fails to address the transition froem stabilization to growth.
Stabilization bf itself is not
enocugh to trigger a virtueus circle. There is a need for a coordination
mechanism that overcomes the competitive market tendency to wait.
Political Ecomomy: The point carn be taken a step further to bring in
pelitical economy considerations. There are econemic equilibria and there
are political ones. Open economy issues must be modelled with both in
mind. An extraordinarily large adjustment in real wages may set the
economic incentives right, but it may bring about a pelizical situacion
vhich is not comforting for investors. Similarly, the direction and even
size of required economic adjustments are understood, but policically

these are not possible, What then?
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What markets consider a sufficient poliey action may simply be
beyond the pelitical scope of democratic govermments. In fact, if
govermments went far enough to create the incentives that would motivate a
return of capital and the resumption of investment on an exclusive
cconomic caleulation, the implied size of real wage cuts might be so
extreme that now, on political grounds, asset holders might consider the
country too perilous a location. In the afrermath of a major macroeconomic
shock competitive markets by themselves may be unable to restore a good
equilibrium.

N The option value of waiting approach highlights the critical
leverage that developing countries can every in underwriting (on a heavily
condirioned basis, the more so the more effectively) stabilization loans.
With such loans in place, private market participants feel confortable to
repatriate their assets. the repatriation in turn assures that the loans
will not effecrively be drawn on (just as in the case of a bapk run!) and
that growth resumes. A minimum step in that direction is the support of
industriazlized countries for the complete suspension of external debt
service, to commercial banks and to official creditoers, for a substantial
period of time. Work by the League of Nations in the 19205 provided such

programs and the same is required today.25

Vi. SUMMING UP

23gee League of Nations (1926a, 1926b, 1946).
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Countries that have experienced protracted high inflation,
financial instability and payments crises will not easily find their way
back to growth. Their economies need to achieve not only fiscal
reconstruction by thorough budget balancing, but also z far reaching
institutienal reconstruction that involves a financial system able to
provide efficient intermedlatien, and a regulatory and trade regime that
helps allocate resources to maximize productivity. When external resources
are in short supply, making most of a2 country's resources by a better
allocation of resources is the only way of raising the standard of
living., Fortunately, im the aftermath of mismanagement, the scope for
suck productivity enhancement is substantial.

Economic reconstruction is the work of a decade or
more. There is no greater danger than complacency with the initial
stabilization and a reversal of sound exchange rate and fiscal policy.
Chile’'s new democratic government seems to be keenly aware of the need to
nurture and foster the stabilizatien in place today, Turkey's government
by contrast is allowing a dramatic slipping of the progress achieved in
the first part of the 1980s,

Reconstruction is necessary but it is not sufficient. Public
external support must ultimately become part of the effort: external
support in the form of long verm stabilization loans, heavily condizioned
on accomplishment and continuing effort, can help build the bridge on
which capital flight returns and foreign direct investment is encouraged

te actually move in to take advantage of fresh oppertunities.
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