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PREFACE

For more than a decade now, most developing countries have been
subject to a succession of shocks emanating largely from changes in
the international economic environment. These shocks invariably
disrupted the working of their economies, forcing on them
relatively long periods of stabilization and adjustment to restore
equilibrium conditions. How can developing countries cope with
such situations? What are the policy options open to them? Until
recently these questions were sought to be addressed largely within
the framework of orthodox macroeconomics. This is reflected in the
stabilization packages advocated by the International Monetary
Fund for a large humber of developing countries in the recent past.
By and large these involved a set of austerity measures sweetened
with conditional balance of payments support under the auspices of
the international financial institutions. The degree to which this
standard approach was relevant or successful was the focus of a
WIDER research project involving a series of country studies.
More specifically, the research focused on whether aternative
policy packages could have been devised in particular country
situations which would contribute to desirable adjustment and
development goals, i.e, an improved balance of payments and
higher growth rates, at a lower socia cost than that incurred by the
country packages that were in fact negotiated.

The genera finding of the WIDER research studies was that
countries were hard hit by the shocks, but adjusted in different
ways, depending on their own local institutions, macroeconomic
structure, and relationships among major politica and social
groups. The wedth of country-based experience has clearly
established the need for a departure from the earlier perspective of a
standard approach to the design of stabilization and adjustment
programmes. The new ideas emerging out of the country studies
highlight the need to formulate these programmes in a manner
appropriate to the ingtitutional and structural characteristics of the
eocnomy in question.

Orthodox macroeconomics, as reflected in the approach of the
International Monetary Fund to stabilization problems, ran mainly
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in terms of attaining equilibrium within a narrow monetary
framework. In fact, this was defined as financial programming
towards the goa of stabilization. The WIDER country studies
provide ample evidence to suggest that there is no unified theory or
policy to facilitate solutions to problems of stabilization and
adjustment. A variety of policies involving a combination of
different approaches seems to have worked well, depending on the
peculiarities of country situations. What comes out clearly from the
WIDER country studies is the need to deal with each country
situation within the framework of its own specific economic and
social characteristics.

A unique feature of the WIDER stahilization studies is the fact
that most of the country authors are nationals, who have brought a
wealth of local knowledge and experience to an area of macroecono-
mics where the international discussion has for the most part been
dominated by economists proposing policy on the basis of ideas
popular in the developed world. The WIDER research findings in
this area have clearly established that current policy and practice
cannot be regarded as sacrosanct and needs to be modified if they
are to be relevant and effective in dedling with stabilization
problems in developing countries. In this context one should
welcome the widening debate on these issues and some of the recent
changes in policies advocated by the International Monetary Fund
in its recommendations for developing countries in Africa. WIDER
research will, | would hope, contribute to the evolving process of
identifying improved solutions to stabilization and adjustment
issues, without damaging the development process itself.

Lal Jayawardena
Director WIDER
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1

Economic Stahilization in the Third
World

Early this century, William James published the thoughts on religion
which suggested this essay’s theme. James was concerned to show
that diverse religious experiences all probe a common well of sub-
conscious spiritual strength. When one considers economic stabiliza-
tion in developing countries, an obverse generalization applies.
Stabilization packages share many eements in common, thanks to
the tenets of orthodox economics and the ministrations of the World
Bank and Internationa Monetary Fund which preside over the
ceremonies in most cases. But they give the most diverse results. The
task at hand is to explain why, and offer suggestions on the basis of
experiences with stabilization about how it can be done better.

Economies have to be stabilized when they are shocked.
Macroeconomic shocks in avalanche proportion hit developing
countries from the mid-1970s. From abroad, adverse movements in
the terms of trade, the debt and interest-rate crises at the turn of the
decade, and (in some cases) foreign exchange bonanzas destroyed
external balance. Interna dislocations—hyperinflations, financial
collapses, irresponsible policy teams, and natural disasters—added
to the ondaught. Unusually for economic cycles, the magnitude of
these events has not diminished over ten years.

Attempts at stabilization began worldwide, riveting policy to the
short run. Both the shocks themselves and the responses were
large—current account deficits exceeding ten per cent of GDP and
inflations measured in double digits per month led to packages
creating labour unemployment rates exceeding twenty per cent,
output losses of more than ten per cent, and complete restructur-
ings of local financial systems. Many countries are just emerging
from these episodes. It is high time to ask what factors made the
stabilizations work out as they did, and what mare’s nests they leave
for the future.
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Most stabilizations in developing countries are not carried out by
local authorities alone. For reasons discussed in Chapter 2 (mostly
having to do with access to externa resources), they work with
international agencies. The two most commonly involved are the
Bretton Woods institutions—the World Bank and especially the
International Monetary Fund. The Fund’'s pre-eminence in
stabilization reflects the division of labour set up for the institutions
when they were founded at the end of World War 1. However,
when ostensibly short-term problems extend over the years, the
borders of the Bank’s long-term growth jurisdiction begin to be
crossed. And at the same time, secular improvements in economic
performance presumably require actions here and now. Hence,
both agencies often have a hand in stabilization exercises, though
they are usualy better described as Fund/Bank rather than Bank/
Fund affairs.

Typicd IMF ‘stand-by’ arrangements with a country are
described in Chapter 5. They amount to a line of credit tied to a
macroeconomic programme set out in a Letter of Intent negotiated
between local authorities and the staff of the Fund. The credits and
policy guidelines go together under the name of ‘conditionality’ and
the country can draw upon the Fund's loan if it satisfies
‘performance criterid specified in the Letter of Intent. Occasion-
aly, the Bank is the contact agency for a programme with the Fund
monitoring its execution, but such formal variations do not affect
short-run conditionality’s content. Longer term programmes of the
form now becoming more common in sub-Saharan Africa enhance
the Bank’srole, as discussed in Chapter 5.

Programmes undertaken by the Bretton Woods agencies resem-
ble one another. To the first approximation, they are based upon the
‘orthodox’ approach to macroeconomics in the Third World. As we
will see in Chapter 4's stabilization vignettes, specific packages may
embody unorthodox elements. Some Fund/Bank staff members
(practitioners more often than theoreticians) are open to unconven-
tional actions and thoughts. However, the central tendency of the

! Even after one-year stand-by arrangements are negotiated, the Bank may soon
add its own longer-term policy conditions to the Fund’'s performance criterig;
commercial banks and donor agencies jump into the conditionality game as well.
Avramovic (1986) describes the problems for local policy-makers that al these
restrictions entail.
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agencies approach to short-term policy is clear, and clearly
reflected in practice. Since orthodox remedies are widely applied, it
makes sense to take a good look at how they work. Their weaknesses
and strengths are analyzed here at length; other approaches (some
tried in practice) are proposed to increase stabilization’s benefits
and reduce its costs. To trace orthodoxy’'s implications through,
one must combine economic theory with lessons from experience,
while trying to invent alternative policies as useful as possible for
practical ends. A few words are in order about the empirica and
analytical foundations of the ideasin this essay.

Country-level information comes mostly from 18 studies of
recent dstabilizations that were commissioned by the World
Ingtitute for Development Economics Research (WIDER), a
branch of the United Nations University with its seat in Helsinki.
The studies were co-ordinated by Gerry Helleiner and Lance
Taylor, and are available from WIDER and will be published in
due course. The countries covered are Mexico, Nicaragua,
Colombia, Peru, Chile, Argentina, and Brazil in Latin America;
Egypt, Sudan, Kenya, Tanzania, Ghana, and the Ivory Coast in
Africa; and Turkey, India, Sri Lanka, the Philippines, and South
Korea in Asia. All underwent one or more stabilizations over the
past decade or so, and the studies provide a rich source of
comparative evidence and analysis.

The papers are sensible and redlistic. most were written by
nationals and the rest by expatriates with substantia first-hand
experience in the countries concerned. The authors interpretations
of events are eclectic; they provide independent bases for assessing
how well mainstream approaches worked out. Their principa
finding is that past policies could have been designed to better
effect, and that programmes of the Fund/Bank type are optimal for
neither stabilization nor growth and income redistribution in the
Third World.

The WIDER authors arrive at these conclusions from theoretical
stances different from the Bank’s and Fund's. To varying degrees,
they use ‘structuralist’ macroeconomic theory whereas most staff
members of the agencies rely upon the ‘neoclassical’ and/or
‘monetarist’  formulations that have dominated North Atlantic
economic thought for the past thirty years. As discussed in Chapter
3, the two approaches have been visible in economics for a long
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time, interacting over three centuries of the history of thought.
Toye (1987) observes that in Latin America we are now witnessing
‘Round Two' of the most recent monetarist/structuralist clash over
inflation. Both sides learned something from Round One in the
1960s—monetarists that stabilization has to be validated by long-
term institutional changes, and structuraists that inflation has
causes besides supply rigidities and social conflict. The views of the
authors reflect this and earlier debates. they draw on the insights of
both camps.

One should not make too much of doctrina niceties when
decisions that affect hundreds of millions of people are at stake.
However, the theoretical presumptions of economists do mould
their policy suggestions. Someone who profoundly believes that
either ‘printing too much money’ or ‘irreconcilable social conflict’ is
the unique cause of inflation is unlikely to have his or her mind
changed by arguments or evidence to the contrary. Arguments can
always be rebutted. In macroeconomics especialy, epicycles can be
added to models to explain away inconvenient facts. For these
reasons it pays to be clear about the intellectual baggage behind any
particular stabilization scheme. Much of the discussion here is
devoted to spelling out the reasoning supporting different policy
moves, and how their effects will depend on the historical and
institutional conditions of the economy at hand. This is the essence
of a reasonable approach to stabilization and other economic
problems.

The argument is separated into four chapters. Chapter 2 takes up
the background for policies—the nature of internal and external
shocks, and political constraints. This last topic leads into a
discussion of the ‘social matrix’ within which stabilizations must
unfold.

Chapter 3 is devoted to macroeconomic dynamics and struc-
ture—the means by which overal demand-supply balance is
attained, price-cost relationships, factors affecting the balance of
payments and financial markets, and other market considerations
(black and grey). What seems an obvious point—that in thinking of
a national economy one must always bear in mind its institutional
relationships and the maor lines of causdlity in its economic
system—is emphasized in Chapter 3. In the jargon, plausible
models of different economies will have different rules for the
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determination of equilibrium, or ‘closures’. The chapter concludes
with a checklist of guidelines for selecting a model structure
appropriate to the economy at hand.

Chapter 4 summarizes the experiences of the 18 WIDER
countries, dividing them into five categories based on the analysis of
Chapter 3. economies subject to foreign exchange dearths or
bonanzas, those in which income distributions and/or ‘heterodox
shocks againgt inflation played an essential role in recent stabiliza
tions, and India and South Korea as somewhat special cases.
Approaches to stabilization appropriate to each category are
discussed.

Chapter 5 begins with 15 thesis-antithesis pairs that summarize
the results in Chapters 2 to 4; on the whole, the Bretton Woods
approach comes down on the market-oriented side of the contrasts.
Next comes a presentation of the usua IMF methodology for
stabilization (called ‘financial programming’), followed by con-
structive suggestions about how this standard operating procedure
can be modified to deal with important macroeconomic linkages
beyond its capability to address. Other perspectives on stabilization
are briefly summarized, and the chapter closes with considerations
about how dtabilization can be extended toward growth and
progressive income distribution in the medium run.






2

M acroeconomic Shocks and the Social
Matrix

There are at least five goals that the policy teams trying to steer all
economies share:

1 To maintain socialy acceptable levels of capacity utilization and
growth, especially in sectors and regions dominated by their
political base;

2. To keep inflation down to a rate tolerable in terms of the
country’s own history of price increases and social defences
against them—a ‘tolerable’ rate might range from something
pretty close to zero in India to 100 per cent per year in South
America s Southern Cone;

3. To dter national wealth and income distributions in line with
their regime’'s own ideological predilections and political con-
straints,

4. To maintain some degree of self-reliance in trade and external
financial relationships, in several dimensions to be elaborated as
we proceed;

5. To dtrive for the first four goals in an environment free from
undue economic shocks.

When shocks are so strong that the policy focus shifts amost
completely towards off-setting them, the economy may be said
to be going through a stabilization episode. Countries in the
Third World have been in such a situation for most of the past
decade.

Shocks can come from external events, internal mishaps, or both.
Descriptions of disturbances so severe that they have to be
stabilized are presented below. Externaly, they include worsening
of the foreign trade position (typically due to adverse world price
shifts or falling export volume), improvements in the trade position
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(a foreign bonanza), unfavourable shifts in service trade (interest
obligations up or foreign remittances down), and movements in the
capital account (inflows decline or are cut off). Problems originating
internally include capital flight on the part of national asset-holders,
a local financia crisis, unacceptably rapid inflation, and attempts to
change the medium-term policy course. In some cases stabiliza-
tion has been required to counter the errors of previous regimes:
excessively expansionary policy, reckless exchange rate manage-
ment, and precipitate trade or exchange liberalization were the
most common mistakes. Finaly, many countries in the Third
World have recently been hit by natural or man-made disasters
(harvest failures, wars) which disrupt the economy from the side
of supply.

As dready noted, when developing countries undertake stabiliza-
tion they do so in collaboration with the International Monetary
Fund and/or the World Bank. There are inducements and pressures
toward this course. Both ingtitutions tie disbursement of their own
lines of credit to an acceptable programme. They are generaly
thought to provide a ‘sea of approva’ which eases access to private
capital markets as well as official support in the form of increased
foreign aid, Paris Club debt reschedulings, and so on. The WIDER
studies show that the proffered foreign exchange does not always
arrive, but its promise ill acts as a strong incentive. So does
political and economic pressure which industrialized countries may
exert on the Fund' s potential clientele.

Governments may agree to Fund/Bank terms readily, or there
may be extended conflict and disagreement—the country studies
include examples of both sorts. Even without the presence of
external agents and their conditionalities, however, there are
common elements reappearing in stabilization attempts in rich and
poor countries for the past 150 years. They typicaly include five
sorts of policy changes:

1. 'Austerity’ in the sense that the public sector is expected to
contract its fiscal deficit (in real and even nominal terms), and
borrow less from the central bank. The means chosen typicaly
include cuts in state spending for public investment and social
service programmes, plus higher prices for products supplied by
public enterprises and increased taxes.
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2. Revision of the exchange rate, in most cases directed towards
weakening or devaluation. Appreciation is occasionally recom-
mended on anti-inflation grounds.

3. Monetary tightness, involving not only restrictions on credit to
the public sector, but aso reduced private credit limits, interest
rate increases, and similar manoeuvres as applicable in the
institutional context.

4, Policies aimed at improving economic performance in the
medium term. Since the Fund and Bank are market-oriented,
their suggestions usually include ‘liberalizing’ the system by
removing state interventions in domestic markets, lowering
trade barriers, and easing off on exchange controls. More
specific recommendations may include interest-rate increases
(consistent with tight money) aimed at raising saving, cuts in
the real wage, price incentives for exporters and/or food
producers, etc. Usualy though not aways, non-price supply
policies such as directed planning and public investment are
given short shift.

5. Income policies consistent with the manoeuvres just enumer-
ated are used to redirect specific payments flow—wage restraint,
revision of subsidy and transfer programmes, and stimuli for
import substitution or export promotion which favour certain
economic groups are frequently observed.

For most economies in the WIDER studies, IMF packages
included fiscal austerity, monetary tightness, currency devaluation,
liberalization in various forms, and wage restraint. Other policy
moves were added in specific contexts. As already noted, at times
additional international finance was released by a Letter of Intent
with the Fund, and at times not. But regardliess of capital inflow,
tracing through the direct effects of orthodox stabilization is a
matter of enormous practica concern. How policies might be
modified to make stabilization less painful is another major issue.
We take up both queries after reviewing the nature of shocks and
their effectsin more details.

2.1 Internal Shocks

Accelerating inflation is the prime internal trigger for stabilization
efforts. It also provides a touchstone to distinguish structuralist and
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orthodox/monetarist perceptions of macroeconomic shocks.

‘Over-expansion’ and ‘excess demand’ are potent words for
mainstream economists, and often the general public as well.
Monetarist stabilization is supposed to counter the inflationary
pressures that result from such forces. However, the economics
profession has never been unanimous in believing that the
fundamental cause of inflation is emitting too much money. As
Kindleberger (1985) observes, monetarists and structuralists with
opposing views on the matter trace lineages of at least 300 years. In
the monetarist camp appear the Cap party of small merchants in
Sweden late in the seventeenth century, the British Currency
School stemming from the work of Ricardo and Thornton, the
American Chicago School, and most staff members of the
International Monetary Fund. Structuralists include the big-
merchant Hat party that opposed the Caps, the British Banking
School, Keynesian economists generally, and the majority of the
country authors for the WIDER project.

Monetarist inflation theory is a demand and supply fable. It says
that the supply of money is determined independently of the rest
of the system, largely by government borrowing from the central
bank. Demand for money depends mainly on the price level, as
well as the interest rate, pace of economic activity, etc. In the
simplest monetarist story, these extra explanatory variables are
set aside. Equating demand to supply of money implies that
changes in the latter uniquely cause the price index to move—
it is the only variable left free to adjust when the money supply
varies. In the commodity-producing part of the economy, new
monetary emission is supposed to signal excess demand for
commodities, so that prices rise more or less proportionately to the
growth of money supply. On the financial side, creating money
raises ‘real balances (money supply divided by the overal price
index) above the level desired by wealth-holders. They try to
spend more, and the excess balances are liquidated by increasing
prices.

The level of output is typically assumed constant (or determined
solely from the supply side) in monetarist models. This hypothesis
and the demand-supply story just narrated are formalized in an
accounting relationship called the ‘equation of exchange'. It states
that money supply x velocity = price level x output. From this
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relationship it is easy to see that with output fixed, more money
must drive the price level up.! Sophisticated versions of the same
story are based on the notion of an ‘inflation tax’, and there are
balance of payments implications as well. These extensions are
taken up in Chapter 3.

Structuralist theory asserts that inflations result from two factors.
The first is distributional conflict, often signalled by relative price
shifts. The second is a set of rules for price formation that expands
the conflict into a cascade of price increases throughout the
system—a propagation mechanism. Both factors are woven tightly
into the ingtitutional fabric of the economy at hand, as are its
members’ tolerances for inflation.?

Conflicting distributional claims take several forms. Some socid
groups, for example workers under contracts with fixed money
wages, may be hurt by price increases resulting from shortages of
products subject to output (or import) limits. ‘Excess demands do
trigger inflations in such cases, though only in connection with
propagation mechanisms passing effects to other prices. Cascading
wages and agricultural product prices are a familiar case, as in Brazil
in 1986-87. Indeed, restricted agricultural supply as the prime
cause of inflation has long been emphasized in the writings of the
Latin American branch of the structuradists (for example, Noyola
Vasguez 1956). For the German hyperinflation of the 1920s, Franco
(1986) restates the structuraist line (espoused by conservative
politicians at the time) that the conflict was between workers
aspirations for a high real wage, and the low wage implicit in an
exchange rate weak enough to generate the trade surplus required to
pay World War | reparations. Elsewhere, jumps in non-traded
goods prices created by attempts to spend the proceeds of a foreign
exchange bonanza within a country have sparked inflationary
conflict. Mexico is arecent example.

Once their real income levels are hit by such prices changes,
organized groups try to protect themselves against general inflation

T Velocity' or the ratio of the value of output to the money supply is treated as an
institutionally determined constant in most IMF exercises. Empiricaly, its
purported stability may be a bit shaky—one WIDER author (Reginald Green) cals
it ‘a triumph of will over data’. Alternatively, velocity may be assumed to rise when
inflation is faster, as the public learns to use less money when its value is being eroded
more rapidly by faster price increases.

2 Canavese (1982) sets out several illustrative models.
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by raising ‘their own' prices. for example, workers strive for
increased nominal wages. The stage is set for a price spira as
‘indexation’ of price increases one to another appears. If indexation
becomes firmly enough established, the initial conflict may vanish
from notice as inflation turns ‘inertial’ with this period’'s average
price increase becoming an unbiased predictor (perhaps with high
variance) of the risein each of next period’s micro prices.

Structura inflation theory combines uneasily with the equation
of exchange. Structuralists are more willing than monetarists to let
output vary in their models: as we will see below, they delight in its
determination through distributional and income effects. However,
they still treat the level of activity as a variable determined by its
own devices. To satisfy the equation of exchange, which is ‘true’ in a
tautological sense, they ultimately have to let either the supply of
money or velocity be endogenous. If monetary and fiscal policy are
‘passive’, a public sector deficit and/or loose credit restraints in effect
ratify a continuous inflation by permitting the money supply to
increase apace. Within some range, velocity as usually measured may
rise as substitute means of payments (overdrafts, inter-firm debt,
foreign exchange) are used in place of the local money. Through one
channel or another, the equation retains its validity ex post.

Of course, the casua status of money can always be changed by
policy—tough enough austerity makes it pre-determined instead of
endogenous. One test of structuralist theory is to ask whether
attempts to dow inflation purely by tight money will be effective.
The WIDER studies show that such policies seem more often than
not to fail.> On the other side of the coin, ‘heterodox shock’
anti-inflationary packages directed solely at removing indexation
by state fiat fail if they ignore the first component of structura price
increases, i.e. underlying distributional conflict.

A considered judgement is that one or other of the two theories
applies better, depending on circumstances. As discussed below, a
predominance of price-clearing markets and absence of indexation
provide an institutional environment congenial to monetarism.
However, even under highly structuralist conditions as in Argen-
tina recently, non-expansionary policy may make heterodox shocks

3 A compilation of the successes and failures of attempts to reduce inflation by
monetary restraint in the WIDER sample of countries appears in Chapter 4.
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more likely to succeed. In any specific context, some blend of the
two approaches makes sense, since neither theory can clam to be
decisively correct.

Two fina points should be noted. First, public opinion may be
monetarist, for diverse reasons. The theory is easy to package and
sell, appeals to critics of an interfering government, and may be
massively propagandized by communications media representing
the financia point of view. As a consequence, structuralist
stabilizations such as the one in Argentina in 1985-86 may have to
be camouflaged as ‘ austere’.*

Second, inflation rates that create calls for stabilization vary
widely across countries, and depend on their class structures.
Habitual debtors like farmers and small businessmen favour
inflation; habitual creditors like bankers and rentier elements do
not. At times, net asset positions appear in surprising places. for
example, African export farmers are net creditors of the crop
marketing boards, and didlike inflation because it threatens the
boards aways precarious financial heath. Elsewhere, South
Korean middle classes opposed inflation more in the 1970s than in
the decade before when they gained from super-growth. In India,
the bourgeoisie has always been stoutly anti-inflationist while
most policy-makers assert that shielding the poor from price
increases is a mgjor part of their task—deeply-held beliefs (and
social positions) are obvioudy at stake. What is perceived as a
‘moderate’ rate of price increase depends on the economy’s own
history of inflation and the degree of indexation of its contracts and
returns on assets. The WIDER studies provide a wide range of
evidence on this topic.

Besides inflation, other internal events require stabilization.
One is financia chaos. In several country examples, a financia
crisis followed over-enthusiastic liberalization of banking regula-
tions and relaxation of exchange controls. Prudent state interven-
tion has long been recognized as essential to stabilize financial

4 One should note that the public can learn to be anti-monetarist as well. One of
the authors of the WIDER paper on Chile (Andres Solimano) observes that in his
country monetarist’. . . orthodoxy is identified with regressive income redistribu-
tion, permanent squeezes on real wages, debt indexation for medium and small size
domestic debtors, etc. Most of these policies are indeed very unpopular.’
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markets. When it is suddenly abolished, bubbles and Ponzi schemes
abound.”

Three examples illustrate the pattern. In newly deregulated
Turkey, small financiers jumped into niches opened in an
oligopolistic banking structure. The 17-year old ‘Banker Yalcin' set
up an office on loans, aimost equalled Ponzi in paying seven per cent
monthly interest on deposits, took new deposits to pay the interest,
and ran away to Syria before his scheme collapsed.

On a grander scale, Chilean groups with nicknames like Piranhas
and Crocodiles used banks in their control to set up conglomerates
of firms denationalized at knock-down prices by the government
after the 1973 Pinochet coup. In a high interest rate and low
investment economy, each group borrowed from its bank to bid up
its own companies shares in a stock market and real estate boom.
The bubble expanded for a time, inflated by capital inflows and
local saving which could not find an outlet in real capital formation.
In the final reckoning the government had to renationahze many of
the companies and refinance the banks when their bad loans could
no longer be concealed. Those with political clout—including
foreign lenders in the liberalized capital markets—received greatest
protection in both Turkey and Chile.

Third, the whole Philippine economy effectively played a Ponzi
game in 1983 after the Marcos regime had engaged in massive,
foreign-financed investment projects that failed. The nation
recurred to increasingly short-term, high-cost external debt to meet
the interest on prior borrowing that did not pay off.

Countries with internal financial tangles often have added
problems of capital flight. Argentina presented a classic case in the
late 1970s. A strongly market-oriented policy team pre-announced
a low rate of exchange depreciation, in an ‘active’ crawling peg
policy aimed at reducing inflationary expectations and containing
price increases directly through the ‘law of one price’ (described
more fully in the next section). At the same time the government

® Charles or Carlo Ponzi operated in Boston in 1920. According to Kindleberger
(1978) he promised to pay 50 per cent interest on 45-day deposits, to use in arbitrage
operations between depreciated foreign currencies and International Postal Union
coupons which could be exchanged for US stamps. He took in $7.9 million and held
only $61 worth of stamps when he was arrested. His ingenuity in using newly
borrowed money to pay his prior obligations did not exceed that of more recent
operators in developing countries, as the text describes.
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lifted capital controls. Inflation was structural and did not slow; the
consequence was increasing overvaluation. As the current account
deteriorated, fears of exchange depreciation spread, and wealth-
holders put their assets abroad through the porous market. They
were rewarded in the end by maxi-devaluation, but not before the
government had run up enormous external debts to finance both the
current account deficit and capital flight in the tens of billions of
dollars. Two policy mistakes—wilful overvaluation and removing
exchange controls—left completely avoidable debt and deflation
problems for subsequent economic teams to try to clean up.

Two more internal causes of stabilization are political breakdown
and unredlistic defence of the level of economic activity against
external shocks by demand creation. Examples of the latter include
Tanzania and Brazil. Tanzanian budgets underestimated the
foreign exchange losses induced by falling terms of trade and the Idi
Amin war for severa years in the early 1980s; as a consequence the
economy veered towards stagflation. Brazil followed a similar
course after interest rate and oil price increases in the late 1970s.
The errors—more visible with hindsight than beforehand—
involved excessive optimism on the external front. Measures aimed
at trade improvement could have been pursued sooner, although in
both countries rational policy choice was not helped by the
interminable conflict between local economists and teams sent by
the Fund and Bank.

Ghana extended an initial failure of stabilization in the early and
middle 1960s to national demoralization that lasted two decades.
The military governments in the middle of the 1970s could be said
not to have had operationa economic policies at al. A recent
reversal required the accession to power of a strong, reformist
regime.

In Ghana, as elsawhere, politicians fell back on expansionist and
distributive manoeuvres in trying to retain power. The story is
common enough before elections in any democracy, but gets taken
to extremes as persons in office sense that the old order is starting to
fail. Turkey and Sri Lanka in the 1970s provide examples, as
weakened governments lost control of much of the economy,
including the strings of the fiscal purse. In an inflationary twist,
wage increases far greater than recent price rises were alowed in
Argentina by a discredited military regime in 1983: they kicked off
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triple-digit annual inflation. Policy teams that inherit such econo-
mies must deal with the predictable consequences—inflations truly
set off by wage escalation or excess demands for non-tradables like
food and/or goods with high import content, as well as yawning
foreign exchange gaps. The Sandinista government in Nicaragua
faces similar problems, amplified from abroad. Politics does
impinge on economics, especially on the stabilization front.

Finally, natural or man-made disasters require stabilization,
especialy when they reduce availability of commodities (food,
export crops) in chronically short supply. A disaster may be
immediate, like an earthquake or an invasion, or stretch out over
time. Droughts or excessive rains over months and years figure in
recent economic history in many countries (especialy in sub-
Saharan Africa), causing inflation and output loss. Wars were
important in the WIDER sample only in Tanzania, Nicaragua, and
(to an extent) Argentina, but a glance at the map shows that they
matter elsewhere in the world. It often takes time for the enormity
of such events to sink in: the IMF as late as mid-1984 was blaming
Peruvian economic chaos on excessive deficit spending when the ‘El
Nino' ocean current inversion that began in December 1982 had
long since unleashed rains that flooded more than five per cent of
GDP away. If investment is cut back as a consequence of such
events, the internal shock can create echoes in the form of capacity
shortages that persist for years.

2.2 External Shocks

External payments on any account—merchandise trade, net
services, capital flows, or reserve changes—are not visible in the
goals of growth, stable prices, and income distribution mentioned
above. They just lurk behind the scene. The problem they create is
that domestic targets are unattainable unless the baance of
payments permits them to be met. How external factors can
destabilize the economy is the topic of this section. As background,
it is useful to begin with a description of the external conditions that
most developing countries confront.®

Their imports are mostly made up of intermediate products and
capital goods. Import substitution has been adopted worldwide as a

® For detail on external constraintsin poor countries, see Taylor (1987a).
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vehicle for development. It effectively replaces fina commodity
imports with domestic processing activity dependent on imported
raw material and intermediate inputs. Hence, keeping local capacity
in operation requires foreign exchange. There is a further twist on
the side of investment. Import substitution rarely extends to
machinery and equipment, yet these producers goods comprise
roughly half the value of gross fixed capital formation in al
economies. Imported commodities thus become doubly scarce.
Effective utilization of capacity depends on the intermediates;
future growth requires investment with a high import content.
When dollars are scarce, a poor economy faces a hard choice
between sacrificing current output or maintaining and building up
capital for growth.

On the side of exports, for reasons going far back into economic
history, speciaization in primary commodities is the rule in the
Third World. Most developing countries began as economic and/or
political colonies of central powers, and had primary product
speciaization forced upon them in the internationa division of
labour of the nineteenth century. Even after decades of indepen-
dence and pursuit of growth based on import substitution or export
promotion, only a few economies (the newly industrializing
countries, or NICs) have broken the historical mould. For the past
ten years, world prices for primary goods have declined and in the
mid-1980s were at a secular low. At the same time, export volumes
stagnate because of the slow growth of industry worldwide. The
consequence for the exporters is restricted capacity to import,
especialy painful in small nations open to trade. Many WIDER
studies—for sub-Saharan Africa, Sri Lanka, Nicaragua, Peru, and
Chile—emphasize this point.

Accounts on service and factor trade are in no better shape. For
major debtor countries in the WIDER sample such as Argentina,
Brazil, South Korea, and Mexico (and also for smaller economies
whose debt/GDP ratios are equally great), high rea interest rates
since the late 1970s have multiplied current burdens for repayment;
nominal rates have risen while the externa terms of trade (the
appropriate deflator) show negative growth. Poorer borrowers have
been handicapped by the rea decline in foreign aid inflows over the
same period. Countries with emigrant labour forces have seen their
real remittances drop.
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Finally, these observations together suggest that trade in poor
countries is ‘non-competitive’ in nature. Products imported are not
produced at home, while major primary exports will have miniscule
domestic markets. The implication is that many domestic products
will not face direct competition from identical or similar foreign
goods. Trade theory’s ‘law of one price’ asserts that internal prices
should tend towards world prices (times the exchange rate and
taking into account trade barriers) in an open economy. But this
equalization cannot occur if foreign and national goods do not freely
compete. In terms of the workings of the law, most commodities in
developing countries are effectively non-traded and subject to
internal price-determination rules.

The external problem for most developing countries is restricted
access to foreign exchange, for all the reasons just given. The lack of
dollars leads to ‘external strangulation’, in a graphic phrase
suggested by the United Nations Economic Commission for Latin
America long ago. Strangulation forces output growth to lag and
investment projects to be cut short because of unavailable imported
inputs. Inflation may be kicked off as internal prices rise because of
commodity shortages which cannot be offset by purchases from
abroad. Import quotas and exchange controls may be stepped up,
leading to the proliferation of grey or black markets and paralel
transactions. Foreign resource constraints set the stage for stabili-
zations aimed at improving the balance of payments on al its
constituent accounts.

Foreign exchange shortages are the most common cause of
stabilizations in the Third World, especialy in the recent period.
However, gluts can create problems as well. They can arise from
unexpected favourable shifts in export prices (coffee in Colombia
and elsewhere) or new discoveries of exploitable resources (oil in
Mexico in 1976). Without extreme counter-measures, part of a
nation's increased foreign income will be channelled towards
purchases of domestically produced goods, perhaps via increases in
the money supply as rising central bank reserves prompt domestic
credit creation. Prices of commodities which are in short supply and
not easily tradable will rise. A structural inflation may be a
consequence, as discussed above. A further problem is that with
easy access to foreign exchange, policy-makers are in no hurry to
devalue (itself an inflationary move) so that the exchange rate
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appreciates in real terms. Traditional export industries shut down,
imports flood in, and the state itself may run an over-exhuberant
monetary and fiscal policy—internal demand pressures are high
while external diversification and self-reliance erode. With an
appreciated currency, capital flight becomes appealing (and easy, if
there are no exchange controls as in Mexico in the late 1970s). The
flight may precipitate a payments crisis. The road is longer, but an
initial excess supply of dollars can lead to many of the same
problems as a shortage—especialy if the bonanza peters out. Major
debtors, recipients of the fruits of commodity booms like Colombia
and Mexico, and beneficiaries of emigrant remittances and/or
substantial foreign-aid flows like the Philippines and Egypt are all
casesin point.’

As with inflation, economic doctrine provides no sure guide for
dealing with external crises. Orthodoxy falls back on the powers of
the price system to induce improvement by resource substitution.
The postulated line of causality overlaps with the monetarist theory
of inflation, and involves several steps. It begins with the premiss
that austerity (reduced fiscal spending, tight credit, etc.) will lower
aggregate demand. If output is fixed or determined from the supply
side, then less demand should lead the overall price level to fal.
However, one must distinguish between prices of non-traded and
traded goods. If the law of one price applies, then traded goods
prices will be determined from the world market; hence, austerity
will lead only the prices of non-traded commodities to decline.
Rising relative prices of tradables are the result. The shift should
direct resources towards tradables, stimulating import substitution
and export growth and improving the current account. Devaluation
will help the process along, perhaps at some inflationary cost (it
drives up prices of traded goods). Along with interest-rate
increases, devaluation will also make holding domestic assets more
attractive, reversing capital flight.

This story is self-consistent. Its problem is that it violates an

" Problems associated with foreign bonanzas are discussed sporadically by
mainstream economists. There has been a recent upsurge in interest, under the
rubric of the ‘Dutch disease’ (named after the consequences of major natural gas
discoveries in the Netherlands). Corden (1984) gives a useful survey, without quite
capturing the drama associated with such episodes in the Third World. Dutch
disease problems are discussed further in Section 3.1.
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ancient rule of thumb in applied economics. one should give
minimal credence to arguments involving several steps, since each
one of the linkages can easily be broken along the way. We have
already observed that the law of one price is not enforced for most
goods produced in a typical developing country; the assumption of
fixed output also rarely applies. What usually happens under a
demand-reduction programme is that the price mechanism is short-
circuited. The cutback in real purchases makes production fall,
cutting import needs directly. If, as al the WIDER studies
emphasize, capital formation declines with austerity, then lower
capital goods imports aso help external balance. Exports of
manufactures or primary products which are also wage-goods (for
example, rice in Thailand or beef in Argentina) may go up as
domestic absorption declines, but such responses are obviously
country-specific. Primary product exports typically need more
stimulus than just relative price shifts. Time and resource inputs
such as investment programmes and/or marketing subsidies are
required.

Price changes and demand contraction may not help non-
commodity external balances either. Net service payments and
capital flows have their own dynamics, dependent on expectations
about growth and stability in the national economy which orthodox
stabilization may not assure. Indeed, by holding down domestic
investment, austerity may make repatriation of foreign incomes
unattractive, as seems to be the case in Sudan.

The conclusion—argued more fully below—is that recovery
from an external shock is a complex and painful process, irreducible
to simple changes in relative prices. To understand the details, we
will look at stabilization theory more fully in Chapter 3.

2.3 Political Considerations and the Social Matrix

Politics impinges on stabilization at al levels. The Bretton Woods
agencies and external creditors themselves have a vivid political
presence in developing countries. Their conditionalities may be
diverted by local actors to their own ends. In one case (discussed in
Chapter 4), the Marcos regime in the Philippines managed through
financial ingenuity to transform IMF austerity into a vehicle for
financing election campaigns. Elsewhere, Bretton Woods staff
members have been at the focus of national debates on economic
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policy—Tanzania and Brazil are recent cases in point. Effectively,
the agencies cannot avoid being caught up in politics: their
technocratic teflon political coatings easily scratch away. Contro-
versial policies they recommend—cutting food subsidies, major
exchange-rate revisions, incomes policies which affect socialy
important groups—do not reduce their public exposure.

Strictly among citizens, we have aready seen how political
conflict can set off dynamic economic processes that ultimately need
to be stahbilized. Excessive expansion may be the last resort of a
teetering regime; balance of payments problems or domestic
inflation often result. Inflation can also be touched off by attempts at
income redistribution that strain the socia fabric. Once stabiliza-
tion programmes are underway, their fate depends on the degree of
political consensus or clout that the government can muster.
Programmes meeting with some success in the WIDER sample—
Turkey, Sri Lanka, Ghana, Argentina, Korea—occurred under
regimes exercising effective repression or commanding substantial
public support. Success in a stabilization exercise can of course add
immensely to the prestige of a government, and aid it in other
endeavours. The other side of the coin is that stabilization entails
economic costs that must be borne by some or all social groups.
This means that a government must draw (at times heavily) on its
political resources to put a programme through. Unwillingness by
politicians to act in the face of this fact means that stabilizations may
be postponed or implemented inadequately, leaving worse econ-
omic problems for the future. Stabilization failures—in Ghana and
the Philippines in the 1970s and the recent heterodox shock in
Brazil among others—emphasize this point.

The WIDER studies approach these political issues via a ‘social
matrix’ comprising political relevant groups, the major economic
variables which affect them, and those variables over which they
have some control. A few examples help illustrate the components
of the matrix as identified in the country papers, and the economic
roles they play.

The papers for Brazil, Egypt, India, and Sri Lanka suggest that
concern for the economic position of ‘the poor’ may constrain policy
decisions, though the poor themselves have no access to the levers of
power. In Sri Lanka the deleterious effects of removing subsidies
for rice consumption have been debated for years. The discussion
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helped prolong the life of the programme through the late 1970s. In
Egypt the memory of food riots in January 1977 kept bread
subsidies in force through to the time of this writing ten years later.
The macroeconomic theory of Indian policy-makers as revealed in
their pronouncements is monetarist; they restrain aggregate
demand for fear of inflation. But they do so claiming that rising
prices will undermine the fragile economic position of the poor
through forced saving processes as discussed in Chapter 3. Findly,
in Brazil at the turn of the 1980s a departing military regime
restrained its economics ministers from policies that could worsen
the country’s aready highly unequal income distribution. The
generals apparently feared that distributional tension would make a
backlash against participants in garrison rule more likely.

Certain groups of workers and/or agriculturalists may bear the
brunt of stabilization efforts in specific countries and times.
Recently in the Ivory Coast, non-Ivorian African workers lost jobs
and suffered wage cuts induced by contractionary policy; in Sri
Lanka workers on agricultural estates suffered from food price
increases and the replacement of the rice subsidy by food stamps not
indexed to inflation. Peasants and urban workers in Turkey were
harmed respectively by reductions in crop support prices and
incomplete wage indexation; rentiers and commercia capitalists
benefited not only from these relative price changes but also from an
export boom stemming from reduced domestic absorption of
industrial products coupled with favourable foreign market condi-
tions. There was a wage crunch in the 1960s but not the 1980s in
Brazil, and in Mexico and Kenya recently but not a decade or two
ago.

Profit recipients may also feel fluctuations in their income flows.
Turkish export middlemen, for example, benefited from trade
subsidies while peasant producers did not. In Kenya, both large
plantation-owners and peasants producing tea and coffee gained
income from similar programmes. Oligopolistic industridists in
Colombia may have been doubly harmed by contractionary
stabilization as their mark-ups declined pro-cyclically; there appear
to be counter-cyclical mark-up dynamicsin Brazil.

Asset positions change in response to both valuations and
returns. Devaluation was a widely-anticipated gift to those
Argentines and Mexicans who engaged in capital flight. Debtors in



ECONOMIC SHOCKS AND THE SOCIAL MATRIX 23

dollars—the state and private firms—lost from the exchange-rate
jump. High interest rates under monetarist stabilization imperil cash
flows of firms dependent on bank finance for working capital needs. a
wave of bankruptcies may follow. At the same time, changes in
inflation rates impinge upon the asset positions of debtors and
creditors in well-known ways. All these wealth effects may be
sizeable under successful reductions of inflation. Their feedbacks
into macro equilibrium are hard to foretell, and make economic
management during the stabilization period a difficult art.

These examples suggest that different economic groups will be
affected differentialy by numerous factors: changes in relevant
commodity prices, whether from market developments or state
intervention; movements in the volume of output and its composi-
tion; asset revaluations and shifting rates of return. Each group
wields stronger or weaker defences against adversity. Workers may
or may not be able to achieve full indexation of their money wages or
food-stamp allotments against inflation. Recently, Indian agricul-
turalists have been able to move the terms of trade in their favour by
political influence over the regulatory process, and Tanzanians
through parallel transactions as the government tried to force prices
well below market-clearing levels. In other circumstances—Turkey
and Sri Lanka—the state may hold considerable sway over the
terms of trade. Inflation may force rentiers to accept negative real
rates of return for at least a time. The balances of power aways
change, but strongly limit the actions a would-be stabilizer can take.

The moral is that getting into and out of economic stabilizations
are not processes independent of major groups in the country, their
political role, and insertion in the economic system. On the whole,
professional economists deal uneasily with these issues, and often
carry through their analyses of economic classes and their political
roles ineptly. But such factors have been vital to the successes and
failures of many stabilizations. The WIDER studies amply
document this point, as we will see further in the descriptions of
past stabilization attempts appearing in Chapter 4. In the future,
one could aso think of stabilizations ‘with a human face’, which
would at least maintain the income and welfare positions of the poor
and vulnerable groups in the society. This possibility, which can
only be realized on the basis of a serious class analysis, is taken up in
Chapter 5.






3
Stabilization Theory

Idedlly, one ought to be able to teach macroeconomics at the
university in the morning, advise the Minister on how to apply
macroeconomics in the afternoon, and write scholarly papers on
macroeconomics at night, al the while practising the same craft.
Such coherence does not characterize the work of most eco-
nomists—Ilecture tropes, policy tricks, and (worst of all) theoretical
prestidigitation do not blend easily in one mind. None the less, a
macroeconomics for all seasons is a goal worth striving for. Its
theoretical structure should be direct, easy to grasp, but still capable
of dealing with al the complications that real economies present.
Older macro-models embodied these precepts, more recent efforts
conspicuously do not. In this chapter a rather old-fashioned theory
based on stabilization experience in developing countries is set out,
aimed at providing analysis of the past and prognosis for the future
that students, ministers, and scholars can al use. In the interests of
accessihility, the arguments are al in prose. Those with a taste for
graphs and Greek letters can find the same materia trandated into
algebrain Taylor (1983, 1987h).

The WIDER studies show that stabilizations are not all alike.
They have different proximate and distant causes, unfold in diverse
contexts of economic structure, institutions, and politics; and do
not succeed to the same degree. Despite these contrasts, however,
programmes do function in a macroeconomic environment that is
broadly similar across market economies. Supplies and demands for
nationally produced goods somehow come into equilibrium; the
foreign balance of payments is also cleared. Prices decompose into
components of cost; financiad markets influence the rest of the
economy, meanwhile adjusting themselves according to numerous

1 A thought due to Roberto Frenkel, co-author of the paper on Argentina for the
WIDER projects.
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local rules. Aggregate supply-demand balance, price-cost relation-
ships, external accounts, and financial markets intertwine in
stabilization, in ways that differ across time and place. Lines of
macroeconomic causality (or model ‘closures’) run differently in
accordance with relevant aggregations of sectors, periods, and
economic classes, not to mention a country’s politics, ingtitutions,
and recent history.?

To sort out these linkages in this chapter, we first take up
aggregate demand and supply conditions, perhaps the aspect of the
economy most directly affected by the class differences summarized
in each study’s social matrix. We then discuss (in successive
sections) price-cost relationships, balance of payments consider-
ations, financial markets, and paralée transactions. Many macro
‘effects’ relevant to developing economies are pointed out along the
way. They are summarized in the lengthy Table 1 which concludes
the chapter in Section 3.6.

3.1 Demand-Supply Balance

The initial abstraction is a one-sector economy. Interactions
between purely macro adjustment and income redistribution are
often critical to the success of stabilization attempts, and are the
first topic discussed. Generalizations to more sectors are considered
next, and the section closes with a review of under-publicized
macro linkages that the WIDER studies uncovered.

Most macroeconomic discourse revolves around the national
income and product accounts. Paralel to the recognition in the
accounts that economic activities both generate incomes and supply
goods, macro models must include rules for the determination of

2 The concept of ‘closure’ is slightly mystical, but is best illustrated by a difficulty
that one encounters in school algebra. If there are more equations than variables in a
problem, then usually one or more equations must be dropped to avoid an over-
determined system. The reduced set of equations will be ‘closed” mathematicaly,
but the nature of its solution will obviously depend on which equations are left in or
out. Sen (1963), Taylor (1983), Marglin (1985), and many others have observed that
macroeconomic models tend to be over-determined in this sense—there are more
‘reasonable’ restrictions to be imposed on the system than there are variables to
adjust. Debates about macro closure boil down to arguments about which equations
might be dropped or what additional variables thrown in to give an algebraicaly
consistent model. Mysticism enters by way of the beliefs about the nature of
economics that different schools reveal through the equations and variables they
select.
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payments flows and the alocation of output. Aggregate supply in
different specifications may be assumed fixed, somewhat elastic to
price increases, or completely determined by demand. Supply
conditions will be influenced by price and non-price policy
interventions, as well as factors such as climate and the presence or
absence of hostilities within a country or with its neighbours.

Output as augmented by imports which compete more or less
directly with domestic products has several uses. It is distributed
among intermediate sales, private and public consumption, invest-
ment (partly undertaken by the state), inventory changes, and
exports. Production inputs include labour and intermediates, with a
substantial proportion of the latter non-competitively imported in
most developing economies. In a first approximation to be extended
later, domestic income (essentialy total value-added or GDP) is
split into two primary flows—to wages and mark-ups or margins.
The first question is how aggregate demand and supply are brought
into equality. Two classic mechanisms (or model closures) show up
worldwide—output variations and movements in the income
distribution.?

Adjustment via output change follows a familiar path. If
autonomous purchases or demand ‘injections  (investment,
exports, or government current spending) rise, economic activity
immediately runs faster because of higher demand. More produc-
tion means that income flows go up. After ‘leakages of imports and
saving, the extra income generates consumer demand for national
products. The added consumption cascades into a new, higher
output equilibrium through the multiplier process. Austerity in the
form of reduced state purchases or tight monetary policy reverses
the sequence, forcing output to fall.

This mode of adjustment is well-known, and emphasized in the
country studies. They also point out that an orthodox price-
mediated shift from non-tradable to tradable goods production
induced by austerity (see below and Section 2.2) does not occur.
Nor need output be stimulated by wage-cutting—Keynes's béte

% The two adjustment modes trace a long way back in the literature. They are
juxtaposed neatly in the work of Keynes. The Treatise on Money (1930) emphasizes
distributional shifts. Five years later, the General Theory brought output adjustment
to the eyes of the world. Amadeo (1986) maps the transition and contrasts Keynes's
analysis with the ‘ stagnationist’ approach of Michal Kalecki discussed below.
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noire from the 1930s that keeps trying to creep into the Third
World. The reasons why these orthodox policies do not often work
are best understood in light of macro adjustment via shifts in
distribution, the topic we take up next.

Distributional changes may permit macroeconomic equilibrium
to be attained when output is fixed (or highly inelastic to changes in
the price/cost ratio) in the short run. The upper bound on
production could come from a shortage of capital or capacity in
specific sectors (think of food as an example to be elaborated below),
a foreign exchange constraint, or even full employment of labour.
Price changes are central to the adjustment process, but they act not
by inducing neoclassical substitutions of cheap commodities for
dear but rather by modifying the income distribution to crowd out
certain components of demand. The process works, if there are
differing marginal propensities to save from different income flows
in the system. In the discussion that follows, we follow convention
in assuming that the saving rate from wage income is lower than that
from mark-ups. In practice that is not the only differential at work.
Saving propensities from government income, corporate earnings,
the trade deficit, and other household receipts such as those of
farmers are not equal, and real shifts in incomes flowing to al these
groups play arolein the attainment of macro equilibrium.*

Suppose that demand injections rise, or supply contracts. One
would naturally expect prices to go up. Under the production cost
structure outlined above, higher prices must reflect into higher
costs for labour and intermediate inputs, or higher mark-ups. If
wages are not fully indexed to the price level, mark-ups will increase
relative to wage payments and take up the dlack. The income
distribution shifts against labour, so the economy-wide share of
saving in national income goes up. Household purchases decline to
meet the autonomous spending jump, and excess commodity
demand is inflated away.

Macro adjustment via ‘forced saving' (or ‘automatic lacking' in
the English economist Dennis Robertson’s phrase) due to higher
exogenous demand or adverse supply shocks shows up in severa

“ Price changes also influence real wealth positions of different groups within the
economy. They may modify their saving propensities as a consequence, giving rise to
‘real balance’ or ‘inflation tax’ responses which are discussed in Section 3.4. These
wedth effects often (but not always) act in the same direction as the income-
distribution changes discussed in the text.
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country studies, where the movements in real purchasing power are
mediated by changes in state-controlled as well as market-clearing
prices. The cases of Turkey and Sri Lanka (with increased demand
injections from exports and investment in irrigation works respec-
tively) have aready been mentioned. Forced saving can aso kick off
structural inflation, examples of which are given below.

In principle, austerity can make forced saving work in reverse. If
a reduced demand injection does not directly force a decrease in
output, it will be met by less rapidly rising mark-ups and a shift in
the income distribution towards labour. In practice, such responses
are more likely to follow an improvement in supply conditions,
which may lead to slower inflation and progressive redistribution.
In one important case, extra foreign exchange may release an
import bottleneck, permitting domestic production to increase. To
allow consumer spending to absorb the extra output, the overall
saving propensity must decline. That is, margins must fal. A
scenario along these lines helps explain part of the success of recent
forex-intensive Bank/Fund programmes in sub-Saharan Africa (see
the descriptions of experiences in Ghana and Tanzania in Chapter
4). A decade earlier, increased import capacity from an export boom
in Tanzania in 197578 alowed cost-of-living inflation to fall from
50 per cent annually to the 10-15 per cent range within a few
quarters.

The difference between the two adjustment mechanisms boils
down to whether output or distribution responds to macroecono-
mic shocks. A little bit of both is what usually happens in practice,
but it is useful to keep the distinction for analytical purposes. An
obvious question when output adjusts is what will be the system-
wide effects of exogenous distributional changes, taking into
account feedbacks into demand. The answers help illustrate
different perceptions of adjustment, and shed light on how the
economy responds to ‘income policies such as wage-cutting.

The shock we consider is a decrease in the mark-up rate, arranged
for example by social contract, wage indexation at rates exceeding
100 per cent of past inflation, price controls, or a liberal import
policy. The income distribution would shift towards labour and
stimulate consumption, pointing towards higher overal demand.
However, as emphasized by Rowthorn (1982) and Dutt (1984)
following an analytical tradition dating to Kalecki and before, the
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final outcome depends on additional factors® For example, if a
consumer-led expansion stimulates private capital formation in
accelerator fashion, the economy may end up with higher capacity
utilization (assuming that output is not aready at capacity,
employment, or foreign exchange limits) and faster growth. This
scenario is traditionally called ‘stagnationist’, since redistribution
activates an otherwise stagnant system. It can happen through
channels besides the one just discussed, especialy when more
sectors than one are being considered (see below).

The other possibility is that reduced mark-ups or higher rea
wages make output fall, for example because of sticky investment
and/or the drag on demand implicit in the higher relative price for
imported intermediates that a lower mark-up entails. Higher profits
or real wage cuts will then stimulate production in an ‘exhilara-
tionist’ response. Orthodox policy proposals are often exhilaration-
ist, athough they down-play the significance of distributional
change.® Their microeconomic foundation is substitution of labour
for capital or intermediates when real wages decline. The substitu-
tion response leads to higher labour-output ratios, export expan-
sion (because national products become cheaper in world markets),
and more jobs. In the orthodox view, unemployment is ‘classical’
(in Keynes's use of the term) because labour costs too much.

The sign of the effect on output of changing real wages is a matter
of practical interest. The WIDER country authors to a large extent
view their economies as behaving in anti-classical, stagnationist
fashion. In Kenya, Turkey, Brazil, Mexico, Argentina, Chile, and
elsewhere lower wages or higher margins are said to make output
fall from the side of demand. A partial offset (discussed in more
detail below) may come from increased exports as domestic
producers frustrated by weak local markets search for sales abroad.
But typically, extra exports plus any substitution responses which
may occur are not large enough to restore the overal level of

®Kalecki (1971) collects most of his papers on the topic at hand. Dutt and
Rowthorn more directly follow Steindl (1951) in emphasizing accelerator effects in
investment demand.

® The reason is that when output is fixed and neoclassical marginal productivity
rules for demand for production inputs apply economy-wide, there is no room in a
general equilibrium model for either exogenous distributional shifts or an
independent demand injection creating forced saving. Kaldor (1955) emphasizes this
aspect of over-determination—or closure—of the neoclassical system.
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activity. Wage-cutting and other regressive policies often feature in
orthodox stahilization packages. In a stagnationist economy they
can lead to deep depression. Mexico, with its highly orthodox
policies since 1982, provides a striking case. After four years of
austerity and wage-cutting, an exhilarationist macroeconomic
adjustment remains to be observed.

An obverse problem arises with progressive redistribution. If
pushed too far, such a policy can drive demand up to output and/or
inflation ceiling(s): as discussed in Section 2.3, the problem is most
acute in politically weak, populist regimes. As an economy passes
from the output to the forced saving adjustment mode, attempts at
redistribution become self-defeating. Instead of making output
rise, they can make the income distribution worse. The problem is
the so-called ‘paradox of thrift’, which applies under forced saving.
The usual somewhat fanciful illustration involves profit recipients
who are assumed to provide the bulk of nationa saving. If one fine
day they suddenly choose to consume a higher share of their
income, then prices will rise to ration overall demand. With wages
not fully indexed to the price increase, the income distribution will
shift in the rentiers’ favour to let them supply the saving required by
a fixed level of demand injections. The paradox is that less thrift on
the part of the profit recipients causes both their consumption and
income to go up.

A more practical application involves the effects of attempts at
income redistribution. When forced saving rules, the scenario for
the poor runs against them. Attempts at distribution towards low
savers will reduce the overal saving supply ex ante. Ex post,
redistribution will be thwarted by contrary price shifts as savings
requirements will be met. For example, unless supply is increased
(perhaps by imports), higher food subsidies will drive up the food
price more than proportionately to limit demand, offsetting their
intended effect.’

The mora is that if output adjusts to meet demand in
stagnationist fashion, stabilization programmes are not incompat-
ible with modestly progressive income redistribution. However,
the rules change when economic activity nears the upper bounds

" The more than proportionate response occurs because the extra subsidies are
equivalent to a fiscal injection, adding to overall aggregate demand which must be
limited by forced saving.



32 STABILIZATION THEORY

imposed by available productive capacity or foreign exchange. The
paradox of thrift goes some way towards explaining the failures of
stabilization-cam- redistribution in Chile under Allende in the early
1970s, in Argentina when progressive redistribution in 1973-75 fed
into inflation and crisis by 1976, and in Brazil with the failure of a
wage-price freeze coupled with redistribution in 1986.

The next step is to extend the analysis to economies with more
than one sector. But before going on it makes sense to summarize
the discussion to this point. In terms of their adjustments to
perturbations, one can distinguish between macroeconomic models
which rely on substitution effects (mainly neoclassical in spirit and
formulation) and those built around income changes (mainly
proposed by structuralists). The former are likely to generate
exhilarationist responses, the latter stagnationist, in the termin-
ology defined above. Structural models further can be built around
changes in the level or distribution of income. Some shocks, for
example austerity when there is excess capacity, mainly affect
income levels. Others, for example an attempt at progressive
redistribution at full capacity, aimost exclusively influence income
shares. A third class of macro changes may affect output and
distribution simultaneously. We will see in the next section, for
example, that devaluation may provoke recession by forcing
regressive shifts in the income distribution. To repeat a theme
stressed throughout this essay, the practical relevance of these
different models depends on the conditions at hand. Neither
neoclassical nor structural linkages universally apply.

Turning to models with more than one sector, the first point to
observe is that such disaggregations are set up by practitioners on
the basis of their perceptions of key ingtitutional differences
between parts of the economy. In developing countries, sectors
with different production structures and/or relationships to foreign
trade are often separated for further analysis. Three two-sector
models are briefly described here, one based on the distinction
between agriculture and industry and two emphasizing the
different macroeconomic roles of effectively traded and non-traded
goods. All show up in the WIDER country studies.?

8 Another common distinction is between sectors producing capital and consumer
goods. This bresk-down is more relevant to the andysis of medium-run growth than
stabilization, and is not taken up here.
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In a macro model with several sectors, output and forced saving
adjustment processes can interact in complex fashion. One or more
sectors may reach equilibrium through changes in quantities
(output or occasionally exports or imports of nationally produced or
very similar commodities), and others by movements in prices. Our
first example is based on the observation that markets for foods and
staples often clear through price changes, or would do so in the
absence of active state intervention. In the jargon, such sectors are
characterized by ‘flex-prices’. In practice, flex-price movements are
usualy regulated by the state via support schemes, food subsidies,
variable levies on external trade, and so on. The reason is that both
demand and supply elasticities for staples are low, making extreme
fluctuations in their uncontrolled prices inevitable. Farmers and
food consumers are politically sensitive groups. most governments
dread offending either and opt for trying to hold prices steady for
both. But the interventions only soften and do not overcome
intrinsic market instability. They can also prove very expensive, as
food subsidies recently amounting to tens of per cents of fiscal
outlay in Sri Lankaand Egypt illustrate.

By contrast to staples, industrial products often have adminis-
tered or mark-up prices. We arrive at a ‘fix/flex’ classification of
price adjustment used in most of the country studies, with
agricultural prices varying and industrial prices stable (though in
war-torn  Nicaragua and dollar-starved Tanzania traditionally
marked-up prices for urban and industrial goods turned increas-
ingly flex). On the quantity side, agricultura output is fixed in the
short run while industrial output is determined by demand. We
have a mixture of our two one-sector adjustment mechanisms.®

Several observations about how this model (and by extension, a
real economy) works can be made immediately. Any demand
injection will bid up both food prices and non-food output.
Therefore the agricultural terms-of-trade will be positively related
to the level of economic activity. By cutting real wages, higher food
prices can trigger a structural inflation if the appropriate propaga
tion mechanisms are present, as discussed in Section 2.1

° The two-sector model sketched in the text keeps being reinvented; representa-
tive presentations include Kalecki (1965), Kaldor (1976), Okun (1981), Taylor
(1983), and Sylos-Labini (1984). The fix-price/flex-price terminology is due to
Hicks (1965).
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The terms-of-trade aso figure in a distributional question that
has been around at least since the early nineteenth century when
Malthus and Ricardo debated the effects of repealing the British
Corn Laws. Will higher food prices cause demand for industrial
products to rise or fal? In a three-sector extension of the model,
what about better prices for export crops?

The answers depend on a balance of forces. Richer food-
producing farmers will certainly buy more goods, but at the same
time urban-dwellers rea incomes decline with rising food prices.
They may cut their industrial purchases sharply back, especialy if
demand for agricultural commodities is highly income-inelastic (as
Engel’s Law suggests). Malthus, a defender of landlord interests,
argued that a positive industrial response to higher agricultural
prices was likely. National spending patterns seem to verify his
prediction in contemporary Sri Lanka and India; when export crop
receipts are taken into consideration, the same observation applies
to Tanzania as well. A negative aggregate demand response to
higher food prices may be the rule in Turkey, Argentina, Colombia,
and Nicaragua. However, foreign exchange restrictions also have to
be taken into account. Better export prices may ease externa
strangulation in Nicaragua and elsewhere; higher food prices cut
import requirements by stimulating supply and offsetting stagfla-
tion in Tanzania in 1975-78 and very recently in Peru. All these
examples suggest that intersectoral distributional relationships in
developing countries can have significant macroeconomic effects.
They can make orthodox policies aimed at getting agricultural
prices higher or ‘right’ politically very difficult to implement.

Another fix/flex system involves tradable and non-tradable
goods, with the distinction resulting from transport costs and trade
policy. Some importables may have their supplies fixed by quotas,
for example, and as a consequence have freely varying internal
prices. Privileged importers with access to the quotas reap a margin
between the border price (world price x exchange rate) and the
internal price of the goods under the quota. Will alowing more
imports into the economy stimulate or retard aggregate demand via
distributional shifts? The question has recently been studied
theoretically,’® and figures in the WIDER papers. The answer, at

PFor example, by Barbone (1985) and Ocampo (19874).
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least recently in Mexico and Colombia, is that liberalizing import
gquotas makes the internal level of activity decline. An effective
guota system in Kenya may have contributed to keeping output in
that externally shocked economy up. Further questions revolve
around the effects of devaluation when there are quotas, and are
taken up in Section 3.2.

The third price/quantity story hinges on the flexibility of prices
of non-traded goods as aggregate demand changes, say from a
foreign exchange bonanza. The adjustment scenario sketched in
Section 2.2 is based on upward pressure against non-traded prices
(including wages when labour markets are tight) under an attack of
Dutch disease. It is relevant for Egypt and Mexico in the 1970s. In
the opposite direction, relatively faling non-tradable prices (and
wages) under austerity augmented by incomes policies and
devaluation show up in severa countries, including Mexico in the
1980s, Kenya, Chile, and Turkey. Only in Turkey was depreciation
of the ‘real’ exchange rate (denned as the ratio of traded to non-
traded goods prices) associated with much of a trade response. It is
argued below that the Turkish export boom owed more to prior
industrial investment and favourable external market conditions
than to relative price shifts.

A fina topic under the heading of macro adjustment is the
relationship among components of total commodity production or
demand (which could be further linked with distributional changes
and supply shocks). Six important linkages are brought out in the
country papers.

First, demand patterns may shift unexpectedly, especialy under
big movements in the inflation rate or when foreign debt and capital
flight are substantial. Severa examples involve devaluation. The
increase in the local value of externally held assets that devaluation
causes may stimulate consumer purchasers (as in Mexico in recent
years). On the other hand, firms with dollar liabilities will see their
balance sheets deteriorate abruptly; unless bailed out by state
intervention, they may be driven into bankruptcy with strong
recessionary consequences.”’ Tracing through such effects can be
complex. The situation is made even more obscure by the presence

™ Fisher (1933) proposed a ‘debt-deflation’ theory of depressions aong such lines.
As discussed in Chapter 4, such balance-sheet collapses have threatened from time to
time in South Korea, but have been offset by massive state-backed credit injections.
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of the state. If it is responsible for paying external debt (the usual
case), devaluation increases the local currency value of its foreign
obligations. Tax increases to meet the government's nominally
greater interest and amortization bill would make rea output
contract. On the other hand, if the government borrows from the
central bank to meet the local counterpart of its dollar obligations,
its action increases base money in the same quantity as foreign
outflow cuts it back by reducing reserves. To a first approximation,
local state borrowing to meet external obligations is neutral in
monetary (and aggregate demand) terms. Similar effects are caused
by changes in the inflation rate, as discussed in Section 3.4. In
practice, forecasting the direction in which demand propensities
will move under a maor stabilization is next to impossible, since
they respond to so many forces. Art in policy design is essentia at
this point.

The second demand connection is between public and private
investment. Does capital formation by the central government or
public enterprises crowd private investment in or out? Orthodoxy
postulates crowding-out under unchanging monetary policy. The
government borrows to finance its projects, absorbing credit and
bidding up interest rates. As a consequence private investment falls.
The WIDER authors recognize this financial effect, but uniformly
stress another on the real side of the system. There appear to be
strong complementarities between public and private capital
formation in the mixed economies that most developing countries
have evolved, so that government projects (ideally of good quality)
stimulate entrepreneurs. When this linkage operates, austerity-
imposed cuts in public investment will be doubly contractionary
because they will make private capital spending fall as well. In the
recent period, the effect seems especially strong in the lvory Coast,
Egypt, Turkey, Mexico, Argentina, and (on the up side) Brazil.

The third example involves domestic demand (‘absorption’ in the
jargon) and exports. In some economies there appears to be a
greater vent for surplus sales abroad if internal purchases of the
relevant commodities are held down. This absorption/export trade-
off shows up in two contexts. One is in middle-income countries
which have broken away from specidization in primary commodity
exports (internal demand for which is often small and stable) and
have a manufacturing base in place. Examples among the WIDER



STABILIZATION THEORY 37

countries include Turkey, Mexico, Argentina, Brazil, and Korea.
There may also be a trade-off if a country predominately exports its
‘wage good —historical examples are Argentine beef and Thai
rice—or if export and food crops are close technical substitutes in
production. In either case, there is a potential conflict between
output growth and trade improvement—a difficult dilemma to
resolve.

Fourth, production substitution between export crops and food
has implications for price policy, an important form of state
intervention. If the relative export-crop/food-crop price is
increased in an attempt to generate foreign exchange, then domestic
food supply may drop off. The consequent inflation makes avoiding
overvaluation to sustain exports al the more difficult. This
compositional problem (like the one taken up next) became chronic
in small, poor developing economies when primary commodity
prices broke downwards around 1976.

Fifth, in an externaly strangled economy a contradiction
between capital formation and economic activity arises when both
investment and output require imported goods. To an extent,
investment pressure on scarce foreign exchange (directly, and
indirectly through intermediate imports) can be ‘resolved’ by
forced saving. But either through that price mechanism or via state
control, increased capital formation necessarily crowds out domes-
tic production when the foreign constraint binds.™

Finally, there is much to be said for fiscal prudence. The public
deficit should be kept low enough to avoid driving the economy
against output limits and bringing in forced saving or the inflation
tax mode of macroeconomic adjustment discussed in Section 3.4
below. However, tax revenue losses and spending increases may be
imposed upon the state for diverse reasons. The more common
include political instability, the need to offset externa shocks or
supply losses from natural disasters, foreign payment obligations
(discussed above and in Section 3.3), and financial outlays such as
bail-outs of the banking system after a collapse or monetary

2 Typical import contents in the sub-Saharan African context might be 60 per
cent for investment and 20 per cent for the rest of GDP, with an overall average of 30
per cent. Under such conditions, an increase in current output sharply cuts back on
capacity formation. See Green and Kadhani (1986) for such calculations as applied to
Zimbabwe.
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indexation involving interest payments on state debt (Section 3.4).
At the same time, upper bounds on output may shift down, from
disasters (again), insufficient investment in the immediate past,
or a dearth of foreign exchange. Fiscal imbalance is an aspect of
many shocks that has to be stabilized. It is not often the
primary destabilizing factor, despite orthodox assertions to the
contrary.™

3.2 Price—Cost Relationships

Considering distributional effects on aggregate demand has already
led us into the maze of feedbacks between prices and costs. In this
section, we take up further linkages emphasized in the WIDER
papers. The catalogue is not complete on a world scale, but keeping
even price-cost relationships applicable to developing countries in
order will be a page-consuming task. We begin with a general
discussion of price formation rules, going on to take up mark-up
rates, wage dynamics, costs of imported inputs (plus controversial
guestions about the effects of devaluation), working capital costs,
pricing of nationally produced intermediate inputs (often provided
by public enterprises), and indirect taxes.

At the outset, a central question about pricing centres around
model closure or causdlity. Is a sector’'s price level determined by
independent production input prices? Or does it vary on its own,
thereby determining some component of cost? Mark-up pricing,
where the price level = mark-up rate x prime cost, is an example of
the first sort of relationship.* Sectors in which a flexible market
price moves up or down to bring demand and supply into balance
represent the second. Price per unit output decomposes into costs—
wages, purchases of intermediate inputs, interest on working
capital, and operating surpluses. In flex-price sectors, one or more

3 sachs (1987) vigorously presents the orthodox case against fiscal imprudence
and reliance on the inflation tax. He does not consider shifts in the income
distribution and forced saving, the income flow counterparts of the real wealth stock
changes underlying changes in saving propensities induced by inflation. In practice,
both flow and stock variations are likely to be of policy concern.

% ‘Prime cost’ here means the cost of short-run variable inputs per unit of output.
There is a huge literature devoted to microeconomic justifications for mark-up
pricing rules, which represents too much of a diversion to be pursued here. Kalecki
(1971) and Sylos-Labini (1984) contain the basic insights.
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of these components must accommodate when output prices vary.
We take up the possibilities seriatim, and then move on to mark-up
pricing.

As we have already noted, the classic flex-prices are for primary
commodities—exports in the world market and foodstuffs within
the national economy. Diverse income flows respond to their
fluctuations. With farms typically run by families, for example, it is
hard to separate their returns to capital and labour costs. An upward
swing in farm prices of staple goods adds to ‘farm income' after
costs of hired-in labour, intermediates, and finance are deducted.
Traders add an element of cost between the farm and consumer
food prices, and their margins may rise and fal substantially as
supply conditions change (especially in sub-Saharan Africa). At
times, some such element of cost may suffer from a downward price
swing. Wages of non-lvorian migrant workers in the Ivory Coast
could be an example. Analogous buffers appear elsewhere in the
economy. Public enterprise prices may be regulated, with the state's
profit income absorbing changes. In services, incomes of family
enterprises and some of their workers go up and down. The point is
that when prices are free to move, a residual element (or elements)
in the producers input accounts must have its level endogenously
determined.

When we leave flex-price markets it becomes straightforward to
think in terms of mark-up pricing (or, for the neoclassicaly
inclined, cost functions). Final prices are set by input costs for
labour and intermediates, along with the mark-up. Six theories
about how margins are determined show up in the WIDER
papers.

First, the price level may be set by the money supply, as in the
equation of exchange discussed in Section 2.1. How monetarists
square this theory with the decomposition of price into costs is
never quite clear. One approach is to deny the existence of pure
profits in full employment perfect competition, and to assume that
all nominal prices rise proportionately in response to an increase in
the money supply. Less mystically (or more redistically), pro-
ducers incomes may be the adjusting variable, obeying the rule
mark-up rate = price level/prime cost. This equation leaves no
room for cost-push elements in inflation. Given the money supply,
higher costs (including, but not solely, wages) just reduce margins.
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This can be taken as an extreme monetarist position, stated but not
endorsed in the WIDER studies.”

The second option is to suppose that the mark-up rate depends
directly on the money supply, so that the price level is affected by
both monetary conditions and costs. This is the theory in the papers
on the Ivory Coast, Tanzania, and Sri Lanka. Rapid growth in
money is said to signal a strong injection of demand from the fiscal
deficit, and fina commodity prices respond. Presumably other
forms of demand injection (higher private investment, say) would
give the same result, so that macro adjustment occurs along flex-
price, forced-saving lines. The implicit limits on output come from
scarce foreign exchange and/or basic food commodities.

Third, other papers take a less roundabout approach, postulating
that the mark-up (or its rate of change) in industrial sectors depends
directly on the level of economic activity. In Colombia, the level of
the mark-up appears to vary pro-cyclicaly; perhaps it moves
weakly against the cycle in Brazil. Both reactions show up in price
equations estimated around the world, along with a more common
result that mark-up rates stay essentially stable (the case in the
WIDER papers for Argentina, Mexico, and elsewhere).

Fourth, mark-ups may rise in response to specific bottle necks.
Examples are low food supply (bringing us back towards flex-price
stories), an inelastic supply of home goods in a foreign exchange
glut, or unavailable essential imports in a foreign exchange dearth.
This last shortfall lay behind the accelerations of inflation in several
countries after dollar shortages arose in the late 1970s.

Fifth, foreign competition may affect interna prices, for example
making mark-ups decline in response to import liberalization. This
effect is orthodox, a modest but practical manifestation of the law of
one price discussed in Section 2.2. It is accorded varying degrees of

 The strictly inverse trade-off between the real wage and the profit rate implicit
in our interpretation of monetarists models is not unique to them. In the realm of
economic theory it recurs in full employment neoclassical stories, Marxist
formulations which assert that a higher wage (due, perhaps, to depletion of the
reserve army) holds down profits and retards accumulation, and Sraffa’s (1960)
critique of neoclassical theory. The contrast with the stagnationist model discussed
above—where both the wage bill and the profit rate can rise in an economic
expansion—is striking, and shows up in alegedly practica pronouncements from
members of the various schools. In a stylized model for Mexico, Gibson, Lustig, and
Taylor (1986) present numerical simulations to illustrate the point.
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empirical support in the country papers (perhaps the most in
Tanzania and Peru). A degree of recession for domestic producers
may accompany the inflation slow-down.

Sixth, as already noted, the mark-up rate may remain relatively
stable, but subject to shocks from any of the factors mentioned
above or other political or economic events. With a constant mark-
up, the rate of price inflation in the relevant sectors decomposes into
a weighted average of rates of inflation of wages, intermediate input
costs (which in turn break down largely into costs of inputs from
public enterprises and imported goods with internal prices affected
by the exchange rate and world market conditions), interest rate
increases which make working capital more expensive to finance,
and changes in indirect tax rates. When flex-price variations are
added to the equation with appropriate weights, one has an
explanation of the overal inflation rate. This is a structuralist
formulation, exemplified in WIDER papers for countries (especi-
aly in Latin America) where there is a long history of entrenched
inflation. Structuralism directs attention to the forces determining
the growth rates of costs, the topic we take up next.

The major element is the wage bill. When indexed, wages are
usualy tied to past inflation, a magnitude known to all. Structura
lists argue that backward-looking indexation is rational under
inflation. All economic actors can agree upon it, avoiding unplea
sant surprises and reducing transactions costs. Forward-looking
indexation has been tried occasionally, for example in Brazil in the
late 1960s and Mexico in the 1980s, but tends to break down
because governments and/or the Fund rarely resist the temptation
to underestimate future inflation. Official economic projections
look rosy and public sector rea outlays—projected in normal
terms—are held down, but workers protest about the real wage
losses created by nominal increases based upon an understated
price inflation rate.

When there is indexation, an upward jump in prices, by causing
the real wage to fall, can lead to wage increases which are passed
along into further price increases through the mark-up, and so on.
Such a sequence represents a classical structural inflation: the initial
price shock can of course be caused by a number of factors. The
inflation will be faster as the ‘pass-through’ of lagged price increases
into wage increases approaches (or exceeds) 100 per cent, and the
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readjustment period shortens. Under three-digit annual inflation
upward wage revisions may occur quarterly, or even more often.
Such wage-indexation rules (plus analagous treatment of the
exchange rate in a ‘crawling peg' tied to past inflation) make the
overall rate of price increase highly sensitive to upward shocks. In
orthodox  stabilizations, reduced  pass-through  proportions,
stretched-out indexation periods, or both, often appear. They
produce a fall in real wages. If the economy behaves in stagnationist
fashion on a downswing, aggregate demand and the level of activity
will also fall. ‘Heterodox shocks as applied in Latin America in the
1980s try to evade these problems by de-indexing the economy at a
stroke. This approach is discussed more fully in Section 3.4 below.

Factors besides past inflation obviously affect wage dynamics.
Extreme recession, by enlarging reserve armies, can make labour
less aggressive. When successful, monetarist stabilizations slow
inflation from the side of costs by creating unemployment through
austerity. Genuinely accepted or highly repressive regimes may
achieve better control over wages than unpopular or merely nasty
ones. But under politically and economically ‘normal’ circum-
stances, a downward jump in the real wage from unanticipated
inflation is likely to lead to labour cost pressure. One common cause
isamajor or maxi-devaluation, the topic we take up next.

Intermediate imports comprise a large proportion of prime cost
in developing countries, nearly as much as labour on a national basis
when domestic intermediates are netted out.® Devauation in-
creases import costs, which under mark-up rules soon pass into
higher prices. This inflationary effect is emphasized in amost al the
country studies. The resulting cuts in the real wage and aggregate
demand are aso frequently mentioned. In the jargon, they make
devaluation contractionary.

There are additional linkages leading to the same result.
Depreciation when there is an existing trade deficit gives with one
hand by increasing export revenues, but takes more with the other
in terms of higher import costs. There is an overall national income
loss in local currency terms; hence contraction. Exchange rate

*® Typical proportions of wages and intermediate import costs to GDP might be
30-50 and 2040 per cent respectively in a small, open, developing economy. The
wage ratio is lower than in industrialized economies because a large share of value-
added accrues to independent proprietors like peasants and traders.
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changes also act as an element of fisca policy. Devauation
increases nominal tariff receipts, which may comprise a large share
of total tax revenues. In agro-exporting economies, overseas sales
often go through marketing boards which buy from farmers
internaly and turn around to sell their crops abroad. With such a
set-up, devaluation increases local currency export receipts in the
hands of the marketing boards. Unless the extra revenue is passed
along to government spending Ministries or producer households
with high marginal propensities to consume, it is not injected into
the system and economic activity thereby declines. In view of
these linkages, the contemporary consensus in the WIDER (and
other developing country) macro studies is that devaluation causes
short-run  stagflation—inflation and output contraction at the
sametime.”

When it is present, contractionary devaluation has important
policy implications. Analysis of potential trade-offs helps illustrate
the issues involved. Suppose the goa is to improve externa balance
while maintaining a constant level of capacity utilization by some
combination of devaluation and austerity. Both depreciation and a
reduced demand injection increase the trade surplus. If devaluation
is expansionary, its effect on output will be offset by demand
reduction. Hence austerity and depreciation can be combined. On
the other hand, if devaluation is contractionary it has to be put
together with expansionary policy to keep activity constant.
Orthodox stabilizations usualy include both depreciation and
austerity. When devaluation is contractionary, orthodox packages
are wide open to the common accusation that they embody
macroeconomic ‘overkill’.

Forces counteracting contraction should be mentioned. First,
there are the wealth effects brought up in Section 3.1, which may
increase consumer or public sector demand.

Second, price-induced import substitution and export growth
due to higher traded goods prices make devaluation less contrac-

¥ Contractionary impacts of devauation are an old theme in the structuralist
tradition. Diaz-Alejandro (1963) pointed out the real wage effect, which works in the
same way as forced saving. Hirschman (1949) was the first to note that contraction is
likely with a pre-existing trade deficit. Cooper (1971) discusses the political economy
of devaluation. Krugman and Taylor (1978) pull much of this literature together,
and mention thefiscal effects discussed in the text.
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tionary (or perhaps expansionary) with a lag.® But while these
volume changes are unfolding, real depreciation from a maxi-
devaluation is likely to be eroding from structural inflation as
workers seek to recover pre-devaluation levels of real wages. Which
effect will win the race is by no means certain. In Colombia in the
1950s and 1960s there were three-year cycles beginning with a
maxi, then an export push, rea appreciation and export stagnation,
and a maxi again. The policy response in that country was the
invention of the ‘crawling peg’ where the nominal exchange rate is
depreciated at the domestic inflation rate (less world inflation) to
hold the real exchange rate constant. Mexico went through an old-
fashioned Colombian episode in 1983-85. Rea appreciation under
structural inflation occurred when its crawl was slowed for fear of
‘excessive’ monetary expansion due to a reserve build-up as the
balance of payments improved. Ancient policy mistakes have a way
of repeating themselves.

A third observation is that arguments in support of contraction-
ary devaluation make most sense when the level of activity is
determined from the demand side. If output is strictly constrained
by available import capacity, then any move that generates foreign
exchange is likely to bring an output increase together with slower
inflation as forced saving eases off. Devaluation will not reduce
import coefficients by much in the short run, but it could generate a
modest export response (say an elasticity of 0.25 or so over the first
year, increasing thereafter). Even that would help the level of
activity by admitting more intermediate imports into the system.

Fourth and finaly, the importance of contractionary and
expansionary effcts depends on policy and institutions. For
example, in Nigeria (not one of the WIDER countries) two-fifths of
revenues from oil exports are mandated to state and local
governments by the constitution. Since the propensity to consume
of these entities can safely be assumed to be one, devaluation by
increasing local currency oil receipts gives a strong expansionary
kick.™

B These responses are caled ‘Jcurves in the literature, after the (vague)
resemblance between the letter J and a plot of foreign currency export revenues
against time. Revenues drop at the point of devaluation, because the same volume of
local exports costs less abroad, and then gradually increase as volume rises in

response to lower prices.
® For details in a model simulation, see Taylor, Yurukoglu, and Chaudhry (1986).
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Similar scenarios occur in agro-export economies. Suppose that
the exchange rate is held constant with an ongoing inflation. To
maintain real returns for export-crop producers at a remunerative
level, the marketing boards will have to bid up interna prices by
running losses. If these are covered by higher taxes, recession
becomes likely. Inflation causes real appreciation here, but the
feedback through the marketing boards makes the situation worse.
Going the other way, sterilization of incremental receipts by
marketing boards under devaluation can create contraction, as we
have seen. The implication is that the boards cannot operate
independently of exchange rate decisions, which is an important
institutional constraint. In practice one has to be clear about both
economic and institutional reactions before making strong state-
ments about the likely effects of devaluation. A fortiori this
observation applies to the wusual orthodox presumption that
currency depreciation creates conditions for non-inflationary
output growth.

Considering the inflationary effects of devaluation specifically, a
recently popular counter-argument bears discussion. It rests on
import quotas, universaly acknowledged to be widespread. In the
flex-priceffix-price model discussed in Section 3.1, firms holding
rights to quotas can make a profit by buying cheap at the border, and
then reselling their imports in a tight domestic market. In principle,
devaluation should just eat into these ‘quota rents’, not creating cost
pressure.® The consequent claim (made most forcibly for African
economies) is that exchange depreciation will not drive the price
level up.

The problem with this line of reasoning is that it does not go far
enough. Suppose devaluation works the way it is supposed to,
rapidly stimulating exports and adding to overall demand. If there
are rising supply curves in the economy, the outcome would be
higher prices aong the lines of mark-up theories one to four
discussed above. Such an outcome would be more likely in so far as
savings rates from quota rents are high—the reduction in rents from

% We unrealistically ignore the possibility that quota-rentiers might have enough
market power to pass increased costs from devaluation along to internal prices. To
the extent that this phenomenon occurs (as it seems to do in some WIDER
countries), macro responses will more closely approximate the model of contraction
discussed previoudly in the text.
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devaluation would not cut demand by much. On the basis of fairly
orthodox reasoning of this sort, smple algebraic models show that
devaluation will only be price-deflationary if it is output-contrac-
tionary as well (Taylor 1987b). One has to eat the contraction
frosting along with the anti-inflation cake.

A third component of cost is for working capital. Typically,
credit from the banking system to the ‘enterprise’ sector (including
both private and public productive firms) amounts to a quarter of
GDP and perhaps haf of that goes to finance working capital.
Under fast inflation with loan interest rates approaching three-digit
percentage levels per year, the share of nominal costs made up of
interest payments will be in the range of 10-20 per cent of GDP.
Firms will be strongly tempted to pass interest rate increases along
into prices. The upshot can be stagflation. Restrictive monetary
policy is almost always contractionary because it cuts back demand.
It can also be inflationary when working capital is an important
element of cost. The effect is well-known? It is said to be
empirically important in the papers for Tanzania, the lvory Coast,
Argentina (apparently it was stronger in the late 1970s than later),
South Korea, and Brazil.

Another big component of costs comprises nationally produced
or processed intermediates, which can be understood properly only
when inter-industry linkages among sectors are taken into account.
Many of the relevant producers are publically owned in developing
countries, and the effects of changes in public enterprise pricing
policy become macroeconomically important.

One example in Egypt and elsewhere is petroleum products made
and sold nationally at less than world market cost (at least prior to
1986!). Raising internal energy prices resembles devaluation. Cost
structures shift upwards in user industries, possibly leading to an
overall price increase and contraction (Choucri and Lahiri 1984).
At the same time, the energy-saving substitution that higher oil
prices are supposed to promote may be slow or require massive
investment to reshape existing technologies towards lower energy

2 In the North Atlantic literature, it is called after Wright Patman, a famous
easy-money Congressman from Texas. Latins ascribe the effect to Cavallo (1977),
although it was noted two decades before by Galbraith (1957) and Streeten and
Balogh (1957). Morley (1971) presents an early empirical discussion from Brazil.
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use. The same general considerations apply to other price revisions
aimed at inducing greater economic efficiency.

Further complications arise. If price revisions make domestic
production costs go up, devaluation may be required to restore
external competitiveness. From a monetarist perspective, raising
prices charged by public firms should increase their operating
surpluses and shrink fiscal subsidies, thereby reducing state
borrowing from the central bank. The gain from lower inflation due
to less money creation has to be offset against the cost pressure that
higher public sector prices create. The net result is not obvious, and
has been debated in India and elsewhere in recent years.??

The conclusion is that the macroeconomic implications of state
enterprise management can be important in some contexts, and
have to be carefully considered. This observation should not be
construed as an argument for capricious public sector pricing.
Rather it implies that there are both costs and benefits to price
revision (even ignoring political considerations). There are no
magical outcomes to be expected from getting publicly controlled
prices higher, lower, or even ‘right’.

Finally, on the fiscal side, changes in indirect tax or tariff rates
will ater cost structures and thereby prices. Since direct taxes
typically account for a small share of revenues in developing
countries, this effect is practicaly important. In several WIDER
countries, for example Mexico and Brazil, attempts to raise state
revenues have proven to be inflationary through the cost-price
linkage.

3.3 The Balance of Payments

A great deal has aready been said about how different components
of the balance of payments respond to policy, so only the main
points are summarized in this section. We begin with interventions
aimed principally at the merchandise trade account (austerity,
devaluation, liberalization), proceed to capital market complica
tions, and close with observations about factors influencing trade in
services.

% Computable general equilibrium model simulations for India by Sarkar and
Panda (1986) suggest that the cost pressures dominate the reduction in mark-ups
induced by tighter money. Maasland (1987) gets similar results in a model for Sri
Lanka.
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Under orthodox stabilization, the main tools affecting com-
modity and service transactions are austerity and devaluation.
Austere programmes often ‘work’ in the sense of making the trade
balance improve. But they succeed by reducing output and capital
formation (both with high import contents) rather than by
promoting import substitution or export promotion. Devaluation
suffers the same drawbacks—it helps the trade balance mostly by
contraction in the short run. However, exchange rate movements
also have longer term effects, some involving improvements in the
tradability of domestic products. The plot of the devauation story
isnot easy to unravel.

The first twist is simply the fact that depreciation is unpleasant
from the moment it occurs. Avoiding the pain makes apprecia
tion look attractive: it may cut inflation and stimulate production
for a time. Unfortunately, other problems arise. An externally
strong (or overvalued) currency worsens the trade account; it can
put potential export and import substitution activities out of
business in short order. Also, a strong rate seeds its own
destruction. Capital inflow set off by an import-led boom can
support a trade deficit at first. But as the external gap remains and
local tradable goods production falters, pressures for a maxi-
devaluation—the ‘obvious policy response—intensify. Exchange
controls cease to deter capital flight in anticipation of the local
windfall gain the maxi will bring; bank reserves fall. The
inevitable stabilization may combine the worst measures that can
be imposed: austerity, wage-cutting, and depreciation a outrance.
Mexico, the Philippines, and the Southern Cone all illustrate this
sequence of events. The only beneficiaries were exchange rate
speculators whose placement of assets abroad was stabilization's
proximate cause.

Second, one has to consider other policies connected with
successful exchange rate manoceuvres. In some WIDER studies
trade gains were linked with devaluation: import substitution of
rice in Sri Lanka and capital goods in Brazil, and export growth in
Brazil, Turkey, South Korea, and Colombia. In al these cases,
however, the improvements had their way paved by prior or
concurrent investment (often by the public sector) which created
the needed capacity. The capital formation was surely necessary for
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increased production of traded goods.® Shifting relative prices to
stimulate ‘tradability’ no doubt helped the process along. But
whether devauation or more directed price incentives were
essential is another question. Even if they were, overall depreciation
was not necessarily the wisest policy choice. Its economy-wide
effects—contraction and inflation—suggest prudence if the
exchange rate isroughly on line. They wreak havoc when it is not.

The mora is that a relatively weak exchange rate is necessary to
avoid the perils of overvaluation, and may be instrumental (along
with other factors) in achieving medium-run trade improvement
without stagflation. These are good reasons not to have the
exchange rate ‘wrong’, but if it is not strongly overvalued there is
not much of a case for maxi-devaluations aimed at setting it right.
The country studies support this last point, along with its corollary
that extreme appreciation, always a risk under inflation, should be
studiously avoided. A crawling peg roughly indexed to the
continuing inflation is a sensible policy for keeping trade relation-
ships on an even keel (although if financial markets are dollarized it
may feed back into higher local interest rates). The rate of crawl can
aways be manipulated at the margin to create a bit of depreciation
or appreciation if real exchange rate corrections seemin order.

Besides devaluation, trade liberalization often shows up in
orthodox packages. The moves seem at cross-purposes. one is
supposed to narrow the trade gap but the other makes it wider.
Moreover, the widening can come in socially dubious fashion. In
Tanzania, Ghana, Sri Lanka, and Argentina a substantial share of
new imports after trade barriers were lowered took the form of
consumer goods instead of capital goods or intermediates. Domes-
tic productive activity, except in the import-handling service
sectors, was not enhanced. If a process of income concentration is
underway—as was the case in some of the countries that practised
liberalization—Iletting in more consumer imports satisfies the
changes in demand composition implicit in the distributional shift.

% An exception to this rule may be Ghana, where devaluation was undertaken in
connection with an orthodox stabilization backed by ample externa balance of
payments support. The official rate had previously been thousands of per cent
overvalued, so that giving it a realistic value added order to a chaotic system and no
doubt brought a large share of externa transactions from parallel markets to the
official one.
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But liberalization does not stimulate domestic production of
‘luxuries’, so that even the manufacturing thrust that regressive
income redistribution can create is blunted. From this perspective
it is hard to see what improvements liberalization may bring.

Advocates point to three advantages. The first—conjunctural—
is that removing trade barriers is anti-inflationary. We have aready
noted (Section 3.2) that this notion lacks decisive empirical support,
while theoretical arguments in its favour are hard to mount with the
law of one price in abeyance.

The second gain from liberalization is secular: according to
numerous theorems of neoclassical economics, production and
efficiency rise when distortions are removed. The theory is not
uniformly supported by evidence from the WIDER sample.
‘Success cases such as South Korea, Brazil, and Turkey are
scarcely historical paragons of liberal policy; extreme anti-
distortionist regimes were associated with macroeconomic disaster
in the Southern Cone and current stagnation in Mexico and
elsewhere. On the other hand, restoring order by removing
impediments to official markets no doubt contributed (along with
ample capital inflows) to orthodox stabilization's success in the
mid-1980s in Ghana. These examples suggest that although
liberalization is attractive intellectually to mainstream economists,
its usefulness in practice depends on the circumstances. And surely,
in the short run, rapid dismantlement of barriers to trade (and
capital movements) can create payments problems like a shot.

Third, no one doubts that quantitative restrictions go hand-in-
hand with intrusive bureaucracies, wasteful rent-seeking, and so
on. Retaliation on the part of trading partners to import restraints
and export subsidies is known to occur. A question of rising costs
and decreasing benefits to trade intervention arises, with the slopes
and positions of the curves highly dependent on context.

The WIDER country papers emphasize the potential gains from
directed interventions: import quotas, export subsidies, and a
differential commercial policy regime al around. Quotas may be
expansionary (as, for example, in Colombia and Kenya). They give
quick responses, which can be administratively advantageous in
many situations. Subsidies may be necessary to make exports flow,
and are likely to be less disruptive macroeconomically than maxi-
devaluation. Such policies are widely pursued in practice, and seem
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unlikely to be abandoned. The sensible course might be to think
about how to make them more effective in stimulating production
and satisfying consumers desires. If undertaken, liberalization
exercises should proceed aong lines of common sense.

Turning to the capital account, a major argument in favour of
austerity when embodied in Fund/Bank programmes is that it
opens doors for new loans from abroad. The extra dollars are
supposed to make reasonable growth rates possible after a
liberalization/stabilization hiatus.®* As we have aready noted, both
statements tend in the direction of truth, but only partly.

The main favourable examples in our sample are Ghana, Turkey,
and Sri Lanka in the 1980s, and the boom period in Chile a bit
before. All these countries engaged in import-led growth under
liberalizing regimes, with much of the foreign cover for their trade
deficits coming from official sources. This ploy can only last so long:
as recounted in Chapter 4, Chile's boom soon bust, while more
recently Ghand's debt service obligations have been mounting
ominoudly (to 55-60 per cent of exports). The WIDER sample also
includes countries pursuing orthodox tacks which did not receive
additional capital—Kenya and the lvory Coast come to mind. Even
if ‘new money’ is liberated by orthodoxy, the package need not
generate successful stabilization: Mexico in the 1980s and pro-
tracted poor performance in the Philippines under two decades of
IMF tutelage stand out. And finally, adjustment can occur under
fairly heterodox packages. Colombia, Argentina, South Korea, and
Peru.

The implication seems to be that athough austerity warms
financiers' hearts, it does not always open their coffers. Successful
anti-austerity might prove a better skeleton key. The incentives
from abroad for standard policy packages arguably exist; the
question is how generous in a given situation the reward for
conformity will be.

The second mgjor topic on capital account refers to the actions of
nationals. Under what circumstances will they engage in capital
flight? It seems clear from the record that speculation against future
devaluation of an overvalued exchange rate is the major cause for

% Tiding a country over the short-run difficulties of liberalization is viewed as the
major justification for external assistance by a prominent functionary of the World
Bank (see Lal 1987).
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flight, but any loss of confidence in the regime can set it off. The
countermeasures, as usual, are carrots and sticks.

The main inducements to keep money at home are institutional:
the Brazilian bourgeoisie probably engages in less flight than its
counterparts elsewhere because it has traditionally concentrated on
industrial rather than commercial activity. But such attitudes only
solidify with time. For the shorter term, typical policy instruments
aimed at slowing flight include a high interest rate, and a weak
exchange rate kept undervalued in rea terms by a crawling peg.
The effect of both policies on investment by local firms is not likely
to be favourable. Indeed, they may be tempted to borrow abroad in
such a situation. With high rates, both the arriving capital and
domestic savings flows will have difficulty finding outlets in the
form of real capital formation. Low levels of commodity production
(though not necessarily services) could be one consequence; active
markets in financial assets and/or rea estate another. Financid
speculators flower in such a garden: recal the example of Chile
discussed in Section 2.1.

Another incentive against capital flight takes the form of local
currency financial instruments indexed to the exchange rate and
paying attractive interest rates. Many countries have invented such
paper, first for fiscal and subsequently private debt. Occasionaly
these assets go too far in masquerading as foreign. The run against
and subsequent buy-out of Mex-dollars in 1982 is a case in point.
Another showed up in Egypt in the mid-1980s where ‘real’ dollar
deposits in banks became increasingly hollow as the government
tapped the reserves to pay for imports under impending externa
strangulation. The consensus in the WIDER papers seems to be
that local dollar or dollar-denominated assets can be useful
stabilizers for modest fluctuations in the capital market, but do not
provide much defence against big movements (either private or
engineered by state actions).

A last foil against adverse capital flows is exchange control—the
stick in this particular policy box. Countries in the sample range
from having very weak control regimes (the Ivory Coast, the
Southern Cone in its liberal period, Nicaragua under the Somozas,
Mexico) to fairly strong ones (Brazil, Colombia, South Korea).
Those with controls have been less damaged by flight (though the
comparison is subject to the inevitable problem of ‘holding other
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factors equal’) and their growth record does not seem to have been
hindered by their less than liberal policy stance. The problem in
recommending it to other countries is that establishing a credible
control system is not easy. Investors scan accustomed financia
horizons when they consider where to place their portfolios. When
they are used to looking abroad it may take years of obstructions to
flows and acceptable local returns to make them concentrate their
atention at home.”

Finally, when capital has fled how does one pick up the pieces?
Debt to support the flight may have been contracted by public
agencies or the private sector. In the latter case a familiar scenario
features foreign obligations of firms expanding simultaneously with
deposits held by firm-owners abroad. The build-up of household
foreign assets from this sort of capital flight created the ‘rich
businessmen, poor businesses' of the departing Mexican President
Lopez Portillo's (1982) famous lament. As discussed more fully in
Section 3.4, governments assumed the liability counterpart of the
businessmen’s new wealth. With such a bail-out complete, the state
must generate a resource flow to meet the external payments due.
Two transfers are involved.

The first, familiar from trade theory, is the payment to foreign
creditors, requiring a trade surplus. The well-known themes of
contraction, devaluation, structural inflation, and so on enter here.
The second transfer is internal. Since the government owes the debt
and exporters own foreign exchange, it has to buy or tax dollars
from them. Coupled with the need to run a trade surplus, this fiscal
manoeuvre is not easy to execute in economies under stress. As in
the Philippines in the mid-1980s, it can easily prove contractionary
as the government attempts to withdraw large sums from the local
credit flows to service its foreign debts. The trick becomes even
more difficult in countries where the financia system is fragile
because of attempts to restructure previous chaos. The more
striking examples are described in Section 3.4.

Two last variables involved in balance of payments adjustment
are the interest rate and service trade. In an economy more or less

% gSimilar reasoning applies to attempts by developing countries to bring in
additional direct foreign investment to help ease balance of payments problems. The
‘fundamentals’ take a long time to establish: both raising and lowering trade barriers
may play arole. Helleiner (1987) provides areview.
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open to capital movements, loosely tying the base interest rate to
the world market makes common sense. But what range of
flexibility for monetary policy does this rule allow? Arida (1986)
notes the trade-offs involved. If exchange markets are open, low
rates encourage capital flight but will be expansionary by
stimulating investment demand. However, high rates may be
more destabilizing still. Lustig and Ros (1987) point out that with
a pre-existing fiscal debt, high interest costs will force more local
borrowing implying a higher deficit, extra debt accumulation, and
so on. ‘Traps appear with both low and high rates—capital flight
on the one hand versus unsustainable fiscal deficits on the other.
The implication is that local rates should be pegged no further
above the world market than blocking adverse capital movements
entails. In Latin America, especialy, this last piece of advice has
been taken to an extreme—rea rates approach double digits per
month. In other parts of the world, negative real rates in local
financial markets are the order of the day, raising the spectre of
financial repression. How seriously that ghost should be taken is
discussed in Section 3.4.

Most poor countries run deficits on non-factor service trade,
some components of which (such as tourism) are sensitive to the
exchange rate. But such payments are not a central concern for
stabilization. Factor services flows—interest and remittances of
profits and labour incomes—often are. Interest obligations on
external debt (involving flow transfers of several per cent of GDP)
have aready been discussed as a transfer problem, on the tacit
assumption that the transfer will actually take place. Increasingly it
does not, as countries run up arrears on foreign debt. Several in the
WIDER sample are following this course. One, Peru, has opted for
an explicit policy of meeting only part of its foreign obligations. So
far it has been able to obtain short-term finance to keep its
commodity trade and non-factor service flows in order. The
example may spread, but meanwhile in most other countries
uncertainty about the status of payments stimulates neither
potential foreign investment nor productive spending by local
firms.

In other corners of the world remittances are key to any
stabilization effort. Sudan, for example, must achieve control over
some fraction of remittance inflows generated by emigrant workers
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if there is to be any financia equilibrium for the state. By
liquidating potentially profitable investment projects which could
mobilize savings flows, domestic austerity does not help the cause.
Elsewhere, remittances flowing outward matter; for example, from
both African and non-African expatriate workers in the Ivory
Coast. Depending on exchange market conditions, these labour
payments plus profit remittances are subject to policies similar to
those applied to capital movements. Sticks and carrots shake
everywhere, but often ineffectively in the absence of localy
credible financia markets and scant possibilities for control of
individuals financia operations by the state. With its capital
markets wide open because of its membership in the West African
Monetary Union, the Ivory Coast’'s only tool for cutting remit-
tances from European or non-lvorian African expatriate workers
is to fire them. Other countries in Africa possess the advantage of
an inconvertible currency. They can block transfers of expatriates
remittances until they tire of the game, helping the current
account but not exactly encouraging new expatriates to come in
the future.

3.4 Financial Markets

Financial markets in developing countries clear through complex
price and quantity mechanisms, varying across borders and
evolving (at times by saltation) over time. Finance has been a focus
of stabilization efforts in many of the WIDER countries. Here we
take up four issues discussed in several of the studies: macro effects
of interest rate changes, the inflation tax and heterodox anti-
inflationary shocks; destabilizing interactions between the domes-
tic financial system, the macroeconomy and the world through
capital markets; and ingtitutional implications of financia bail-
outs.

Four main channels through which the interest rate influences
macro adjustment are pointed out in the WIDER papers. First,
there is the old idea that rate increases stimulate saving. The
benefits of increasing deposit (and presumably lending) rates have
recently been urged upon developing countries by the Bank and
Fund. A simple neoclassical growth model in which available saving
is transformed without hitches to new capital formation underlies
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the advice, ill another example of how model closures pre-
determine economists’ policy recommendations.®

Two sorts of questions immediately arise. First, is the saving
effect present, and large enough in quantitative terms to matter? If
so, what are the macro implications of more national saving (or what
model closure rules really apply)? The evidence on the first query is
far from clear. Raising a rate of return to a particular asset (say bank
deposits) is likely to induce a portfolio shift in its direction.
However, such responses need not reflect more saving but just some
other asset’s (or its return’s) decline. Economy-wide, both econo-
metrics and country experience suggest that the overall saving rate
does not react to the rate of interest.”’

Even if saving propensities shift upward, extra resource flows will
not materialize unless there is higher investment demand. Other-
wise potential saving surpluses will vent in the form of reduced
commodity purchases or speculation. The market may not take
advantage of potential saving for well-known reasons. As noted in
Section 3.1, many developing countries have evolved mixed
economies in which public investment complements private capital
formation. Without a programme to expand state projects, overall
investment may not grow. In economies where investment has a
high import content (say sixty per cent in sub-Saharan Africa),
additional foreign resources are needed to complement extra
domestic saving, unless economic activity and intermediate imports
contract. In import-strangled countries forty per cent of investment
becomes an upper bound on saving flows.

Related problems arise with financial intermediation. If savers
insist on short-term deposits (under inflation, for example), banks
have difficulty in lending long. Publicly backed development banks
or corporations dominate the long end of Third World lending—if
they don't exist, they are usually invented. With a public
investment and intermediation structure in place, saving increases

% The theoretical justification for policies for promoting financia ‘deepening’ or
‘derepression’ appears in the tracts by Shaw (1973) and McKinnon (1973). Country -
level applications are taken up in Sections 4.4 and 4.5.

7 The literature on this issue is enormous, far too extensive to summarize here.
Giovannini (1985) gives the flavour of the debate, and presents regressions coming
down soundly against any interest rate effect on national savings rates for Asian
countries, where the phenomenon is advertised by financial derepressionists as being
strong.
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can in principle be directed to productive use. But if this apparatus
is not brought into play, raising interest rates is likely to have its
usual effect of causing output contraction. Traditionaly, tight
credit is used to dow down activity when the economy is
overheated. It is not obvious why growth should accelerate if the
policy is extended into the medium run.

The second interest rate channel involves the possibility that
higher rates will not only cause contraction, but also inflation from
working capital cost-push, as discussed in Section 3.2. The
problem is exacerbated if higher deposit rates in the regulated part
of the financia system draw assets from relatively efficient curb
markets toward banks where credit multipliers are low. Tota
financial intermediation shrinks, raising the cost of working capital
even more® Financia deregulation may make the situation one
step worse, by forcing the replacement of cheap demand deposits in
banks by liquid assets bearing high rates (as has occurred over the
past decade in the United States). If the new paper is issued by
entities besides the commercial banks, the stage is set for
disintermediation and a credit crunch. An illuminating example
occurred in the Philippines, where high interest rate liabilities
issued by the central bank to finance Present Marcos's political
manipulations pulled deposits from the commercial banks, forcing
loan contraction and output recession.

Third, there may be collapse of credit demand in a recession
which is exacerbated by high rates. As firms struggle or fail, banks
end up with excess liquidity which cannot be lent. This problem
appeared in Ghana, Tanzania, Mexico, Peru, and other countries in
the WIDER sample. It is not easily remedied by attempts at credit
creation, which boil down to ‘pushing on a string’, in the traditional
phrase. Direct demand stimulation (foreign exchange and other
limitations permitting) is required.

The last important interest rate linkage runs through the capital
account of the balance of payments. In Section 3.3 we noted that
world-market interest rates serve as a reference point for the local
rate structure. However, exchange rate policy obviously enters

% The effect is recognized in several of the WIDER studies, and has been widely
discussed in South Korea. See van Wijnbergen (1983) for econometrics on the
Korean curb market.



58 STABILIZATION THEORY

investors perceptions of returns, and possible financia instabilities
arise. These are discussed below.

The next topic is the inflation tax (or seignorage), a reliable
perennial in the monetarist gardener’'s eye. With the recent burst in
inflation in developing countries, it is attracting renewed interest
among mainstream economists, especialy as flashier rational
expectations blossoms wither and fade. Structuralists are aso
beginning to build inflation taxes into their models, athough
without the monetarists habitual assumption that output is
determined from the side of supply.

To understand how the tax works, it is useful to begin with the
equation of exchange (money supply x velocity = price x output)
from Section 2.1. In the discussion so far, this relationship has been
treated as an asset demand rule upon which monetarist inflation
theories can be based. At the same time, macroeconomic adjust-
ment has been analyzed through income-expenditure balances—
Keynes' s and Kalecki’s principle of effective demand.

From the history of the debate over the General Theory, one may
recall that Pigou and Patinkin proposed a counter-principle now
called the ‘real balance effect’ through which arise in the price level
reduces the real value of the public's stock of money. Citizens
desires to restore lost wealth should lead their saving rates to go up
and activity to decline. Similarly, a price decrease following upon
wage cuts would stimulate demand and generate employment,
negating a central argument of Keynes.®

At first the effect was treated as an empirically irrelevant
theoretical curiosity, but over the years it gained stature to the point
of replacing Keynesian effective demand. In standard contempor-
ary models, macro balance derives from a reshuffled equation of
exchange: output demand = money supply X velocity/price. Real
aggregate spending becomes only an inverse function of the price

# Keynes argued in Chapter 19 of the General Theory that because prices follow
from wages through cost functions or mark-ups, money wage reductions just make
prices fall proportionately, leaving the real wage and output unchanged. His model
presupposes constant effective demand, incorporating the ‘principle’ mentioned in
the text. Pigou and Patinkin wanted to add a restriction—full employment—to
Keynes's model closure. To avoid over-determination, they postulated the real
balance effect as an adjustment mechanism. Forced saving gives the same result,
since it also sets up a negative relationship between the price level and real aggregate
demand.
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level, a proposition far stronger than the real balance effect (plus the
complementary ‘Keynes effect’ on investment due to lower interest
rates resulting from higher real balances). That this reduced form
specification elides class differentials in income flows and saving
propensities, investment and export functions, and a host of other
rel ationships does not distress orthodox practitioners.

The inflation tax (which itself traces at least to the cumulative
process inflation models of Wicksell eighty years ago) trandates this
story into an analysis of saving-limited growth. The sequence of
events is dtraightforward. A government running a cash deficit
covers by borrowing from the central bank. The money supply, via
the usua credit multiplier, rises proportionately. From the
equation of exchange in its asset demand guise, the price level rises
in proportion to that (if economic activity and velocity are assumed
constant). What happens to macroeconomic balance as the inflation
rate goes up?

If money pays no interest, the instantaneous decrease in the real
value of the current stock is given by the rule loss of wealth = infla
tion rate x money supply. Suppose that rentiers step up their saving
precisely to offset their capita loss. Through the printing press,
they cede the government a ‘tax’ equal to the product of the rate of
inflation and the money supply. If they learn to hold less money so
that velocity rises as inflation accelerates (an empirica truism), the
tax base contracts. Monetary theorists like to ponder the shape of
the Laffer Curve (relating tax base with tax rate) under such
circumstances, but for practica purposes we can leave such
conundrums aside. Three more serious considerations arise.

First, if the inflation tax is realy paid it should reduce aggregate
demand. This problem is usualy evaded in monetarist models by
the full employment assumption. Increased fiscal spending is
exactly offset by more rentiers saving, so that all that occurs is a
transfer from holders of money to the state. However, if capacity
use can vary, increasing any tax ought to make output decline. (In
this regard, the real balance story makes more sense than the usua
inflation tax analysis, since Pigou and Patinkin at least permitted
real output to adjust to demand.)

An obvious counter-measure to the demand impact of the tax
under structural inflation is to index money, paying an interest rate
on state debt equal to the rate of inflation. This interest component
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of fiscal spending can sky-rocket to ten per cent of nomina GDP
with three-digit inflation. Despite the awesome numbers, in
principle no net demand injection is involved—monetary indexa-
tion just offsets the inflation tax. The reasoning seems clear but was
not accepted by IMT teams during failed negotiations over seven
Letters of Intent in Brazil. Argentine negotiators aso faced the
same problem. In mid-1986, however, the IMF agreed not to count
monetary indexation against the Public Sector Borrowing Require-
ment in Mexico. Monetarist rationality does penetrate the Fund.

The second observation is that Fund teams may not have been so
unsubtle in their understanding of the effects of inflation on
aggregate demand after all. Inflation obviously affects rea returns
to al forms of wedth, not just money. When arbitrage in the
manner of Irving Fisher does not drive real interest rates to equality
with real profit rates (or more generaly equalize al the economy’s
rates of return), there can be significant transfer effects. That is why
debtors traditionally favour inflation and lenders detest it. On the
downside, inflation control can easily ruin balance sheets of debtor
firms, leading to what Fisher (1933) called a ‘debt-deflation’ crisis
involving bankruptcies and the firms' inability to use their real
capital stock for productive purposes. In this case, slower inflation
leads aggregate demand to fall, whereas if inflation taxes are
important consumption will rise. Under big changes in the inflation
rate, these wealth effects propagate economy-wide and make macro
forecasting even more than normally imprecise.

The third point is that the tax is the monetarist distributional
angle on inflation, working through shifts in real wealth and rates of
saving.® The structuraist angle is forced saving, whereby with
faster inflation the income distribution shifts against those with
incompletely indexed payment flows, and they are driven to spend
less in real terms. The two processes are complementary, operate
simultaneously, and cannot be disentangled in practice.

As we already noted with regard to money, a ‘solution’ to both
problems is generalized indexation of financial and production-
related contracts. Indexation works, to the extent that distributio-

% We forgo discussing yet another story that says real consumption of durables
and real estate rises with the onset or acceleration of inflation, since their prices can
be expected to go up along with all the others. The demand injection from
consumption will rise and saving rates as measured in the national accounts will fall.
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na conflicts are softened and the incompatible income claims at the
root of inflation veiled. But as it becomes entrenched, the
inflationary process acquires the inertia discussed in Section 2.1.
Any upward price excursion (say a discrete devaluation, a jump in
import prices, or an internal shock) feeds through the indexation
rules to push inflation to a new plateau. At some point resistance
appears. Rational business planning becomes impossible with
rapidly and erratically varying prices; social tension may be on the
rise.

The bold stroke against inertia is a ‘heterodox shock’ of the form
enacted in the mid-1980s in Argentina, Peru, and Brazil.*! These
programmes resembled previous structuralist stabilizations in
embodying a strong element of price control from the side of costs—
wage and exchange rate freezes and caps on interest rates—as well as
attempts to keep mark-ups in line by price checks, mobilization of
public opinion, and mora suasion. They aso nullified the
indexation of contracts by rewriting them in terms of a new
currency unit through elaborate conversion tables, and embodied
diverse political commitments to restrain demand and redistribute
income as discussed below.

It is too early for a thorough evaluation of these attempts,
adthough by mid-1987 it was fair to say that the Brazilian
programme had broken down, while the Argentine rate (after a two-
year pause) was again entering double digits. The Peruvian package
was primarily oriented towards economic reactivation and redistri-
bution along stagnationist lines, but inflation was not strongly
accelerating. These programmes are discussed in more detail in
Chapter 4, but some summary conclusions can be offered here.

The key observation is that it is difficult to arrive a an
appropriate stance regarding fiscal, monetary, and redistributive
policy during the period of the shock since aggregate demand will
be changing in response to hard-to-quantify forces—a point neatly
put in model form by Ros (1987). As we have just noted,
consumption may rise with slower inflation because forced saving
and contractionary wealth effects such as the inflation tax are

% The name was proposed by Lopes (1984), and an English-language presentation
of the theory of intertia inflation and monetary reform appears in Arida and Lara
Resende (1985).
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undone. On the other hand, demand may fall because the tax
collection apparatus functions more effectively in rea terms with
slower inflation while higher rea interest rates retard investment
demand. All these factors (plus others) appeared in Brazil and
Argentina, but their balance in both cases involved output
expansion in a stagnationist macro system.®

The programmes designers did not foresee such strong con-
sumption responses. They were less visible in Argentina where the
programme was self-consciously neutral on fiscal and distributional
lines than in Brazil where there was an 8 per cent nominal wage
increase leading into the shock. In neither country was fiscal
programming easy because of inadequate data about the myriad
transactions between the central government, local governments,
and the public enterprises including defence-related activities. The
initial fiscal injection may have been underestimated in Brazil
because of this number swamp and the difficulty of gauging how
much demand was redly being generated by the monetary
indexation rules.

The demand surges led immediately to problems in controlling
flex-prices; principaly those of food products and some services. A
sequence of positive price excursions ensued in specific markets in
both countries, which were difficult to foresee and offset with stock
draw-downs or imports. Indeed, by late 1986 Santos port in Brazil
may have been so congested with food coming in that exports could
not get out and foreign exchange strangulation at least briefly
threatened. Essential prices were till not under control, however,
in part because suppliers held back stocks in speculation against
further price risesin the near future. They turned out to be right.

With the upward drift in the consumer price index from these
events, real incomes eroded and pressures rose for a wage increase.
Devaluation was required to offset exchange appreciation. But then
through the mark-up mechanism industrial prices (which were
fairly effectively controlled after the shocks) went up, and the stage

2 One destahilizing linkage involved Brazilian automobile firms which had
apparently been planning a price increase just before the freeze. When the heterodox
shock was decreed, relative car prices were low and demand correspondingly strong.
Improved tax collection did show up in Argentina, in an ‘effect’ well-known since the
European hyperinflations of the 1920s. It is analyzed by Olivera (1967) and Tanzi
(1977), among many others.
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was set for a resurgent price spira. In Argentina, as noted, an
inflationary plateau was held for a time. In Brazil political
considerations precluded contractionary fiscal actions for several
months after the demand pressures became apparent in mid-1986 (a
few months after the shock). But the economic dynamics overrode
the timing of events the political leaders had in mind. Financial
paper bearing triple-digit annual interest rates began to appear
while inflation itself was still only about 2 per cent per month, in
anticipation of an automatic wage trigger at 20 per cent accumulated
inflation which was set off late in the year. In an economy growing
faster than 10 per cent in late 1986, a new inflation was soon
underway. Without active intervention (such as a new three-month
freeze attempted in June 1987), it may tend towards hyperinflation,
as Modiano (1987) shows with hindsight in a formal inertial
inflation model that takes interactions between the 8 per cent initial
wage increase and the 20 per cent trigger into account.

Two fina notes should be added. First, structura inflations
spring at base from socia conflict (as revedled for example in flex-
price movements), a detail that purely inertial models omit. How to
balance financia dtability, distributional claims, the fiscal and
monetary stance, and the transition between stagnationist and
forced saving adjustment modes are questions centra to any
heterodox programme, and their answers can never be very clear,
Second, as the low relative Brazilian car prices (footnote 32)
illustrate, it is helpful to go into a shock with a price structure
consistent with micro-level patterns of supply and demand. There
is no sure way to know that prices will be in line, but a ‘balanced’
inflation with more or less equal rates of growth of prices and
components of cost might be a propitious omen.

The ‘heterodox’ usage was coined in criticism of previous
orthodox stabilization attempts in Latin America. These largely
took two forms. The first was the ‘old’ monetarist approach based
on fiscal and monetary austerity pure and simple. On the whole,
such policies failed to reduce inflation when there was a degree of
social resistance on the part of important groups to real income cuts.
Tight money in an economy characterized by fix-price rules (either
mark-ups or administered prices) and widespread indexation
mechanisms just forces a period of recession followed by a new
inflationary burst. In practice the output losses were worsened by a
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persistent tendency on the part of loca authorities and the IMF to
underestimate inflation rates, as in Brazil in the 1960s, Chile in the
1970s (where understated inflation aso showed up in the national
accounts, exaggerating reported output growth rates), and Mexico
more recently. Ex post, with price projections set too low, pre-
specified nominal wage payments and fiscal outlays are cut back in
real terms, leading to output contraction.

The WIDER countries in which old-fashioned monetarism had
some success were characterized by the dominance of flex-price
markets (the Philippines and African countries) and/or repressive
regimes (Chile, where it took five years of unemployment rates well
over 20 per cent for inflation to be driven down from 600 to 30 per
cent). In Ghana and Tanzania, inflation abatement was aided by
good weather and capital inflows at the right time. Excess
commodity demands that were initially caused by poor weather and
fed into forced saving were reduced.®

‘New’ monetarism in Latin America took the form of exchange
rate manipulations and liberalization aimed at doing away with
inflation through reducing expectations and applying the law of one
price. As dready noted in Section 2.1, these attempts failed, but it is
of interest to trace through the financial dislocations they created.
That discussion leads into the fina topic of this section—the
problems implicit in bail-outs of afragile financia system.

Financial instability showed up in the form of capita
movements.* Southern Cone economic teams strongly influenced
by the rational expectations doctrine tried to attack inflation by
reducing the rate of depreciation of the crawling peg (to zero in
Chile and in line with a preannounced tablita in Argentina).*® The

® Outside the WIDER sample, Bolivia represents a recent monetarist ‘success .
However, the abolition of hyperinflation there involved real wage cuts approaching
50 per cent over the first quarter of stabilization and 25 per cent over the first year,
widening of the trade deficit as protection was removed, industrial activity decreases
approaching 15 per cent, and severe political dislocations. As Morales (1987) and
Ocampo (1987b) further note, there were no signs of economic recuperation 18
months after the orthodox shock.

% Diaz-Algjandro (1981) ably recounts the history of these stabilizations. Frenkel
(1983) works out a formal model which underlies the discussion in the text.

% |n Argentine patois, this sort of policy embodies an ‘active’ crawling peg. A
more traditional ‘passive’ crawl just adjusts the exchange rate in line with the
difference between the domestic and world inflation rates to hold the real exchange
rate stable. The passive version works against (instead of stimulating) destabilizing
capital movements of the type described in the text.
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policy altered relative returns on domestic and foreign assets. It had
fairly complicated general equilibrium effects, which are worth
tracing through in detail.

In a simple model, the alternative return for the financial system’s
liahilities at home (bank deposits, say) can be taken to be the interest
rate firms pay for productive credit—wealth-holders can either put
money in the bank or lend directly to firms. The relevant return on
foreign holdings is the interest rate abroad plus the rate of
depreciation. An active, slow downward crawl made foreign
holdings less attractive. Therefore bank deposits looked better.
Purely in terms of asset substitution, the interest rate should have
risen when the crawl was sowed, to keep up the attractiveness of
loans to firms as rentiers switched assets towards domestic deposits.

However, when the active crawl went into force, capital moved
towards the country from abroad. It increased bank reserves since
the current account deficit could not widen instantly to absorb the
desired inflow. The resulting credit expansion overrode any
substitution effects from the lower foreign return, so that in the
general equilibrium adjustment, interest rates fell. Southern Cone
economies enjoyed a boom, while structural inflation did not slow
anywhere near as rapidly as had been planned. Increasing real
appreciation finally provoked worries about a future maxi-devalua-
tion to sanitize the current account. With fully liberalized exchange
markets, the capital flow reversed. The flight was supported for a
couple of years by extensive foreign borrowing as governments
attempted to sustain the appreciated exchange rate. The money
went out as fast as it came in, adding up to tens of billions of dollars
before the debt bubble broke in the wake of the Malvinas/Falklands
War in 1981 and the Mexican collapse some months later.
Successor economic teams were |eft to clean up the financia mess.

The histories of capital flight in anticipation of depreciation and
associated with a build-up of foreign debt were broadly similar in
Argentina, Mexico, and elsewhere. Firms, local banks, and the state
were left with large foreign liabilities; citizens held assets abroad.
Typically the government and/or central bank had to absorb the
private foreign liabilities by alowing firms to exchange them for
local currency advances. In effect, a massive rediscount operation
was undertaken, whereby the central bank discounted the advances
commercia banks made to firmsto ‘cover’ their dollar debt.
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Local variants involved large wedlth effects. In Mexico, for
example, savers who had built up Mex-dollar deposits (really peso
deposits denominated in dollars) were taxed by conversion of their
holdings to pesos at an unfavourable rate, although they still reaped
capital gains. In Argentina, nearly 100 per cent reserve require-
ments were imposed on bank deposits to sustain confidence. Any
new bank lending, therefore, required immediate rediscount—the
central bank became the only financial intermediary in the system.
Meanwhile, the high interest rates in the commercial banks
deposits required a continuous infusion of money from the central
bank to keep their cash flows positive. A new concept, the ‘quasi-
fisca deficit’, appeared in Argentine accounts to describe the
transfer flow.

In these countries and elsewhere (notably Brazil, where a similar
bail-out took place) unlimited rediscounting created political
problems. Populist provincial governments, for example, could
spend freely and cover their outlays by borrowing from their local
development banks. The central bank obligingly rediscounted the
provincial bank paper, making the money supply virtualy impos-
sible to control. Until the regional politicians were brought into
line, the problem was structural in the sense that with a globally
fragile financial system the rediscount window could not be closed.

3.5 Other Markets, Black and Grey

Financial difficulties at least have the virtue of being visible. In
other situations the workings of macro adjustment are difficult to
discern. All economic systems rely to an extent on markets that are
illegal or at least not well reflected in the official statistics. Several
are important to stabilization.

First, with exchange controls in effect there will be a pardlel
exchange rate. In some countries, it mediates transactions that are
truly ‘black’. Elsewhere there is a tolerated unofficial market or
perhaps legal dual or multiple rates. Capital flows, tourism, and/or
non-traditional exports typicaly transact at a depreciated rate;
appreciated rates apply to essential imports or mono-exports so that
they trade with low cost or remuneration in local currency terms. In
some countries, such as Egypt and the Sudan, multiple rates are an
honoured way of life, and shifting commodities between categories
isoneway of doing areal devaluation.
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In practical stabilizations, a variable dua rate is often used as an
indicator of confidence in the programme. Local financial markets
operate with benchmark levels for the premium of the parallel over
the officia rate: say from a few percentage points negative in
Colombia from time to time (apparently because of drug dealers
who want to trade in their dollars) to plus fifty in many corners of
the world. When the premium gets too high, policy-makers fear
capital flight and destabilizing speculation. The high premium may
feed back positively into these processes via expectations, or else cut
them off. Either way, itisasignal of financial distress.

One can view the paralel exchange market, the internal financial
market, and macro balance as a three-dimensional flex-price/fix-
price system with the parallel exchange rate, the interest rate, and
output as adjusting variables. On the basis of severa schemes for
forming expectations, Kamin (1987) argues that depreciation of the
official rate may make the dua rate devalue, at times more than
proportionately.® In so far as it influences actual trade flows, the
paralel rate may transmit contractionary effects of devauation
more directly than its official twin. The interactions in this three-
way system wrap around themselves intricately, but the success of a
stabilization attempt may depend on partialy untying the knot.
Trying to cut it with a market knife such as a foreign exchange
auction usually fails, though such schemes recur over time. They
are fashionable in orthodox African stabilizations at the moment,
but court destabilizing speculation and seem to bias the import hill
toward consumer goods. See Section 4.1.

Within the domestic economy, paralel markets for commodities
can aso spread, especially when the state's price and quantity
controls lose their edge. The unofficial markets range from being a
minor headache to the policy team to a symptom of politica
disintegration. The ‘black economy’ and tax evasion are widely
discussed in India. Widespread parallel transactions represent a
major problem for stabilization in Tanzania, Ghana, Nicaragua,
and elsewhere—their prices rise reflecting forced saving, and feed
back into inflation throughout the system. Corruption goes hand-

% Attempts at ‘wiping out speculators by maxi-devaluation are likely to fail if the
premium goes up. Such an occurrence contributed to the fall of an Egyptian finance
minister some years ago. Official grower price increases in Tanzania in 1984 had a
similar effect, driving up informal prices more than in proportion.
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in-hand with these shadow markets all over the world. When the
economy is tightly foreign-exchange and food constrained, the rules
for transactions presupposed by most neoclassica and Marxist
economists are subsumed into broader games involving carving out
space in urban subsistence activities and contestable rights to access
to the resources of the countryside. Neither orthodox nor heterodox
stabilization policies have much to do with such phenomena.
Indeed, from a market-oriented perspective, liberaization is not
likely to bring efficiency gains when parallel markets are common,
since their prices are aready uncontrolled.

In brief, paralel markets may be only the tip of a socia and
economic iceberg; there is virtually no information about what it
looks like below the waterline. The iceberg may melt as stabilization
takes hold. Indeed, one might think that the non-indexed, flex-
price nature of parale markets may make monetarist anti-inflation
programmes relatively effective. However, that ignores the oligopo-
listic structures they often develop. The only effective means for
blasting away at these entrenched positions are large increases in
supply or massive demand contraction. What rapid expansion of
parald transactions does signa is a breakdown of the modern
economy (including the ability of the government to maintain its
revenue base) that may be difficult to restore. Manufacturing and
other relatively sophisticated processes seem to operate best in a fix-
price environment. One goa of stabilization should be to build such
a framework back up after it has been damaged by the transforma-
tion of fix- to flex-prices under external strangulation or binding
output constraints.

3.6 A Checklist of Sabilizations

To a large extent, macroeconomic theory amounts to a catalogue of
‘effects’, some in mode at a tiven time, some empirically relevant,
some with a basis in theory. Chapters 2 and 3 have presented the
effects emphasized in the WIDER studies. Not al are fashionable,
but they do apply in developing country contexts.

By way of review, the major linkages are set out in Table 1, in the
form of a checklist which future designers of stabilization policy
might want to bear in mind. The entries overlap to an extent, on the
principle that redundancy is preferable to omitting important
items.
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The first section of the table lists the elements of the policy
background—the nature of macro shocks, the configuration of the
social matrix, and other initial conditions. The second section
summarizes the factors influencing overall macro behaviour of the
economy, which determine how an appropriate model might be
‘closed’. The third section points to specific macro linkages that
were emphasized in the WIDER papers and no doubt show up
elsewhere in the Third World. The final section lists possible effects
of different policy moves that it makes sense to take into account.

The main purpose of the table is to summarize the discussion so
far and underline the questions that the WIDER studies have
posed. In broad form, it also suggests categories for the stabilization
episodes that the countries went through, as we will see in the
following chapter.

Tablel Checklist of Factors Relevant for Policy Design

I. Background: nature of shocksrequiring stabilization, the social
matrix, and other considerations.
A. External shocks
i. External strangulation (causes could include adverse shifts in the
terms of trade, falling export volume, falling remittance and/or
capital inflows, higher interest rate on debt, etc.)
ii. Foreign exchange bonanza (What are the causes? How long will
they last?)
B. Internal shocks
i. Inflation (structuralist or monetarist causes?)
ii. Internal financial crisis (What are asset and liability positions of
involved groups?)
iii. Capital flight by nationals (What are links to internal finance and
external considerations?)
iv. Past policy errors (examples include over-expansion, infeasible
attempts at income redistribution, a badly over-valued exchange
rate, etc.)
v. Natural and man-made shocks (harvest failures, other natural
disasters, war).
C. Other external considerations
i. Isthereal exchange rate badly over-valued?
ii. Will stabilization draw in official assistance or permit access to
international capital markets? If so, how soon? Will inflows only
respond to orthodoxy, or to better performance overal?
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D. Socia matrix and political considerations

i. What are mgjor groups in the social matrix?

ii. What are the production flows and key prices associated with each
group?

iii. What are each group’s major assets and liabilities, and how are their
rates of return and prices determined?

iv. What are the political roles of the major groups?

v. What policy options are available to help the poor and vulnerable
population groups?

vi. Other politica considerations—geopolitics, regime stability and
compromises, etc.

I1. Overall macroeconomic linkages and structure
A. Output adjustment

i. Isoutput free to vary upward and downward within some range?

ii. If so, how wide is the range? Is macro response stagnationist
(progressive income redistribution stimulates demand) or exhilara-
tionist (regressive redistribution stimulates demand or perhaps
output via substitution responses)?

iii. If output is fixed, what is (are) the limiting factor(s); e.g. foreign
resources, overall capacity, sectoral capacities, infrastructure?

iv. With output fixed, what are major channels for macro adjustment
viaforced saving or the inflation tax?

B. Process of inflation

i. What are structura elements in inflation, i.e. distributiona

conflicts and propagation mechanisms such as contract indexation?

ii. Are monetary or excess demand factors important? If so, how do
price increases caused by demand factors map into increases of
components of cost?

C. Sectora disaggregations

i. Are there relevant disaggregations, such as agriculture vs. non-
agriculture, traded vs. non-traded, etc?

ii. If so, what are adjustment mechanisms by sector, e.g. flex-price
with output fixed or in inelastic supply, fix-price with output (or net
trade) adjusting, or something else?

D. Baance of payments considerations

i. How effective are exchange controls? Do they permit some degree
of freedom in determining internal interest rates?

ii. Are remittance flows important? If so, what are mechanisms that
can be used to control or capture part of the flow?

iii. Are debt obligations important? Is debt mostly external and state-
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owned? If so, how is the double transfer problem (national
resources to the state plus a trade surplus) to be orchestrated?

iv. More dragtically, is partia repudiation of externa payment
obligations for debt on the cards?

Financial market considerations

i. Has there been (or will there have to be) a bail-out of firms or banks
with balance-sheet problems? What were (or will be) the effects on
net wealth positions and returns?

ii. What are elements of fragility in the system, and particular
problemsin its management?

Special macr oeconomic linkages

Does public investment crowd in or crowd out private investment?

What are the channels and how can they be affected by policy?

Will a shift in the terms of trade toward agriculture stimulate or retard

demand for non-agricultural goods? Are there intra-sectoral distribu-

tional and/or supply conflicts, for example between food and export
agriculture?

Arelevels of demand likely to be influenced by wealth effects?

i. Changes in the inflation tax due to stabilization and/or modification
of indexation of components of the money supply and contracts
more generally.

ii. Changes in balance sheet positions of debtors and creditors when
the inflation rate shifts markedly.

iii. Changes in net wealth positions at home and abroad following a
maxi-devaluation.

Will the efficiency of the tax collection apparatus be affected by shifts in

the inflation rate and/or policy manoeuvres? Will indirect tax rate

increases drive up inflation from the side of costs?

Is the economy externally constrained? If so, what are import contents

of domestic production and capital formation, and how are trade-offs

between output and investment or food and export agriculture to be
managed? Will devaluation be expansionary under the circumstances?

Will exports increase if domestic absorption is restrained? How lagged

will the response be?

Factors influencing inflation

i. Is the overall price level influenced by foreign prices, completely or
partially? What about sectoral prices?

ii. What is the relative importance of fix- and flex-price markets ? Have
fix-price rules become increasingly flex under supply constraints?
What isthe role of the traders' marginsin flex-price markets?

iii. How widespread are indexation rules for wages, the exchange rate,



72

STABILIZATION THEORY

commodity prices, bank deposits, financial contracts, etc?

iv. Will interest rate increases or credit restrictions feed into

V.

inflation by increasing the cost of financing working capital?
Will indirect tax-rate increases be inflationary?

H. Other interest rate effects

Will interest rate increases lead to more private saving? If so,
how can it be absorbed macroeconomically?

What shifts in portfolios will changes in interest rates induce?
How will they affect overal intermediation of the financial
system?

Under recession, will high rates choke off credit demand so
effectively that the banking system ends up with excess
liquidity?

What will be the effect of high rates on fiscal cash-flow—will
they be applied fully to state obligations? If so, does a serious
financing problem arise? What will be the macro effects of the
reduction in government saving, if it isrea (i.e. not just due to
indexation of public liabilities)?

I. Isthere potential excess saving in the economy for any reason? Aside
from holding output down, isit likely to be diverted into capital flight
and/or domestic speculation in real edtate, shares, etc? Is there any
danger of Ponzi schemes or a bubble in newly deregulated or
inadequately regulated financial markets?

J. Isthereaparale exchange rate under capital controls? Is destabilizing
exchange speculation or capital flight likely in anticipation of a maxi-
devauation?

K. Are there macroeconomically important public sector agencies, e.g.
export marketing boards, food subsidy agencies, etc? How should they
fit into a stabilization programme.

IV. Special policy questions
A. Devaluation

Isit inflationary? If not, what are reasons (e.g. wiping out quota
rents, etc)?

Is it contractionary? If so, for how long before J-curve
responses become important? What are factors underlying
contractionary response, eg. rea wage effects, initia trade
deficit, the role of export marketing boards?

Is it expansionary? If so, from quota rents, a binding foreign
exchange congtraint, export response, or what?

Will changesin the rate of a crawling peg influence relative returns
of foreign and domestic assets enough to induce major capital
movements?

B. Effectsof tradeliberalization
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i. Wil liberalization lead to jumps in imports of consumer (or other
specific classes) of goods?

ii. Isde-industrialization in response to liberalization likely?

iii. What will be the effects on price formation generally and by
sectors?

iv. Will liberaization (or possibly raising trade barriers to guarantee
loca markets) cal forth capital inflows and/or direct foreign
investment?

C. Effectsof animport quotaregime

i.  Arequotachanges expansionary or contractionary?

ii. Do quotasforestall inflation when there is devaluation?
D. Balance of payments responses

i. Can quotas, subsidies, and other policies be efficiently directed to
stimulate exports or import substitution? If so, in what time frame?

ii. What is the role of public investment in improving ‘tradability’
economy-wide or by sector?

iii. What is the role of incomes policies, e.g. in reducing absorption to
stimulate exports?

iv. What are specific policies to affect remittance flows and control
capital movements?

v. Does a foreign exchange auction make sense? Can it be set up to
avoid bias in favour of imports of consumer goods and dangers of
speculation?

E. Publicly controlled prices

i. Will increases of public enterprise prices be inflationary via cost-
push or deflationary by reducing the public sector deficit and
money emission? Which effect is stronger?

ii. Distributional and aggregate demand effects of changes in publicly
controlled prices, eg. food subsidies and farmgate prices as
regulated by marketing boards.

F. Are conditions favourable for a heterodox anti-inflation shock?

i. ‘Balanced’ inflation rate, i.e. more or less equal rates of increase of
major components of cost and elements in the price index.

ii.  Widespread, formalized indexation.

iii. What are the fiscal and distributiona dimensions of the shock
package? What will be their effects on aggregate demand, and risks
of provoking forced saving via a consumption surge?

G. Incomes policies and human welfare

i.  How doincomes policiesfit into the linkages in the social matrix?

ii. Under stagnationist adjustment, what is the room for progressive
redistribution before output limits will begin to bind?

iii. If forced saving adjustment processes are important, what relative
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price changes and socia groups are involved? Will attempts at
redistribution by price policy (such as food subsidies) malfunction
due to supply constraints?

iv. If inflation responds to demand factors or money emission, how do
price changes map into mechanisms for generation of income by
socia and economic class?

v. Can stabilization be oriented to help the poor and vulnerable
population groups, i.e. can it have a'human face'?

H. The bottom line: is a proposed stabilization package internally
consistent and coherent? Will it satisfy internal and external con-
straints on the economy? In what areas can one expect it to be
successful? Where do the main dangers of failurelie?




4

Country Experiences

So far, the discussion shows that stabilizations are triggered by
diverse combinations of forces and unfold in distinct environments
in space and time. Grouping country experiences in at least three
dimensions is tempting, based on the nature of the economic shocks
involved, the causa structure or closure of the national economic
system, and the types of policies employed. With several categories
in each class (internal vs. external shocks by type, output or forced
saving adjustments by sector, orthodox or heterodox policies of
various stripes), a full taxonomy would make the shade of Linnaeus
perk up.

Having only 18 countries in the WIDER sample, we cannot
pursue the classification game too far. In this chapter, countries are
discussed in five categories, based largely on macro shocks and
policy responses, with an analysis of closure entering into the
discussion of each economy’s course. The groups are:

1 Externally strangled small primary product (or labour)
exporters. Ghana, Ivory Coast, Kenya, Nicaragua, Sudan, and
Tanzanig;

2. Countries that encountered foreign bonanzas of varying
strength and duration: Colombia, Egypt, Mexico, and the
Philippines;

3. Countries where there were fairly orthodox stabilizations with a
dose of regressive income redistribution and some balance of
payments success. Chile, Sri Lanka, and Turkey;

4. Economies in which heterodox anti-inflationary shocks with
progressive redistribution were attempted: Argentina, Brazil,
and Peru;

5. Two specia cases, one closed and one open to trade: India and
South Korea

Each country’s history of stabilization is outlined in the following
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sections based on this categorization, with emphasis on how its
macro system works, the types of shocks it went through, the policy
responses, and how policy might have been done better. In most
cases, illustrative figures and tables taken from the country papers
are used to aid the discussion. Section 4.6 gives a cross-country
summary of the results.

4.1 Externally Srangled, Small, Open Economies

The six countries in this group share common problems of
economic openness.’ They export agricultura commodities (or
labour directly) in unstable markets with prices that have been on a
downtrend since the mid-1970s. All have undergone a degree of
import-substituting  industrialization; hence, domestic activity
requires imported intermediate inputs. With stagnant export
revenues, al are foreign-exchange constrained. In several of the
countries food-supply lags as well, due to bad weather, slow or
negative productivity growth, and rapid population expansion. The
food and foreign-exchange constraints interact. If policies are
directed toward stimulation of agro-exports, food production may
drop off. The resulting inflationary pressures make real apprecia-
tion likely. Meanwhile, attempts to direct dollars toward invest-
ment in exports will constrain agricultural output because capacity
to import fertilizers, fuel, and chemicals will be reduced.

The financial side of small, open economies is typically under-
developed—domestic capital seeks safe havens abroad and does not
require much interna intermediation. The ‘officia’ part of the
market is made up almost exclusively of banks. One implication is
that aside from loans from abroad the state cannot place its
obligations outside the banking system—fiscal and monetary policy
amount to virtualy the same thing. Unofficial markets, however,
may flourish, especialy for food products internally and for dollars
or the importables they buy.

With output doubly limited by foreign exchange and conditions
of agricultural supply, two broad mechanisms of macro adjustment

* Other WIDER countries more or less in the same boat include Colombia and the
Philippines (Section 4.2) and Sri Lanka and Chile (Section 4.3). Their cases are
discussed later since their stabilization histories involve dealing with a series of
bonanzas (Colombia and the Philippines) and consciously regressive income
redistributions (the other two).
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are possible. The first, characteristic of traditional agro-exporters
like Nicaragua under the Somoza regime or the Ivory Coast,
involves active dtate intervention to limit demand to available
supply by fiscal and monetary means. Some group seems ordained
to lose its jobs when there is an adverse supply shock; for example
campesinos on the agricultural estates under the Somozas or
expatriate African urban workers (mainly in construction) in the
Ivory Coast.

The other mode of adjustment is by inflation taxes and forced
saving when the state does not (or cannot) manage its demand
injections in counter-cyclical fashion. Transformation of fix-price
rules into flex, expansion of parallel markets, and proliferation of
subsistence modes of production characterize this process as it
settles in. These developments appear in Nicaragua under the
Sandinista government and to a varying extent over all sub-Saharan
Africa. Orthodox monetary restraint superficially seems ideal for
inflation stabilization under such circumstances, but the country
papers suggest that there are structural factors rendering its success
less than complete. Growth, meanwhile, stagnates under food and
foreign exchange constraints.

Nicaragua, the only non-African country covered in this section,
is of interest since it has gone through a shift between the two macro
closures or adjustment regimes. An illuminating preliminary
question, according to Bill Gibson (1986), is whether or not
adjustment by unemployment as under the Somozas could have
persisted. He thinks not. As illustrated in Figure 1, Nicaragua had
5.5 per cent real GDP growth for two decades as capital-intensive
production of cotton and beef for export extended over the major
part of the fertile Pacific coast region and industry expanded (for a
time) to meet demand from the Central American Common
Market. But the counterpart was increasing poverty for a growing
population caught up in urban margina activities and subsistence
agriculture which stagnated under a cheap food policy and lack of
public investment. Worsening wealth and income distributions
plus the legendary brutality of the Somoza ‘kleptocracy’ (Vilas
1984) made the victory in 1979 of the Frente Sandinista almost
inevitable.

The Sandinista state began by pursuing income and wealth
redistribution (including agrarian reform), socia investment, and
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Fig.1 Nicaragua: Trendsin per capita GDP.

fairly strict controls over trade and capital movements. Its initial
conditions were not unfavourable. Figure 1 shows how the war
itself, a major earthquake in Managua in 1972, and 100-year floods
in 1982 damaged or destroyed billions of dollars worth of capital in
an economy where total GDP is only about $3 billion. But on the
other hand, foreign loans and transfers to the order of $500 million
per year permitted interna and external balance to be maintained
with modest growth until 1983. Then came the contra counter-
revolution causing estimated damages of another $1.5 billion and
(in model simulations) aloss of perhaps ten per cent of GDP.

Against this background, Sandinista stabilization policy went
through three acts. During the first, from July 1979 through to
December 1981, variable prices of non-traded goods replaced fisca
adjustment as the means to attain internal balance. External balance
was controlled by regulations over imports and capital movements.
Commercial credit was the main monetary instrument with private
foreign exchange holdings (going through the black market)
adjusting to give portfolio balance. Money supply growth was held
to 29 and 24 per cent in 1980 and 1981 respectively, as capital
inflows helped cover the fiscal deficit. These changes were
premeditated, but it is also true that the growing contra threat made
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the old fiscal mode of adjustment increasingly impractical, as was
soon to become clear.

In the second phase, from December 1981 through to October
1983, the invasion expanded and capita inflows dropped off.
Inflation began to accelerate as shortages spread, and private
investment was crowded out. Measures aimed at changing demand
composition to reduce imports did not get very far, and the
government went back towards fiscal restraint. The options were to
reduce public investment or defence spending; the Sandinistas cut
capital formation. Events after 1983 marked a continuation of these
trends, as under inflation the state took to the printing press to
finance its expanding deficits.

Was there a set of policies available to counteract the degree of
strangulation the economy facted in 19867 The labour force had
shifted towards parallel market activities in the urban informal
sector, as rent-seeking flourished with scarce commodities and
dollars. Despite price policies tilted in its favour, export agriculture
had begun to confront labour supply problems as Nicaraguans left
the countryside for the city (or the army) and migrant workers from
neighbouring countries no longer arrived. There had been strong
pressure on the black market exchange rate, not alleviated by semi-
legal exchange houses and gimmicky auctions of commodities in
demand. The latest moves have been towards further austerity,
devaluation, and attempts at control over wage increases. In so far
as the economy is locked into adjustment via forced saving to meet
the war effort, these seem doomed to fail.

If the state withstands the contra attack, further problems remain
for the future. Closed exchange markets mean that a vehicle for
national saving beyond bank accounts must emerge or be created.
Indexed saving accounts, Nica-dollars, and similar options suggest
themselves, but it is not clear that the national bourgeoisie retains
sufficient faith in Sandinista bank inspectors to put its wealth in
such accounts. The agricultural labour shortage problem may be
addressed by the support of small and medium producers through
technical support, credit, and marketing assistance—getting pro-
ducer prices right has not brought much of an output response from
traditional cultivators. Finaly, financing the war for a few more
quarters by cutting accumulation cannot be a long-term solution.
Foreign credits may be available from the Soviet bloc, but
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then difficult choices will arise about balancing trade and financial
flows between the East and partners closer to home.?

The lvory Coast enjoyed a growth rate of more than 7 per cent
before the first oil shock. Thereafter the rate declined to 4 per cent
until the end of the 1970s. Throughout the two decades before 1980
there were expanding exports of cocoa and coffee, the country’s two
main crops, and progressive industridization. The commodity
price boom of 1976-77 stimulated public investment which could
not be continued when prices dropped off late in the decade. As
illustrated in Table 2, the Ivory Coast went through stabilization
exercisesin 1980-83 and again in 1984.

According to Jacques Pegatienan Hiey (1987), the Ivory Coast
government smooths fluctuating export revenues with counter-
cyclical policy rules. CAISSTAB, the marketing board, passes
more than 50 per cent of export proceeds to producers but shields
their income flows in downswings and reaps the surplus when world
prices are high. These profits are handed to the government for
public investment, so that both revenues and expenditures of the
state vary in line with foreign sales.

Since the Ivory Coast is a member of the West African Monetary
Union, its exchange rate is pegged to the French franc. It has an
open capital market, and has traditionally had good access to foreign
loans. The state runs a current fiscal surplus, so both capital inflows
and CAISSTAB profits support public investment. The interest
rate is pegged, credit is not limited, and saving rises with the level of
economic activity: the implication is that state spending crowds
private capital formation in. During downswings, construction and
urban economic activities contract, since farmers are protected.
Although some European expatriate managers were sent packing in
the early 1980s, this social group largely has its income flow of about
20 per cent of GDP assured. Non-lvorian African migrants absorb
macroeconomic shocks by losing urban jobs and absorbing wage
cutsin rural aress.

Under a conservative, agrarian-oriented government, this tradi-
tional quantity-adjusting agro-export model functioned well for

2 Two options present themselves; full links with the socidist countries along
Cuban lines or tripartite arrangements like Angola’s. The former is costly in terms of
transport and market access, and the other may require a highly marketable export
commodity such as ail.
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Table2 Ivory Coast: macroeconomic and balance of payments data
A: Real income—absorption balance

1979 1980 1981 1982 1983 1984

A. Annual growth rate

GDP -34 225 57 2.3 0.098 32

Disposable -0.35 211 579 322 0.50 4,94
income

Consumption

Private 3.68 3.70 327 -415 -1.92 19

Public 34 39 -144 19 -26 8.9

I nvestment

Private 641 -