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The debt crisis affecting a number of developing countries since
1982 has been extensively analysed in terms of the negative transfer
of resources which it involves, the reinforced conditionality on
domestic policy by international financial institutions, and its
internal consequences on social and economic performance. In
contrast, other important aspects of the current situation have
remained relatively unexplored. First, the fact that, in some of the
highly indebted countries at least, the debt crisis is perceived by
lenders as a solvency crisis which affects the government in its
relations not only with international banks but also with the
domestic private sector. The counterpart of this solvency crisis in
terms of capital inflows and outflows has been a sharp reduction in
the ability of governments to both attract foreign capital and retain
domestic savings. This feature has in turn led to a worsening of
trade-offs between the different macroeconomic objectives with a

corresponding loss of effectiveness in government's macroeconomic

policies.

This paper attempts to partially fill these gaps. Section 1
discusses briefly the international and national conditions which
determined the large expansion of foreign public debt in many
developing countries during the 1970's, as well as the role of
foreign debt in the operation and effectiveness of macroeconomic
policies over that period. The remaining sections concentrate then on
the conditions prevailing after the debt crisis. Section 2 introduces
the assumption of a solvency crisis into a standard macroeconomic
model, through the notion of a kinked demand curve in the market for
government debt, and section 3 discusses the resulting loss of
effectiveness of macroeconomic policies as expressed in a worsening
of trade-offs between internal and external balance under a fixed
exchange rate regime as well as between external and ‘'distributive
balance’ in a regime of flexible exchange rates. An appendix provides

a formal analysis of the main conclusions. Throughout the paper the



mexican experience is examined and used to exemplify the main points.
This experience, which is in fact the major motivation of the paper,
illustrates in a particularly radical way the abrupt changes brought
about by the debt crisis as well as the interactions between the
foreign debt crisis, the government's solvency problems and the

private capital flight (1).

1. Asset markets and capital mobility before and after the debt

crisis

The large expansion of international bank loans to Latin american
and other developing countries is a well documented feature of the
evolution of the world economy during the 1970's. In the mexican
experience, its dimensions took a rather extreme form. Foreign debt,
of theé order of 8 billion dollars (or about 20% of GDP) in the early
1970's, had increased already to over 20 billion by the mid seventies
(see table 1). Following a short-lived financial crisis and economic
recession in 1976-77, the o0il bonanza from 1978 to 1981 turned Mexico
into a preferred customer of international banks, and foreign loans
were conceded in amounts and conditions which were notably more
favourable than for the rest of developing countries. Thus, while
international bank loans to developing countries as a whole increased
by 76% from 1978 to 1981, in the case of Mexico - already a very
large debtor by 1978- they rose by 146% (cf. Frieden, 1984). These
loans were channelled mainly to the public sector, which absorbed
around 80% of total foreign indebtedness, but the availability of
credit extended also to the domestic private sector (2). By the end

of 1981, public foreign debt had risen to 61.9 and private debt to 22

billion dollars.

(1) For a broader analysis and background on the mexican economy
in the 1970's and 1980's see Lustig and Ros (1987) and Ros (1987).

(2) The boom in domestic demand and private investment triggered
a rapid growth of overall private indebtedness. In large private
firms, the debt-capital ratio rose from 90% in 1978 to 120% in 1981,
while the share of dollar denominated liabilities in total debt

increaged from 20Y tc 63" over the same period (~f. Lovez. 1985).
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Table 1. The mexican economy. Basic indicators 1970-1987

1970-75 1976-177 1978-81 1982-87
Annual growth rates (%)
G.D.P. 6.5 3.8 8.4 -0.2
Average real wages 4.6 3.1 3.5 -7.8
Inflation (consumer 12.2 23.3 21.1 80.8
prices)
Foreign debt (end of
period, billion dollars)
Public 14.6 22.9 61.9 71.5
Private 5.5 6.1 22.0 14.5
Total 20.1 29.0 83.9 86.0

Sources: Banco de Mexico, Informe Annual. 1987.; SPP, Sistema de
Cuentas Nacionales (1970-78, 1979-81, 1981-3, 1984); Economia
Aplicada SC, Cuentas de los sectores institucionales (1985).

The surge in foreign borrowing resulted from a combination of
international and national circumstances. Externally, the recycling
of OPEC funds into the international banking system, together with
economic recession in industrial countries, created conditions of
excess liquidity which awakened the interest of international banks
for lending to fast growing developing economies. Internally, many of
these countries faced, to varying degrees and for widely different
reasons, structural trade imbalances and weak public finances (3).
Its correction through domestic reforms involved no easy options,

while its importance could be minimised given the large room for

{3) In oil exporting Mexico, for example, a declining
agricultural trade surplus and a persistent trade deficit were the
main sources of external imbalance. In contrast, the oil import bill
was a major factor in the expansion of foreign debt in Brazil.



manoeuvre enjoyed by macroeconomic policies under the virtually
unconstrained availability of credit prevailing in external financial

markets.

Thus, in the international conditions of the 1970's, foreign debt
played a critical role in making possible an international and
domestic macroeconomic framework within which the major objectives of
macroeconomic policy could be broadly and simultaneously achieved.
Just as under the standard assumptions of perfect capital mobility,
the absence of foreign credit constraints implied that there was
always a mix of monetary and fiscal policies which was able to
reconcile a high level of domestic economic activity with equilibrium
in the overall balance of payments. Moreover, the broad access to
foreign borrowing gave fiscal and exchange rate policies the
necessary room for manceuvre to simultaneously maintain domestic
social conflicts and the price level within manageable limits. The
results were a prolonged period of fast economic growth, rising real
wages and incomes, overall external balance and a rate of inflation
which, by present standards, remained at relatively low and stable

levels (see table 1).

The operation of macroeconomic policies over this period can be
illustrated by an analysis of the flow of funds between the public,
private and external sectors. These are shown in table 2, which
corrects the public and private financial surpluses (or deficits) for
the effects of inflation on nominal flows (4). Before 1981, flow of
funds showed typically the following pattern: the public sector
deficit (of the order of 4-6 % of GDP) had as its counterpart a
current account deficit in the balance of payments, equal to about

two thirds of the public sector deficit, and a private sector

(4) Thus, in principle, each sector real financial surplus
(deficit) refers to the change in the sector's real financial assets
(liabilities). In this definition, the inflation adjustment involves
correcting for the inflationary component of nominal interest flows
as well as any real capital losses (gains) on monetary assets
(liabilities). The data in table 2 is not, however, adjusted for the
effects of external inflation on the real value of assets denominated

in foreign currency.



1.Public sector 4.3 5.2 6.1 9.8
financial deficit

2.Current account 2.9 3.6 3.9 6.4
deficit

3.Private sector 1.9 1.9 -0.2 3.6
financial surplus

3.1.Net acquisition 2.5 3.3 2.1 2.2
of public debt (1)

3.2.Net acquisition -0.6 -1.4 -2.3 1.4

of foreign assets

4.Public sector 2.3 2.2 1.6 7.8
borrowing abroad (2)

Table 2. The flow of funds identity, 1978-1987

1978 1979 1980 1981 1982 1983 1984

6.0 1.8 0.1

2.1 -3.6 -2.2

4.4 4.8 1.2

0.6 -0.9 -0.9

3.8 5.7 2.1

5.9 2.1 -0.2

-0.5 0.6 1.1

5.Statistical -0.5 -0.3 2.4 -0.2
discrepancy (1-2-3)

Notes:

(1) residual obtained as (3) - (3.2)

(2) net of change in international reserves

Source: Banco de México, Informe Annual, 1987

1985

-0.9

1986

1987

-1.9

-3.9

~0.3
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financial surplus, corresponding to the remainder of the public
sector deficit. The private sector surplus comprised in turn a
financial deficit with the external sector (due mainly to borrowing
by private firms from foreign banks) and a financial surplus with the
public sector which more than compensated for the former, and which
financed between half and two thirds of the public sector financial
deficit. The remaining part was then obtained through the
government's borrowing abroad in amounts which were sufficient to
simultaneously finance the current account deficit in the balance of

payments as well as the desired increase in international reserves

Through monetary management in order to alter the composition of
the private sector financial surplus (in terms of domestic and
foreign assets) or by directly changing the amount of public debt
sold to the foreign sector, fiscal policy enjoyed from a sufficiently
large degree of freedom in order to simultaneously achieve internal
and external balance without putting in danger the stability of the
exchange rate. In sum, the policy making process operated effectively
with three objectives - internal, external and distributive balance -
and three main policy instruments, fiscal policy, monetary/ exchange

rate policy, and foreign debt management.

The process led however to a growing financial fragility and
became unsustainable when favourable external conditions began to
change in 1981-82. Foreign real interest rates which had been rising
since 1980 reached a peak of around 9% in 1981-82, while o0il prices
started falling at a time when oil export revenues represented around
70% of total merchandise exports. In 1981, the expansion of the
public sector financial deficit was accompanied by a larger current
account deficit and a significant increase in the private sector
financial surplus. But now, rapidly deteriorating exchange rate
expectations stimulated a massive capital flight, of the order of 20
billion dollars from the beginning of 1981 to mid 1982, and the net
acquisition of foreign assets by the private sector turned from
negative to a large positive figure (see table 2). Temporarily, the
government compensated the effects of capital flight on the balance

of payments through a massive increase in external borrowing, but



very rapidly foreign loans became increasingly rationed. After two
exchange rate crisis and dramatic devaluations of the mexican peso in
february and august 1982, the mexican government suspended payments
on its foreign debt signalling the beginning of the international

debt crisis (5).

After the 1982 debt crisis foreign lending to the mexican public
sector shrank to negligible proportions (mainly explained by
involuntary bank lending under IMF adjustment programmes). At the
same time, the proportion of the private sector financial surplus
invested abroad, in contrast to the period previous to 1981, has
remained high and has actually increased over the recession from 1983
onwards, even if the large adjustments in the real exchange rate have
substantially reduced the dollar value of the financial savings that
are flowing out of the country. In fact, from 1983 onwards, the
change in the real value of the private sector holding of mexican
public debt has actually been negative, and thus the whole of the
private sector net real savings has been invested abroad. This flight
away from government debt by both the domestic and foreign private
sector has annihilated the previous room for manoeuvre of fiscal
policy and has led to a drastic change in the government's fiscal
stance. The present surplus in the public sector financial accounts
is to a large extent the counterpart of the fiscal and external
constraints imposed by the debt crisis as well as by a major
alteration in the asset composition of the private sector net

financial savings.

(5) The debt crisis was made worse and more abrupt by the initial
beliefs, on the part of both international lenders and the mexican
government, that the increase in foreign interest rates was a
temporary phenomenon while a high oil price in real terms would
remain a lasting feature of the world economy. This initial stage,
which explains the massive and continued expansion of debt over 1981
and part of 1982, was followed by a less optimistic outlook and the
full realization of its implications.
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2. Capital mobility under a solvency crisis

The changes after the 1982 debt crisis can be interpreted and
analysed in terms of a sharp modification in the nature and extent of
international capital mobility. In order to proceed along these
lines, let us consider a model with three financial assets - money,
government bonds and foreign assets - with only the last two being
substitutes in the portfolio of both domestic and foreign private
sectors. For a given level of foreign interest rates and private
wealth, the relation between the stock of government debt (internal
and external) and the interest rate on government bonds will in

general have the shape shown in figure 1.

Figure 1
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The interest rate i1 is the minimum interest rate at which
government bonds will be held by the private sector. By analogy with
Keynes' liquidity trap, this is the interest rate on government bonds
at which foreign assets and public debt become perfect substitutes.
Thus, in the absence of capital controls, il must be equal to the
foreign interest rate (corrected for expected exchange rate
devaluation) plus a 'normal' risk premium. D1 is then the maximum
amount of government debt tha“ can be sold at the minimum interest
rate. Below this level of government debt, the Mundell-Fleming
assumption of perfect, and perfectly symmetrical, capital mobility
holds: foreign and domestic financial assets are perfect substitutes

and the government faces a perfectly elastic demand for its debt.

Above D , additional sales of government debt can only be
effected at the cost of an increasing risk premium, and the demand
for government bonds becomes thus increasingly inelastic. There is,
however, a maximum limit to the process of increasing risk premium
and bond sales, for when the stock of government debt has reached a
level which, in the perception of lenders, endangers the government's
solvency itself, higher interest rates would only add to the
deterioration of lenders expectations. This 'fiscal trap' is
represented in figure 1 by the maximum level of government debt D2
and the interest rate i2 at which the demand for government bonds
becomes perfectly inelastic. This is the Mundell-Fleming assumption
on its head: there is no interest rate at which the government can
sell additional amounts of its debt, and capital inflows are

perfectly inelastic to increases in domestic interest rates.

The margin between iz and the minimum interest rate 11 is
thus the maximum risk premium (over and above normal) which lenders
are willing to accept for holding public debt instead of foreign
assets, and is in turn determined by the lenders state of confidence
and perceptions of government solvency as well as by the level of
foreign interest rates. If confidence is eroded and/or the foreign
interest rate increases, the maximum risk premium shrinks and in the

limit disappears. The relation between the stock of government debt
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and domestic interest rates takes then the form of a kinked curve, as
in figure 2, with the kink corresponding to the minimum interest rate

and the stock of government bonds demanded at that rate.

Figure 2

A kinked demand curve for government debt carries with it the
implication of asymmetrical capital mobility in the market for
foreign financial assets. For domestic interest rates higher than ix,
capital inflows are fully inelastic since the stock of debt D* is the
maximum amount of public debt that the foreign and domestic private
sectors are willing to hold at any rate of interest. However, DX is
not a minimum: at interest rates equal or lower than ix, the
*liquidity trap' phenomenon still holds and capital outflows become
fully elastic since the perceived return on foreign assets is greater

than the return on holding public debt.
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The analysis of the mexican experience in the first section of
the paper can now be rephrased within the present framework. In the
early 1970's, starting from relatively low levels of external debt,
the mexican economy operated well below its 'indebtedness potential’
(D2 in figure 1, and even below Dl)' In the mid 1970's, the
discovery of abundant oil reserves and the subsequent massive inflow
of o0il export revenues enlarged still more the access of the mexican
public sector to international credit. The financial markets for
public debt and foreign assets operated over this period in
conditions which approached the assumption of perfect international
mobility. The accumulation of foreign debt became eventually
unsustainable as a result of two abrupt changes. First, the increase
in foreign interest rates imposed an additional burden on debt
service, the balance of payments and already weak public finances,
and reduced the 'maximum risk premium’ that lenders were willing to
accept for holding government debt. Second, the 'state of confidence’
was rudely shaken by the sharp reversal in the expected long term
trend of real o0il prices from 1981 onwards. The result of these two
changes was the 1982 debt crisis and the complete reversal of the
conditions that had prevailed in international capital markets. Over
this period, depending on the state of public sector accounts and
devaluation expectations, the narrow limits between the two 'traps’
have even been reversed at times giving rise to an exchange rate
crisis followed by a period of normalization of exchange rate
expectations. An episode featuring this phenomenon took place in mid
1985, when the domestic private sector increased its stock of foreign

assets by depleting its holdings of government debt (see table 2).

3. Capital mobility and policy effectiveness

In a world of perfect capital mobility and fixed exchange rates
the policy conclusions of the Mundell-Fleming model apply. Fiscal
policy is fully effective in the achievement of internal balance
while monetary policy is a powerful instrument for influencing the

balance of payments. The relative effectiveness of the two
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instruments is reversed in a regime of flexible exchange rates, but
in both cases there is always a mix of fiscal and monetary policy

which can simultaneously achieve internal and external balance.

Asymmetrical capital mobility has several consequences on the
operation of macroeconomic policies. First, it increases the
constraints on fiscal policy. Fiscal expansion financed through an
increase in government bonds sold either to the domestic or the
foreign private sector is not an available policy option, given the
presence of credit rationing in the market for government debt. Even
if the government relaxes these constraints through the regulation of
local banks, the effectiveness of a fiscal expansion financed by
increased sales of government bonds to the domestic banking sector
stands in sharp contrast with the operation of fiscal policy under
conditions of perfect capital mobility. In the latter, under a fixed
exchange rate regime, fiscal expansion leaves the domestic interest
rate unchanged while, at the same time, improving both the level of
economic activity and the overall balance of payments (through
increased capital inflows). In the present case, as shown formally in
the appendix, the inelasticity of external capital inflows implies
that there are no capital movements to keep in check the upward
pressure on domestic interest rates exerted by the expanding stock of
domestic government bonds. As a consequence, the former positive
effects of fiscal expansion on the balance of international reserves
are not warranted while, at the same time, its effects on aggregate
output are now offset by rising interest rates and its negative
consequences on private expenditures. Fiscal policy becomes thus

largely ineffective.

Monetary policy under a fixed exchange rate, is also largely
ineffective in terms of its effects on economic activity. Just as in
the model of perfect capital mobility, the main consequences of a
monetary expansion are capital outflows and a deterioration of the
balance of international reserves. The high interest elasticity of
capital outflows dampens the effects of monetary expansion on
domestic interest rates and, thus, on private expenditures and

economic activity. The main difference with respect to the standard
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model of perfect capital mobility is that the present case introduces
an asymmetry into the operation of monetary policy itself. The
effectiveness of a restrictive monetary policy in improving the
overall balance of payments is largely lost. Indeed, the inelasticity
of capital inflows to increases in domestic interest rates implies
that an improvement in the balance of external reserves can at best
be only achieved at the cost of increases in domestic interest rates

and reductions in the level of economic activity.

In sum, credit rationing in the market for government debt and
asymmetrical capital mobility exacerbate the role of fiscal and
balance of payments constraints as a result of the increased
inelasticity of capital inflows and the demand for government debt
with respect to increases in domestic interest rates. The resulting
erosion in the effectiveness of monetary policy in the achievement of
external balance and that of fiscal policy with respect to internal
balance, implies that there will hardly be any mix of monetary and
fiscal policy which, under a regime of fixed exchange rates, is able
to achieve both objectives simultaneously. A policy mix which is
effective in rising the level the level of aggregate demand and
output, such as a combined monetary and fiscal expansion, will only

do so at the cost of sacrificing external balance and viceversa.

Flexible exchange rates, external and distributive balance

The loss of policy effectiveness, which in the context of a fixed
exchange rate regime takes the form of a worsening of the trade off
between internal and external balance, takes a different expression
in a regime of flexible exchange rates. Just as in the standard model
of perfect capital mobility, the ability of monetary policy to
reconcile external and internal balance is restored by the mere fact
that exchange rate flexibility affects both of them in the same
direction. However, in affecting domestic output and the trade
balance, exchange rate movements have distributional consequences, in
particular by altering real wages in relation to labor productivity,

which in turn will lead to changes in the domestic inflation rate,
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under realistic assumptions on price and wage formation. Thus, while
monetary policy operating through a devaluation can affect the
internal and external performance of the economy, it will do so at
the cost of exacerbating internal 'distributive unbalances' whose

most apparent expression is a deteriorating inflation performance.

This trade off is obscured, or more precisely absent, in the
Mundell-Fleming analysis of macroeconomic policies simply because
this is a model with two rather than three policy objectives, where
the absence of distributional constraints implicity assumes that
exchange rate movements have no costs. It is nevertheless the case
that under perfect capital mobility and flexible exchange rates,
there is always a mix of fiscal and monetary policy which is able to
achieve internal and external balance at any exchange rate and, thus,
to overcome distributional constraints. This degree of freedom ro
longer exists when capital inflows are inelastic with respect to
increases in domestic interest rates since there is no way then to
avoid the consequences of an expansion in domestic output over the
balance of payments, under fixed exchange rates, or on the exchange
rate, under a regime of flexible exchange rates. The counterpart of
policy ineffectiveness that was examined in the case of a fixed
exchange rate, is thus a worsening of the trade off between

internal/external balance and 'distributive balance’.

In the recent experience of the mexican economy, this trade off
is expressed in figure 3 as one between the ncn oil trade balance and
the rate of inflation and in figure 4 as one between the real
exchange rate and real wages. Since 1982, Mexico's balance of
payments has been subject to successive shocks, the major ones being
the rise in foreign interest rate and the drying up of new
international loans in 1981-82, and the oil price collapse of early
1986 when oil prices fell from above US$20 per barrel to around US$1l
per barrel, and drastically cut foreign exchange earnings and fiscal
revenues obtained from the government's oil corporation. The loss of
0il revenues over 1986 was of the order of 7 billion US dollars, or

about 6-7% of GDP, at 1986 prices.
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Figure 3

Figure 4



Non oil trade Inflation rate Real exchange Real average

trade {annual average) rate wages (1980=100)

(billion US$) (%) (1970=100)
1980 11.5 24.8 93.5 100
1981 17.5 25.9 83.6 106.0
1982 8.3 59.5 105.7 103.1
1983 0.8 93.8 138.2 79.0
1984 1,4 66.3 118.5 5.4
1985 4.1 57.6 118.2 6.2
1986 0.0 86.2 162.5 68.7
1987 -2.5 125.3 177.4 65.3
1988 4.0 (e) 65 (e) - -

(e} = estimated

Sources: Banco de Mexico, Informe Anual and Indicadorg Econdmicos, several
issues SPP, Sistema de Cuentag Nacionaleg, several issues.
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In the absence of compensatory capital inflows, restoring
external balance involved in both cases a major adjustment in the
non oil trade balance which was in turn achieved through drastic
devaluations and fiscal contraction. More precisely, the short term
policy response to the 1982 debt crisis and the 1986 oil price
collapse combined three main policy measures: 1) major fiscal
adjustments, which came about from sharp reductions in public
investment and in the real wages and salaries of public sector
employees, as well as from an upward adjustment of public sector
relative prices and indirect taxes (net of subsidies); 2) massive
devaluations of the peso-dollar exchange rate, of the order in real
terms of 70% in 1982-83 and 50% in 1986-87 (with a moderate real
appreciation in the interim years); and 3) a very restrictive 'wage
policy stance' which, especially over 1983, involved a sharp
alteration of wage indexation rules by setting minimum wage

adjustments well below the rate of past inflation.

Fiscal contraction and devaluation succeeded in sharply reducing
the non oil trade deficit and restoring external balance, but at the
cost of severely disruptive effects on the internal distribution of
income and inflation. Real average wages fell by almost 30 % over
1982-84 and by an additional 14 % in 1986-87. By 1987 they were
almost 40 % below their 1981 level, while inflation had accelerated
sharply from a 25 % annual rate in 1980-81 to over 120% in 1987.

The same policy dilemmas have been faced over 1988 when a
different approach to counter inflation policy was followed. Since
late 1987 an agreement was reached between the government, labor
unions and business confederations on a comprehensive attack on
inflation involving a deindexation programme, comprising a freeze of
the exchange rate, wages and prices as its central element, together
with a tight fiscal and monetary policy as well as an accelerated
pace of import liberalisation measures. The programme has been
successful in bringing inflation down - to a level below 1 % per
month in september 1988 - but at the cost of a very rapid
deterioration of the trade balance which by the end of 1988 appeared

to be unsustainable, with the non oil trade balance in the third
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quarter recording a deficit of the order of 5 billion dollars on
annualised figures. The real exchange rate appreciation which
contributed to the reduction of the inflation rate, together with the
massive import liberalisation, are at the roots of the import boom

which led to the sharp deterioration of the balance of payments.

4., Conclusions

In this paper, the debt crisis has been seen as a solvency crisis
which affects governments in their relations with foreign as well as
local lenders. From this perspective, present troubles appear to be
determined as much by the abrupt end of voluntary lending from
international banks as by the increased propensity to save abroad on
the part of the domestic private sector; more precisely, by what both

of these phenomena reflect, a flight away from government debt.

Both the origins and consequences of the debt crisis need to be
looked at from this perspective. Our analysis suggested, for example,
that present problems originated not only in the excessive lending
and borrowing up to 1981-82 but also in the impact of rising
international interest rates on the state of confidence (or the
maximum risk premium which lenders were willing to accept for holding
government debt). This influence is additional to the consequences of
high interest rates on the debt service burden and on balance of
payments constraints. It suggests that debt relief, through a
reduction in eitﬁer interest rates or principal, would contribute to
the resolution of the crisis not only by reducing debt service -~
which although important would not restore by itself the
effectiveness of macroeconomic policies - but also by relaxing the
credit rationg conditions prevailing at present in the market for

government debt.

A second aspect of the current situation is that as long as
present conditions in financial markets continue to prevail there is

little scope for overcoming the crisis through macroeconomic policies.
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The policy problem, as suggested by our analysis, is one of too few
policy instruments, and its solution will depend on the effectiveness
of other less conventional economic policies (industrial, trade or
financial). However, policy reforms which can moderate the trade offs
between the different macroeconomic objectives and enlarge the room
for manceuvre of government policies are not necessarily perceived as
such by international and domestic lenders, in which case they can
lead simultaneously to a further deterioration of the state of
confidence. In fact, we have argued elsewhere (Ros, 1987) that some
aspects of present policy conditionality by international financial
institutions (i.e., the conditions established by creditors on
debtors in exchange for restoring confidence) are an example of how
access to international capital markets can improve temporarily when
policies are adopted which end up worsening the trade offs between
macroeconomic objectives. It is this paradox which makes present
policy dilemmas particularly intractable, and which explains why the
resolution of the debt crisis has become an extremely long and

painful process.
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Appendix. The effectiveness of fiscal and monetary policies under

alternative assumptions on capital mobility

In this appendix we introduce the assumption of asymmetrical
capital mobility into a standard macroeconomic model, examine its
implications for the effectiveness of fiscal and monetary policies,
and compare them with the conventional policy conclusions in the case
of perfect capital mobility. We consider a small open economy for
which the foreign levels of income, prices and interest rates may be
taken as exogenously given, and distinguish five institutional
sectors: the private sector, the government, the Central bank,
commercial banks, and the foreign sector. No price changes are
considered and, thus, there is no need to distinguish between nominal
and real magnitudes. For simplicity, we also abstract from interest
payments on all financial liabilities. We shall limit our analysis to
the case of fixed exchange rate regime and thus to the trade offs

between internal and external balance.

In a simple form, the model contains the following structural

equations and budget constraints:

(1) Y = PE + G + NX

(2) PE = a, + 31.(Y—T) - 82.1
(3) T=t.Y

(4) NX = m + ml.Y + m,.e

(5) D= d0 + dl.(Y—T)

(6) H=h.D

(7) FA = f0 + fl.lf - fz.l

Budget constraints

(8) Private sector: Y-T = PE + D + FA - L

(9) Government: G-T = E + Bb + Bf

[
(10) Commercial banks: D = H + Bb + L
R

(11) Central Bank: H =
(12) Foreign sector: R = NX + Bf - FA
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Where:
Y = national income
PE = private expenditures

= government expenditures (exogenous)

7]

T = tax revenues

NX = trade balance

i = domestic interest rate (on government bonds and bank loans)
i_ = foreign interest rate (exogenous)

e = exchange rate (exogenous)

D = change in bank deposits

FA = change in foreign financial assets

change in domestic bank loans

[
W

= change in monetary base (banks cash reserves)
= change in central bank credit to the government (exogenous)

H
B
c
B, = sales of government bonds to the local commercial banks
B, = sales of government bonds to the foreign sector

R

= change in international reserves

So far, the model comprises 12 unknowns (Y, PE, NX, T, D, FA, L,
H, 1, Bb' Bf and R) and 11 independent equations since only 4 oOf
the five budget constraints are independent from the national income
identity (equation 1). Depending on the assumptions on capital
mobility, the model can be close?}in two alternative ways. Under

mode
perfect capital mobility, theYcompleted by:

~
(13a) Bf = Bf

and the condition;
(14a) fz-» 0 , which implies i = if

Where %f is the desired amount of government bond sales to the
foreign sector decided by domestic macroeconomic management. The
perfect elasticity of capital inflows and outflows implies the
equality between domestic and foreign interest rates since then
domestic and foreign liabilities are regarded as perfect

substitutes.
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Under asymmetrical capital mobility, the model is completed as

follows:

- - A
(13b) Bf = Bg, where Bf< Bf and cannot be decided by
macroeconomic policy.

and the condition:

(14b) 1 > if , with fz-o o when i< i%

and f2~;0 when 1 ) ix.

Condition (14b) expresses asymmetrical capital mobility in an
different form than the analysis presented in section 2 of the paper.
Here the perfect inelasticity of capital inflows to increases in
domestic interest rates does not imply a perfect inelasticity of the
demand for government bonds. The present analysis refers rather to
the case discussed in section 3 in which the government is able to
expand its sales of public debt to the domestic banking sector,
although with no consequences on the capital account of the balance

of payments.

Fiscal policy

The analysis of fiscal policy under perfect capital mobility
replicates the properties of the Mundell-Fleming model. Fiscal policy
is fully effective (see table 1). Consider, for example, the effects
of an increase in government expenditures at given levels of Central
bank credit and government bond sales to the foreign sector. The
fiscal expansion has a positive effect on the level of economic
activity given by the open economy multiplier. Interest rates,
-determined by foreign interest rates, remain unchanged and, thus, far
from being crowded out by government expenditures, private
expenditures are stimulated by the expansion of income. The trade
balance deteriorates as a result of overall economic expansion, but
the overall balance of payments improves as a consequence of capital
inflows which more than compensate for the deterioration of the trade

balance.
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The full process can be described as follows. The increase in
government expenditures is only partially financed through increased
tax receipts resulting from the higher level of income; given the
assumptions on Central bank credit and government's borrowing abroad,
the rest of the increased government deficit is financed through bond
sales to the domestic banking sector. The supply of bank loans to the
corporate sector is thereby reduced which, together with the
increased investment expenditures, puts an upward pressure on the
loan rate. The latter is arrested, however, by a substitution of
domestic loans by foreign loa..> (or by a reduction in private
holdings of foreign assets) which, given the assumption of a
perfectly elastic supply of foreign loans, allows to meet the
increased demand for loans at an unchanged interest rate. The process
may also be seen from the perspective of the Central bank balance
sheet: in the new equilibrium, the higher level of income determines
an increased demand for 'high powered’' money which, at unchanged
levels of domestic interest rates and Central bank credit, requires

an improved balance of international reserves (6).

Consider now an expansion of government expenditures accompanied
by increased sales of government bonds to the domestic banking sector
in the case of asymmetrical capital mobility (see table 1). Given the
interest inelasticity of capital inflows, there are no capital
movements now to keep in check the upward pressure on domestic
interest rates exerted by the expanding stock of domestic government
bonds. Large increases in domestic interest rates are now unable to

attract capital inflows, implying that the former positive effects of

(6) The overall effects are similar if the fiscal expansion had
been accompanied by an increase in bond sales abroad with unchanged
levels of Central bank credit and bond sales to the domestic banking
sector. In this case, the balance of international reserves improves
because of foreign lending to the government rather than to the
corporate sector. The main difference with respect to the previous
case is that, depending on the parameters of the model, the process
of economic expansion may be accompanied by private capital inflows
or outflows. For example, if bank deposits expand rapidly relatively
to the demand for bank loans, the expansionary fiscal policy will be
accompanied by a private capital outflow.
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fiscal expansion on the balance of international reserves are not
warranted. At the same time, the effects on aggregate output are now
hindered by the increasing interest rates and its negative
consequences on the level of private investments. Fiscal policy

becomes thus largely ineffective.

Table 1. Multiplier effects of fiscal expansion (d /dG) under
perfect and asymmetrical capital mobility.

Perfect capital Asymmetrical capital
mobility mobility
Y 1/A, 0
i
PE a_/A 1
1
0 1/a
* 2
NX m_/A 0
11
-s.h)/ 0
FA (m1 s.h) Al
.h/ 0
R s.h A1

Al =1 - al.(l—t) -m

= = . -t
s (1 al) (1-t)

1

Monetary policy

Both under perfect and asymmetrical capital mobility, monetary
expansion is fully ineffective in its consequences on private
expenditures and economic activity (see table 2 where we assume, in

the case of asymmetrical capital mobility that the economy is
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operating initially at the kink of the demand curve for foreign
assets). Consider an expansion of Central bank credit in the form of
an acquisition of government bonds. The immediate result is an
increase in cash reserves in the commercial banking system which
expands the supply of bank loans and exerts a downward pressure on
the loan rate. The latter is kept in check, however, by an increased
acquisition of foreign assets and an expansion of the demand for
domestic loans. The end result is a deterioration of the capital
account in the balance of payments and of the balance of
international reserves which offsets the original expansion of the
monetary base and compensates for the effects on domestic interest
rates of the original acquisition of government bonds by the Central
bank. Since the latter is unable to affect interest rates (and thus
the level of investment and income), the process continues until the
re-establishment of the stock of high powered money at its original
level, implying that the deterioration in the balance of
international reserves is exactly equal to the original increase in
Central bank credit (see table 2). Thus, monetary expansion has no
effect on the level of output, investment or the trade balance. Its
consequences are limited to a deterioration of the overall balance of
payments through a capital outflow (or a reduction of capital
inflows). In the end, all that happens is a substitution of
government bonds for foreign exchange in the portfolio of the Central

bank.

In the case of perfect capital mobility, the ineffectiveness of
monetary policy is, however, only relative to the level of domestic
economic activity, or to the objective of internal balance. Monetary
policy remains crucial in this model for the achievement of external
balance, or an appropriate level of international reserves. Its
effectiveness in this respect is best seen when we consider a
restrictive monetary policy: then, following a reasoning analogous to
the one presented above, monetary contraction leads to an improvement
of the overall balance of payments without any costs in terms of
investment and domestic output. Given the properties of fiscal
policy, these features imply that in, a regime of fixed exchange

rates and perfect capital mobility, there is always a mix of fiscal
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and monetary policy which is able to achieve both internal and
external balance. Even if the model is unrealistic in several aspects
(for example, in abstracting from inflation and its emphasis on the
overall balance of payments rather than its composition), it makes
the point that a perfect and perfectly symmetrical capital mobility

considerably relaxes the constraints on macroeconomic policies.

Table 2. Multiplier effects of monetary expansion (d /dB ) and
c

contraction (d /d-B ) under perfect and asymmetrical capital mobility.
c

Monetary expansion(l) Monetary contraction
Perfect Asymmetrical
mobility mobility
Y 0 0 —1/(A1—A2)
PE 0 ] —(A1+al)/(A1—A?)
i 0 /a_.(A_-A
i 0 AI a2 ( 1 2)
0 -m_/(A_-A
NX 0 m, ( 1 2)
FA 1 -1 0
- -m_/ -A
R 1 1 mn, (A1 2)

(1) perfect and asymmetrical capital mobility

= - (1-t) -
A 1 a1 ( ) -m

1-h).s + t - a
2 ( ) 1

1

»
[}
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In contrast, asymmetrical capital mobility introduces an
asymmetry into the operation of monetary policy itself. The
effectiveness of a restrictive monetary policy in improving the
overall balance of payments has now been largely lost given that, as
a result of the inelasticity of capital inflows to increases in
domestic interest rates, monetary contraction has no consequences on
the capital account . Any improvement in the balance of international
reserves can only be achieved through changes in the trade balance
and thus at the cost of reductions in the level of economic activity
determined by the rise in domestic interest rates. In sum, under a
regime of fixed exchange rates, asymmetrical capital mobility erodes
the effectiveness of monetary policy in the achievement of external
balance objectives and that of fiscal policy with respect to internal
balance, implying that there will hardly be any mix of monetary and

fiscal policy which is able to achieve both objectives simultaneously.

References

Frieden, J. (1984), Endeudamiento y fuga de capital. Los flujos
financieros internacionales en la crisis de México, 1981-83,

Investigacién Econdémica, n. 170 (México: UNAM).

Lépez, J. (1985), Balance de la economia mexicana, mimeo (Méxicoa:

UNAM)

Lustig N. and J. Ros (1987), Stabilization and Adjustment in Mexico:
1982-85, WIDER, Helsinki.

Ros J. (1987), Mexico from the oil boom to the debt crisis. An
analysis of policy responses to external shocks 1978-1985, in Thorp,
R. and L. Whitehead (eds.) The Latin American Debt Crisis, MacMillan,

London.



£5 53 3 3333

WP 43.
WP 44.
WP 45.
WP 46.
WP 47.
WP 48.
WP 49.
WP 50.

Eal ol ol

WIDER
WORKING PAPERS

Amartya Sen: Food, economics and entitiements, February 1986
Nanak Kakwani: Decomposition of normalization axiom in the measurement of poverty: a comment, March 1986

. Pertti Haaparanta: The intertemporal effects of international transfers, April 1986
. Nanak Kakwani: Income inequality, welfare and poverty in a developing economy with applications to Sri Lanka, April

1986

. Pertti Haaparanta: and Juha Kéahkénen: Liberalization of Capital Movements and Trade: Real Appreciation,

Employment and Welfare, August 1986

. Pertti Haaparanta: Dual Exchange Markets and Intervention, August 1986
. Pertti Haaparanta: Real and Relative Wage Rigidities — Wage Indexation* in the Open Economy Staggered Contracts

Model, August 1986

. Nanak Kakwani: On Measuring Undemutrition, December 1986
. Nanak Kakwani: Is Sex Bias Significant? December 1986
. Partha Dasgupta and Debraj Ray: Adapting to Undemourishment: The Clinical Evidence and Its Implications, April

1987

. Bemard Wood: Middle Powers in the International System: A Preliminary Assessment of Potential, June 1987

. Stephany Griffith-Jones: The International Debt Problem — Prospects and Solutions, June 1987

. Don Patinkin: Walras’ Law, June 1987

. Kaushik Basu: Technological Stagnation, Tenurial Laws and Adverse Selection, June 1987

. Peter Svedberg: Undernutrition in Sub-Saharan Africa: A Critical Assessment of the Evidence, June 1987

. §8. R. Osmani: Controversies in Nutrition and their Implications for the Economics of Food, July 1987

. Frédérique Apffel Marglin: Smallpox in Two Systems of Knowledge, Revised, July 1987

. Amartya Sen: Gender and Cooperative Conflicts, July 1987

. Amartya Sen: Africa and India: What do we have to learn from each other? August 1987

. Kaushik Basu: A Theory of Association: Social Status, Prices and Markets, August 1987

. Kaushik Basu: A Theory of Surplus Labour, August 1987

. Albert Fishlow: Some Reflections on Comparative Latin American Economic Performance and Policy, August 1987
. Sukhamoy Chakravarty: Post-Keynesian Theorists and the Theory of Economic Development, August 1987

. Georgy Skorov: Economic Reform in the USSR, August 1987

. Amartya Sen: Freedom of Choice: Concept and Content, August 1987

. Gopalakrishna Kumar: Ethiopian Famines 1973—1985: A Case-Study, November 1987

. Carl Riskin: Feeding China: The Experience since 1949, November 1987

. Martin Ravallion: Market Responses to Anti-Hunger Policies: Effects on Wages, Prices and Employment, November

1987

. S. R. Osmani: The Food Problems of Bangladesh, November 1987

. Martha Nussbaum and Arnartya Sen: Internal Criticism and Indian Rationalist Traditions, December 1987

. Martha Nussbaum: Nature, Function and Capability: Aristotle on Political Distribution, December (987

. Martha Nussbaum: Non-Relative Virtues: An Aristotelian Approach, December 1987

. Tariq Banuri: Modemization and its Discontents A Perspective from the Sociology of Knowledge, December 1987
. Alfred Maizels: Commodity Instability and Developing Countries: The Debate, January 1988

. Jukka Pekkarinen: Keynesianism and the Scandinavian Models of Economic Policy, February 1988

. Masahiko Aoki: A New Paradigm of Work Organization: The Japanese Experience, February 1988

. Dragoslav Avramovic: Conditionality: Facts, Theory and Policy — Contribution to the Reconstruction of the

International Financial System, February 1988

. Gerald Epstein and Juliet Schor: Macropolicy in the Rise and Fall of the Golden Age, February 1988

. Stephen Marglin and Amit Bhaduri: Profit Squeeze and Keynesian Theory, April 1988

. Bob Rowthom and Andrew Glyn: The Diversity of Unemployment Experience Since 1973, April 1988

. Lance Taylor: Economic Openness — Problems to the Century’s End, Aprit 1988

. Alan Hughes and Ajit Singh: The World Economic Slowdown and the Asian and Latin American Economies: A

Comparative Analysis of Economic Structure, Policy and Performance, April 1988

Andrew Glyn, Alan Hughes, Alan Lipietz and Ajit Singh: The Rise and Fall of of the Golden Age, April 1988
Jean-Philippe Platteau: The Food Crisis in Africa: A Comparative Structural Analysis. April 1988

Jean Dréze: Famine Prevention in India, May 1988

Peter Svedberg: A Model of Nutrition, Health and Economic Productivity, September 1988

Peter Svedberg: Undernutrition in Sub-Saharan Africa: [s There a Sex-Bias?, September 1988

S.R. Osmani: Wage Determination in Rural Labour Markets: The Theory of Implicit Co-operation, December 1988
S.R. Osmani: Social Security in South Asia, December 1988

S.R. Csmani: Food and the History of India ~ An "Entitlement’ Approach, December 1988



WP 51.
WP 52.
WP 53.
WP 54.
WP 55.
WP 56.
WP 57.
WP 58.

WP 59.
. Jacques H. Dreze, Albert Kervyn de Lettenhove, Jean-Philippe Platteau, Paul Reding: A Proposal for "COoperative

WP 61.
WP 62.
WP 63.
WP 64.
WP 65.

Grzegorz W. Kolodko: Reform, Stabilization Policies, and Economic Adjustment in Poland, January 1989
Dariusz Rosati and Kalman Mizsei: Adjustment through Opening of Socialist Economies, January 1989

Andrei Vernikov: Reforming Process and Consolidation in the Soviet Economy, January 1989

Adam Torok: Stabilisation and Reform in the Hungarian Economy of the late 1980s, March 1989

Zhang Yuyan: Economic System Reform in China, March 1989

Amitava Krishna Dutt: Sectoral Balance: A Survey, March 1989

Robert Pringle: Financial Markets and Governments, June 1989

Marja-Li;sa Swantz: Grassroots Strategies and Directed Development in Tanzania: The Case of the Fishing Sector,
August 1989

Aili Mari Tripp: Defending the Right to Subsist: The State vs. the Urban Informal Economy in Tanzania, August 1989

Relief of Debt in Africa” (CORDA), August 1989

Kaushik Basu: Limited Liability and the Existence of Share Tenancy, August 1989

Tariq Banuri: Black Markets, Openness, and Central Bank Autonomy, August 1989

Amit Bhaduri: The Soft Option of the Reserve Currency Status, August 1989

Andrew Glyn: Exchange Controls and Policy Autonomy - The Case of Australia 198388, August 1989

Jaime Ros: Capital Mobility and Policy Effectiveness in a Solvency Crisis. The Mexican Economy in the 1980s, August
1989





