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The paper presents a non-technical survey of some of Lhe issues
involved in the design of stabilization policy in developing
countries with special emphasis on poliey responses to external
shocks. First, the six most important external economic
parameters of developing countrles are reviewed: 1} the terms of
trade, 2) the growth of world markets, 3) the cost and
avallability of private external finance, 4) the cost and
avallabllity of official and other concessional finance,
ineluding ald, 5) the world rate of inflation and 6) the eicnange
rates between the currencies of the major industrial countries.

The paper then reviews the macroeconomie policy arsenal ang the
demand and supply effects of the various poliey instruments
(monetary and credit policy, the entire array of fiscal
lnstruments, excnange rate policy, the use of exchange and
capltal controls and incomes poliey}. Finally, there is a
discussion of stabilization responses to four external shocks: a
deterioration in the terms of trade, a slowdown in $he rate of
growth of export demand, an inerease in the interest rate at
which developing countries borrow abroad and an increase in the
external rate of inflation. The prevalence of repressed
financial markets ana credit rationing makes effective demand and
effective supply responses to monetary, fiscal and exchange rate
policy quite diiferent from what they are in most of the
ingustrial worlid.
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NON-TECHNICAL SUMMARY

The paper presents a non-technical survey of some of the issues
involved in the design of stabllization policy in devaloping
countries, wlth a special emphasis on policy responses to
extarnal shoeks.

Policy vesponses by developing countries to changes in the
external economic environment are often considered to fall inte
two categorles: macroeconomic stabilization policy and structural
adjustment policy. Stabilization policy aims to inlluence
deviations !'rom full employment egquilibrium or full capacity
utilization equilibrium. Structural adjustment (or allocative)
policy aims to influence the full empioyment equilibrium
configuration itsell. While this distinztion is elear in
principie, in practice virtually every fiseal, financial,
manetary or regulatory poeiicy action will have both stabilization
and allocative (and indecd also distributional) conseguences.
While it would be better to speak of stabllization and structural
aspects of & policy action or rule rather than of stabilization
and structural palicy, the inferlor usage seems too wellw
ingrained.

Like all Torms of government intervention in the economy, the
case for macroeconomic stabiliszation policy rests on empirical
Judgsaments about the workings of the economic and political
system and/or on & normative judgement supported by a politico-
econcmic judgement. The empirical Judgements concern the
existence and severity of market failure and the possibility of
pelicy tnterventions or intervention rules whieh enhance the
pertformance of the economy or the weifare of the agents in 1t
subject to the tachnical {or "academic") constraints on policy

design.
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The empirical politico-economic judgement concerns the likelihood
that these desirable and potentlally feasible pollcy measures
witll in [act be implemented gilven She actual political and
administrative cunstralnts on the design and conduect of economic
potiey. The ethical or normative judgement that can either
substitute lor or reinforce the positives diagnesis of market
failure, concerns the desirabllity of government interventions in
the income and weaith distribution process. Dissatisfaction with
the existing dlstribuiion of property rignts should of course be
supported by a positlve politicoweconomic judgement that a
proposed cure isn't worse than the disease because of negative
side effects on stabilizatlon or efficiency.

Tne identification of widespread market fallure 1s no more
difficult in most developing countries than i1t 18 in most
industrial countries. Of course many of the distortions that
underlile these market fallures are the direct conseguences of
past; present and antieclipated future government policy. A
complete solution to this problem requires structural adjustment
measures rather than macroeconomie stabilization. The ecure for
financial repression for example involves the abolition of
artificial legal cellings on interest rates and other rates of
return. iote however, that credlc rationing may occur esven
without such government interventlons in the credit allocation
mechanism. As another example, part of the explanation Tor urban
unempioyment in many developing countrles lies in the
artificially hign wage rates in Tormal urban labour markets,
where the government often is & major empioyer and unions are
stronger than in the rural sector. HEven though the ultimate
remedy for such problems iies 1n structural reform, as long as
the structural distortions are a part of the economic
environment, they are apt to nave important implications for the
design of stabilization pollcey.



(111)

Some Forms of market fallure are inexsricadbly linked to
stabllization policy. They include capital market "imperfection"
wnich prevent Lndividuals and firms Crom borrowing on the same
terms as Sheilr government. 1In addition the absence of
instantaneous clearing in (some) goods and factor markets and
specifically the existence of persistent non-Walrasian equilipria
with rationing or imperfectly competitive eguilibria lie at the
neart of stabilization policy.

It is often argued that such non-Walraslan equilibria are endemic
in the major industrial countries. HNevertheless the lanour
market structures and the composition of production are very
different, and it is by no means sell-evident that stabilization
pelicies designed in response to the pusiness cyeles cxperienced
by the industrial countries® appropriate for the developing
countries. As a first approximation it is probably safe to say
that the stablliization pelicies derived from the experience of
the indusirial countries are ilkely to be more appropriate to a
devetoping country, the larger is the share of the modern
industrial and service sectors in its total GDP. This impliles
for example that the more developed "Southern Cona" countries
will ipnore the Induskrial countries' experiences of demand
management at their peril, even though they must aiso pay
particular attention te impertant dirferences in the structure of
their iabour markets, their capital markets and their
organization of production.

Countries with a small modern industrlial sector, a large informal
urban sector and a large snare of GDP derived f{rom subsistence
agriculture are unlikely bo provide an appropriate environment
for the applicatlon traditional macroeconcmic stabilization
poliecies. Demand management 1s also unlikely fo play a useful
role when the production of azricultural cash crops for a
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compatitive global commodity market acecounts for a major snare of
GDP. Supply management, e.g. policies fto maintain a competitive
real exechange rate or t¢ reduce real marginal labour and capital
costs, do play a crucial role in determining overall econcmic
nerformance in such economies, but preduction is unlikely to be
constralnad by insufficient aggregate demand.

Sectlon 2 of the paper tllustrates the dangers of engaging in
structural financial reform or trade liberallzation without
paying attention to the budgetary and monetary consequences of
such reforms. Domestic financial liberalization or an lncreased
degree of international financlal cpenness may, througn domestic
or international currency substitution (e.g. dollarization),
reduce the government's seignicrage base or inflation tax base.
The inflation rate will increase as a result unless the
government undertakes an appropriate [iscal correction (whienh may
of course have stabilization or distributional consequences),

Section 3 reviews the six most imporiant parameters in the
external environment of the developing countries. These are 1)
the terms of trade, 2) the growth of world markets, 3) the cost
and availanlility of private external finance, B) the cost and
avallability of official and other concessional f{inance,
including aid, 5) the world rate of inflation and 6) the exchange
rates between the currencies of the major industrial countries.

Secticn & reviews the macroeconomic policy Yarsenal' avaiiable to
deveioping counteles, and the demand and suppiy effects of these
policy instruments. These instruments include monetary and
eredit policy, fiscal policy (taxes, transfers, subsidles,
tariffs and auectioned quotas in thelr revenue-raising capacities,
public current and capital spending on goods and services},
exchange rate policy, the use of exchaage controls and capltal
controis and incomes policy.



(v}

Finally, Section 5 contains a discussion of sensible
stablllzation policy responses to four external shocks; a
deterioration in the terms of trade, a siowdown in the rate of
growth ol' export demand, an increase in the interest rates at
wWitleh developing countries can borrow abroad and an increase in
the external prate of inflation.

One important modification of the developed country paradigm
deserves spacial attentlon in discussions of developing
counitries’ policies. Rudimentary and/or repressed {inanclal
markets lead to credit rationing. Fiscal, flinanclal and exchange
rate policy are 1likely to be associated with Tinancial crowding-
out on the demand and on the supply side {through effective
supply constraints}.

A gistinction 1s drawn between two slituations ln which the
nominal exchange rate 1s used as a policy instrument. The [irst
15 a devaluation of the exehange rate that merely accelerates a
real adjustment which 1s taking place anyway. This real
adjustment 1is aimed at achieving a correction which would, in the
absence of the devaluation, take place through an adjustment of
gomestic nominai prices and wapes. The second 1s an exchange
rate devaluaticn used to correct a persistent and well-entrenched
real diseguilibrium, sucn as excessive domestic real factor costs
or an unsustainablie real [iscal programme. Under the [irst set
of ecircumstances, devaluation willt be successful, but the
beneflits will be modest. The benefits of devaluation in the
second situation may well be major, vut the devaluation will ne
unsuccessfuil unless it is vacked up by other measures vhich do
the real work.
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Without an effective policy to control real incomes or other
labour market and/or industeial policies that change the balance
of power between labour and (private or publilc) capital, a
devaluation of the exchange rate 1s unlikely to have any lasting
notional supply effects. The temporary effect on real wages from
any incomplete indexing of wages will be eroded as predetermined

nominal contracts come up for renewal.

ith real wages and the real exchange rate unchanged, any
absorption-reducing effects of a devaluation must have come
through the real balance effect or the "real credit effect®. In
a reasonably efficient [inancial system in which interest rates
and other asset returns adjust to clear markets, the real balance
affect itsn't likely to count {or mucn. In a finaneial system
with eredit rationing ana incomplete indexing of loans, the
general price level ilncreases associated wlth a devaluation will
reduce the real flow of credit. This will depress the level of
economic activity, not only through its affect on credit-
constrained consumption, but also on credit-constralned forms of
production, that 1s production relying heavily on borrowed
working capltal. The result may be price inflation and reduced
output, and these stazflationary conseqguences of devaluations
{and of tignt money} cannot pe ignored in the desipgn of
macroeconomic poliley.

Wnile controlled access to international credit can be benefiecial
to developing countries, full and unrestricted [inancial
integration into the world economy is undesirable while internal
financial, goods and factor markets are underdeveloped and
infiexible. ‘T'he same can probanly be sald of many industrialized

countries also.



Introduction

Folicy responses by deveioping countries te changes in the erternal
econgmlC anvironaent can conceptually be subdivided into macroecoron:c
stabiiisation policy and structural adjustment BDllEv.g Stabilizatie-
poiicy aias tp influence (and, cne hopes, to minimizel deviations trem
tull employment equiiibrium or tubl capecity uwbilszatson equiiibrrunm,
Structurai adjusteent policy or allocative poiicy aise Eo indfiuence the
tutl empleoyment equilibrium configuration Etself.z

While the distinction between ctabilisation policy and strecturai
adiustment policy is ciear in principie, in practice i{both 1pr the rea:

worid and 1n the “practice® or the theoretica: sodeis we beng to wori

rith) virtualiy every fiscai, firancial, sonetary or reguiatory policy

1This section draws on Buiter [19843.

“Note that according to this dedinition there can be no stabtiizatiop
golicy 1n the 1nstantaneous Walrasian equilibriue mooels o+ the New
Ciassical Schoel. It 15 poscitle to modity the definition by
differentrating between 2 “fuill intormation” eguitibrium, i.e. ar
equilibrium an which agents possesE complete i1ntermation eon all raorevans
contemporanesus and past endogencous ang expgenous variables, and an
incompiete i1ntorpation eguilibrium. Even 3n the hyperactive
1avisible~hand epdeis ot the New Classica: School, alternative hudgetary
and financia: policy ruies can, in aeneral, alter the information
cantent ot carrently observed endogenous var:ables such as prices ang
thus tnfluence the deviation ot the actual trom the #ull inrermation
equilibriua. (Turnovsky {19821, Weiss {19807, Bu:iter (1980, 19B13, ting
{19621, Harinx T19B851). Sech "stabiliration" pelicy can then be
distinguished +rom sllocative poiicy actions or rules which ainm te
1atlyence the tul} inrprmation equilibrium itseld.
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action wili have both stabilisation and allocative (and indeed also
distributienal} consequenrces. LConsider e.g. 8 poiiry of cutting
exhaustive public spending on goods and services and reducing tax rates
simylianeousiy, in such a way as to keep the public sector deficit
constant, The objectives are the allecative or structural adjusteent
nhes ot treeing respurtes for praivate absgrption and ot creating abre
savoraple tax inceatives tor the supply of effort. If there is any
merit in the baianced dudget multiplier theorem, this budgefary actien
will have contractionary stabilization comsequences. The distributional
conseguences both pi the spending tuts and ot the tasx reguctions are
likely to be important bukb are seidom anatyzad saticractorily.
Urintended longer-term ailocative consequennes from public spending tuts
are possible ©f the isportant distinction between current and capitat
spending 15 overiopked and erhaustive spendirg cuts +ali
disproportionateily on public sector capita: torsation.

fine operationally useful but not compiviely satistactory way ot
§leshing out the distinction between stabilisation and structura:
sdjustsent 3s the +pilowing., Macroeconomac stabilisation policy
concerns sonetary, fiscal, exchange rate, exchange control, capitai
control and incoses peiicy actions within the histerically given

institutional tramework and the domestic and internztionai market



&tructure.3

Structural adjustment polisy concerns cnanges 1n the incstitutionzl
trasework and 1n the taws, ruies and regulatione that govern progperty
rights, jiability, 1ncentives andg the Tiow ot jntormatien. which
together constitute the parameters within which production, exchange ang
distributipn take place. Structurai adinstment 1= abput ghanges 1n
ragise. Macrosconoaic stabilizatien policy 1s about policy actions
within a reqime, that 1% 1or a piven institutionsl frasework and & given
marvet structure and/or non-marikef allocation and distribut:ion
mechanlsn.q

A probiem with thys characterszation s that it suggests that
stabilicsztion policy sctions can aiways be 1mpiemented more swidtly than
structural adiustaent pelicy actions and that they have short-run

efiects onty, i.e. effects which do ngt iast longer thap a tvpicai

“Thers 15 a rich and varsed fi1terature on stabilization pojticy 1n
developing counterss,  Important reterences are Diaz-Alejandro {1945,
1981. 19831, Kapur [§974), Bruns [197%), Cline and Weintrauh eds,
(1981), Tavler {19613, Schydlowsky [i381J. Dernbusch {1982, 19BShI,
Branson {19833,

The role ot the IHF sn macroecongmic adiusteent 1n developing countries
15 discussed in J. Williamsen {1582, 1983 (ed.31. J. Muns, ed, {i%B43,
T. Killick, ed. [1%8B2, 1984a, bi. A Crockett 19813, A Buira (138731, F.
Keller [1%601, Khan and Nnight [19E1, 19821, Katseli [I%83], Branson
[15B43, IMF [1%85}, Boidstein and Hentiel (319853, The evolution ot the
Fund's views yp to 1977 can be tound in INF {15771,

4SEE ziso Lal [i%Q43,



business cycie. While monetary stabiiizatios pelicy can. 1n post
countries, be adjusted premptly, +iscal stabilisation pelicy often s
the prisoner of uswieidy budgetary procedures. The “inside lag” o}
fiscal poiicy may theretore range irom weeks to years. Te the extent
that stahilisation policy aféects domestic capital #ormation, Its
sffects may he iong-lasting i1nstead o+ ssrely cyclical.

Structural adjustsent may be a long drawn-out process e.g.
achieving a s:gnificant change in the sectoral cosposition o+ produection
and esployseat} or a once-cff shift of short duration lrepiacing a
system o+ price controls tor a single copmpdity Dy one ot subsidies ane
a market-deterained pricer, The adeiarstrative and pipert knowiedge
required *or the design and iaplesentatien b+ seccessful stabilisation
palicy is net a worid removed rom that necessary for an effective
structural adiustment palicy.

A Final practical distinction between ctabilisation and stregtural
adjustment 15 that the tormer tends te be jormulated at the
sacrpecorpelc or aggragative ievel and concerns the pverall balance
between sffective desand and eféfepctive supply and theur reiationship to
the #ull employsent levels of output and empioyaenkt. Strugtural
adjustment paLicies trequently are disaggregated or sicroeconomic 1n
design and arg aimed at the sectoral. industrsal or reglonal Compesition
af production and saployment.

Structural seasures can be differentiated aioag many gifferent
dimensions., A usetul two-dimensional classification distinguishes firs:

between measures aijaef at domestic markets and measures affecting the
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canditions of international exchande and second betxeen retore o
financias markets and retora ot “real® goods and tracter earkets. The
patrix 1n Tablie | represents this classification and provides some
itlustrative sxaeples aif the strugtura)l adjustment polities in Questyoa,

¥hiie this paper 15 concernsd with aacroeconomig stabailisation
paiicy 1n response ip erxternal shocks and disturbarces, st 18 clezr that
structural 1ssues cannot be ignored, &ven ln the di1SCussion Or
stabidisation policy narrowly cenceived. AY the very least. the
tastitutionat setting and ruies pr the gaeme. and the domestic and
internatipnal financiat and reas marbet structures condition the
appropriate acnetary, f1scal, exchange rate and incomes policy responses
by developing countries tp a thange :n the external enviranaent, A
temporary worsening o+ a country's teras ¢if trade, for instance, wili
cail tpr & very gifferent macroefonesic policv response 1§ the country
has easy access to private internat:onal tinancial markets thas 1+ it 13
sffectively exciuded 4rom surther access Lo private international credit
markets. Hhsre optimal marsecononlC BoiLCYy responses to erternar shegks
depend on the nature of the structural agiusteep! policiecs that are
being pursued, this dependence will be aade euplicit,

In principle. 1t would be better to spear ot stabii:sation ang

structurar aspecks or consequences ot a given fiscal, financial or

monetary pelicy action or ruie. rather than of stabiiieation ang
strycturai poitey. The interior usage seens to be too well-ingrarned,
however, ta try to disiodge it. In a number ps cases, one pr the other

spt ot tonseguences cisarly dominates. E.q, liherajisatian ot dosestic
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Table 1

& Ciassification o+ Structural Adjusteent Pgligies

FINAHLCIAL REAL
Howestic Finanttal Retorn Labour HMarket Retore
Introduction pi market- Land retors
deterstned depusit aand Retsrn ot publiec secior
DOHESTIC ioan rates pricing and investeent
Creation ot a desestic Retorn of marketing
eyuity market beards

Mpbitization ot rurai savings

Retorn ot euchange controis Retore ot trade paiiey

and o+ laws, rules, and Taport tarités
INTERNATIONAL regulations affecting Export subsidies
international capital Buotas

sphility



tacttor and goods markets or ot a “repressed*® dosestic financial system
would seen %o have aainly structural consequences, as do poiicies te
change the degree ot export-urientedness ot domestic production or to
alter the extent of integration or domestic financial and goods mariets
inte the ginhal financial and trading 5ysteas.5 {Rut see Bufiie
[19B41t.

Reduring public spending, loweriag the rate sf growth ot domestizc
credit and devajuing the exchange rate to reduce domestic absbrption and
1aprove the external gurrent account balance would seem to be exaspies
or pulicies with mainly stabilization conseguences. <Chanaes ia the
voiuas and compositisn of public spending will, however, aslco tend to
have 1aportant loag-run structural consegquentes. @& devaiuation,
possibly accempanied by a change in the rate of cranl ot the exchange
rate in a crawiing peg regine, may aiso be one eiement 1n a structural
adjustment package a:med at increastng the share p¥ gxports in domestic
output.

Like ail forms ot government sntervention in the seannmie process,
the case for sacroeconamic stabilization pelicy rests on empirceal
Judgenents about the workings o+ the economic and politicel eystems

and/or oo & noraative judgement,

Sine loeus classicus ot financial repression 1s Mciinmon [19733,  On
trade iiberalisation and export-promcting vs. ieport-sebstituting
development strategies sec Krueger [197B1, Balassa [1982a, b, 19843, and
Bhagwati and Srinivasan [1979], The 1apaortant practical i1ssue ot the
right order of iiberalisation and retsre 15 discussed in Harberger
{19821, Barietta, Biejer and Landau, eds, [[9B31. Edwards [1984a, b, c]
ant Dbstield {19647,



The espirica: ecenos:c Judgement cencerns the presence and severity
at market tailure and the existence, taking intn account only the
technical tor ®"academic®) constraints on policy design.6 ot
performance-and-welfare-enhancing polfey snterventions or intervention
rutes. The spptrigal politicai or politico-econpaic judgemeant concerns
the likelihopod that these potentialliy teasible, pertormance-and
mwelfare-enhancing polity measures will 1n tact be ispiesented given the
actual peiitical amd adpimistrative comnstraints pn the design and
conduct of economic poiicy.

'

The ethical or noraative judgeaent that can either substitute tor

)

ihe positive diagnosis nt sarket taiiure or reiatorce it, zoncerns the
gessrability of government interventions in the i1ncome and wealth
idistribution process. The ethical judgesent that aay particular
distribution o+ wealth and iscome 315 undesirable leads to & policy
grescription o+ redistributive measures only after tand to the extent
that) it has been compiesented with the eepirical politico-economic
jutgeasnt that the proposed cure 1sn't worse than the disease hecause o+
negative side effects (in terms ot efficiency and/or stabilizatient.
The identification af widespread earket failure is not a very
thallenging task in many deveiaping ¢ountries las in aost industrial
countries). 0F tourse, sany ot the distortions that iie behind these

exasples o+ sarket tailure are the direct consequences ot past and

it e s

bl.e. assuming a unified, benevoient, credible etonoeic policy aaker.



present government policy. The policy measures te rectify the situation
pften are pi a structural or allocative rather than ot a pacroeconomc
stabilization kind, For instaace, the cure for financial repress:ion
invalves the abolition of artificial cei1lings on interest rates ano
other rates ot return. Part ot urban unenployaent 15 due to
artificially high wage rates 1n the +ormal urbap sector (where the
governmeat often 18 a (er the) majer esployer and unions are ctronger
than 1n the rural secteri, a probles that is sonetimes comspounded by 2
policy ot paving higher tood subsidies to urban than to rural consumers,

Hany other toras or goverament-created or povernseni-sponsored
sarket iailure £an be thought o+. While the ultimate reesedy tor these
problems lies 1a structural revors and nob 10 maCraeconomic poilcy
thtervention, as long as the stroctura)l distortions are part or the
actual econamit ervironsent, they are apt to have important s1apireations
ter design or sacroecononlc stabilizatien poiiev., The pgptentia: ror
arute financial crowding out problems in a tinancially repressed econoay
will be discussed beiow. While one may wish tor tinancial
iiberalization, government budgetary pelicy design should be censitive
to the actual ¢rowding out eechanise and not to the sechapics that one
a1ght have hoped for.

The $orss ot aarket taiidre that are the sine gua non o+
stabitization pelicy are I} the capital earket "impertection” that
inost) i1ndividuais and tires cannot borrow on the sase terms as their
gavernment and 2} the absence of instantanzeus campetitive market

ciearing in isoeme) goods and labour markels or, more accurately, the



ex1stence and persistence ot ngn~Wairasian, guantity-constrained
rationing equilibria or impertect conpetition eguilibria in some ot
thess narkets.

Even 1+ one subscribes to the view that such non-Halrasian
equilibria are endemic in the sajor 1ndustrial countries, the very
different structure ot deveioping counktries’ labour markebs and their
nften very distinct cospositisn ot production sake il By no neans
seli-asvident that stabilization approaches designed in the jaboratories
0t the iandustrial countrses’ business cycles are transfecable to all or
any ot the developing countries. HBs a #irst approximation it 1s
probably sate to say that the larger the share of the sodern industriat
ang service sectors :n total BDF, aad the larger the *formal” secter
relative to the “intoreal” sector, the pore relevant the stabilization
puiicies derived froa the experience ot the industrial countries are
iikety to be. This aeans that the sore developed “Scuthern Cane®
countries will ignore macroeconomic stabilization policy at their peril,
pven 1f sutatic detinitely ggzg.uuzandis, with particuiar attention paisg
to i1mportant diffearences 1n the structure of the labour market, the
capitai market and 1n the srgamization ot produckion.

Countries with a =mall mgdern industria: sector, & large intorma:
urban sector anrd a iarge share ot B)P derived vrom subsistence
agriculture are unlikeiy to provide & weicosing environment tor
traditional saatrueconomic stabilization pelicies. Demand managenment
aiso 1% unlikely to siav an smportant roie when the production of

agricultural cash crops for a cospetitive giobal coampdity market
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accounts tor a major share ot 63F. Supply sanagement, i.e. poiicies to
aaintain 2 competitive real exchange rate or raduce real marginal iabpur
and capital costs do play a cruciai roie 1a detereining overall econom:ig
periormance, but Keynesran-stvie quantity~constrained desand for output
315 unjikely te hoid back prodestioni as indivifual coeatry land
certainly the individual produzer in such & couniry) faces a very
elastic global demand scheduie for its products,

The identification ot the observable eapirical coprrelates ot
potentially successtul stabilization peiicy 1n deveioping countries
shouid Be a research prioriby sn the yvears to coee. The almpst
bewildering variety ot experiences, modes ot economic crganyzation and
stages ot econpsyc deveiepment make it very uniikeiy that a siagle
prototype policy modeit will serve #or such 4 heterogeneaus collectior o+
tountries,

Even when this tirst task 1s done ang the economic ppdels are
"ready to rell”, the expected payafi irom the practical design ang
1oplesentation ot macroeconomic stabilization poiicy still is uncertasrn,
[n the second stage ot the analysis-~-the evaiuvation ot the reat-nor:d
poiitical, administrative and institutional teasibiiity ot economig
periargante—and weifare-sahanacing stabilization pgosscy-—poliktica:
Jjudgement and an understanding os the art ot the pessibie fnot at all
the coaparative advantage of the sconomist}! are sssential. It 1% to be
hoped that pplitical market {failure 1s net eo serious as to preciude the
toraation ot viable, eifective coalitions capable either of designing

compensatian schemes that turn potential Pareto isprovesents :info acteal
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pPareto iaprovements, or nt resisting veto atteapts by Losers érpa policy
retorme that are deempd desirable according to some generally accepted
spcial wetfare criterion, It 1s sy beliet that, without dismissing the
real dangers ot “destabilisation poiicv®, there ic likely to be a
sufficient reservoir ot econosic understanding ano priitical
comaon-sense to sake “supply s:1de-iriendiy® demanc maragement policy ang
"aggregate cesand-sensitive” supply side pericy a practicay possibility
sn a large nunber ot devejoping countries,

The outline ot the rest ot the paper 15 as +ollows. Section 2
illustrates the dangers bt eangsging :n financial reiorsm or trade
jiberatization without paving attention to the budgetarv and maretary
1eplications of such retorms. After this siight digressson, Section %
reviews the externai environment of the developing countries and Sectien
4 the stabilisation poiicy inctrument arsenet at their disposas.

Spction 5 tantains & discussina pr stabiiisation golicy respoases te
tour external shocks: a detersopration in the terss pe trade, a s:iowdawn
in the growth of export demand; an :increase 1n the interest rates at
which develsping tountries borrew abroad and an pagrease in the erterna)

rate ot inflatian.

2. PBudgetary. Honetary and Inflatisn (onsepuepcps ol Tup kipgs of
Structuraj Retorm; A Caubticnary Ja.e

Just as inappropriate macroeconsare stabilisation poligies can
interiare with the successr.ot impiesentation o+ structural adjustesny

poiicies, so zstructural adjustment policigs can have unexpected and



unintended macroegconomie consequences whith nuet be taren ipte accourt
Lest bath sets ot peiicies are reversad or abandenea for entirely the
wrong reasens, Twp important examples are tihe budgetary, aopetary ang
intiationary consequences ot goeestic or ynterpmationai finangial rerorn
and the budgeiary consequencez ot export-griested 1iberaltzation
seasures,

Gomestic financiai re-orm. the budpoet dedjcit, seignigrage and 1rfiztree

From the puhlic sector budget tdentity we knbw %hat any

L 2]
puklic spending (B *ig . Eigil, over public revenues (T must he

tinanced by borrowing domesticaily 55;—%—)‘ By borrowing abrcad
3 F

an

printing money (zl,?)ar by running down the stock or official tereion
/

“effie 7

exchange regerves | T
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Consider the dpllowing not unrepresentztive gas & eourk>y gansct
o ¥

atéford tc Lose any apre fgreign exchange reserves ang Ccponsieers the cost

?E 15 real pubiic spending on goods and serviges., 1 reaj taxes net o
transters, i the donestic nomina: interest rate., % the *greign agmngy
interest rate, B the nominal value o+ domest:cally held public dept
{asctumed to be denominated i1n domestsc currengyl, Be the nominas vaiue
pt toreign~heid public debt ({assumed to be denominated in rtoreiga
currency!, g the esxchange rate2 {the grice of #oreign currenty} whieh 1%,
tor siapiicity, assused tg be the same tor current and for capital
trantactions, F the domestic price level, M the nominal stock ot
governaent “"base" or high-powered noney ang A+ the stock ot toreign
exChange reserves,



p+ accumulating additienal reserves to ke toc high., EBoth the internal
and externat debt burdens have reached their upper ]imits.8 These
limits are to be viewzd refative to some eeasure ot debt servicing
capacity, which tor concreteness [ take to be GBF. The saxiaal internai
debt-GDP ratio is denoted b and its externat cournterpart E*. It tolipws
that s, the reai seygnisrafge the governaeat has ta extract by prainting

new mgaey, as & proportion ot BDP, is givea by

#*
- 1k ~ - . -
4 = syt ir gy) B+ fre gc gv)b
or
- * ...‘ 9
2j s z &+ (r~g }b + Ir + - g b
g‘!‘ 9#: gy
*

Barring repudiation or detault, b and & cannot be changed, at®any

rate in the short run. For a smeil tountry the foreign real 1nterect

e

BThese iimits can represent bpth esconomic and political comstraints.

95 15 the primary public sector deficit (the deficit excluding interest

paybents! as a proportion ¢+ GDP, r 1s the dosmestic real interest rate.
r* t5 the external (world: real interest rate, ¥ 15 rgat BDF, gy 15 the

growth rate of real S5DF and g, 1% the proportional rate ot increace 1a

coapetitiveness or the proportional rate ot deteriorat:on ot the terms
ot trade.



rate, r*, and the proportional rate ot decline ot the terms ot trade,

g . are exppenous.  With wvnrestricted snternationai rapital mebility.
the donestic reai 1nterest rate would be governed oy the external real
iaterest rate. Even with restr:cted i1nternaticnal capital mohilitvy,
there are likely to be rather strict bouncs on the ability ot the
authorities to iniluence their debt service hurden Dy varying the
internai real interest rate.10 HMore rapid growth ot reai BGF, anc
theretaore ot the ecohenmy & capacity ter servicing beth i1aternal and
external pubize debt, reraxes the debt service constraint and lowpre the
real amount ot revenue to be raised by seigniurage, (the inflatioe ta<i,
tor any given primary deficit. Except tor this last potentially
i1apertant channei, the oniy way in which the government can jimit its
weed +or seigarorage (for recourse fo the inflation taxzi ts by reducsinc
the primary deficit i.8, by some comhinztion of spending cuts and/or tax

1RCreases.,

loihe internal domestic market for governsent debt 13 1n manvy instances
ot negligtble 1=portance, When private dosestic banks are required to
absorb and hold more governaent paper than they would willingiy do at
¢current interest rates, an effective %tax is levied an the banks eguai to
the pxcess hpldings tiees hait the difference between the market rate
and the rate paid by the government. This tax can be viewed as anptner
tore pt seigniprage. Many develpping countries have compliceted
arrangeasnts batween the governaent {or the centray bank} and the
private bhanking system, It 15 naot sncomeon for governments to borrow
trom the banks fat rates below the shadow price at tunds to the barks
and to lend to thea sismultaneousiy through scme other arrangemsent. Thic
coeplicates the practice {but not the principle ot the caicoiation of
sesgniorage ior eguivalently of the true stock ot cutside noney or
snaptary basel,



Seigniprage as a proportion ot BDF. s, can bhe writter as the

product et the proportional rate of growth ot base money, o = é% and the

reciprocal ot v, the income velocity ot circulatien ot base aoney

< =

or

Biven 5, an 1ntrease :n tne velocity oy circulation ot Dase noney
{a reduction 1n the demand ior base nmoney reiative to income! increases
the proportionai rate o+ growth o the nominal stock o8¢ base aonpey ang
thus, soener or tater; the rate ot inflation. Theretore, any retaors,
financiai or other, that does not tower the real interest rate pasd en
the public deht or raise the growth rate o¢ real output, but ingresses
the velozity ot rcircuslation ot governasnt base apney will tend ke racee
the rate ot infiation unlesc fiscal measures are takea tp jawer the
priaary deficit. Many intrinsically desirable praposais tor internpat
sonetasy and finangial rztare have as ope ot their conseguesces an
1nerease 1a the velecity of circulation of base mopey, The lifting ot
interest rate ceilings on commercial bank deposits, the encouragement o
private financial 1npovation and the removal ot artit;ciai barriers to
private financral antermediation all ternd to enhance the availabiirty

and the attractiveness ot fipanciat claims {both pubii¢ and private?



that pay market 1nterest rates, increas:ing :nternationai financial
openness say tead to direct internatinnal currency ssbstitetion le.g.
doilarization) which depresses the desand for domestic base money (see
Grtiz [1583)). Hon-iaterest-bear:nyg governeoent soney Bxperiences a

deciine in demand; the inflation tax base skhrinks., I+ the reguired

sei1gniorage revenue 15 unchanged, the inilation tax rate will have to

tncrease. To avoid higher :inflation several steps are possible. If ¢
is apt thanged, the inflation tax base can be expanded. sav, by
increased tnoa-interest-hearing? reserve requiresents on domestic
sonetary ard financial institutions, This s equivaient to 1mposing 2
tax on the private banking system. Altersatively s ca3n be lowered,
which tor all practical purposes involves reducing public spending or
raising taxes.

The issue 15 i1mportant because the velocity ot circviation ot base
noney is such lower in many develaping countries than 1n most
industrialized countries, (reflecting the freguently rudimentary and/or
repressed nature o+ the internal monetary and financial system: and
seigniprage sosetimes 15 an 1mportanst source of governaent finance.
Tabi# I shows the 1aportance o¢f SeIgniorage 35 3 SCUFCE Ot revenue in a
nusher o+ develeping countries. For secial, political and
admintstrative reasons, the tax base in many developing countries ts
narrow and difficult to exupand., The position ot most industriazized
nations is guite different both as regards the 1aportance ot seigmiorage
revenue twhi¢h tends to be negiigihle tsee Buiter [19B851) and as regarde

the breadth and expansibilitvy or the tax bace. Table 3 shows sose
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Tabie 2

Seignipbrage as a Percentage ot GEF in Seiected Developing Countries

ip BANGLADESH EGYRT SENEGARL PHILIPFINES
1%cl Ha i.22 KA -B3
1942 N . B2 HA i.31
1343 KA 5.3% -Z2.44 1.2%
ised KA 4,58 .91 - 8%
1965 HA 3,15 .63 .75
1958 N& -, 20 ~1.0% -y
197 HA 2.2 ~1.13 2.0
1358 HE 232 .92 W
19a7 HA i.d9 -, 03 - B3
1570 b .54 t.04 -1
1971 HA ~1.35 L35 .78
1972 NA 2.5 LR 1.BO
973 Ha E.39 1.39 1,00
1974 2,34 7.18 .84 1.73
1875 - 57 4,20 L7 B3
978 Jd 5,42 1,63 .78
1877 1.42 5.2 1.28 1,44
1978 1,77 e, 37 1.5 i.38
1975 .74 . A2 - 3% 1.53
1880 [ 17,82 1,88 L8%
198 .58 F.34 3.7% L85
15§82 .08 12,87 3.1 4
L5873 1.7%9 12,78 .42 .73
1984 2.17 &£, 7B - 08 1,52

Source: IFS
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Tabie 3

Seigriorage as a Percentage ot SIF 1n Selected industirial Count-ies

ip GERHANY JAPAN U¥ sS4
1941 A H 2.50 . 3%
1942 .58 .78 V17
1563 .75 .82 Aty
L5464 1. 24 1,20 e
1955 .74 B2 1,04
[an .67 1,13 .55
1987 ~.31 §.53 AT
1948 .72 1.58 39
1963 .32 HE-¥ 19
1976 2.00 1,42 1.464
1871 1.32 3.23 -~ A7
1972 2,74 2,32 1.68
1973 .B% 3,44 2.87
1974 ~, 132 [ .39
1975 | 43 .87
1576 P27 .B& .80
1877 .84 . B -4
1978 1,80 1,40 -t
1579 LE9 .74 T
15980 R 1] L83 -, 1B
1981 -. 36 .20 .20
1582 =11 2B 21
1983 .93 .51 P
1984 Y .82 1B

Saurce: 1Fs



1liustrative erxamples ot rhdustrialized countries with & such higher
income velpcity of girtulation oi base money, 2 broader generar tav Hase
and a smail ang oftena regligible contributicn ot sercniorage ta total
governaent revenue,

The smpiications ot financial liberalisatieon for the seignterage
pase and thus, given the public secior's revenue needs, tor tnflatian
are but one exampie of the pften untamiliar ways 1n which structura;
adjustment polities can have consequences for matroecanosic

stabiiisation.

Budpetary Consgguences pi Outwarg-Looking Trade Liberaiization
Heasures

Trade iiberaiisation asasures such as the reduction or removal o+
isport tari1§fs or the relaxatien ot 1mport ];censing requiranents and
export promction measures such as expert syhsidies agy have r1mporfant
budgetary consenuences. It is apt true, ot course, that lbwering karité
rates or even abelishine tarsffs altopether mecessarily lowere revesus.
& higher than unitary price elasticitv of import desand or 2 prehibitive
tserp revenue) tar:iff are obviocus cases 1a point. Hany ieport
restraints turthermere take the tora ot noa-revenug-rassing, nan-taridf
barriers such as i{non-auctioned}? guotas. Even sp, tarsfi revenues
represent a significant share ot total public secter revenue in a number
ot develsping countries, as shown 1a Table 4.

The budgetary impiications ot trade lLiberalisation sust be takens

into aceount iest sergniorage be torced to meke up apy revenue
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Tarsif Revenues as a Fercentage ot Central Gevzroment Tax Ravences

In

973
1974
1375
1378
1977
1978
1979
1880
1961
1%82
13983

Sperce: G.F

INEIA

HF
15.88
17,88
6. 86
k5,52
0. 24
25.B4
27.18
28.36
2. 36

in Beglacied Developing Dountries

TURKEY

13,82
14,02
13,24
ib. B4
15,14
15,26
19.38
D.34
4.87
NA

NA

BHANRA

13,74
12.61
17.23
15.14
13.54
17.3¢
13.65
12.24
14.59
11.,Be
17,59



chortiall, with adverse consequences for the rate af infiation. The
structura: adjusiment implications and the nacroeconmic stabilizatien
aspects ot the speading and/or taxation asasures undertaken to
compensate tor amy adverse budgetary conseguesces ot trade
liberaiisation sust be entered inte the overall cost-benefit

. 11
cajcutation.

3. The External Emvironsent p+ the Devetoping Eountries

The most important exogenous teatures ot the intersationa
snyiranment tor developing countries are the ruliumng:12

i, The ievel anhd variabslity fboth anticapated and unanticipated)
o+ the terms of trade, now and expacted +or the tuture. This wmiil
reflect the behaviour of atl price and mon-ptite aspects o+
international trade, such as export prices, non-price conditions or
access to erport ma-kete (such as non-tariff protectionist barraiers).
grices ot final goods 1aports and prices ot intermadiate. raw materiais
and enargy :nports.

Figore i pives the behaviour pi some ismportant international
g

relative prices. It inciudes the terms ot trade since 1970 ot all

11Fnr a tuil discussign ot the matroeconmic consequences ot trade
liberatisation, see Khan and Zahler {19631 apd Buffie [1584].

125ee #.0. Dornbusch [198%a% and Sachs and MeKibbin L39833.
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deveioping countries {(all}, ot the low income developing countries (lawl
and ot the piddle i1ncome, 0i} exporiing deveioping countries {oill,
Figure 2 shows the behavicur ot the dallar price and the reai price o+

gPEL oil since 1960,

2., The level and vartabitity ot the orowib ot world pmarjpeltc tor

develsping coustry sxports where developing countries are "large’
rejative to the size ot the market and tace a less thap perrecilv
elastic world demand schedule. Four gountries seall enaugh to take
world prices as parametrig, the growth of worid demand toer their
products will apoear as an exogenous rise in their erport prices.  hgatin
bpth current and prospective future developments matter, as do
anticspated varrabitity and true uncertainty. Figure 3 gives the growth

rate since 1957 of rea: GBP 1n the industrial worid. a truciai sagicator

ot the growth oi global markets tor developing country exports.

3. Ytne cost and availability ot external finance. This 1nciudes

the "suppiy conditrons®, now and in the tutwre, ot private and pfireial
extornal ¢redit ané ard.

The leve: and variability, now and anticipated in the tuturs, o+
UY,5. doilar interest rates, both short and iong, are key parameters in
the external environsent pt the developing coentraes. The spread over
Libar at which countries actually borrow is pot a good indicator ot the
external financiai constraints on borrowers, as it 15 1n part determined

by the behavisur and characteristics &t the borrowing country itself.
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Figure 2

The nominal and real price of OPEC oil since 1960

cur: weighted average OPEC crude current price (U5 &'s}
con: weighted average DPEC crude constant {1980) price

Source: World Bank Commodity Handbook
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Creditworthiness and ¢redit ratings are in part a choice variable, at
any rate in the iong run. Where credit rationing takes place, sarket
rates are a poor proxy tor the shadow price ot investible resperces. At
constant interest rates, the degree ot external financial pressure gan
vary greatly. Figure 4 shows the Dehaviogur since 1957 ot short (RUSSY
and iong {RUSL) 1nterest rates on U.%, dellar denosinated debt., The
avaiiability o+ external resources at helow-markel cost 1s represented
in Table 5 by the real value 0t private and official a:d and credit
extended at concessiorail rates.

4. The ieveir, varzability and uncertainty, now and in the tuture

ot the world rate ot :nilatiun.l° Figure 3 shows the behaviour pt the

external inflation rate faced by the deveioping tountries since 1957,

5. The level and var:ability ot eschange rates between azior

industrialized countries, While this affects developing countries

mainly through the first +pur channe!s mentioned above. it 15 worth
emphasizing ia its own right, There ts a robust empirica: regularity
which asspcciates a weakening ot the $.5. doliar with a 1ower reai price
rt il and ar improvement ip the terss o+ trade of non-oii LOC's. [t
has aisp recently tended to be assptiated with lower dollar interest
rates ant 2 narrowing of the spread between Libor and the YT-Btll rate
[Dornbusch 1585a3. Hhile this remains a set o+ observationz 1n search

ot a theory {and zould be no more than the reflection or a tertuitous

15593 e.g, B.R., Cline and Associates [1%8113.
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Figure 4

Cost of exterpal {inance for Develeoping Countries (%)
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Table &

Availability of At¢ and foncessional Fihante

Totai net IDA flows Total GDA
(Millions ot U. 5. $ at 1960 constant pricec)

1973 1,727.57 31,5Z28.00
1978 1,222,246 IF.9E0.00
1373 1,481.73 33.7230.00
1980 1,353.9¢ 38,865, 00
1561 1,924,568 34,186.00
1982 2,470.54 33.630.00
1983 KA 32497500

Sgurce: HDR and Worid Bani Debt Tables

Totzi OBA: Overseacs Development Assietance by DOFET and GECE



£«

4 -
= -

t

L

26c

Figure 5

by

Source: Percentage rate of change in GDF deflator of

industrial countries, IFS



21

and once-off concurrence o+ events) it appears that debtor, nen-aii
deveioping countries have an interest in a weaker U.5. dollar. Figure &
tentains the behavisur gt the US § eéfective exchange rate since 1370,

The significance and the nelfare ippiications ot changes in these
external parameters will o+ course depeng cruczally on the domsstic
circumstances ot the country in question. E.5. an increase in gxport
voiune {at given terms ot trade) oniy represents ar sncrease 1p waifare
if there are 1die resources whose shadow prices are beiow their market
prizes, i.e. in Keynesian desand-censirained regimes rather than 1a
ciassical gr suppiv-constrained regires, In what #0llows tull
esploymert {or & high ievel of capacity utilizatien), price stabiiity
and balance o+ payeents equilibrive are taken to be the pbyectives or
stabilication poiicy,

4. Ihe Harroeconomic Stabilisation Pelicy Arsenal

Hacreeconoeic stabilisation policy aims to influsnce the level and
conposition ot effective aggregate desand as weil as the ievel ang
composition o4 effective aggregate supppiy in the short to eedius ters,
It contains Both demand mamagement and short-run suppiy managenment, The
aain 1astrusents are the ¢ollowing:

ar  Monstary pelicy. This includes changes in the ievel and/ar
rate ot change ot the stock ot domestic credit (under a managed exchange
rate regine) or of the aoney stock f{under a market-deteratned exchange

rater. & aarrom gonetary agoregate like M, for even the monetary base’

s
ts the resevant one in most develeping countries other than the

sepi-industrialized group that tends to have a sore developed fimancial
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system. in a repressed fimanciai systee with interest rates contreiied
at beipw market-glearing ievels and conseguent credit ratiosing,
variatices 1m controlled i1nterest rates and 14 the degree ot stringency
ot credit rationtng are ierther 1sportant pelicy instrusents. Changes
in the aliocation or rationed credit between sectors or belween
consumptipn credit and credit tor working capital er fized capital

14

iormation will also have potentially Long-lasting supply s1de effects.

Desand effects ot smonstary pnlicy. Tight agney i1mpacts or

aggregate cemand 1n a2 faniliar maaner. Higher nomrnai anrd real anteres:
rates and 1mplicit and explicit required rates ot return on other asests
sepress demand, reinsforcing any reai caiance efiect. Hore severe credgst
ratsoning alsg sgueeies demand tespecially :nventory accumuiation anz
b1red 1avestasnti, when t:inancial marketc are gnderdeveioped aad or
ropressed and bank ctredit 15 the major prterazl spoerce ot i1avestible
tungs for firms. Hith a3 greater or lesser lag, nominal wages and the
generai price level adjust downwards {:n teras ot the jevel or rate e-
change, depending on the nature ot the sonetary contractiont. in the
long rus real aclivity eifects disappear and monetary spelicy 15
reflected oniy in changes i1n apminal aagnitudes. The duration of the

adjustaent process depends on the detaiis ot tne spetitutions ot pabour

e

14From the governsent budget identity 1t 15 clear that mopetary, <1ECa!
and financial poiicy PESSESS ane fewer degrees ot +reedos than ong mignt
have thought {or hopedi. Given the defic:t and the ampunt ot 1nterrai
and external berrowing, domesiic credit expansipn i% residually
ceterained.



and product smarkets, but wili be shorter when the sonetary authorities
are blessed with credibility as te the firsness of their long-run
comsitmant to mpnetary contral. Faialess, ihstantaneous adjustasnt has
sever been pbserved and 15 not & practical possibility.

Honetary restraint will tend toc tmprove the official settlemeats
baiance o the international balance ot pavments under a aanaged
exchange rate and put upward pressure on the nominal exchange rate pats
unger & market-determined erxchange rate, In the short run, soninail
exchange rate appreciatien {more or lessi aguats real exchapga rate
appreciation and tight money worsens internaticnai competitiveness,
either by reducing the relative orice ot tradec to nen-fraded goods
angdfor by raising the relatsve price of exports to imports, Where thers
1% very lisited international capitai sobility, the behaviour o+ the
turrent account surplus mirrors that o+ the of+iti1a: settisnmencs
baiance. When there is 2 high degree or capital mebility, monstary
policy has, under a sanaged exchange rate regine, a negiigible effect an
real activity and spilis over directly and yamediately into the overall
batance ot paysents. Few developing countries are 1m thie positiaon.

Effective suppiy side mifects o+ mosstary pgiicy. In aas econoay

with 1imited international capital epbility, a decejeration 3;n the rate
ot growth ot domestic credit iunder a managed exchange rater or in the
rate ot growtp ot the domestic money stock {(under a floating exchange
rate} wili cause a tesporary increace :n real interest rates andior
tespecially 1n a Financraiiy repressed systes: a temporary ingrease 1n

the severity ot credst rationing +aced by industry. The intreate 1n the
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cost or warking capital for the reduction ip 1ts avaitabiiityr that th:s
represents acts iike an adveree pifective supply shock, MNotionsl suppev
isupply 1n the absence of credit rationing and wmith the reat taterect
rate equal to the marginal social cost e perrowing! puceeds effeciive
suppiy. I%ee Biinder (198331, Together with the demand-depressing
efiects ot tight maney, th:s suggests the likelihond ot a transitions
ctagflat:onary phase in respoase to a deceiaration ot credit ar sanev
growth. iLonger-run effects pi changes in the vate or L1piiatior
associated with changes in the rates of growth ot aocney on the capita:
intensity ot +ull employsent proguction (Ehrougn Tobin efsacts, ete.:
tail outside the scope or cyclical stapiiisation policy and are orobabiy
geite 1nsignificant quantitativelv.

Al Fiscal poitcy., This ipciudes changes in the level and
composition ot reai public spending on currently sroduced noods snd
servizes l'exhaustive” spendingl. changes in frasseer paynenis isocia:
sprorsty, persions) and subsidies or an eiigibiisty and and entitlesent
ruies, changes i direct and itndirect tax rates etc. Aspects of
commercilal poiicy and ot sndustrial pol:cy with aajor public sector
revenue CONSEQUERCES 4:50 properiy beigng bo fiscal pelicv. (Tar1fis
ang the revenue conseguences o4 the pricing and 1nvestnent patizies o
public corpeoratiane that can tall bacr an the government as the lender
pt t1rst resort come to mindi,

Damand effects pé figcal poiiCy,

Fublif spending cuts and tax 1nergases lower the tevel o+ aggregats

denand, except in the special case pt 102 percent or +ull crowding out,



la the standard I5/LH eodel this will occur 1n the short run 1f the
incone veiocity of cirzolation ot soney is constant {uniess the economy
fixes its exchange rate asnd fates a perdectiv eiastic intermational
supply scheduie o+ capital). *"Coafidence eéfecte® pmay lower bthe rish
presia and thus nominal and rear interest rates when credible policies
to reduce fiscal deficits are impienented or announced. There is no
evidence that these effects are sufficiesntly strong to reverse the
coaciusson that the impact eféeet ot tioht fiscal policy 1z a
contraction ot real effective demand. In the ionger run. the
sfcunylation ot debt assorciated with any contineing defitit wili sither
put upward gpressure on real interest rates, (if it proceeds suffitctently
rapidly to raise the debt-output ratio, the real debt burdeni, or lead
to credit ratiosing by external creditors, Ultimsately any poiicy
involving a primary inpa-interest) defieft and a reai after-tax interast
rate 1n excess of the growth rate ot capacity output becomes
gnsustainable and will reguire correction lest the deficit be monetizes
and/or the debt repudiatec., Fiscal stabilization policy must be
reversible, i.e. should not 1apiy any 1ncrease in the trend debt-BOP
ratie.

Puklic spending cuts alsp change the gompssiten ot desand. The
distinction between current and capital spending 1s crucial in this
regard., Tax cuts will tend te crowd out private 1avestment 1§ they take
the fore of personal 1sacome tar cuts, but w»ill crowd it 1n f they take
the tora ot private investsent incentives.

In a tinancially reprassed econoay with credit rationing the degree

ot crowding out ot private borrowing by public borrowing wili tend tp be
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greater {for a given 1nterestwsensitivity of the demand ror sssey) than
1a ah ecenomy with market-glearsng interest rates, and evern 00 percent
crowging out becomes a theoretical possibiiity agaio,

Fiscai polify measures that reduce the pubiir sector budget detic:t
alsg tend te reduce the current account deficit ot the balance of
paysents, but iess than pne-ior-gne, except tn some speclal cases.

Supp:vy side effects of +iseal poticy.

Well-designed tax tute and cuts 1o benefits or entitiemenrts can
1ncrease the i1ncentives to worb, save and invest, wiib nbvious short-run
and ijong-run effects on capacity output, i.e2. on npotionaL suppiy. The
distribulional consequences ot such measures are of course centra: te
any determinatian ot their overall desirabiiity. Cuts in exhaustive
public spending are iikety to have adverse leng=run aptiocna: sepply s1de
contequences 1+ they +aii on public sector capitai spending, tor
intrastructure investasznt or invesiment Dy peblic esterprises’ or on
parntenance,

Sperding classified as curreat (2.0, education 2ng training: aay
have an i1mportant human gcapitsl torsation disension and sgengi1ag cuts
that aféect such conpaonents w1il have jeng-run adverse ngtlonal supa:y
consequences. L=2t. Par., itower deticits are assocrated wi1th iower
interest rates, reduced credit rationing and enhanced intentives ror
private investaent. The tax increases ar spernding cuts that bring abous
thece Jower geiicits may, however, adversely affect private savang ang
investment iand a fortior: totar national imvestment if the public

spending cuts take the tors ot cuts an public sector capital tormation.
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where the toregone public sector rapital is complesentary mith private
capital, as 1n the case o+ intrastructure), The design ot fiscal poiicy
is theretore & ict more complicated than the detersination ot the
ragnitude ot the public sector fipangial deficit. Financi2l crowsding
out, especrally tf it ogcurs via credit rationing. may depress effective
supply beiew national supplv.

v} Exchange rate policy.

Under a nanaged exchange rate, monetary policy becomes subprdinate
fo exchange rate opitcy. This is true even tn the verv short run, 1¢
the degree ot :nternational capital sobility is very high and the naney
stock i5 demand-determined. MWith Lierted international capita:
sohility, the short-run "pfiset-coefficient® ot reserve losses an
domestic credit expansion is less than unity. but 1a the tong run, soney
becomes tully endogencus agaia,

Demand si1de spffects of devaluatinns

in the simpie IS5-LH podel, devaluation expands demand 1t the

Harshall-Lerner conditions are satisfied, {fream an initial position or
balanced trade, the trade balance tmproves i+ the sum or the ewport arg
soport price elasticities exceeds unitvyi, That this proposition is very
oodei-spectfic 15 clear trom the sinpiest cne-comnpdity sonstary mode:
pt the balance of payments 1a which retative price changes plav ne role
but absorption 15 reduced and the trade batance 15 1mproved through t{he
reai baiance or wealth effect ot the sncrease in the general price leve!

brought about by the devaiuation ot the nominai exchange rate. Even

when devaluatien does change relative prices in the shotrt run, the



eifect on the trade batance o+ suth a temporary worsesing ot the teras
of trade 35 ambiguous oa thepretital and eapirical grounds. & permanent
worsening in the terses ot trade, i.e. a persaneat reduction in the rea:
1acome {mpasured 1n terwns ot the erchasznq power over the econoay s
corsumption bundle) repressnted by a girven voiume oi domestac
production, aight well imad to &n egu3ai reduction tn consumpiion, with
no effect on saving or on the trade baiance. The teosorary
worsensng of the terss pt trade expected after a devaluation may well
lead ta & sealler reductioe in current consumption than ain current real
incoae, because consusption 1s, at rgast an part, governed by perearent
\ncome which has gone down By less than gurrent income. The resuit
wouid be a worsening pt the trade batance, not 2a improvesent. Cred:t
markets in deveioping countries are probably tae sopertect to give too
auch weight to the permanent 1ncome hypothesis, where behaviour 1n
acrordance with this hypothesis woul¢ reguire Borrowing against
anticipated future labour income or the reatization ot 1iliguia reai or
financtal assets, it remains true that the effects ot devaiuation an
the trade balance ang pn rea desand are by no peans obvious, uniess one
15 willing tp put a very significant weight on the real patance effect,
imhsch would seem to be ah espirical non-sterterd, or on the pifect ot 2
devaiuabian on the real vaiue ot credit 1n a cregit-rationec fipancial
systen with incompiete indexing ot banx imans to firas.

fhere are many other theories arguing the possibility of
ishort-run) adverse eifects on the current account er a devaiuation.

The s~curve, which reries on low shori-rus desand ang supply



elasticities 1% prabably the best-inown exampie., Other arguments about
the possible cpatractignary demand effects ot & devaiuation have been
pade by Kurgaan and Taylor f£1978) and by Biaz-Alejandro L19811. (See
alse Tayior [1F831),

i1f the balance ot trade and real depand effects are ambiguoes, ¢he
price level effects are guite unambiguous, RBevajuation rarses the price
fevel {through a tempgrary ingreasg 1n the rate ot 1nflat:on) in the
tong run by the same groportion. # higher rate ot "crawling®
depreciation will after a iag iead to an equal intreass 1n the rate o-
snflation.

Suppiv-side effects o+ devaluation

In the short run, a devaluation wili raise the price oi traded
reiative to non-~traded gopds. Resources will fiow owt ot the non~traded
goods sector and into the traded geeds secter.  The magaitude end
duration of this resource transéer {which will have to be reverced wnen
reiative prices revert ke their pre-devasuation valugs) will he
dependent on the expected duration ot the depreciation o+ the rezi
exchange rate. 14 there is short-ruen rig:dity ot msoney wages, and 1t
eaployeent 318 “real mage coepstrained”, a devaldatior and the azssriated
incresse 1n the geaneral price levei wmitl, by tempersriiy Lowering reai
wages, permit & temporary expanszion of output supply and enployment. it
there is & rapid pass—through ot cost-gt-living-changes 1nto tactor
payaents, whether by de-jure or by de-tacto 1ndexatien. and 1%
desmancd-constrained esployaent regiames eperge trequently during cyciicas

downswings, the i1aportance ot this pesitive supply-side effect ot 2
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devaluation 15 probably quite sinor. The opogs:ite argument, tha%
devaluation, to the extent that it worsens the teras of trade and raises
the real product wage corresponding t0 any given real consuaption wage.

reduces }abour demand and output ziso seenms unizaportant engtr:cal]v.la

&1 Exchange controis and rapital contrpls

it i5 tairiy arbitrary shether pne views cfap:ital controis or
toreign exthange controls in gengral as 1astruments of stabiization
pepiicy or as tmportant parameters canditioning the conseguences Cf
vartstions in the other macroeconomic policy ipstruments tas | would
preterl, B good case can be made tor the view that strict tieite on the
intermational mobility ot financaial capitay are essential +tor orderiy
macroeconamit cevelopneat 1§ domestic financia: sarkets are
yndergeveioped and domestic <actor markets do not fit the idealizec
competitive paradiga. CLountriec that have iiberalized 1aternaticna.
capital flows beiore domestic ractor and goods markets have freguently
undergone traumatic pvervaiuatipns ot the puchange rate (drpught about
by rapid capitai inflowsi, tollowed by & loss ot confidenre and a
tinanci1al collapse with serious conseguences for the real economy (5ee
e.g. the Southern Cone experience reviewed 1n Harberger {19821,
Eartetta, Blerer and Landas eds. [19B23, Edwards (19843, b, ¢} and

Obstéeid [198411. Tight casita: controis are of course guite cansistent

P OV——_

15E.q. with a fixed (fully indesed’ real censuaption wmage, 3 worsening
ot the teras at trade ra<es the "product® suppiy price uf iabour and
reduces papioynent where this 18 real-wage gonstraiaed.
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with a weiconing sttitude towmards long-term toreign direct irvestaent,
Hhile it 15 possible. 1n principlie. to ese vari1ations an the scope and
gegree ot stringency ot exchange controls as a eyelitay stabilization
devite, there 1s neither an academic literature on the swbiect, ner any
practical experience.

£ Incomes policy

Incomes policy can b used as an instrument oFf nomipal wage
restraint {or wage and prigce restrainti, 1.8, as an iatervénticn to
achieve a2 given gesirec reduction in the rate ni snflation at least cost

1a terms o+ putput and empioyment rorgone, or as an instrument for reat

wage centrol. In the latter case it will have obvious supplv-side
eifects by persitting an increase 1n enploymeat 1§ this 15 real
wage~constraitned. By raising profit rates, private investeent is likeiv
to be stisulated {assuming no adverse aggregate demand effects from 2
redistribution ¥ros iabour tp capital). Bince the public sector is a
salor toften the largest) employer in the jormal sector 1n many
deveioping countries, there will aiways have to be at lsast 2 public
sector i1ncoees policy. Poiicies affecting the relative wages ot
diéferent categories o+ labour {young vs. adult, skilled vs. unskilled
etz.) will have important supply s:de consequenres but cannpl be used
pasily +or stabiiisation purposes. Nominal incoees policy can be used
to add credibility to monetary and fiscal disinflation prograsases ang to
break Ehrough the “"after you" non-cooperative stance ot ipdividual
groups ot workers in segesented labour markets. Res: incoses pelicy is

eniikely tp meet with tasting success uniess the wnderlying balance of



torces i1n the iabour parket 1s consonant wikth its objectives or is
altered to become so.

5. f£xternal Shocks and Domestic Policy Responses

Betore turning to a discussioa ot specific macreeconomll policy
responses to parttcuiar esogescus shocks, the splloming tive points
shoulé be sade. Firrst, nacroecenomic stabilisation pelicy 15 <and
should be) conducted not oniy in response to externai shocks but alse :a
respanse to intersal shocks and disturbances that originate outside the
governmeat sector, Second, stabiiisation policy errors icosbipations o
serecting the wrong instrument, the wrong dosage apd the wrong timino:
ocften have been a source ot macroeconpmic disruption and an pbstacie 3
efficient and tair structurai aojustment. The first task o:
gacrogconoRic policy dessgn 3s o+ cpurde £0 prevent matroeCOROAIC DPOLICY
itsett +ros putting unnecessary strazn on the ecanoetc system, Thira.
there 35 np cenvincing case (but onrly 2 sisapplicatien g+ the theary o
nth hest} +or "correcting” pisconcelved pacroecoaomic stabilisation
policy by ma¥ing changes in siructural adjustment policies that would
not ctherwise have been implemented. E£.g. an excessively lax f18Caf
poiicy stance 15 likeiy gat, par. o result in an iagreased deticit or
the current account af the barance or pavaents. “Correcting” such ar
ymbalance through protectionist seasures (such as 1agort restractione?
wouid be unwise and counterproductsve ror two reasons,  One, the s+ipct
p# an increase in the degree vr protection on the corrent actount 15
agbiguous. Protection 15 a two-edged sword, as it terds to reduce

internatisnal trade i1n general, both imports and exports, Such a8
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reduction 1n the “openpess® p? an econcmy can be accoapanied either by
warsening or by an ieproveaent in the current accnunt.lb Tuo, tg the
tost 0t correcting a macroeconosic isbalance 15 added the effitiency
1055 asspclated with a shift ism the pattern ot productien and resource
allogcation away fron the efonomy’'s underiying coaparative edvantage.lT
Fourth, as wi}l become apparest in the subseguent discussion ot
specific shocks and poiicy responses, the effectiveness of macreegonm:c
adiustnent poiicy and i1ndeed the very nature and magnitude of the proger
pelicy responses depend cructally om the credibility ot the policy
announceaents ot the governsent, The current behaviour ot the exchange
rate {where it is +rep to reflect market iorces). ot capital flows, of
interest rates, ot wages, prices, savings, i1nvestmeent, gepioynent anc
ocutput depends on past pelicy actions, on currant policy actions and on
past and current expectations concerning tuture policy actions, The
effacts pt cturrent fiscal and eonetary policy say be reinforeed or
nectralized by the effect that current policies and current policy
announcerernts have on dosestic and international perceptions about the

jikely tuture course of policy. Credibility s & tunction ot reputation

thh:s point 1% closely related ta the weli known thecree pt the
eguivalence of an 1eport tariéf and & tax on exports ia & static
sconpeir system with tull espioysent and balanced trade {ierner [17381).

i7Assu-ing the 1nitiat configuration corresponded (more closely) to the
ope dictated by coeparative advantage.



which 1n turn reflects past policy actions and the extent te which
governments can ¢osviacipgly comsit themselves in advance to a sequence
ot tuture poiicy woves. Multilateral institutions tike the ¥orid Bank
and the IMF can play a crucial reie in suppiytng credibility to
countries with poor track records, i1f exchange tor a commitment te
pursus structura: or financral adjustsest policies.

Finally, other things heing equal, larger policy respenses ara
required ior peraanent than for transitory disturbances. (Hore
generaily, longer-lasting shocks require larger and/or jonger-tacsting
policy responses). HWoeinal shocks should not iead to policy responses
that 1mply lasting real effects. £.g. h:igher worid inflation shgurld be
pet with a lower rate ot depreciation of the hpae currency, not with 2
fiscal response. The poiicy response to shocks should begia when they
are first anticipated, not when they finally occur. fn the presence pt
adjustment costs to changes :n eapioyment, 1n the capital stock, in the
sprtora: ailocation ot resources ets., a policy response coadefive to 2
graduzl adjustment ot these endogenpus variables wili in geaeral be
gptinal, even if the shock 13 pernansnt. If adjustsent costs are
assoctated nith variations in the values ot the pelicy iastruments
themseives isay because ot adarmistrative bottlensciks! a gradual
response a+ the policy instrusents themseives will Dbe desirable. The
degree ot confidence with which expectations concerning the tuture
evorution ot the externas eavirconment are held will detesreine the
sagnitude and speed ot bhe policy response as well as the range pr the

policy instrumentariua to be deployed. Irreversible or
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costly~to~reverae palicy actions will tend %o bhe postponed 14 the
passaye ot tise 15 likely te resplve at ipast spme ot the wncertainty.

5a) Stabilizatiop policy recoorses to a deterioration in the teres

of trade ot & sesll open econony.

A deteri1oration 1n the terms ot trade wiil, boiding sublic
spending, tax-transter progrannes, damestic tredit expansion, the trate
ot trawi of the) exchange rate and the pressure o i1ntomes policy
constant, have the following demand and supply effects.

The real income corresponding to any given level of productinse ot
dpaestiz ocutput 15 iower. To prevent the emergence o+ a current account
deficit, real absorption {in terms ot the consumptions bundie? shouid
decline by the same ampunt as rea: i1ncome. (f the teres of itrade

deterioration 15 persanent, reai private consumption may well decline :n

line with real private permanent disposable incose., However, there 1s
Bt si1biiar wechaniss ensuring that the other two components ot
absoarption, private investment and public exhaustive spending, will f{or
should) tollow suit.

First consider the case where the deterioration 1n the ieras ot
trade involves the terms ot trade ot finat censusption goods oniy., This
means that gprivate 1nvestaent shpulg stay constant in termss ot hone
putput, i.8. deciine in terams ot the pgonsvaption bundle. Real public
coasumption and rnvestment aiso shouid remsin constant 1n terms of home
goods; that seans a cut im vpiumes if part of this spending 15 an
1pports which now are scre expens:ve. Contractionary fiscal policy a2
balanced budget ¢ut in public sectar censumptien spendingl mouid sees

the appropriate fiscal response 1n thicz case.



An increase in the reiative price ot an imported intermediate. raw
gateriai or energy tnput Jowers the value added gorresponding to any
given amount of gross outpub. Agarn, private agents telloning persanent
income principies wouid make the reqguired forresponding reduction i
private consusption spending. Public consuaption shouid also h2 cut to
reflect the sbsective worsening ot the sustaimable national standard of
Living. Yhe shori-run response of private aad public invectment, actual
and desired, 1s asbiguous, hawever.

& rise tn the price s+ energy, say, 15 likely to redvee the
iong~run desired stock of capitai and other conplenentary ractors. In a
wvintage capitat sodel, the energy price increadse bhay, especialiy 14 1t
nwas unanticipated, iead to large-scale scrapping of energy-inignzive
aigder vintages, while sharpiy raising the return to net invastsent 1n
new enerqy-efficient techmology. The result could be a teaporary
1nvestaent bocs, associatad with a curreat account dedicit that 1s gquite
sound and above board provided the retyrns to the iavestoent cover the
cost ot external berrowing.

An pntrease 1p energy prices also lowers the “warranted reai
naqe‘;is the real wage, in tersas ot the price ot gross domestic output
tand thus alsp the real consumptios wage; corresponding £o any giver

jevel o+ eampioyaent, including tull eaployment.

[T

IHStrlctEy the "warranted reai marginal cost o+ labour”. including mage
und non-wage costs.



Hithout a iowering ot the actuat reasl wage, glaseical uneaploysent
would result {(if the real wage initially constrained eaployaent). The
marranted real rental rate ot tapitat also declines. Any pelicy,
including tighter incomes policy, that +aciiitates this transition tp a
lower real wage will help maintain eaplovanesnt.

The deterioration in the terms of trade cam pither raise or iower
the domestic generas price tevei at a ¢given exchange rate depending on
shether it takes the fore of an raerease in dollar :mpert prices or &
cut in dellar evport prices. Price level stabilisation calis rer an
exchange rate revaiuvation in the former and a devaluation in the latter
case, There s no clear case ftor any monetary policy response.

if the terms ot trade worsening 15 pretty confidently expected to
be long-iasting, the solicy response should be as swifl and as comepiete
{in teras oé the adjusterent to the new long run equilibrium} as is
conststent with a proper allewance tor costs oF adiustaant.

Hhen the terns ot trade change i1s in the opposite direction, the
policy prescriptions are reversed. For net energy 1mperters, the
decline 1n the real price pt energy calls for the foliowing policy
rasponses {all retative to what would have been done ptherwise).

1} - a fiscal reiaxation ispecifically a balanted budget :ncrease

in public zonsusption spending!,

2) = as ingrease in the warranted real wage, say throuch a

relaxatien ot real incomees policy, and in the warranted rea:

rental rate.

(23
1

a devaluation 14 the reiative price deciine ot energy
imports is a dollar price decline of imports, a revaluation 17
it takes the rore ot an i1ncrease 1n the doilar price of

exports.
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4} - no eonetary respoase
By ~ a swift and full response {subject to adjustment costs) under
11, 2, and ) if the oil price deciine 15 confidently
expected tp be permanent, a slower and partial response
otherwige,
For net snergy #xporters, 2}, 33, 4} and 5) are the saee, but 11
15 reversed.,

5b) Stabilization policy responses to a2 slowdown 1h the rate or

growth o+ export demand tor a deveroping courtry with some market power.

In the absence of any policy responrse in the develeping countriss,
& sivwdgwn in the rate ot growih ot export demsand tor their suebtput (say
because at indusirial country grotectionism 1n the GECE or because of a
recession 1n the industrial worid! constitwtes a fon€ractionary shoghk to
aggregate deaand., The equilibrium adjustment to such a shock would be a
transition imaintaining tull eapioyment of resaovurces) to less tavourabie
external terms ot trade and a shift in the composition ot produttion
away tron expeortables and towards 1aport-coapeting or non-traded goodes.
1+ the siowdown is perceived to be cyciical and therstore temporary,
totai absorption wouid, it ewxternail credit 35 available, dec:ipe by jess
than resl rncome and the current account would go into deficit.
Provided matching surpiuses are run during per:ipds ot above normal
growth ot export desand when the terms of trade have an exceptionally
high value, such cyclical deticits are nothing to worry about. 14 the
weak growth ot demand and the asseciated untavourable terms ot trade are
perceived as permanent, there would be no Justification for maistasining

private plus public consusption at its previous tevei.
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Hithout proper fiscai and monetary peiicy respenses, the actual
transition is likely to ke rather more paintui than the egquilibriue
transitien, bLabour and product markets do not ciear
instantaneousiy,tactor aobi1lity is limited and exgess capacity ang
uneapioynaent will tollow the deceieration ot esport demand growth,
Expansionary fiscal policy could provide the short tera demand stinmuius
required to maintain +ull eaployment, but uniess it were te take the
tore o+ a "balanced budget® expansien, it weuld add greatly to the
pressure on the current account. Expancionary manetary policy is raileg
ter, accompanied by a devaluatisn o¢ the nominal excharge rate and an
incomes policy aimed at transiating neminal exchange rate depreciation
1nto improvenents in real competitiveness.

S¢)  Stabilization policy recponses kg an i1ncreasa in interest

rates in the industrial worid

in the case whgre the increass 1n nom:inal interect rates s also an
increase in real interest rates, even ;he pquilibriun adjustaent to the
sncreased cost ot borrowiag wiil involve pasntul choices tor the
developing tountries that are net debtars. The onily exceptien ta that
rule would occur in the felscitpus but uniikely event ot an inCrease in
a1d and other cancessipnal resource transéers troe the industrial world
to the deveioping countries, which coapensates thea tully tor the
increase i1n their deht zervice costs, A% long as the marginal cost ot
external gebt i1c i1ncreased, there will be a reduction :n the optinal
appunt oF dedbt tor a borrowing country. The transition to this lowsr

tevel ot external indebtedness requires the debtor countries to run
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current aceount surpiuses, that i1s to effert a net transter ot resources
te the creditor countraes. First consider the case wherse the higher
interest rates are considersd to be a persanent teature of the extersal
economic envirpaesnt. At tull emapioyment, part of the reguired
reduction 1n absorption would cone troe the private settor leven nithout
any increase sh taxes), :f the increase in external real interest rates
is reflected in the cost and/or avsiiability ot dosestic credit.

Private 1nvestaent will fall and so will private :nnsuaatinn.lq

Attenpts to insuiate the dosestic etopoay rrom the giobal iacrease in
interest rates will serely postpone the 1sevitable adjustsent process
ant nay well esd up making it eore painiui than it need have been. 1n
the new high interest rate long-run equilibrivse, the capital intensity
e+ production mill be lawer than it would have been atherwise antg the
pquilibrium "warranted® real wage 1S lower atso.

Publir consuaption spending too should be cui, unless the aarginal
vaiuation of public consumption #xceeds that ot private consumpiion gver
the entire reievant range, which wouid indicate a serious misalliocatior
ot respurces 1a the 1nitiai egquilibrius, The increase 1o the ‘ereios
rates ot interest would put downward pressure pn the 2zchange -ate

ands/or 1adure a loss ot foreprgn exchange reserves,

e AL AR

EqFor the econnmy as a whole, both substitution and incoze pftects (ir
the case ot a net debtor) tavour saving. The private sector, however,
could e a net creditor even :t the private and public seectors cosoired
are a net debter. The statement in the text i1gnores this possibility.
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figain the trancition to the new egquilibriue with its lower externa:
debt burden and its lower capital intensity of production 1s umlikely to
be achieved at full emplioyment, tn the absence ot a well-designed
stabilization policy pazkaye. 4 the exchange tate is5 not persitted tno
weaken, the lower aggregate demand asspciated with the higher reai
interest rates will cause a recessien. (I am assuming that the
plipctive domestic cost and/or availability o# credit goes uvp in iine
with the external cost: 1f this :s not peraitted to happen, the
correction of the resulting current accouat defigit will eequire ather
contrattionary, absorption-redursing policy aeasures,} 1§ the exchanpe
rate 1% devatued lor peraitted te depreciate), 1f nominzl exchange rate
changes correspontg, at any rate in the sfert run, to rea} exchange rate
thamges and if "resl devaluations® have an expansionary effpct on
desand, then eaployaent and caparcity utilizat:on can he maintalned 1in
the tace of an increase in worid real interest rates, The devaiuation
miil 1eag to an upward shift 1o the path o4 the price iovel, but there
need be ne jang run inerease in bhe rate ot indlation.

To vonverse to the scstainabie long-run equil:braiue with its
reduced external debt, ite lower capitai-outpet and capitai-labour
ratios and its lower real wage, reguires on balance a3 fiscal contraction
along the adjustment path, a&s well as a pelicy for reducirg real
eparginal iabour tosts. Uniless non-wage labour costs ieaployers’ sacial
security contributions, other social premiuas paid by eaployers as a
tunction of their wage bilis, and rules and regulations lisiting

panageriai discretion in hiring, firing etc.} can be reduced, a cut an



real take-bose pay is inevitabie, Many ot the poiicies that lower
nan-wage iabour costs (but not ali, vide relaring esployment protection
legisiation) have adverse tansequences for the pubiic sector deficit.
This is especially unfortunate when the overall satance ot fiscal pelicy
shoutd be tavouring a reduction ot public secter fimancial deficits.
Incomes policy may well be an essential ingredient ot any attempt to
lower reai wages-acress the board.

1% the sncrease 1n worid real interest raftes 13 expected to be
temparary rather than permanent, there is of tause no ground ter
pursuing any long-run adjustment, and the sanagesent ot the shorf-run
prokleas shouid¢ also be simplified. Larger current aczount surpluses
ior smaller deficits) will have to he achieved temporarily in arder to
finance the temporary increase :n the real debt service burden
associated with the higher interest rates, A temporary tighten:ng ot
the fiscai stance is required, and the contractionary effects ot this
combined domestic fiscai trghtening and externa: interest rate increass
japly the need for a balancing devaiuation and mopetary expansion, Thas
will iead te a higher price 1evel and tnerefore & tesporary increase 1a
inflation, but ne increase 10 the long-run rate ot :nflation. The
expansionary effect ot the combined devaluation-senetary expansion will
erude over tise as the rising domestic price level restores the osrigrnal
real sxchange rate and real stock ot moapy balances.

5d4) HMonetary, fiscal, exchange rate ang incomes pajicy responses

to an increase in the worid rate ot inflation

For once the appropriate poiicy response 1s straighttorward, i

the 1nitial domestic rate ot 1nflation was optimal, there can be no
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reason for tollowing the rest ot the worid intp higher inflation by
maintaining the (proportional rate ot crawnl) of the pxphange rate, Tne
country sheuld reduce the rate ot crawi ot its exchange rate by the eare
amount as the ingrease in the worid rate oi anflation, thus saintaining
its original rate ot inflation. No turther amonetary or fiscal action it
reguired. Incomes policy too is redundant.

Sei Stabilization polity responces bo increased varjabilitv of

the egxternal parameters and to increased uncertainty

fhese kinds o+ shocks can he visyualized ac meanwpreserving
Increas=e in the total variance lincreased varianiiitvi ar an ke
phanticipated variance lincreaced entertaintyi g the parameters o+ the
externai enviranaent. Any operatipnal mpasurz 0% the e<ternal
snstability or uncectainty faced by a country probably i1nvoisec spasg
ippesibly puite compiex) +tunction pr the variances and cova-jahces C-
the satire set o+ external parameters. Furthermere, it may be
si1sieading to analvze externsi sources o 1astabilaty anp ancertainty <o
1eplation érpm the interna!, domestic spurcees.  FWitnout attempting such
s theoretically and empiricaliv ambitious undertaking, some interesiing
intormation car b2 galned tros 3 simple imspectios Cf the corretaticn
matriz pé s13 external parameters (the terss ot trade ot fow 1ncome
deveioging countries (low). the real nil price tcon) DECH real 8OF
growth {gyl, the short dotlar tnterest rate {RUSSH. the DEZD rate as
snfiation (pi) and the jevel st the U5 eifective exthange rate 85"
during the peried 15701983, This intsrmation is given in Tabie o.

Table 7 gives the correlation matrices tor teur of the externzl
parameters icen, gy, RUSS and pi) tor the subperipde 1946-1%73 and

1574-1983, as well as the:r means and variances,
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Tabies & and 7 show, not serprisingly, that evternas shotks gos't
come 1n isclatiop., (f e.n. it is fiscai policy in the DECD as a wheis
that s the spurce &f the disturbances to the developing countries
external envzrnnneni in 2 partizular period, then we would expect
declining 1nterest rates and declining grawth rates ot GECD GLF to po
tpgether (beth being the shori-ren conseguentes ot contractiorary viscal
peiicyl. If ODECD monetary policy were the sajor driving torce instead,
we would expect to see deciining interest rates asseciated
{conteaporaracusiy? with rising OECD GDP growth.

Table 7 shows the worsening o+ the external envireament or the
pil-isporting developing countries aiter 1973 in a summary rashion, The
mean oil praice shoots up and 1%s varrance 1NCreases dramaticailv. MHoen
growth ot real GDF 1n the DEED 15 scre than halved while i1ts variance
ihereases. Horid nossnai interest rates doublie ang the variapce or
1nterest rates triples. World 1nflation aore than doubles. The stress
positive coerreiation between DECD inflation and nomrnal intpreet rates
ot .84 in the early period tails to .97, The eariy positive correjation
between DECD growth and the real price ot pil lpresueably reflerting
demand efiecte) becoeses negative in the later perigd 2c negative oid
suppiy shocks doeinate. Benerally speaning. the torreiation patterns
differ draeaticaily.

Tables & and 7 only show meacures o+ total variabiiity rantscipated
pius unanticipatedi. A aechanical and imperéect amasure of uncertapnty
{which 15 iikety to overstate the €rue sxtent ot 1gnoranre becaucse

intormation other than past time serias observatisns on the variabies 1n
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question 1% n reality used to torm expectations o¢ thael can in
priascipie, given sufficient data, be obtained 4rom the centemporansous
varrtance-covariance satr:x ot the residuals tron a vector-autaregressive
representation ot the external eavironment varjabies. Lack pé¢ degrees
ot freedes preciudes suth an exercise at this stage,

From the point ot view ot a debtor country, given the variability
19 its terms ot trade, greater variabriity ot the i1nterest rates it
taces 15 not mecessarily a bad thing., I+ e.g. whenever the terms ot
trade move agarnst a dedbtor country, the interest rate on 1ts exte-nal
debt were sore likely to decline, the overall pesitian o+ th:s tountry
might weil be superior to that or a country experiencing a variable tlor
uncerkainl ilerms pt trade and a constant interest rate. Hegative
covartances hetween adverse externa: shocks gae provide something akin
to porttoiiec diversification and thus reduce the overall risiiness od 2
country s external erxpascre.
fonciusion

While muth ov the knowiedge concerning stabilization pelicy that
has been deveiroped i1n the context o4 the industrial world can he
transterred, mutatic mutandis to a mide range pt deveioping countries
{basically those with a nun-neqligible aodern indusirial dactori,
certain 1mpartant modificatians to the industriai coubtry paradign
deserve special attention. Rudismentary and/pr repressed tinancial
markets 1ead to credit rationing, Financiai crowding ocut on the demand
s1de and effective supplvy effects +rom fiscal ang financial policy are

tikely to toaplicate macroeconomic management.
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An :ssue worth eaphasizing 1s the distingction between twe kinds pt
devaluations, The #irst 18 a devaleation ot the axchange rate that
serely serves to speed up or tacilitate & real adjustnent which is
taking piace anyway. It 15 aimed at 2 eorrection which would. in the
absance of the devaluation, take place through an adjustsent of raminai
prices and wages. The second 15 a devaluation as 3 eeans tor correcting
a persistent and well-entrenched real disequiiibrium. The toraer wili
be successtul, but the benefits will be modest. The henefits trom
achieving the latter sight well be major, bt the polity wiil be
pnspceessiul upless it s backed up by other mpasures,

Hithout an effective reai ingoses policy or another spt gt [abour
sarket policies and/or 1ndustrial pelicies that change the balan¢e ot
power betwesn labour and iprivate or public} capital, 2 devaiuation o
the exchange rate is wnlikely to have any iasting netionai supply
effprts. As predeternmined nominar contracts cose up tar renewai, the
temporary effect on real wages ot any sncosplete indexing ot wages will
eropde.

With real wages and the real exchange rate unchanged, any
absorptisn-reducing eftfects ot a devaluatian have to cose through the
real balance effect or the *real credit effect”. In a reasonably
efficient financial systse with merket-ciearing interest rates and ather
asset returns, the real balance effect 1sn°t likely to tount tor such.
In a repressed financial system with credit rationing ang incoaplete
indexing o+ loans, the general price ievel increases assocrated with a

gavaluatien will reduce the real flow of credit. This will iower both



47

credit-constrained iorass ot spending (inventory accumulatian, fised
capttal forsation ete.) and credit-consirained terss ot aroductionr
{production relying heavity on working capitall. The possible
stagflationary consequences ot devaluations fand ef tight moneyl 1n &
financially repressed econoay cannct be 1gnared 1n Lhe design o
macroeconomif policy. LChanges 1n the severity and :ndeed in the
aechanise ot financtial crowding out under credit rattonring deserve ciopee
attention. BEBlinder {19851 has argued that these lessons appliy, 1+
gerhaps te & lesser degree, to the industrial countries as well.

One clear implication o+ any analysss ot policy design an a

&)

variable and uarertatn sconemic environment 1s that such variability 2n
sneertainty increase the smpertance 1) of controlied acecess te
internationat credit and capital markets by developing couatry
governments and private agents and 21 of DECD maCroeconDeic poiicles
conducive tg the ieast-restricted availability ot credit at low reai
intarest rates. Access to i1nternatipnal financiar markeis potentaaldiy
gnhanges & nation’'s capacity tor ssoopthing consumpiion over time by
sreaking the ciosed ecoanomy identity of absorptien and income. A ciosed
BCOROBY OF AN Gpen Econosy restricted to balanced trade ¢an use only
variations in domestic capital +armation to influence the tiee profide
ot totai nationai consumption, An ppen economy with accecss i
international tredit markets can vary hoth domestic capital ‘ermatson
and net toreign investment in pursuit ot that saee gbjective. This
extension o+ the nation s “interteapprai coasuszption possibility set”

would be tmportant even in 3 world without uncertainty if countriec are
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perturbed by predictable var:zations in the weather &r 1a other exogenpus
varsables. It is even more 3sportant when unctertsinty plays & majer
roie, because internationai credit and capitai parkets can provide de
tacts partia: iasurance agatnct incompieteiy corretated ratioaal
contingencies.

Restrictions on capital sphility and other iores o excharge
control are likely to be necessary 1a the second, third or nth hest
worid inhabited by mpst developing land develeped) couniries, 1f order
tp protect the domestic real sconemy ¢érpm the severe damage that a
sudden massive ihflux or outflow ot finangial capital can cause.
Finally, it :s the responsibility of the 1ndustrial tceountries to ersure
that the potential benefits tros access by deveioping countries to
international financial and goods markets are not thrown away or turaes
into actual losses through poiicies that result 1n persistently high
global real tnterest rates, sntavourable terms pr trade tor seveloping

countries and disappoiating growth ot thear export markets.
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