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Under the joint sponsorship of the United Nations Economic Commission for Latin
America and the Caribbean (ECLAC)¥*/ and the Development Policy Forum of the German
Foundation for International Development (DSE), a Round Table on External Sector
Policy Options was held at ECLAC Headquarters in Santiago from 24 to 27 October
1983. The Round Table took as a basis for discussion the following papers prepared
within the framework of the project "Implications for Latin America of the
International Monetary and Financial System" jointly financed by ECLAC and the
United Nations Development Programme (UNDP), in collaboration with the International
Monetary Fund (IMF):

M. Khan and R. Zahler
"The Macroeconomic Effects of Changes in Barriers to Trade and Capital
Flows: a Simulation Analysis", IMF Staff Papers, Vol. 30, No. 2, June 198331/

M. Khan and R, Zahler

"Changes in Barriers to Trade and Capital Flows: a Further Analysis"
(unpublished).2/

The Round Table also benefited from the following background ECLAC material:
Enrique V, Iglesias - "Speech of the Executive Secretary of ECLA at the
37th Meeting of Governors of Central Banks of Latin America and Spain',

Caracas, Venezuela, September 1983;

Carlos Massad - '""The External Financing of Latin America: Facts, Problems
and Options" (unpublished);3/

Bases for a Latin American Response to the International Economic Crisis
(E/CEPAL/G.12546);

The International Economic Crisis and Latin America's Capacity to Respond to
It (E/CEPAL/G.1259),

Mr. Enrique V. Iglesias, Executive Secretary of ECLAC and Mr. Alexander G.
Friedrich, Chairman of the Development Policy Forum of the German Foundation for
International Development (DSE), chaired the inaugural session and delivered
addresses at the meeting.

The Round. Table was chaired by Mr. Carlos Massad. The cases of Argentina,
Brazil and Chile, presented by Messrs. R. Arriazu and E. Gaba, Mr. A Moura da
Silva, and Messrs. D. Tapia and R. Ffrench-Davis, respectively, were especially
taken into account. The Round Table also heard a presentation about recent
economic developments in Israel, given by Professor Jacob Frenkel.

%/ For the sake of clarity, the name of the Economic Commission for Latin
America and the Caribbean (ECLAC) has been used throughout this report, although
up to July 1984 the name was Economic Commission for Latin America (ECLA).
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II. CHAIRMAN'S SUMMARY

1. Theoretical basis for analysis: strategy for
further work - -

Tn the context of the simulation model presented for discussion at the Round Table
by Messrs. M. Khan and R. Zahler, a number of suggestions for future work were made.
They included the following: ‘ '

1. Tt is essential that labour and capital markets be modelled so as to examine
what would happen to factor prices and quantities during the process.of opening up
of the economies, including wage-price dynamics and indexation. In all the
countries that were discussed these were crucial aspects. In this context it was
felt appropriate that work had already been initiated at ECLAC, in collaboration -
with ILO's Regional Employment Programme for Latin America and the Caribbean

(PREALC), on these issues.

2. While it is not necessary to go into the issues of gains from trade - and
related welfare questions, the model should explicitly include the analysis of .
investment and growth, As the model is currently set up, its results do not
indicate some of the benefits that can be derived from economic opening up. By
allowing for the possibility of increased growth as a consequence of opening up,
this question could be examined. ‘ RN

3. The theory underlying the specific dynamics and the formation, of . expectations
in the model should be carefully considered. While developing general theories to
cover disequilibrium behaviour is undoubtedly difficult, an attempt should be

made to derive the dynamic aspects in a consistent fashion, including the possibility
of non-lagged adjustment. However, it was considered essential to maintain the
present simplicity and clarity of the model. -

u, The general equilibrium characteristics of the model should be maintained.
It is only in the context of this type of model that issues connected with
interrelations among markets, spillovers from one market to another, etc., can be
really addressed. : o

5. It is now time to consider testing the model with parameters that are obtained
from actual data rather than imposed arbitrarily. This immediately leads into the
question of estimation. As a first step it would be advisable to estimate and

test the model block-by-block and then later put it together. i

6. The monetary sector in the model should be expanded to include -some other
important behavioural relationships, e.g., demand for credit and demand.for
different types of deposits. At present there is some unevenness of treatment
between the real and monetary sectors in the model: the real sector has more detail
and more theory, while the latter sector is treated in a rather sketchy fashion.

/Zg»Léssons



2. Lessons from experlence and nollcy optlons 1n the
. external sector

1.,  External shocks, such as unfavourable changes in the terms of trade, the
fall in growth rates in 1ndustr1al countrles and the sharp increases in interest
rates in the international flnanc1al market, as well as the drastic reduction in
the flow of foreign financing, were cons1dered, at the’ meetlng. It was recognized
that such shocks had a particularly serious adverse effect on countries which, by
reducing trade barriers rapidly and over-deregulatlng their f1nanc1al markets, had
accumulated debt and perhaps made themselves more vulnerable to thesa events,

2. It was pointed out that, in all ‘the cases analysed domestlc real interest
rates reached excessively high levels and showed extremély sharp movements. It

was felt that while those movements might be, Justified on the basis of developments
in the credit markets, their consequences for qther aspects of the economy were such
that there would have been ample justlflcatlon for looking more closely into the
events affecting the rates. By d01ng So it mlght hév “been’ possible to act on

those events and to achieve results in the credlt mark ts more in line w1th other
objectlves .of economic pollcy. It was therefore felt that clearlng in one'
individual market may not necessarlly 1mply deS1rable results 1n the economy as a
whole in an overall macroeconomlc sense..( '

-

i
PR Yo

3. It was also recognlzed that dlsequlllbrla 1n one"market may 'bé due to
disequilibria in other ‘markets: in other words, a kind of "splllover" efféct,
Therefore, correcting the dlsequlllbrum in one market may requlre con81deratlon"
of the situation in a variety of other related markets ‘as well. e

4, A very important suggestion emerging from the discussions related to the
question of "outliers", or economic variables that get far out of line. There was
general agreement that policy-makers should be concerned when certain macroeconomic
variables get very far away from some notional norm. Such variables would include,
at least, the real interest rate, the real exchange rate, real wages, asset prices
and foreign debt., While defining the so-called norm is not an easy task (comparable
for example, to defining the equilibrium real exchange rate), nevertheless it is
rather obvious when the variables in question get very far out of line.

5, What can be called "non-traditional signals' provided by the economy should
also be taken into account. In the course of the liberalization process, attention
should be given to excess expenditure of the private sector, "bubbles", the
difference between actual and potential output, and the current account of the
balance of payments, among other more traditional indicators. These signals provide
information to help policy-makers react in the appropriate direction. There was

a general feeling that the national authorities have not been sufficiently concerned
with this type of signals and have tended to ignore them, relying relatively more

on the automatic adjustment of the economy.
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6. On the specific issuesirelated to economic opening up, it was observed that
commercial opening up is far less in dispute than financial opening up. Most
participants were basically in favour of trade liberalization believing this to be
a useful step for a country to take, even though there were some differences of
opinion as to how the process should be implemented, especially as regards, export’
versus import promotion, and the. composition of imports as between consumption
and investment goods. ' . o o

7. At all events, it was, clearly recognized that there was a need for supportive
macroeconomic policies. For example, trade opening up is a matter of tariff
reduction and exchange rate policy; demand management policies are a key ingredient
of the liberalization process, etc: ~ =~~~ ' ‘ o

8. In so far as financial opening up is concerned, there was less consensus
among the participants, In the case of debtor countries, it was questioned whether

it was necessary at all to have financial opening up, because the welfare gains to
be achieved from this policy were by no means clear. However, if the capital =
account was to be liberalized there was no question but that a necessary, although -
not in itself sufficient, condition would be to first of all put the domestic .
economy in some kind of order. This would involve carrying out domestic financial
reform, control of fiscal expansion, etc. Finally, when financial opening up
occurred in the late 1970s it seems that considerable problems were created for

the economies by the rapid inflow of mainly short-term capital. This would therefore
suggest that policies aiming at more gradual and better-oriented capital flows

should be an important component of any policy package.

/IIT. TRADE



III. TRADE AND FINANCIAL LIBERALIZATION' IN THE CONTEXT OF EXTERNAL. .. -
" SHOCKS AND 'INCONSISTENT DOMESTIC POLICIES -

Prepared- by Mohsin S. KahnuandvRoberto.Zahler ﬁ/ :

| 1. Introduction.

The move towards the elimination of restrictions-and artificial dimpediments.to
foreign trade and capital flows, or what-has come :to beltermed "liberalization"
or "opening up" of ‘economies, by ‘some:developing countries .inm the mid to late.
1970s created 'a great ‘deal of interest on the part of academics and policymakers
alike. The Southem Core coumntries -=Argentina, Chile ‘and Uruguay-- where.the..
liberalization ‘Strategy ‘was pursued most aggressively, and one might say with ..
considerable fanfare, were being touted-as the: success stories of the last decade::
in both the international financial ‘press and banking circles,i/ ; Developing v -
countries were being continually apprised of the benefits of ‘“outward-looking"
policies and encouraged to emulate the examples offered by the experiences of
the Southern Cohe countries. By now, however, the earlier enthusiasm has
dissipated quite sharply as these very same countries have found themselves in
serious economic difficulties, precipitating the adoption of strong stabilization.
programmes, and even a reversal of direction in the liberalization policies. The
sharp declines in growth rates in all three countries, and the.increases in
current account deficits to levels that were no longer sustainable, exerted.
considerable pressures on the authorities to retreat from their earl ier-announced
policies, As these difficulties persist, the resolve of even the national - -
authorities most committed to an open economy model is being severely tested. -
Needless to say,; not many developing countries are being persuaded that the::
benefits of liberalization c¢learly outweigh the costs in the present set of
circumstances. It seems -that ‘the euphoria that accompanied the initially . : ..
successfﬁl'attempts‘atfliberalizatidm:have'éomentO'befreplacéd-by.seriqus
misgivings, and perhaps even a degree of.pessimism, .about opening-ups . oo
what went wrong in such a short ispace of time-is.a question.that is being
repeatedly raised by ‘a number of:intérested parties; both within and.outside  the
countries:that. uridertook ithe trade amd financial. reforms. ' Broadly speaking,:dit.
is poss€ibl@ to ideritify-four main lines 'of thought ionithis issue., First, there -
is the view that the liberalization policies were themselves misconceived and:. . .-
were ‘not-really reléevant for developing countries even’at the :theoretical level. - .

LA

*/ International Monetary Fund and United Nations Economic Commission for °
Latin America and the Caribbean (ECLAC), vrespectiveiy. The ECLAC participation
in this study was conducted under the UNDP project RLA/77/021, ."Implications for
Latin America of the Situation of the International Monetary System", directed by.
Carlos Massad. -We are greatful to Mario Blejer, Ken Clements, Sebastian Edwards,
Jacob . Frenkel, William C, Hogd, Malcolm_Knight,_Caplos_ﬁassad, Peter lontiel, . ..
Luis Ramirez-Rojas, and Mario Teijeiro, for helpful comments on.an earlier draft..
The views expressed are the‘sgle.responsibility_Qf,the;auﬁhqrs and.do not. .
necessarily reflect those .of the.above-mentioned institutions.

/For various



For various reasons, given the institutional and structural -characteristics of
developing countries, it is argued that opening up is destined to fail, and
therefore it is of no great surprise to find the countries that pursued such
policies in their present straits. A second view, which is related to the first,
while not condemming liberalization policies per se, holds that it was the
implementation of these policies that was at fault. In other words, the proponents
of this view, while tending to accept the neo-classical premise that opening up
has long-rwn advantages, are nevertheless critical of how the policies were in fact
executed. Third, it is possible that the countries were the victims of exogenous,
specifically external, shocks that coincided with their -attempts to liberalize, and
it was the deteriorating international environment that be.eirs,'_sjome ‘part of the
responsibility for the problems that these :comtriesvencountér\ed._u It is generally
recognized that liberalization is fraught with difficulties even under. the most
ideal circumstances, and the task for the policymaker is made doubly demanding’
when the country is faced with external shocks while it is.in ‘the process of
liberalizing. “Finally, there is the argument developed by Edwards (1982), Pastore
(1982), Sjasstad (1983), and Dornbusch (1984), among others, that lays the principal
blame on what are referred to as "domestic policy inconsistencies". In:essence
their position is that fiscal, wage, credit, and exchange rate policies were not
sufficiently co-ordinated, and furthermore towards.the end, proved to be in basic
conflict with the overall strategy of opening up. :

The’ true picture most likely combines elements of the arguments listed above
to some dégree, and it would be difficult to pick only one as being the predominant
cause of the "failure" of the liberalization experiments. .For example, there is
little dispute, even by the most ardent proponents of liberalization, that opening
up does involve costs in’ the short and medium term. Whether these outweigh the
potential benefits is a matter that has not yet been examined in detail, and it is
also & very difficult issue having strong welfare overtones. 5/. In addition, it
has to be noted that a number of developing countries, principally in South-East
Asia, have been relatively successful in pursuing outward-oriented policies -
(although of a selective nature.and with aetive .government support). for many ‘years
now., The experience of these cowuntries does provide a counter-example against '
any broad indictment of ‘liberalization policies..; How the policies ought to be
implemented, namely whether they should be undertaken graduallyor suddenly, and
whether they should be simultaneously or sequentially applied to theé trade and® - ;
capital accownts, is also a difficult question.. The short-rin outcome for the =
economy is not independent of the way in which barriers. to trade and capital flows
are removed,6/ and while different strategies may yield similar results in the
long run, during the transition the behaviour of the main macroeconomic variables’
can be quite different and the choice between strategies would naturally have..

to depend on the government's objective functionm.

From a less normative perspective, developing countries involved in the
process of liberalization benefited at the beginning from quite favourable external
economic conditions, namely buoyant export markets, improving terms of trade, and
very low (even negative) foreign real interest rates and abwndant capital inflows.
However, in the late 1970s and early 1980s these same countries were facing a .
worsening of the international economic ¢limate, including declining terms of trade,
falling growth rates in industrial cowntries, sharp changes in the availability of
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foreign financing that were accompanied by a dramatic increase in real interest
rates on external borrowing, :and. £inally, the . growth of. pmtect:.onlst px-essures
in their principal export. -marketsSa.,While.these- exter'nal changes affected most
developing countries in some,degree,.the. countmes that were openlng up fowd~ _
that their liberalization policies had perhaps made them relatively more vultierable
to shocks emanating from abroad.than:othey. developing: comtries_ that. continued to
maintain restrictions on trade &id capital flows: - Furthermore, -seridus domestic
policy inconsistencies arose in.a number of countries. that were 11berallzmg, _
possibly because, ‘to quote Sjaastad (1983), .of the absence of any “master plan
of reforms., = The level of fiscal-deficits and -the rapld growth in pr:.vate L '
expenditures financed by foreign bor'rowmg turned out. to, be incompatible w1th the_ o
desired expansion in aggregate demand in certain cases, mst:xtutlonal wage ‘
indexation schemes continued to be the rulej _domestlc flnanclal and other .
structural reforms together with stabilization programmes led. to. excess:.vely h:Lgh o
real interest rates which had a negative impact both on 1nvestment and the cost! |
structure of production; and, with the. benefit of hJ.nds:Lght, it is now clear ‘that .
exchange rate pol:Lcles adopted often led to. steady real ovenvaluatlm of the
respectlve currenc:.es 7/ . - . oL

In a prev:Lous paper (Khan and Zahler)(1983)) we analysed the macroeconom;.c_ -
effects of opeung up and dealt with the issues of the timing and sequencing of ~°
reforms ih some detail.  Howewver, as.the.focus. of. that paper was exclusively on
the subject of liberalization, the analys:.s was- conducted w1th two. critical
assumptions., First, we assumed that the .mter'natlonal env:wonment was unchanged
and second, that for the most part.there “Was no change. in domestlc fiscal and
monetary policies, and the ngminal exchange rate was, flxed While these two
assumptions were obviously neegessary in oxder to 1solate the dlrect ‘effects of
liberalization, they are of.course unrealn.stlc from a hlstomcal per'spect:we. . The' "
main purpose of the present:paper is to xelax these assumpt;ons and to condudt N
some further gimulation experiments with- the model, that was developed in Sur .
previous paper, corparing the outcomes. thh and w:Lthout extemal and intermal -
shocks., This type of exercise allows us to ascerta.m whether such shocks could
indeed s:Lgn:LfJ.cantly alter.the paths taken by the main macroeconomlc vamables
following the opening up. of the foreign sector. It should be noted that we =
purposely .exclude from discussion the broader questlon of whether llberallzatlon
is in some serise beneficial or not, and which particular type of llbera_llzatlon
strategy is "optimal' for developmg cqun.tm,es. Issues of thls natire, although
very important, are outside the.scope, of the essentlally quantltatlve approach
adopted-here. .It should further be . str'essed that while the types of schocks . we
study have in fact occurred in the 19703, the exenc:Lse is still bas:.cally h
hypothetical and we do not pretend to reproduce the expemenoe of any spec:n.f:.c ‘
CO\mtry. BT O B St e e . .

.3215".

The rema:mder of the paper covers the follow:.ng..; n' Sectlon II we dlscuss
the changes An the dnternational picture and. how it affected developlng countm.es
as a group, and-also-some of the domestic pollcles 1mplementeg1 by developmg D
comntries that-embarked in the liberalizatiom, dlrectlgn.A, Section III presents to
the basici framework:of analysis, including a, er.ef description ‘of the rmdel we!
utilized, The results from the various simulations are presented in Section IV.

/The concluding
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The concluding section brings together the main results and attempts to provide

a judgement on the significance of the role played by external and internal factors
in the liberalization experiments, and whether these factors were sufflclently
1mpor'tant to unravel the whole openlng-up process 1tself.

2. The 1ntematlonal scenamo and domestlc pollcles

The late 1970s and early 19808 have been charactemzed as.a period of considerable
strain’ for non«oil-developing countries as the international env1ronment became .
increasingly inimical to their growth and current account prospects. Recent papers
by Khan and Knight (1983) and Massad and Zahler (1984) have identified three
external factors as being mainly responsible for the serious current account
difficulties of this group of cowntries, namely the deterioration. in the terms of
trade, the slowdown in economic .activity in the industrial world, and towards the
end of the decade, the sharp rise in real interest rates in international capltal
markets,8/ At the same time, domestic developments, as evidenced by rising fiscal
deficits and consequent 1nf1atlonar'y pressures, or by increased private
expenditures financed by excessive foreign borrowing,gl combined with rigid
exchange rate policies, compounded the external payments difficulties that resulted
from the deterioratum in the international economic cllma‘te.__:_ . .

Insofar as the external factors are concerned the terms of trade of the .
oil-importing-developing countries deteriorated at an average rate of 2% per annum
during the period 1973-1983. (see table 1).10/  After falling sharply in 1974=1975
in the wake of the fourfold jump in the world price of energy products in 1973 1974,
the terms of trade improved somewhat in the following two years as primary.
commodity prices in the world markets registered substantial 1ncreases._ From 1978
to 1982, there was: a steady worsening of the terms of trade as commodity prices
continued to fall at the same time that these countries were again faced with
another significant increase in the price of 1mported 0il dlmlng 1979-1980..
Exacerbating the problem further was the decline in the growth rates in industrial
comtries.11/ After increasing at about 3% dumng 1973-1977, the average growth
rate in the industrial world declined .in the following six-year period to around

% per annum. During 1980-1983 real GNP of the industrial.countries gnew only at
an average rate of a little owver 1% per year (see table 1). The increase in
petroleum prices, the decline in primary product prices, and the fall in growth
rates in industrial countries, combined to worsen the terms of trade of
cil-importing~developing countries at an amnual average rate of over 3%. dumng
1978-1983; by contrast, the terms of trade had been relatively constant on average
durlng the earlier perlod 1973-1977, . : )

The other major external factor affecting the payments positions of
oil-importing~developing countries during the late 1970s was the increased lével
of service payments on foreign debt. In the years prior to -about 1977 debt service
had not posed a serious problem for many oil-lmportlng-developmg countries because
conditions in the international credit markets were generally favourable and,
even though the foreign real interest rate rose in. 1975,12/ for the period
1973-1977 the average was still strongly negatlve, .'1..65, -7 1%. (see table 1).

/ Table 1
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From 1978, however, the picture changed quite dramatically as developing countries
began to acquire increasing amowunts of extermal debt at floating rates while
interest rates in the intermational capital markets were climbing to post-war
highs and export prices were beginning to weaken,13/ Foreign real interest rates
rose sharply and became positive --averaging about 9.5% per year during 1978-1983--
and in fact in the last three years (1981-1983) had reached the astronomical
average level of over 17%, This turnaround of more than 16 percentage points
between the periods 1973-1977 and 1978-1983 forced a number of oil-importing
comntries to wmdertake strong adjustment efforts once the limits on their recourse
to financing had been reached.l4/

While these external events were obviously beyond the control of the
developing cowntries, inappropriate domestic policies also contributed in no small
measure to the overall difficulties faced by these counmtries. Fiscal policies in
the non-oil-developing countries continued to be expansionary as a rule and budget
deficits, expressed as a proportion of GDP, more than doubled --from about 2% in
1973 to 4.6% in 1983.15/ The pressure on available resources created by rising
government expenditures, as well as the rapid increase in liquidity resulting
from the financing of these deficits and of private sector expenditures through
the banking system, led to a significant upsurge in inflation. Since exchange
rate changes typically tended to lag behind domestic price increases that were in
excess of those experienced by trading partners, upward pressure was put on the
real exchange rate which was allowed to appreciate substantially in a number of
developing cowntries during the decade.l8/

The combined impact of the external shocks and inappropriate domestic
policies on the main macroeconomic variables in the oil-importing-developing
countries is evident from table 1. Taking the year 1978 as a convenient
breakpoint, we find that the annual average growth rate fell from about 5% in ;
1973-1977 to an average of a little over 3% during 1978-1983. The steady decline
in the growth of real GDP from 1978 is particularly noticeable, and in the last
two years 1982-1983 real GDP grew by an average of less than 2%. After averaging
about 10% in the period 1968-1972, inflation rose to an annual average rate of
nearly 30% per year during 1973-1983; for the most recent years 1980-~1983,
inflation was rumning at an average annual rate of about 34%.

Finally, the current account position of the oil-importing~-developing
cowmtries, expressed as a proportion of exports of goods and services,
deteriorated sharply following the first major oil price increase in 1873-1374,
with the deficit reaching a peak of nearly 28% of exports of goods and services
in 1975. Favourable movements in the world prices of primary commodities led to
a marked improvement in the current account balances in 1976-1977, but from then
on the deficit rose steadily through 1981. Since the possibilities of increasing
exports significantly were small in view of the relatively flat foreign demand
situation, the adjustment policies initiated by a number of countries in late
1981 consequently put considerable emphasis on reducing aggregate demand, which
caused a decline in imports and economic activity; the current account picture
did improve as a result of these efforts, and the average ratio of the current
account deficit to exports of goods and services during 1982-1983 was reduced
to about 16%. All in all if one looks at the economic situation in 1983 one
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cannot help but be struck by the deterioration that took place on all fronts. The
decade of the 1970s, except for the years of abundant foreign financing and low

real foreign interest rates, contained some of the worst periods from an economic
standpoint for countries that were perhaps the least equipped fo handle them. - .-

_The relative influence of external and domestic factors on the current
account positions during 1973-1980 was tested empirically by Khan &nd'Knight (1983)
for a sample of 32 non-oil-developing countries. The results in this study showed -
that the most important determinant of the current account balafices was the terms .~
of trade, followed by foreign real irnterest rates, fiscal deficits, and real
effective exchange rates, which were roughly equal to‘each other in importance.

The growth of real GNP in industrial countries played a relatively minor role, but
it can be argued that the effect of this variable is already captured to some
extent in the terms of trade and foreign real interest rate variables. '

Given the empirical results obtained by Khan and Knight (1983), it would be -
fair to hypothesize that the experiences of countries engaged in opening up their
economies would have been similar to the other non-oil-developing countries. In
fact the economic situation of the Southern Cone countries-during the last two to
three years has been far worse than the average outcomes for the group reported in.
table 1. Growth rates in Argentina, Chile, and Uruguay had turned negative by the
early 1980s; inflation in Argentina was far in excess of the average rate for net-
oil-importing countries;17/ and, the ratio of the current account deficits to
evports of goods and services was markedly higher in all three countries,

It would seem therefore that there is at least some prima facie evidence
that external shocks and domestic policy inconsistencies had a more severe impact
on the countries that were liberalizing their foreign sectors. This' is the basic
question we focus on, and by analysing it we should be able to have a somewhat
firmer basis to try and explain the failures of the liberalization experiments..’

3. Framework of analysis

The analysis of the effects of shocks that occur while the foreign Sector is
being liberalized is conducted within the framework of the dynamic general ,
equilibrium model that was developed by Khan and Zahler (1983) to examine the
transitional macroeconomic effects of changes in barriers to trade and capital
flows. The model has its roots in the general equilibrium ‘econometric ‘models
developed by Clements (1980), the computational general equilibrium models such
as the ones designed by Feltenstein (1980) among others, as well as the more
monetary-oriented models typically specified to analyse short-term gtabilization
policies.18/ ; o o C AR

A detailed description of the basic model is given in Khan and Zahler (1983),
so that here we only present a brief outline of some of its main features. The model
contains three composite goods =--exportables, importables, and non~tradeables--
for which supply and demand equations are separately defined. ' The supply equations
are derived in a manner outlined by Clements (1980) in the framework of a- :
multiproduct supply model. The supply of each good depends exclusively on the
relative prices of the three goods, the technical conditions of transformation of

/one good
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one good into another, and the 1n1t1al resource endowment. 19/ - Total output -of
the economy is simply the aggregate of the outputs ‘of the three ‘goods, and the
wmemployment of resourbes is. modelled as’'a llnear function of the difference
between potential output (equal to the pPesource ‘éndowment) and total output.

The demand system 1ncorporated in’ the ‘model represents d fairly straight-
forward. appllcatlon of standard demand- theory. “THe' prJ.Vate componént of total
aggregate expendltures is related to dlsposable income, the excess supply of money,
and the domestic interest ratej government expendltures, as is customary, are - :
assumed to be exogenous.20/ By invoking separab:l.llty We ‘argue that once total - -
expenditures are determined, the distribution between 1mportable exportable, and
non-tradeable goods is determined by a process of maximization sub]ect 'to a budget
constraint represented by the (given) level of aggregate expenditures. This -
yields demand equations for each good, as a proportion of aggregate expenditures,
that depend solely on relatJ.ve prices, satlsfyq.ng the propertles of symmetry and
addltlvn.ty. \ A

The domestlc prloe of exportables (Px) is taken- to be equal to the product
of the international price of tradeables (Pf) and the’ ‘exchange rate (e), and the
domestlc price of importable goods, allowmg for tarlffs, 1s deflned as: e

(1) Pi = (1 +1)ePf

where Pi is the domestic price of 1mportable goods, ‘tis the tarlff eis the
exchange rate, and Pf is, the international price of tradeable goods. As the prloes
of importable and exportable goods are essentlally glven “from abroad, 21/ '
dlsequlllbmum in the tradeable goods markets results in changes in imports and"
exports. .Imports are defined as the dlfference between doméStic demand and domestlc
supply of importables,. and sn.mllarly exports are equal to the domest:n.c excess

supply of exportables.

The price of nonstradeable goods (Pn) is, however, endogenously determined
and is assumed to respond positively to excess demand for non-tradeable goods
(and variations in foreign prices). “The general price index, constructed as'a -
Divisia index of the three composite goods, with the (endogenous) weights '
correspond.lng to the expenditure shares ‘of each of the three goods, is therefore
endogenous as well. Expectations of mflatlon are also incorporated into the model,
although in a falrly s:.mple fashion usmg an adaptlve-expectatlons formulatlon.

The monetary sector of the model oontams three basic relatlonslups. & money
demand function, a money supply identity, and an equation that links changés in- '
the domestic interest rate to the excess demand for money. The demand for .money
is specified in.the customary way, i.e., relatlng money holdings to J.ncome, _
J.nflatlonarywexpectatlons, and the do:nestlc interest rate. The supply of money
is made up of net 1nternat10nal reserves, credit to the private sector, and credit
to the government. it is assumed that' all flscal deficits are financed by
government borrowing from the banking system, 'so that there is a one-to=-one
correspondence between the budget deficit and variations in the money supply
brought about by changes in credlt to the pule.c sector. For the case of the
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interest rate, a standard LM mechanism is assumed so that an excess demand
(supply) for money leads to an increase (decrease) in the domestic interest rate.
In the model, monetary disequilibrium affects aggregate demand both directly
through the- ‘spillover into private expendltures, as well as 1nd1rectly through
changes in the interest rfate.‘ N : :

Capital flows, as:Lde from an autonomous component, are assumed to be o
determined by the differential between domestic:and foreign interest. rates, . -
adjusted for expected exchange rate changes and a country risk px'emlum. The
presence or degree of controls on capital movements is represented by a _parameter
B whlch scales the explanatory vamables in the foll,ow:mg way. IR .

(2) DK Bly(rd -rf -¢~ p)]

where DK is the flow of capital" (w1th DK representlng the autonomus component),
rd is the domestic interest rate, rf the correspondlng foreign interest rate, €is
the expected change in the exchange rate,22/ and ¢ is the risk premium. In this
formulation, by varylng B one can control “the -extent of capital flows; for exanple ,
for B = O the economy is completely closed and for B > 0 capital flows are
assumed to respond to variations in the explanatory var-lables. .

To allow for the- possnnllty of an upward slopmg supply curve of forelgn
credits the’ msk premium is made a function of the ratio of external debt to .
income:

(3) pt =0y * Py (Bf/Y)t

where (O is a constant, Bf is the stock of external debt, and Y is the level of
income. The parameter p, is assumed to be positive so that as' the ratio (Bf/Y)
rises the risk premium will also increase., This will reduce net capital inflows.
to the cowntry even though domestic and foreign interest rates, and the expected
exchange rate, remain unchanged. 23/ . : P

Basically, despite its high level of aggregation, as compared for example
to the computational general equilibrium models, the model is sufficiently
detailed to be able to prov1de meaningful answers relat:.ng to the short-run-
consequences of opaung up. The model expllcltly incorporates the linkages. between
the balance of payments, flscal and monetary sectors, as well as their relationship
to’ expendltures and output, - Moreover, considerable attention is paid to the role
of relative prices in the demand and supply functions for the three compos:xte
goods, Finally, since it is formulated in dynamic form the model is able: to
provide the path of adjustment of the main macroeconomic variables from one .
equ:Ll:meum to another.24/ The analysis of the transition path, which is essentlal
in devising operational “Tiberalization strategies, clearly requires the introduction
of some type of dynamics J.nto the system.

The main theoretical charactemstlcs of this model can be shown through some
simple experiments relating to ‘trade and- financial liberalization. Consider first
the case where a country has a 100% “tariff on imports, which it then reduces to
zero. Following Dornbusch (1974) the relatlve price effect of this measure can.
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be analysed through the ‘aid. of flgure 1. In this figure, assuming that income

and expenditures a “equal, along the HH sché€dule there is no excess demandi for
tradeable. goods, and_ By Walras Law, excess. demand “fop non-tradeable goods is zero
as well. North-é4st'of the HH schedile thé “PeYative ‘price of non-tradeable: goods
is too low and there is an excess supply of tradeable gdods (trade balance surplus),
and an excess demand. for non-tradeable goods, Similarly south-west of HH there
would be trade balance def1c1t and an excess supply of non—tradeable goods. .

: Assuxmng that T ? 100 the nomlnal exchange rate ’flxed (and :Ebr 51n1p11c1ty
set equal to wity), and that the economy is ‘closed to-éapital’ movements, .the -
initial equlllbmum is at point*A Whére the’ ‘Pay OT (the slope of which measures
the domestic price of 1mportables in terms of the pmce of exportables) intersects
HH. At A the relative prices of importable’ and exportable goods if’terms of
non-tradeable. goods are Pi®/Pn° and Px°/Pn®s: respectlvely, and there is equlllbrlum
in both the trade balance and the non—tradeable goods maf'ket*'

If T is reduced to zero the domestlc price of 1mportables falls (to pit) and
rotates the .ray ta OT'. Assumlng that Pn is’ unchanged the initial effect of the
tariff reduction is represented by a ove ment’ ‘from A to B,25/ which involves an
appreciation of the real exchange raté (definéd as the- vatio of the price of
non-tradeables to the price of, tradeables).v Obviously this is not an equlllbmum
position since at B, there is an. excess demand for tr‘adeable goods ‘and an ‘excess
supply of non -t radeable goods, requirin a ‘fall in P al'ong™OT' so ‘as -to ‘restore
general equilibrium at point C, with Pn Pn°., This movement from B to C:has
been identified in the literature as the real exchange rate depzec:tat:.on associated
with trade liberalization. Although at point C the trade- ‘account.is ‘in baiance
with both 1mports and exports above their respective values in the orlgmal
equilibrium (A), it should’ ‘be' recognized :that the initial effect of opening up,
(point B) generates d tradé balance deficit. In other words,: the. deprecaatlon of .
the real exchange rate “@ssociated with the: movement.-from:B. to, C represents a
transitory equilibrating’ wovement necessary to close the: fore:.gn exchange gap -
created by the trade deficit that occurs in the process.of moving from A to C
(through B)

The changes in relative prices and theln effects on demands and supplles
that result from tariff removal correspond to:a:sort of productlon and expenditure
“'sw1tch:mg" effect. However, it should: be néted that opening up also creates an .
expendrture "augmentlng" effect, Assuming that.inflation is zero 1n1t1ally,26/ :
the fall in the prices of 1mpor'table and non-tradeable goods causes a reduction in
the general price level which in turn creates an excess supply of money and a
fall in the domestic interest rate. This stimulates expendltures which relnforce
the trade balance effect, and in the short run, dampen the fall in the relative
price of non-tradeable goods.27/ .- .

The effect of trade 11berallzatlon on aggregate supply and output: ‘can be.
seen in figure 2, which relates the production possibilities between 1mportables
and exportables ‘assuming that resources utilized by the non-tradeables sector
remain constant.28/ At the initial relative price DD the economy would be at
point A, producing XA of exportables and IA of “importables.  When the tariff on
imports is reduced to Zero the country will face the new (domestic) terms of trade

/Figure 1
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FF and the new equilibrium will be at B, If adjustment were instantaneous we
would simply move along the transformation curve from A to B, and output of
tradeables would be wnchanged. However, if the reduction in the production of
importables is faster than the expansion of exportables, then the path of
tradeables output would be pushed inside the transformation curve (indicated by
the dashed line). In such a case, during the transition period as the economy
moves from A to B, it will be operating below its productive potential, creating
greater resource wnemployment and a larger output-gap, as compared to the
respective long-run equilibrium levels of these variables.

In sunmary, as demonstrated in figures 1 and 2, the main theoretical results
of a tariff reduction in the short run are a trade balance deficit and consequent
loss of international reserves, an increase in both imports and exports, a lowering
of the price level, a fall (rise) in the nominal (real) interest rates, and
assuming the production of importables adjusts faster than the production of
exportables, a temporary decline in output and increase in resource inemployment.

To analyse financial opening up, as in Khan and Zahler (1983), we start from
an initial equilibrium in which the domestic interest rate is above the foreign
rate plus the risk premium, and capital movements are completely restricted
(B = 0)., Financial liberalization takes the form of increasing the value of B8,
and capital movements then take place as long as:29/

rd>rf+p

In the traditional IS-LM framework (see figure 3) the initial equilibrium point
would be A, with real income at y°, the domestic interest rate equal to rd®, and
zero foreign debt (BF = 0).30/

With a constant risk premium and foreign interest rate, the (small) country
faces an infinitely elastic supply of intermational financial capital which, when
monetized, makes the effective LM curve horizontal.31/ The short-run effect of
financial opening up is therefore represented by shifting LM to KK. At point B
expenditure (yB) exceeds income (y°) and induces a current accownt deficit.32/
Whether international reserves rise or fall depends obviously on the size of the
capital inflows relative to the current account deficit, As a consequence of the
capital inflow the stock of foreign debt would naturally rise.

In Xhan and Zahler (1983) it was assumed that the resource endowment
(potential output) was fixed, which implies zero net savings and investment.33/
Consequently, as output remains constant and foreign debt increases, the risk
premium rises and increases the total cost of financing faced by the country.
This shifts KK upwards to K1K1, reducing the difference between expenditures
(y®) and income (y°) and, therefore, the current account deficit. At the point C
the inflow of capital is smaller due to the lower interest differential, and the
foreign debt rises at a smaller rate. The process continues wntil a new overall
equilibrium is reached at the original values of income and the domestic
interest rate (point A), with expenditure equal to income, and current account
equilibrium. However, now at A there is a larger stock of foreign debt and higher
risk premium, and a lower level of real expenditures on goods and non-financial
services, as compared to the initial equilibrium,

/The main
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The main results of fJ.nanq:Lal openJ.ng up are that ‘the ‘domé stic nominal
interest rate initially decln.nes anél{ thep rises back to 11:s omgmal level., The
current accomt deficit is fmanc ,J.ncie 56 {"n forelgh dépt ‘vather than by
a fall in mtematlonal‘ re serves edse’in the tiréde’ Iiberalization,
Dur:.ng the ' transition pemod real on goods and non-flnanc:xal services-
increase, but thenwould be lower q_.n flnal equillbm.um due‘ to ‘the’ need to service
the now larger stock of foreign debt. 34/ T "f ’,'f;,

I R R L

The model embodying the characteristics descm.bed was simulated in the
earlier paper for a variety of opening up strategles, including among others, the
gradual and sudden removal of barriers to, 'trade and capl‘cal ‘flows', ‘both
simultaneously as well in dlfferent sequences, and‘ was found to yleld generally
sensible .results, The way in which thig model 1$ structured it .is quite capable
of handlmg a large variety of shocks as;Lde fmm those dlrectly ‘related to opening
up. The only change we made to the omgmal m)del was to mtmduce a distinction
hetween the price of 1mportables and expor'tables, wl‘ilch had prev1ously been assumed
to be equal to a single international pmce Jevel, ‘This’ change had to be made so
as to be able to discuss terms of trade vamatlms .and therefore thee current
version of the model contains two separate forelgn pm.ces --one for 1mportables
and the other for expox'tables. e e

IS S

Formal nodels of any type are clearly not able to an&yse all of - the
interesting questions arising from”f'orelgn seqtor reforng, nor for that matter::
can they capture the complex nature of some of the. other structmbal chariges
1mplemented which are less amenable to ’ umtlflcatlon. However, the . advantages
of using a model, Such as the one here o determine the" effects of liberalization,
external shocks, and autonotous domest:.c polidy "changes, over the appmaches taken
by, for example, Ffrench-Davis and Arellano (1981), Ffrench-Davis (1982), Pastore
(1982), Edwards (1982), Harberger (1982), Hanson and de Melo (1983), Sjaastad
(1983), Wogart (1983), Zahler (1983),»and ‘Ramos (1984), are quite obvmus. A
number of thlngs tend to be occurring simultaneously during the period of interest,
namely opening uwp 1tself stablllzatlon efforts etc., an& 1t ‘is really ‘only with
a model that one can hope to 1dent1fy and 1solate ‘the effects of ‘different sets of
factors. ' In other words , by using a modél one is able to, make | smtable ceteris
paribus assmnpt:,ons, sométhmg whlch is not really poss:.ble m the type of ‘studies
that have hlther‘to addressed’ the issve, -

The 31mulat10n experiments start mth the case of a gradual reduction in
trade barriers and restrictions on cap1ta1 movements. This par*tlcular case was
studied by khan and Zahler (1983) as well, and here it is taken as the "control"
or base-line simulation to wh:.ch the other simulations are compamd. The spec:Lf:Lc
foreign shocks we consider are a simultaneous temporary increase in the nominal
foreign interest rate, and a temporary deterioration in the terms of trade., - The
change in the terms of trade is taken for purposes of this particular exercise as.
a decline in the price of exportables relative to the pmce of importables. 35/
The domestic policy inconsistency scenario analysed here is represented by a
simulation in which there is a temporary increase in the fiscal deficit.36/
Furthermore, as it is assumed in all the smulatlons that the nominal exchange
rate is fn.xed, this J.mle.Cl'tly yields a seoond J.nconsa.stency that has been .
stressed in the recent literature. Keeping the exchange rate unchanged while
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opening up in the presence of certain external shocks or an expansionary fiscal
policy will generally lead to a real appreciation, defined here as an increase

in the price of non-tradeables relative to the price of tradeables, a weakened
external payments position, and increased vulnerability to speculative attacks
on the currency. In each of these simulations that are undertaken we trace the
response .of the following macroeconomic variables: the general price level, the
domestic interest rate, the current account balance, international reserves:and
foreign debt, the real exchange rate, and real expendituré on goods and ~ -
non-financial services. : S

These various simulations obviously do not cover all the possible shocks
that occurred during the 1970s,. For example, ‘we do not explicitly consider the
effects of a slowdown in the growth rates in industrial cowtries. As this
effect was not found to be particularly significant in the results reported by -
Khan and Knight (1983) we felt we could exclude it from consideration here.
Furthermore, we do not attempt to determine the effects of growing protectionist
pressures in industrial countries on ‘the exports of developing countries, Neither
of these simulations is particularly difficult to perform, but they would require
some respecification of the basic model to incorporate a foreign demand function
for exports. As the model is currently formulated it utilizes a small country
assumption and implicitly assumes that foreign demand for exports is infinitely
price elastic. Finally, we do not go into the wage indexation question since the
model does not include an explicit wage-determination equdtion, although it is
possible, as discussed in khan and Zahler (1983), to handle this indirectly.
Nevertheless, we feel that the simulations here. provide sufficient information to
enable one to form a reasonable judgement on the principal effects of some ‘specific
external shocks and certain policy changes are likely to have in thie course of
liberalization. . - ' ' ‘

4. Results

In the initial equilibrium the economy is assumed to have a wiform tariff of 100%
on imports and capital flows are completely restricted.37/ In other words, the
economy is not completely closed to trade since imports are allowed, although at
a domestic price substantially higher than the world price, and the country does
engage in export activities. On the other hand, neither capital inflows or outflows
are permitted. The balance of payments, the current account, and the government
budget are all in balance; prices are constant; the economy is assumed to be on its
aggregate transformation curve;38/ and the exchange rate is fixed. In specific
terms, liberalization involves lowering the tariff rate. gradually to zero over

four periods, and simultaneously eliminating.restrictions on capital flows, also
over four periods.39/ In the control simulation: the foreign interest rate, the
terms of trade, and the government budget deficit are kept unchanged (see chart 1).
For the external shocks scenario the nominal foreign interest rate is raised to
15% in period 3 and is then lowered back to its original level of 5% after four
periods --chart 1-A. Concurrently with this, the terms of trade are assumed to
deteriorate. by 5% per period for four periods, and then progressively improve so =

that by the seventh period they are at their original level (see chart 1-B). The

1]

domestic shock is represented by the emergence of a fiscal deficit (approximately

equal ta 7-8% of national income) for four periods (see chart 1-C), after which

the budget is once again assumed to be balanced. ' ' -
. /Chart 1
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A very important point to note in analysing the simulations reported here is
that the outcomes for the variables under consideration are conditional on the
numerical values of the parameters of the underlying model., 40/ Clearly alternative
scenarios could be created by changing the parameter values employed. It should
also be stressed that the values chosen for the shocks, and the periods over which
they extend, are only illustrative and not intended to be necessarily realistic,
However, even though these specific shocks are arbitrary, they nevertheless should
give a reasonable flavour of what can be expected to happen if one superimposes
shocks of certain types on the opening-up process.

a) Control simulaticn: simultaneous removal of restrictions on trade and
capital flows

The liberalization of the trade and capital accownts directly lowers the price
of importables (by the amount of the reduction in the tapriff rate), and thus
initially raises the relative prices of both exportables and non-tradeable goods
in terms of importable goods. The change in the pattern of demand and production
resulting from the change in relative prices tends to exert downward pressure on
the price of non-tradeables as well., As a consequence, the general price level
falls quite rapidly in the beginning, and then once the effects of the tariff
reduction have worked themselves out, stays permanently at the new lower level
(see chart 2-A).

As expected, the fall in the overall price level lowers the nominal demand
for money; furthermore, since initially the domestic interest rate is assumed to
be above the corresponding foreign rate, with the removal of capital controls there
is a large inflow of capital from abroad which augments domestic liquidity. The
resulting excess supply of money causes the domestic interest rate to decline
(see chart 2-B), and both these factors have an expansionary effect on aggregate
demand. The combination of the change in relative prices and the rise in domestic
absorption results in a pronounced deficit in the current account (see chart 2-C)
that persists for a number of periods.41/ The volume of trade (imports plus
exports) however is larger than in the initial equilibrium, which is the desired
result of the liberalization policy. Given the parameters of the model, the
capital flows generated by the interest rate differential are not adequate to cover
the deficits in the current accownt, so that the country will continue to lose
international reserves until monetary equilibrium is reestablished (see chart 2-D).
By the end of the transition the stock of international reserves falls to less
then one half of their original level. In the context of our model this result
points to an important precondition for liberalization policies, namely that when
starting off the process of opening up the policymakers should ensure that the
cowntry has a comfortdble cushion of reserves. The foreign debt of the country
rises in a somewhat cyclical fashion, reflecting closely the path taken by
domestic interest rates and the resulting capital inflows. Until the pisk
premium rises by enough to close the differential between domestic and foreign
interest rates, the stock of foreign debt will continue to increase. In this
particular simulation equilibrium is reached when the final stock of foreign debt
is about 25% of national income (see chart 2-D).

/Chart 2
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Two additional results, which were not stressed in Khan and Zahler (1983),
are worth mentioning. First, real expenditures on goods and non-financial services,
which can be treated as a proxy measuring the welfare effects of liberalization pol-
icies, increase substantially when the domestic price of importable goods falls (see
chart 2-E).42/ This tendency is then reversed as interest payments on foreign
debt absorb an increasing proportion of the income of residents, although given
the model structure and specific parameter values, in the long-run equilibrium
real expenditures on goods and non-financial services are still higher than their
pre-reform level.

Second, as was analysed in figure 1, during the course of liberalizing the
domestic relative prices of importable goods with respect to the other goods
decreases, and the relative price of exportables tends to rise. With the assumed
parameter values, and the initial shares of the three goods in total output, the
real exchange rate, defined as the ratio of the price of non-tradeable goods to
the price of tradeables, will be appreciated (see chart 2-F). This real
appreciation is a natural consequence of the removal of tariffs on importable
goods, and the economy has to move to a new equilibrium real exchange rate. Other
things being equal, this appreciation will result in a loss of international
competitiveness and a worsening of the current account for a period of time.
Although this movement represents an equilibrium change, the authorities could
reduce its impact on the current account through appropriate exchange rate policy.43/
What is more important, however, is the prevention of a real appreciation beyond the
new equilibrium real exchange rate that is consistent with the elimination of
restrictions on trade and capital movements.4u/

b) Effects of external and domestic shocks

The effects of a combination of external shocks and the emergence of a budget
deficit while the foreign sector is being liberalized are also shown in chart 2.
It is quite evident from chart 2-A that the various shocks appear to have little
impact on the path of the general price level that results from only opening up.
We would expect the deterioration in the terms of trade to exert additional
downward pressure on prices, as the decline initiated by the fall in the domestic
price of importables is amplified by the reduction in export prices. However, at
the same time the fiscal deficit, by increasing aggregate spending, would tend to
push up the price of non-tradeable goods. The values of the parameters of the
wnderlying model are such that these effects tend to offset each other, and the
net impact on the general price level turns out to be negligible.

While the domestic interest rate does fall when the shocks are superimposed,
the decline is somewhat smaller than in the control simulation (see chart 2-B).
Since the foreign interest is increased there is a net capital outflow during the
first few periods and a smaller excess supply of money, despite the fact that the
financing of the fiscal deficit expands the nominal money supply.u5/

A more striking difference between the two sets of simulations can be observed
in the case of the current accownt position (see chart 2-C). Even though there
is less excess liquidity in the economy during the initial periods, the combined
effect of the deterioration in the terms of trade and the expansionary fiscal

policy causes the current accowmt balance to be significantly worse than it would
be in the absence of such shocks. Starting from an equilibrium position, the

/Chart 2-E
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current account deficit, as a proportion of nominal income, reaches around 18% by
period 6, as compared to less than 7% in the same period in the contrcl simulation.
Once the shocks have worked themselves out the paths of the current account
balance from the two simulations become quite close.

Accompanying this larger current account deficit there is also an initial
outflow of capital because of the increase in the foreign 1nterest rate, .and the
decline in the domestic interest rate brought about as a result of the removal of
capital controls.. As a consequence, 1nternatlonal reserves decline much more
rapidly in this scenario (see chart 2-D); in.the final equilibrium the stock of
international reserves actually becomes negative.  In marked contrast to-the control
simulation, the stock of foreign debt falls for the first 8 periods or so 46/ and
rises steadily thereafter, although its level remains permanently smaller than in
the control simulation (see chart 2-D). This would necessarily mean that debt
serv1ce payments would be smaller than in the scenario without shocks, desplte the
temporary increase in the foreign interest rate.

From perlods 2 to 6 real expendltures on goods and non—f1nanc1al serv1ces
increase significantly more than in the control simulation --see chart 2-E. This
is primarily due to the expan81onary effect of the budget deficit, moderated
somewhat by the impact of the terms of trade deterioration on domestlc spending.
As the terms of trade and the foreign interest rate return to thelr respectlve
original levels, and the fiscal deficit is eliminated, real expendltures end up
being slightly higher than in the control simulation because of the smaller debt
service payments.

The appreciation of the real exchange rate also turns out to be more
pronounced when there are external and domestic shocks (see chart 2-F). This
occurs basically for two reasons: flrst the price of tradable goods falls
relatively more, with the decline in import prices caused by the tarlff reductlon
now being accompanied by a fall in the price of exportables. Second, the expans1on
in aggregate demand caused by the fiscal deficit increases the price of non—tradable
goods. Eventually, as the foreign price of exportables returns to its orlglnal '
level and the fiscal balance is reestablished, the real exchange rate first '
depreciates (relative to the control simulation.path) and then moves to a sllghtly
higher equilibrium level. This long-run result occurs because less resources from
the tradable goods sector, i.e., smaller trade- balance surpluses, are requlred to
service the now lower stock of foreign debt.

The movements in the real exchange rate clearly highlight the importance of
adopting an approprlate exchange rate policy during, the liberalization process.
Maintaining a fixed nominal exchange rate, or for that matter simply operating
a policy that does not permit the exchange rate to move in line with the’ relatlve
price of tradables to non-tradables, when there are external shocks or domestic
fiscal imbalances, would not appear to be suitable. In particular, budget deficits,
and excessive private expendltures financed by forelgn borrowing, result in an
expansion in aggregate demand that is basically inconsistent with the reduction in
the price of non-tradeable gpods that would keep the current accomnt deficit, .
and consequent loss of international reserves, within reasonable limits. In such

/circumstances fixing
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circumstances fixing the nominal exchange rate would exacerbate the situation. This
issue. of. inconsistency between excess domestic expenditures and exchange rate
pollc1es has been discussed by a number of. authors engaged in analysing the,‘
experience of the Southern Cone countries during the 1970s. 47/ ’

"In connection with the exchange rate issue an interesting question arises as
to what would be likely effects: if the country in fact did adopt a more: flex1ble
exchange rate policy while it engaged in opening up. - We analysed. this case by
repeating the experiment of reducing tariffs .and eliminating capital account -
restrictions, but now instead of maintaining a fixed exchange rate we allowed for
a gradual depreciation of about 50% between. periods 3 and 6. This: pollcy led to
a much smoother evolution of the real exchange rate over tlme, although, as .
expected, in the final equ111br1Um there was still.a real appreciation. The.
decline in the general price level and domestic interest rate was markedly smaller,
as ‘'was the increase in real expenditures, relative to the. control (f;xed exchange
rate) simulation. There was also an improvement  in. the.curvent,‘account pos1t10n
even though restrictions on trade and capital flows were removed, and the stock
of international reserves rose initially before settling, .down to a. yalue very
close: to the original equlllbrlum ‘level. Although the- pollcy of steady depre01at10n
is not totally without costs, since there is an increase.in the forelgn -debt above -
what was observed in the control simulation, and the price level falls by .a smaller
amount, nevertheless it can be argued that at least some -of .the negatlve aspects
of the transition period following liberalization can be moderated if the authorltles
pursued a more flexible exchange rate policy.48/ ‘ : - :

5. Conclu51ons

The w1despread 1nterest geﬁerated by countrles that embarked in the dlrectlon of
opening up the economy to -allow for the freer flow.of .goods.- .and capltal across
borders still continues. There has, however, been a radical shift in the type. of
questions being raised about the relative economic performance of these economles,‘
Initially the questions focused on the success these countries achleved in some
areas on the macroeconomic front, but now in the light of. their current sltuatlon,,
equally relevant questions are-being asked about the supposed fallure of . outward—
oriented p011c1es. The. burgeoning literature analysing the .experience, of the o
countries in the Southern Cone of Latin America continues to attest to.the fact .
that there remains. considerable puzzlement as to how the sztuatlon could. change
so dramatically in the space of only a few years. - ; : e
Certalnly there has been no shortage of reasons presented for this_ turn of
events:” In this paper we focused on two specific. reasons: first, the role of..
certain external shocks; and second; various: domestic pollcy actlons that proved
in: the end to be inconsistent with'the overall strategy: of opening up. These:
particular factors are ones. that are relatively more amenable to quantltatlve _
analysis. It is well-recognized. that external events contributed to the dlfflqutleS
experienced by developing. countries, and these events were obviously out51de the
control of these countries. Nevertheless, it can be argued that opening up in
order to increase economic efficiency and improve resource allocation, made the ;
countries more vulnerable to foreign shocks. Furthermore, in some cases the
inability to control excessive domestic spending, whether public or private, and
the general inflexibility of exchange rate policies, during the liberalization
process compounded the problems, and can thus be held partly responsible for the

negative consequences that later emerged.
/In this
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In-this paper we specifically examined the short and medium-term effects that
certain types of external shocks and an expansionary fiscal policy can have on key. -
macroeconomic variables while the economy is being opened up. The simulation ,
experiments, conducted using a general equilibrium model, were not intended to be ..
completely realistic, in the sense of either applying to any particular country, or
reproducing the actual shocks that hit developing countries, but rather should be
treated as providing essentially hypothetical scenarios. Specifically it was
shown that the removal of barriers to trade and capital flows produces some costs
in the short run. While the rate of inflation and domestic interest rate tend to
approach their respective international values, this is accompanied by a rise in
the real rate of interest, a decline in output and employment, a worsening of the
current account, a loss of international reserves, and a significant build-up of
foreign debt. . There is, furthermore, an appreciation of the real exchange rate
to a new equilibrium level. In the context of this particular exercise, the
negative effects of opening up become magnified if one then further allows for the
possibility of domestic policy inconsistencies and an adverse international climate
during the liberalization process.. - " I

Whether the liberalization experiments would have been successful in the
absence of external shocks, and if the right macroeconomic policies had been in
place, is something we have purpcsely stayed away from: What we can say, however,. -
is that the possibilities of success were greatly diminished once the international
picture worsened, and countries pursued other domestic policies that apparently
worked at cross purposes with the policy of liberalization. Based on the results
here it is possible that if external shocks are large and persist for long. -enough
and inconsistent domestic policies are maintained, then it is quite likely that the
economy would go into a recession if compensatory action is not taken. .In reality,
limits on external borrowing prevented developing countries from financing: their
way out of their difficulties brought about by the various shocks and inappropriate
policies, and finally forced them to undertake painful adjustment, and even to
reverse the overall strategy and Peimpose barriers to trade and capital flows.

What then is the policy lesson that can be drawn from the analysis conducted
here? The conclusion that comes out quite forcefully is that opening-up policies
have to be actively supported by domestic macroeconomic management. This becomes
even more imperative if the country is subjected to external shocks while it is-in
the process of liberalizing the foreign sector. While the individual developing
country can do little about changes in the international environment and has to
take those as given, it would seem that a judicious combination of external
financing, use of international reserves, and domestic adjustment would be called
for at an early stage to offset or minimize the effects of any external shocks that
occur. Since there are quantitative limits to the amount of international reserves
and foreign financing, it is obvious that eventual adjustment of the basic supply-
demand balance in the economy is necessary. Fiscal and monetary restraint to
control both public and private spending, coupled.with a more flexible exchange rate
policy, would seem to be the relevant instruments of adjustment in the circumstances

/that'a
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that a number of developing countries found themselves:in the late 1970s-and early
1980s. While there weré attempts .in this general direction they can perhaps be.
characterized as probably being too:little and too late. 'As a consequence, many
developing countries, and particularly those engaged in the process of opening up,
found- that they had' to eventually uhdergo more painful adjustment than would have.
been - necessary if actlon had been taken more promptly. o
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IV. APPENDICES

1. Simulation Model

A. EQUATIONS
PRODUCTION AND SUPPLY
Factor endowment
yr=y: (1)
Supply of importable goods
vyt Pi;
W2vs Pi + iy, Px; + vy, Pn/

| |+ a-n, )

Supply of exportable goods

(yiv,)y'? Px; ],, .
X =\ [ +(1-N\)XE 3
“ Tl yiyays Pil 44y, Pxl + iy, Pr] (1 =)y @)

Desired supply of nontradable goods

Su (‘Yf'y7/‘Y3)y72 Pnlz "
N = [ .2 2 2 2 2] (4)
iv2vs Pii + vy Px; + v, Pn,
Supply of nontradable goods
log N/ =log N * + \yflog N/ —log N;*] (5)
Real output "
Yo = [l + %X+ vaN 7] (6)
Nominal income
Y, = Pill + PxX; + PnN; + €71 )
Disposable income
YD(=Y1"T""€1'T"Pf|'I, (8)
EXPENDITURES
Total private expendi(u}es
log EPRD, = MJy. log YD, + ys(log M, ~ log M\") — yerd,}
+ (1 = \J) log EPRD,_, )
Private expenditures on goods
EP, = EPRD, — rd, - Bf, (10)
Total expenditures
E.=EP,+G, (1)

Total expenditures on importablie goods
Alog (Pil*), = Alog E, +-Alog Pi, + (1/w,') [—y- Alog Pi,
+ (W + (7 + s — vo — 1)/2)Alog Px,
+ (Wo+(y: = s + yo — 1)2)Alog Pn,} (12)
Total expenditures on exportable goods
Alog (PxX®), = AlogE, -+ Alog Px,
+ (Uw ) Wi+ (yr + va — o — 1)/2)Alog Pi, — s Alog Px,
+ (W + (=2 + vs + o — 1)/2)Alog Pn,} (13)
Total expenditures on nontradable goods
Alog (PnN?), = Alog E, + Alog PN,
+ (1w [ W+ = ve + v~ 1)/2)Alog Pi,
+ (w4 (=v: + 70+ v5— 1)/2)Alog Pn/] (14)

/Nominal money
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Nominal money supply

M, =CRG, + CRP, + R, (22)
Domestic interest rate
Ard, = yiq[log M —log M,] (23)
BALANCE OF PAYMENTS
Imports (in foreign currency)
L=Pf[I' -1 (24)
Exports (in foreign currency)
X, = PfIX; — X/'] (25)
Current account
CA, =¢[X, ~ I.] —rd.- Bf, (26)
Capital flows
DK, = \se, + Bly1s(rd, — rf. — p. — Alog €,)] 2N
Balance of payments
BP, = CA, + DK, (28)
Stock of international reserves
R, =R,_, + BP, (29)
Foreign debt
Bf, = Bf,., + DK, (30)
Risk premium
pe = po + Vie(Bf/Y ), (30
GOVERNMENT SECTOR
Government expenditures
G =T +e€7,Pfi-I, + GD, (32)
Taxes
T, =to+ynY, (33)
Credit to government
ACRG, = GD, 34)
DEFINITIONAL EQUATIONS
Proportion of expenditures on importable goods
we = (Pil)JE, (35)
Proportion of expenditures on exportable goods
w4 = (PxX“)JE, (36)
Proportion of expenditures on nontradable goods
wo =(PaN")JE, (37)
~ B. EXOGENOUS VARIABIES
y* = potential real output
€ = exchange rate (index of units of domestic currency per unit of foreign
currency), sct equal to unity
T = uniform nominal tariff on imports
Pf = index of forcign prices, equals 100
rf = foreign ratc of in!erest, set equal to 0.1
B " = index of restrictions on capital movements

CRP = credit to private sector

GD = povernment fiscal deficit

/Table 2
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2. Values of parameters used in simulations

Despite the seemingly large size of the model, it contains only 17 structural and

9 adjustment parameters and 4 constants. In choosing the values for these various
coefficients, we were guided by two basic principles. First, the parameters should
be consistent, in that the various theoretical restrictions implicit in the model,
particularly relating to the supply and demand elasticities, be satisfied. Second,
the combination of parameters should be such as to ensure that the model be dynam-
ically stable and that it settle down to a steady state, which may or may not neces-
sarily be equal to the original equilibrium. The specific values of the parameters
used in the simulations reported in the text are given in table 2.

Structural parameters

Little information is available on the price elasticities of the demand for
and supply of importables, exportables, and non-tradeable goods, other than those for
the United States contained in the study by Clements (1980). Other gemeral equilib-
rium models either use arbitrary values themselves or do not deal with sectors at
the level of aggregation used in this study. For the supply side, therefore, we
arbitrarily chose a value for the price parameter of importable goods (2.0) that
was twice as large as the corresponding price coefficient of the supply of exportabl.
goods. Developing countries in general, because of the type of goods that they
export (primary and semi-manufactured), are characterized as having a relatively low
supply response of export goods, while the supply response of importables is consid~
ered to be larger. After these two coefficients were determined, the price coeffi-
cient of the supply of non-tradeable goods was readily obtained from the restriction
that the weighted sum of the three must equal zero. The relevant weights themselves
were calculated from national accounts data for six Latin American countries
--Argentina, Brazil, Chile, Colombia, Mexico and Uruguay-- using the methodology
outlined by Clements (1977) and Goldstein and Officer (1979). The production and
expenditure weights obtained are shown in table 3.

The price elasticities of demand for importables (y,) and exportables (vg)
were calculated as an average of the price elasticities o demand for imports and
exports, respectively, as reported by Khan (1974). Again, the use of the weights
for expenditures (table 3) yielded the estimate of the price elasticity of demand
for non-tradeable goods.

Table 3

SIX LATIN AMERICAN COUNTRIES: WEIGHTS OF IMPORTABLE, EXPORTABLE AND
NON-TRADEABLE GOODS IN TOTAL INCOME AND EXPENDITURE, 1970-1879 a/

Proportion of

Goods

Income Expenditure
Importables 0.35 0.u47
Exportables 0.17 0.08
Non-tradeables c.u8 0.u5

a/ Calculated as averages of the data for Argentina, Brazil, Chile, Colombia,

Mexico and Uruguay. /The parameters
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The parameters in the private éxpenditures equation are based on the
empirical results of Aghevli and Khan (1980) and Knight and Mathieson (1983),
and the money demnand coefficients .correspond to those obtained for developing
countries by Khan (1980), Mathieson (1981 1983),. and others. The risk premium
parameter (y16) is selected so that when the ratio of the stock of external debt
to nominal income is 0.25, and the constant risk premium is 0. 05, the total risk
premium should be 0.1, The tax parameter (Y17) .is also set so as to maintain
equality. between tax revenues and nominal’ lncome,_assumlng the constant to be: zero.
The remaining parameters were imposed to guarantee a con51stent 1n1t1al '
equlllbrlum.

Adjustment parameters

The adjustment parameters were selected for ‘the most part to ensure non-
instantaneous adjustment to equilibrium, in keepxng w1th the intention of tracing
out the transition path of certain important varlables. The main distinctions
were made in the supply sector and the determination of the price of non-tradeable
goods. Basically, it was assumed that the supply of importables would generally -
respond faster than the supply of exportable goods, implying thus that A4 > Ag.

On the non-tradeable goods side, A; was set equal to zero in the simulations
reported in the text, meaning that adjustment of the quantity of non-tradeables
responded to changes in demand through variations in prices rather than directly.
The parameter A3 was, however, allowed to vary so as to permit a degree of direct
demand effects on the behaviour of non-tradeable goods. ' The price of non-tradeable
goods was assumed to adjust slowly to excess demand because of "stickiness", ‘and
in the long .run was expected to grow. at’ a rate somewhat less than the rate of
increase of the price of importables. 497 " For the present analys1s it was assumed
(although it is not necessary to do so) that the price of importables adjusted -
immediately to a change in tariffs, that 1s, that Ag= 1. The coefficient of
expectatlons (Ag) is an approximate average of the values, obtalned by Khan (1980)
in the context of a study of the demand for. money functlon for - ‘a group of . 4
developing countries. No autonomous capital flows were permltted so that Ag was ‘
initially set to zero. -

To allow for some permanent or "normal" level of underemployment “Uo was
fixed at 5%. The constant in the money demand equation was chosen simply to ensure
equilibrium in the money market, given the initial values of the variables o
involved and the relevant parameters. The constant risk premium is assumed to be’
5%, and the average tax rate zero.

While there.is no doubt that the choice of parameters for the simulation
experiments is, in the final analysis, essentially arbitrary, the exercise was
repeated by varying certain key parameters. The sensitivity analysis, while
yielding different transition patterns for some of the variables, did not
qualitatively change the results of the main conclusions of the study.50/
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V.ot = RECORD-.OF :{THE: .DISCUSSION - . SIL L
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1., Inaugural session :.:

Mr. Igleslas~'1. :C<'~ S e

, Good afternoon, ladles and gentlemen. We wlll now begln the proceedlngs of
this seminar on "Pollcy options for the external.sector:.the case of Latin Amerlca"
organized by the German Foundation for ‘International Development and ECLAC, at
which we are very pleased to have your valued presence. I should like to express
our partlcular gratitude, because of what it means to all of us, for having thls _
opportunity to exchange ideas with a group of dlstlngulshed personalities
representing public opinion and academic circles.from:-various parts of the world.
We should also like to. thank the German Foundation' for International Development
for giving us this opportunity to work together-atits meeting of such great -
importance for Latin America today., Finally, I: :shpuld. like to ask the Foundation's
representative, Dr. Alexander Friedrich, to say-a: faw words to you.

Dr. Friedrich: o ,f, ,f_-ulf”iﬁ'péﬁea'ﬂﬁ :

-Thank you, Mr. Executiﬁe'Secretary;“'““ o

Ladles and gentlemen, I would llke to share w1th you the pleasure to start
a few days of discussions on one of the major issues.in:development. policy.- ,
My Organization is in the. happy: p081t10n of supporting: discussions. which might -
lead, once you return to .your own, work in your'areaof 1nfluence, -to :translate .our . °
flndlngs into action. . . o e Lo o2 o w_i,h, FEPR : I

I am very glad 1ndeed that we. followed the adv1ce of ECLAC and theInternatlonal
Monetary Fund to take up: this partlcular subject. When we had our first discussion;
one and a halfyearsago, we. could.not -foresee that, in. October 1983, this subject :
would be of such utmost importance. S C e

I do want to. associate myself with your words .of welcome,. Mr... Executive -
Secretary: you, were in a p081t10n to be 1nstrumenta11n brlnglng us together, -and .
we all could exchange our seats here and everybody would be happy to do hls. :
neighbour' s aob. ’ y : o

Within the framework of our endeavour to support international co-operation
and development policy, we are very closely.related .to the United- Nations system.
I am happy indeed that we are for the first.time in Santiago, Chile, at your
headquarters, and that we concentrate on your partlcular geographical reglon. .

I may glve you brlef examples of the .major areas the Development Pollcy Forum
of the German Foundation is going to work on. I should mention, first, population
issues, in close co-operation with UNFPA preparlng the International Conference
on Population which will be held in Mexico City in August next year; next, world food
security, a subject of highest importance and closely related to the former' on
trade and industrialization we have developed very close links with UNCTAD and UNIDO.

/I am
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I am glad to sit next to the Executive Secretary of the Economic Commission
for .Latin America-and the Caribbean.- This morning I could observe your work with"
the Andean Pact members, and I am sure that this will also contribute to a better
understandlng among the countries of your. reglon.._ .

Let nme f1n1sh these few words of welcome by expre351ng my great appre01at10n
that we have come together. My thanks to you, Mr. Chairman, and to IMF and, .
particularly, to the participants who have joined wus on the subject which we
consider of hlghest importance. S L

Thank you very much.
Mr. Iglesias:

This afternoon we are very pleased to have with us the representatives of the
Board of'the Cartdgena Agreement, which, as:you. all known,. represents for.
Latin America one of the institutions which has the most ambitious :objectives and
the most significant aims for a very important area of the .world.  As well as
thanking them for joining at this afternoon's meeting:I should like to give -them
the opportunity to say a few words on the central-topic behind this meeting and-.
to give their views on the type of dlscusslons which we should carry out here.

I glve the floor to-Dr. Pedro Carmona.

Dr. Carmona:

Thank you very much, Mr. Executive Secretary, for this.opportunity --which
was not envisaged in our programmé-- to-say a few words to. this seminar which is .
dealing with the tremendously important topic of external sector problems and
options. The fact that such a highly qualified group of guests are. taking part
is a guarantee of very p051t1ve results in the analy31s of such extremely topical
subjects. 2o - : .

The members of the Board of the Cartagena Agreement are in Santiago with.
a dual purpose which includes participation in the .celebration of United Nations
Day, and in this respect we signed today.a co-operation agreement between the
Board and ECLAC which will make it p0331ble to intensify the relatlons between
our two institutions., v ;

* ‘There can be no doubt that there is a need in Latin America for a reappraisal
of the role of regional and subregional co-operation and integration as one of, the
options our countries have for tackling more effectively the serious crisis
situation in which they find themselves. The Andean Group countries are in no way
exempt from the effects of this serious crisis and, like the rest of the region,
they are being affected by the worst situation experienced since the war. This has
been reflected in very low growth rates, high rates of inflation, increased
unemployment and the aggravation of political and social problems.

;/Faeed with
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.. .- Faced with this destabilization of thé& ‘Andean economles which has influenced
in various ways the progress made in the dntegyation process in which we are all
involved, our countries have been obliged to'&dopt particularly severe ad]ustment
measures. In this respect, it is clear that our countries are faced with the
need to unite their wills and capacities in order to tackle the situation
appropriately and, at the  same time, strengthen the reglonal co-operation and
integration schemes. This idea; which has pﬁevalled at most of the debates,
meetings and analyses .carried out at the Latin American level, espec1ally in the
last few months, should be reflected in important results:within the framework
of the Latin American Economic Conference due to be held next January, on the
initiative of the President of Ecuador, in the city of Quité. " The ECLAC.
Secretariat, SFLA and all the co-operation and integration bodies of the reglon are
striving to make an effective contribution to its success.

In our view,. the, fact that the 1nte?rat10n and co-operatlon bodles have joined
in these efforts:to arganlze this meeting is'of partlcular 51gn1flcance, for this
will make it posslble to enjoy the .contribution’ "8f‘a ‘set of studlesnand‘a wealth
of experience which will- undoubtedly help‘to guarantee ‘the- suécess of this :
conference, which can give rise to medsures of a‘ practlcal nature to _guide’ the B
search for sultable solutiomns- for the reglon. SR .

In the Andean Group, we have been engaged for some months past in
revitalizing our integrationscheme and -adapting ‘it to the demands and needs of the
present moment. We have a whole reorientation plan aimed at making its activities
more dynamic and overcoming the obstacles which have arisen in its 14 years of
operation; we are convinced that our pos51b111t1es of success depend to a
considerable extent on the results of regional co-operation and integration efforts.
We are acting with pragmatic.and flexible criteriajy- seeking’ novel’ alternatlves, .

for overcoming difficulties: and, at the same:.time;" studylng a set of’ strategles
in the areas covered by the Andean 1ntegratlon process, ‘such" as external relatlons,
agriculture, trade, industry, finance, techholbgy, physical integration and.the
treatment to be given to the relatively less developed countries. We therefore
feel that the results of this seminar will constltute a very valuable contribution
to the analysis of Latin American problefis ‘at'da’ "time* when, as we sald, new -
alternatives are needed for tackling the situatiorwhich* 1s affectlng the Latin
American region so. partlcularly and acutely;~:f ’7*T*v

Wlthout w1sh1ng to go into greater detall on our own scheme, T shéuld 1like
simply to transmit to you our most cordial greetings, together with our gratitude
- for hav1ng had. the ‘opportunity to spend a few hours with such a hlghly quallfled
group: of personalltles as those taklng part in- thls meetlng.

Thank‘ycu.very~much.~
Me. Iglesias:, /. . - e owii s

I should like to take advantage of this opetiing meeting to put forward a few
considerations which may be relevant to the debates that will take place this
afternoon, tomorrow and the day after tomorrow and which have to do with some of
the concerns and ideas we are dealing with in ECLAC, largely as a result of the

/requests of
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requests of governments to seek new possibilities and alternatives for tackling the
crisis being experienced by Latin America.. These concerns are also the result of

a whole process of evolution of the thinking of. our institution, which must
obviously be based on reality and, in particular, must seek to remain alert to the
great queries raised by the evolution of xhg region in the last few years.

The . changes which have taken place in. the region in the last ten years are
qualitatively and quantitatively greater than those of several previous decades
put together. Although, in some periods of Latin American history, ideas have
preceded events, in recent years it is rather the events which have preceded the
ideas. The events have filled us with perplexity and doubt and have led us to
approach this whole Latin American situation with a.large measure of humility and
pragmatism in order to try to understand how this region has come to undergo such
violent changes in the economic, social and political fields,

Perhaps one of the most mnoticeable features is the dynamic political evolution
.of the region, as a result of which we keep up a permanent critical analysis of
the situation in order to be able to understand events. At the present time, we
are concerned in particular with two central topics which form part of the problems
of other parts of the world also but which seem .to have particular sigrificance in
Latin America. The first of these is.the critical process through which Latin
America is going: especially the economic crisis; the second topic is how to find
a way of laying the foundations needed for structural changes in economic policies
so that the region can face the coming decades on the basis of the lessons and
experience of past years. : T '

These two topics =-handling the crisis and laying the basis for structural
changes=- are very closely linked. I should like to make a .few brief comments
on both of them individually, however, in order to give you.a picture of our
present concerns, which I am sure those of you who are with us at this seminar will
help us to analyse. o B T

Handling the crisis is:not an easy matter, nor does it allow of too many
generalizations. The countries of Latin America, which are facing the most acute
crisis of the last fifty years, are doing so by making use of fairly similar
mechanisms or instruments, . although as. I said the relative situation of the
countries does not allow of an excessively general approach. There are countries
which are beginning to get their processes under control; there are others which
are still a long way off this stage, and there are still others which show signs
of marked disorder as regards facing up to the critical process they are L

experiencing. At all events, the "shock" of recent years and especially of the
last two years has highlighted certain aspects of the debate.

_ a) The first aspect is that at the present.moment this crisis is a ‘ ,
specifically Latin;-American crisis..  In.general ferms, the world is not in such a
critical process as that.of Latin: America:.there. are other kinds of crises and
there are countries which are.going through.very severe critical processes, but
their origin is not exactly the sawre as;that being experiepced by the region,

r - | ./b.j . The ‘
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. .b) The second aspect is that we must acknowledwe ‘that the domestic pollc1es
followed in the region bear a good deal of responslblllty for the- present crisis.
This responsibility extends from the appllcatlon of insuitable economic policies
which have encouraged the fllght of capital to the 1nappropr1ate use of pollcles of
greater openness to the exterior, At all events, ‘the’ fact is that the reglon is
in a situation of enormous indebtedness in terms of its capacity to service the
debt due to the appllcatlon of erroneous domestlc pollcles or the lack of sultable

policies. Ceppy e

. c) The thlrd aspect is that although at'the orlgln there may have been
erroneous domestic policies, it cannot be den1 d that ‘the policies in force at the
internmational. level alsn helped to aggravate thls.crltlcal process. The typical
features of the situation are those of a very prolonged recession, with terms of
trade which have deteriorated sharply and continue ‘to be seriously depressed;

- with. interest rates which, although they. have gone down in nominal terms and also
even.in real terms, continue to be the hlghest experlenced for several decades past;
and. with a ‘sharp decline in ‘the inflow of “¢apital (especlally that of private origin)
to such an eytent that in the past year the ‘inflow“was over 50% $maller than the
year before. . The preclpltatlon of these phenomena ~-deterlorat10n of “the terms
of trade, high 1nterest rates ‘and the. blg decllnes ‘in the 1nflow of capital--
acted on domestic factors and produced a harmful comblnatlon of ‘the two whlch gave
rlse to the erisis through whlch the reglon 1s now pass1ng. -, P Lo
We have asked ourselves’ many ‘times why this'crisid is concentrated espec1ally
in Latin America. If we look at other regions of a similar leével’of devélopment
which .are not faced. w%th this. problem, we find in the case of the South-East
Asian countrles an example well worth looking ‘at,” It 1 of gdourse true that in
those countrles there has been a dlfferent type of openlng ‘Up to the exterior and
‘there has been a very different relatlon between “the degree of this opénhess afid -
1ndebtedness, which has meant that thé servicing of the debt’ i much easier to-
bear than in some Latin American countries. Furthermore, in that’ region it would
seem that better use has been made of the external debt as regards the appllcatlon
of the resources 1nvolved to the domestlc productlve base. Ponlih

.
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One of the. aspects wh1ch Latln Amerlcans' ould look at most’ closely is the
flex1b111ty of the economic structure of’ those countr&es'whlchfms'made them much
easier to defend from the impacts of the 1nternatlonal sifuation " One ‘way or::
another, it must.be admitted that ‘the structural rlgldltles dlspiayed by Latln
America at present do not help at all to face up effectlvely to“the: crltlcal
situation throuph whlch the 1nternatlonal economy 1s passlng ¢ R ——

B
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Another 1mportant aspect“is that the crisis =-at’ leaét ih ‘oie* countrles--‘
is reaching limits of social, andﬂpolltlcal tolerablllty which cannot be overlooked.
In some countries of latin Amer ca thls crisis largely affEcts the middle classes,
whose standard of 11v1ng hag e ;a very severé impact h: recefit times.- i
Furthermore, this crisis flnds.those'countrles ata ‘time’ of " ‘political’ transition::
towards more democratic forms, which makes it much ‘move: dlfflcult to achieve- some
degree of collective dlSClpllne and ultlmately makes’ it fruch harder to’ embark: oh’
solutions 1nvolv1ng the adoption of measures of social discipline. Obviously, the
social and political dimension cannot be ignored in the present critical situation
of the region, the features of which are considerably different from those in other
stages of its history.

/While handling
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While handling the crisis naturally involves an important role for domestic
policies which are made more complex.by the social and political phenomena I have
just mentioned, it also involves a certain reaction on the part of the international
co-operation machinery. In this respect, although there has been dynamic and
even unprecedented mobilization as regards international co-operation, through the
action taken. by the International Monetary Fund in relation with the private
banking system, I think it is only true to say that this is not enough to help the
countries which are in difficulties, Ve do.not share those optimistic theories
which hold that the solution is simply to keep on handling the process as it stands,
and that economic recovery could bring a rapid solution or a peaceful way out
from the crisis being experienced by the region. Perhaps our thinking is a little
biased by the fact that we are actually present here in the countries which are
experiencing these social and political conflicts; perhaps we have a tendency to
present some situations rather too dramatically, but I nevertheless have the
impression that --at least in some Latin American countries-- if the present
international economic situation is maintained; if the proportions of ‘the domestic
recession in the region persist; if we do not begin to feel the effects of the
recovery in the United States and Europe, and if we are unable to find ad hoc
solutions --to. use a neutral term-- then things could get even more difficult.

For these reasons, and in the light of the extraordinary economic meeting
which is’tQ be held in Quito by the Heads of State or their. representatives in
January, we express our hopes that sensible proposals will be made which will
enable the international situation to be improved so as to make possible in some
way a form of transition towards international economic recovery which can be
more readily borne from the Latin American point of view, . . '

The figures:We are receiving this year on the Latin'American economy are
truly alarming. In:many. countries the drop in.the product will be greater.than
the year before, and since this situation has now lasted three or four years, it
has begun to .give rise toconcern on other levels than the purely economic one,
which we cannot ignore. We have asked on many occasions: how is it possible that
neither the international community nor our own countries managed to .foresee this
state of affairs? How did the situation escape from our grasp without the
international,organizations, the private banks (which acted with,great,financial
permissiveness) and the International Monetary Fund foreseeing this? What happened
to cause the region to find itself suddenly in a crisis of this magnitude which
fell upon us like a true bolt from the blue? '

In some respects, the fact that no one foresaw a crisis of these dimensions
shows how difficult the prediction was. It is easy to see this by looking at
past events. Beyond any doubt, the duration and features of the recession in the
North in recent years were of fundamental importance in this: its duration was
greater than could have been expected, and its features ~-especially the interest
rates-- were very unusual and without precedent in other eras (we have heard it
said that 40% of the Chilean debt, for example, represents indebtedness assumed
solely in order to pay interest commitments). It is possible that this phenomenon

may have a good deal to do with the last three or four years of the recessive

crisis and its effect on the economy of the region. At all events,,we»are’faced
with this problem and this is the first great task that the region has before it.

/Much will
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Much will depend on domes+1c policies; much will also depend on a qualitatively
greater reactlon from sources of international co~-operation, and to a certain
‘extent we will need good luck .in the sense that the effects of the international
recovery will rapldly begln to bear fru1t. ‘ ‘

» The second reason for concern, ‘which is'closely connected with the theme
of this seminar's. dlscu381ons, concerns structural changes. The region will have
to. set about these in the next Few years 'in order to begin a process of economic
growth which, profltlng bj these experlences, copes successfully with. three
conditions: : -

'
N -l 5. “ v

o a) The first condltlon 18 that we must be’able to 11ve w1th our . external
debt for a cons1derable length of tlme, for whatever the hypothesis that is
adopted,. the fact remains “that Latin América’ assumed Us$ 320:billion of .-
1ndebtedness._ This element w1ll be bf‘greater or lesser  importance 'depending on
the partlcular countrles, in llne ‘withi"the 'évoluticn of the terms of trade-:or -
interest rates, but it isa new element. “Latin "Amépiéd-has inherited a:great
mass of debts from the‘past decade.: When W& lock at these in detail, ,we see that
in some countries part was Burned: 'up it “thé fdrm of petroleum; another-part went
abroad through the fllght of capital, a further part was spent on consumer goods,
and yet another pa_ went on aﬁmaments. THis débt represents-a: heavy:inhepited
burden with low'pe ive produ thlty ifi the colintries: whith- assumed it. This is.
the first force condltlonlng ouﬁ present and Fature 31tuatlon. e u;»v.<-a

'b) The secénd condltlonlng factor SEemE. frbm the structural 1mbalances whlch
are caused in our countries”by fauity‘deéelopmént in“pecént decades, with very
hlgh rates of 1nflatlon- domestic 1ndebtedness, which is a very 1mportant matter
in many countrles, . the flnanc1al crisis through which  some - -countries. are passing;
rigidities in the structure of" productlon and income” distribution itself; the
considerable 1ncrease in populatlon and in the demand for employment;.low .domestic
saving; the dlstortlon of the’ size and role of the State, etc. - We will not go .
into details on this, but it is obvious that this financial syndrome is another
great force whlch needs to be corrected in the countrles of the reglon.~

_ c) The third condltlon cons1sts of the international 81tuatlon, whlch is.
changing and will continue to do so. What can we say about this matter? ..I do not
want to give way to the impulse to take either an over-optimistic or over-pessimistic
approach; I want rather to tackle the subject with a degree of realism in. the
light of the data which seem to emerge from the international situation and which
must be taken into account in different ways in order to appraise the new
environment in which we will have to carry -on our eéconomic pollc1es. In this
appraisal, three elements must be taken into con31derat10n in turn:

i) The first element could be the fact that we should postulate a more
modest growth hypothesis for world trade. I think we can hardly hope for trade
growth rates of 8% per year such as were registeréd between 1950 and 1973 or
rates of 9% such as were noted betweern the years 1913 and 1939, or even a return
to traditional rates such as those of the past centiry, which did not. exceed
3% or 4%. If we look at what is taking place in a realistic manner, we must
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- 45 -

perhaps be compelled to think that a spectacular 8% trade growth rate represents
an extremely optimistic assumption. Therefore, perhaps it would be much more
prudent to expect a much lower rate of expansion of world trade, and this would
be an important element in the international situation, whatever the hypothesis :
adopted with regard to lLatin Amerlca 5 export potentlal. . :

ii) The second element is connected with the openness of world trade,
We are clearly in a marked retrograde phase in this respect: protectionism keeps
on growing and managed trade --as it is now called-- is also increasing steadily.
A few days ago I read in The Economist that 40% of total trade is already being
managed and intervened by the State, by the transnational corporations or through
bilateral agreements. The truth is that we must wake up to the fact that even
though there may be some tendency towards the opening up of markets, this is
increasingly subject to conditions, since the capacity of some countries to
influence the markets is greater than it was in the past and therefore, for
Latin America and the world in general protectlonlsm is an element that must be
taken into account. :

iii) The third element refers to the transfer of resources. Whatever the
hypothesis adopted, it would be utopian to think that Latin America could once .-
again enjoy the tremendous inflow of resources which it had in the 1970s. ' The .
present attitude of the banks, which are so reluctant to join the International
Monetary Fund in its actions, shows that we have really been placed in an
unacceptable category as regards international credit. - There are countries where
the situation may change, and there are others, such as Mexico, where changes are
already to be glimpsed. Nevertheless, however, it would seem that the third
element that must be taken into account in these predictions of the future is that
there are no grounds ‘whatever for imagining that Latin Amerlca is llkely to
experlence again the financial boom of the 1970s.

There are some other very general phenomena which have some connection with
the medium and long-term trends that can be distinguished: for example, the share
of raw materials'in world trade does not give us any grourids for being over-
optimistic ‘as regards the terms of trade. Ve are in an international situation
which cannot be considered as very positive, or, at the- very least, can only be -
considered as 31m11ar to ‘that" whlch we have experlenced in recent years,

The task of formulatlng structural policies must therefore be tackled on -the
three fronts I have just mentioned: the accumulated debt, the legacy of the
faulty policies of the past, and finally, the international setting., This latter
idea seems very important to me€, It sometimes seems that this phenomenon has had
a frequently imperceptible influence on the theoretical concepts of Latin American
development., The theories formulated in ECLAC were largely the result of a
hypothesis based on the mediocre prospects of external trade. In some respects,
the entire thinking of the early years of ECLAC was considerably influenced by
this’ factor of the mediocre trade prospects, In céntrast, ‘the external openness
of recent years was due to the 8% annual growth ‘rate of world trade.

/These elements,



These elements, set against their appropriate background, influenced not
only the opportunities for growth of the economies but also the theoretical
concepts themselves. If these hypotheses must be changed, we will have to adapt
ourselves to a world with perhaps a different scenario. "We will certainly have
more optimistic positions, but is is important to acknowledge that this
environment has an influence which must be suitably appraiseds -

Finding the way to apticulate these thiree ‘Fronts into meaningful and ™
realistic economic policies is a great challenge. Of course we are better prepared

for this now than we were before, because we have Had extensive lessons of all
types which it is important to analyse and“appraise, but one of the most important-
topics --and this is why it is thé subject of this seminar-~ is determining how
to introduce the element of openhe8s to thé exterior into’ this future development
scheme. : B A o

In recent decades, two hypotheses with Which you are quite famitiar have'’ -
been put forward in Latin Americat oné ‘involving thé type’ of opening up to the'"
exterior pracfiéed’inSouih-EééEAﬁia;ranE“%héfdfhér ifvolving the veduction of - °
openness in favour of import substituttion,’ " et havé hdd@ both'good and bad '
experiences on both sides. The present problem, hovever, obliges us ‘to’ define the’
way in which we are to tackle a type of openness which really‘fits in with these

oy v

objective elements that-the repion ISt take ntd HoBlurty

R
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In the present ‘éircumbtances two ifiitial hypotheses could be put’ forward, -
The first is that, in view of the présént ‘conditions} we cannst accept that the™ -
driving force for ‘Latin Aﬁébiéah.dévélppmént“éhOuld?Ebme**dnly_from international "
trade. This is a reasonable and ‘politically almost ifevitable hypothesis. On
the one hand, our continent has a ‘degreée of dévelopment, a domestic market and = -
opportunities which we must not fail to use. On ‘the othey hand, wé must not "~
forget that it is not the same thing “to talk about Brazil &s to deal with Uruguay
or Costa Rica, but at all ‘events this hypothesis is'valid. ‘The ‘second hypothesis

is that experience shows us that imparting greater‘dynamism‘to‘internal'factofs--’
is closely related with the degree of openness to the exterior, and that it is
therefore necessary to achieve a degree of openness which will promote ‘the
mobilization of the domestic ‘market itself. An important contribution which this
seminar should make is to ‘appraise these two hypotheses: that of the activation .
of the domestic market and that of the degree of openness to the exterior, which
is the great challenge of the future and regarding which we would like to ‘make
recommendations for putting forward to governments. ' ' S

We believe in developing and giving greater importance ‘to-the domestic
markets of Latin America, wheve certain sectors, such as agriculture, have
obviously lagged behind,” but we also believe ‘in the need to develop and give
greater importance to the question of openness to thé exterior, which should
perhaps be viewed as something much more complex and less simplistic than might
have been thought in the boom period of “trade expansion, and which should be a
selective openness, and not a comprehensive ore, as we have said several times
before. - I ' - ’

/For Latin
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For Latin America, all this means a tremendous challenge as regards the
quality of domestic macroeconomic policies, and this is the main topic on which
we would like to center this debate. We are fully aware that we are living in a
period in which we must depend much more on domestic saving, in which we must
apply a policy of maximum efficiency in the use of resources, and in which we must
carry out structural reforms in the Latin American State, which is one of the
great regional problems. The last few years have undoubtedly given us important
lessons on what the dlstortlon of the State apparatus can mean.

In this 1nternatlonal env1ronment, everythlng forces us to thlnk in terms of
more sophlstlcated and mere complex economic policies, and hence, pollc1es whlch
are much more difficult to tackle. This is.the icentral. toplc on which I invite
you to reflect, and I hope that we will have -an opportunity to exchange ideas
and experlences in order to ImprOVe our capac1ty to understand these phenomena,

- On top of the problem of overcomlng the great short term crlsls belng
experienced by Latin.America; which is very diffieult-to handle, there is another
challenge: we cannot allow the short-term problems . .connected with external
indebtednéss to tdke up all our attention and-absorb the whole. of. our.capacity
for reflection. Wethink the time has come when Latin Amerlca should think
further ahead, in order to define the development strategies that correspond to
the phase we will have to live in, This would also enable us to escape to some
extent, at least for a time,- from the llmltatlons 1nvolved in tacklmng the
short-term problems. ’ L , e S .

Rather than- comments, these are reflectlons of the concerns that we feel
today. We do not have-clear answers: if we had, then everything would be so much
easier, but we feel that holding dlalopues with people with experience in economic
policy and in the:academic world from various- angles is of enormous importance.

I am most grateful to-have been able to take part in. your proceedlngs here and
to have ‘the chance to take advantage of the debates that will be taking place on
these toplcs in the forthcoming days. . .

I should now like to ask Carlos Massad, the. Chairman of this Round Table,
to make some additional comments, and, in particular, to explaln to us how the
seminar will operate. S

Mr, Massad:

Thank you very much, Enrique. I think you have prov1ded us w1th an
excellent framework for our discussions.

What we are 1nterested in here is seeking ways of appraising the possible

consequences of external "shocks" and determlnlng how a country can adjust more
easily to them.

/This topic
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This ‘topic arose as a concern of ours some: ten.years ago, when I was

with Ricardo Arriazu in the International Monetary:Fund and we were discussing
the validity &6f the concept of international liquidity then being used. We.
 argued that the official concept of liquidity was: too mnarrow to be of use in

"economic policy, especially since it Was nedessary to recognize the great
interchangeability of various forms of moriey in.the economy. . From there,; we.
‘went on.to the question of private geftor indebtedness:.a 'concern which was.. .
relatively new at’'that time. Subsequently,‘in ECLAC, we. continued .with our: -
interest in the real cost of debt servicing. At that time it was asserted that
inflation would mean that debts ¢consistently diminished in:real .terms, so that
the debtor cdéuntries had nb?causeﬁfor-concern,!whereas»thbAcreditor.countries_
did have such’ cause’ahd a sérious one, since on-dccount of. inflation -the debts
owed to them'bétame smaller and smaller in terms: of reals résources.- Afterwards,
with the financial assistance of the United Nations Development Programme,  this
study became a joint ECLAC/UNDP project.

We began discussion of ‘thée possibilities of appraising alternative

external strategies in the countries:and-agreed on the need to seek some
systematic way of making this-appraisal, with'a view to .going further than the
somewhat superficialfanalysig-theﬁ?being:ma&é‘of.this?shbject. We had the good
fortune to receive the support of the:International:-Monetary Fund, which asked
Mohsin Khan to participate inh this work, : The. result.was the joint study by
Mohsin and Roberto Zahler which. you' have before you on alternative strategies
in the external sector of each country. They have also prepared a second
document, which you also have before you, which goes a little further than the
first one, especially as regards ‘the inhtroduction of. certain external "shocks"
. &nd their effects on a hypothetical country. " -~ " - -

The task we propose to carry out in the next few days consists firstly
of setting forth the basic model, which Roberto and Mohsin will do tomorrow
morning, followed by comments on the two documents: the basic model and the
additional document. Tt is interesting in this respect to look at these studies
from two points of view: one, that of their internal congruence and analytical
capacity; the other, the suitability of this type of model for being applied
empirically. - It .is a question of -examining the ways in which such models can
be thus applied: whether through pure numerical experimentation, through
estimation of the model in itself, etc. It is of particular interest to
evaluate the possibilities of empirical application,

We have here among us Ana Maria Teja, of the Central Bank of Uruguay.
We are collaborating with this bank in an effort to adapt the model and apply
it empirically to the case of Uruguay, and we hope to do the same in the cases
of other Latin American institutions with whose representatives we have already
spoken in this respect, ' We are very-interested in the possibility of empirical
application of the model and we would therefore like to have your comments in
this direction too.

/We are
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We are also interested in extending the field of the discussion --which
we would hope to do on Wednesday-- to the con31derat10n of some lessons of
the experience gained, especially by Latin Amerlcan countries. We would like
to hear some of the lessons to be drawn from the expériences of Argentina,
Chile, Uruguay and Brazil, and I have made a spec1al request to Jacob to tell
us something about the experlence of Israel. Judglng from what I have read
in the press, the experlence of this country Seems t6 be of partlcular interest
for us, Afterwards, we would try to draw some general conclu81ons on the
basis of these experlences. ‘

‘On Thuvsday mornlng we would ‘work 1nternally, there would be no formal
meeting of the seminar, in order to g1ve time 'to prepare a brief summary of
the main conclus1ons. The afté&rnoon meetlng ‘of that day is set aside for the
presentatlon of the ‘main conclusions that could be drawn from this seminar.

From the discussions and the work which we have already carried out,
some 1nterest1ng non-traditional questions’ have already arisen: one, for
example, is why, in the generation of macroeéconomic “imbalances, the imbalances
of private sector expenditure are just as important as, and perhaps even more
important than, public sector expenditure imbalances.

In Latin America, we note that external problems of this type have
arisen in ‘Both large and small countries; in countries with and w1thout open
economies; in countries with fiscal deficits and Fiscal surpluses, etc., 8O0
that the phenomenon seems quite general and it is therefore of interest to
examine why it has occurred. One of the answers which emerges is that in
some .of the cases which we are familiar with, prlvate expenditure imbalances
have been due to an increase in the prices of assets, which generates a wealth
effect, with all its consequent effects on spending. When the private sector
can avoid domestic budgetary restrictions by seeking loans abroad, it can
generate an imbalance of such magnitude that it affects the macroeconomic
balance just as seriously as the fiscal deficit financed by the issue of money.

A second aspect is that frequently the traditional indicators of so-called
"good conduct" do not register what is really taking place in an economy:
take for example the case of a private sector which is indulging in excessive
expenditure financed by external indebtedness., In this case the fiscal deficit
could be zero or there could even be a surplus, the country's reserves could be
growing, and domestic credit might not be increasing and might even be
decreasing. These are the three major indicators most frequently used to
appraise the main macroeconomic imbalances. However, they would give no
reflection of the type of imbalance being generated in an economy when the
excess expenditure is of a private nature.

Furthermore, in the course of the work that we have been carrying out,
aspects linked with the macroeconomic effects at the international level have
emerged and although not covered by the model because it is designed to
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operate at’ the country level, these are nevertheless important: for example,

in a sltuatlon of external difficulties, if a large. number of raw-material-
exporting countries devalue their currencies; the main and perhaps the. only
effect will be a decline in their own terms of trade,. wlthout thls hav1ng .any
effect on the. improvement of their external situation. .If, din; a 81tuatlon of
this type many countries restrlct “their- domestlc expendlture as. part of their
‘adjustment - pollc1es, this may be reflected basically in a, decline in their

own level'of income and ‘may not make’ é suff1c1ent contr;butlon to the adjustment,
or else may not do so with suff1c1ent flex1b;llty. Consequently, the drop in
income needed to achleve some degree Y adjustment may be _extremely abrupt.
Finally, by way of :another: example, fherells 31mply no . ‘sehse in a situation
where all countries place- thelr’trust srmultaneously in export promotion
policies with. the.dim of exPaﬁdang thel'. gpcrﬁé,and“thus cloelng their external
trade gap: naturally, if all of them do thls, e"of them will be able to

close its gap. There are certain elements of the”:nternatlonal congruence

of policies which are brought out when: we goir theSe subjects “in detail,

and this type of fallac¢y does not seém +6 have - Baen‘sufflclently re;ognlzed

at the level of the 1nternat10nal formulatlon of eco}»m;c‘polic1e . .

This fact obllges us to look in a new llght at'the optlons open to the
Latin Amerlcan countries as regards external sector . economic pOllCleS, because
of - the restrictlons imposed on theee policies by external "shocks", pn the

one hand,” andi én the other, by fallac1es whlch apparently contlnue.to be
accepted as reaiitles. g . .

’..

At this point, it seems. approprlate to conclude the 1naugnral se§51on
and to initiate the dlscuSSlOPS ‘of thé Round Table.! ‘The Fivst part will deal
with the theoretlcal ba81§‘ orvénalys1s nd the s%r}feé for‘further work..
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2. - Theoretical basis for-analysis and the strategy for further work

Mr. Massad:

. I would like to request Mohsin Khan and Roberto Zahler to make'a présentation

of the-two papers which 'we have beforeé us. -Mohsin, would you like ﬁb“starggﬁf':

Mr. :Xhan:

: Afterfthe”opeﬁiﬁg'Sessién‘Rcberto~and*I got together t6 plan our ° ,
presentation; and we deéided-that'We’wouldde‘this’very*infofmél1y5_since all
of you in fact have copies of the pdpér. The:plan is that the two of us will be
alternating, so we have divided up the presentation 'into specific parts. We
further realize that there is a bit of redundancy in this présentation, as the
paper has been published already in English, in IMF Staff Papers, and in Spanish,
here at ECLAC, and it will be published ‘again in Argentina. As such, there are
three versions published or about to be published. Furthermore, this paper has
been given about seven times in various places: we presented it at the IMF; at
ECLAC, in Mexico City, at the Econometric Society Meeting; 'in Santo Domingo, at .

the Central Bank Technicians Meeting; Roberto has taken ‘it to Argentina and to
Uruguay as well. Also drafts were circulated to some of you at early stages for
comments. Today, we feel that perhaps 90% of the group here has either read the
paper, commented on-it, or has attended one of ‘the sessions where it has been
presented. Consequently, wé have decided that we Will ‘just go over it in very
general terms rather than equation by equation. ™ = - - ~ . -

Before we go into the model, I just want briefly discuss the background of
the project, and specifically of how we came up with this particular model, as I
think this might be of interest to you. LT

The project started off after diébuSéipnsfbetWeen'the3Séﬁibf-Staffs'at the
IMF and ECLAC- on-thé general issue of liberalization in Latin American countries.
It was felt in the Fund that we ought to do something ‘to 'learn more about - '
liberalization and ‘the effects of reductions- ih tariff barriérs, and that pe?haps '
we could do some Kind of analysis on this subject: with "ECLAC. In the beginning
it was very ‘unclear as to: how we would proceed, and we had several options. ‘One
thing T should say right up front, because it will recud over and over again
during this session, ‘is that ultimately, at least Roberto and I believed; this’
model would be ‘empirically’ implemented in some form. Whether- this would involve’
the actual estimation of a model, or case studies, etc.. was not however cleéar.
Nevertheless,  we felt that eventually there would be some kind of empirical work
on the subject. In essence, therefore, our task was to develop ‘a firamework which
would lend itself to eventual quantitative applications. e
~~ The project was formally initiated at a meeting held in ECLAC, in which a~
number- of people participated. -I-remember at that stage we had three options
one was' to do a purely theoreticél study. This would essentially involve an
analytical exercise  dealing with the reduction of tariffs, removal of restriction’
on capital flows, etc.; the second was to go into what has been termed computational
general equilibrium analysis, which a number of people, including some in the World
Bank, are doing. The third option, was to try to develop some kind of model that
would incorporate the main features of the other two approaches.
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The analytical approach would, of course, be very difficult. You would
find yourselves quickly in a situation where you cannot get any meaningful
answers or could not, to be more precise, sign the derivatives or determinants,
etc. That was clear to us very early. We also rejected the computation general
equilibrium approach. I can give you a lot of good reasons for this decision, but
I think perhaps Kenneth Clements, at some point, will go into this. We in fact
rejected this approach for a very pragmatic reason, namely that neither Roberto
nor I know very much about it and we felt we were not the right people to do it.
So we chose what we called an intermediate approach: we would develop a macromodel
which has certain features of the computation general equilibrium model and, at
the same time, certain well-known analytical properties. This is an area where
Roberto and I think we have a comparative advantage. The model grew very quickly
into its 37 equations.in the end, and just by looking at it one can see that
it is just too difficult to handle analytically, so, naturally, it became obvious
that it would have to be simulation exercise. We would impose values for the
parameters in the model and then simulate it for various scenarios.

This discussion is just by way of a preamble of how this model was. developed
and it was utilized. It was not done overnight, there was a lot of back and
forth, with numerous iterations, consultations, etc., seeking of opinions of
various people. ' Lol e ~ -

. By and large we feel the resulting mbdel'allowé us to study the principal
macroeconomic effects of ‘a reduction in tariffs and a removal of restrictions on
capital flows. How this is done will be brought dut in the subsequent discussions.

Thank you.
Mr. Zahler:

_ What I wilil try to do now is to give a relatively brief ovéﬁyiéhvon some of
the. basic aspects of the model. I will start first with certain methodological. .

characteristics -which I think should be considered and which are clear or became

clear along the development of this work. In the first place, and complementing
a point that Mohsin mentioned, our attempt was essentially to study the process
of opening-up, that is to’'say, because of the time when this model was developed,
we were trying to understand the characteristics of the process of commercial or
finzncial opening-up, or both. We tried to abstract the opening-up process from
the stabilization process, or from any other type-of economic policy thdt usually
accompanies. or has accompanied opening-up in certain countries, especially in
Latin America.. It seems that we should keep this in mind, in the sense that this

was our specific aim in our original attempt. o :

During the development of the model, we realized that there was the |
possibility of making a model sufficiently general so 'as to .include characteristic:
of general economic policy, particularly, other type of foreign sector economic.
policy changes, monetary.or credit policy, fiscal policy, etc. In this sense,
even though the model perhaps should be developed more thoroughly in certain
areas, it gives the possibility of analysing a combination of policies, as is
the case with the fresh paper that you have with you, and other ‘policies different
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from the forelgn sector ones. It should be noted that, at this stage, this model
does not refer to. a specific country; it refers.to an 'average country" and ‘the
idea is essentially to understand the. adjustment process when. _going from an
initial equilibrium to another one, as a consequence of removing tariffs or
barriers to capital flows, or both. We are not discussing here whether .or not
opening-up is a good long-run policy; we. are’ essentlally deallng with the short-

run characterlstlcs of opening-up processes. ThlS is the’ maln purpose of the
_exercise. , :

In this sense, I would 1like to ‘mention especlally Rlcardo Arrlazu, ‘who
with Walter Robicheck, Jos& .Gil ‘and others, acted as a sort of. consultlng committee
in the beglnnlng of the study of thls model. . He was most helpful in pointing out
the type of issues to be’ dlscussed These are related to the character;stlcs
of the adjustment process, follow1ng openlng up pollcles, a subject which has
" been practlcally neglected in the llterature as well as. 1n emplrlcal studles.

The theoretical model we use here is based on the work of Kenneth Clements,
who is with us now. .We construct the. hypothetical economy on the basis of a
given transformation curve. This curve. 1nteracts with.a generlc utlllty or.
1nd1fference curve, . What we try to.do 1s the follow1ng .let us_suppose that we
start from an 1n1t1al equlllbrlum p01nt in an economy that is closed to capital
flows, W1thout being closed to trade flows, although there are certaln restrictions
on them. What happens a) when We remove customs tarlffs or trade barrlers,
b) when we remove barriers to’ capital . flows, and c) when we remove both trade and
capital .flows barriers?. We are 1nterested in the_ path from one. p01nt<xfequ111br1un
to another, the idea belng to. analyse the characterlstlcs of such path.,a,.

i} “The flrst block of the model corresponds to. productlong nd supply._ When
onrklng with certain optlmlzatlon procedures we, derive. productlon and supply
. functions for the three comp031te goods in the. economy exportables and,importablec
which constltute .the tradeable. sector, and the “non- -tradeable. sector._ "The main.
‘determlnants of these supply functions are the ‘relative prices of’the three’ ‘goods,
the technical condltlons of transformatlon of ione good into another and’ the'Q
:naggregate endowment of resources. Dynamlcs in the supply of tradeable goods 1s
introduced by allowing actual’ supplles to respbnd gradually to any changes in =
their determinants, due to lags in the speed of adjustment when resources move
from or to the tradeable sector.

‘In the non—tradeable _sector. the approach is dlfferent we assume that the way
in which the quantity of non-tradeable productlon adjusts to. the dlfferent -
determlnants may depend on aggregate demand as well as on relative prlces." In
equation 5, actual supply .of non-tradeable goods may dlffer from desired supply,
dependlng on a sort .of excess demand of non—tradeable goods, whlch in essernce
1ncorporates two aspects. one, an 1nventory effect and two, an aggregate demand
- effect, 0bv1ously, this is conditional on the value of lambda 3. If lambda 3 is
zero, then, in this model aggregate. supply will be completely 1ndependent of
aggregate demand but, if lambda 3 is different from’ zero, then we allow for a
direct effect on aggregate demand on aggregate supply through the impact of excess
demand for non-tradeables in that market. Given this condition, we can analyse
the evolution of real income in this economy and compare it with the potential
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real income reflected by the given transformatlon curve. Thus, in this model
resource unemployment is associated to the difference between the potential output
given by the transformation curve and the real output, whlch 1s determlned from
within the different. determinants just mentloned.

The second block of the model, is the expendlture block. Here, we first
considered aggregate private expendlture, which is a standard equatlon wherein
the principal determinants are the national dlsposable income, excess supply and
the nominal interest rates. We distinguish between the aggregate expenditure on
goods and the aggregate expenditure on goods and financial services to allow for
what, later, will be a very important element in the model, that is, 1nterest .
payments on foreign debt. Total expendltures are the sum of prlvate sector
expenditure and government expenditure. Then we derive the demand curves for the
three goods: importables, exportables, and non-tradeables. Through an optlmlzatlol
process, also derived from work done essentlally by Kenneth Clements ‘we obtain an
orthodox demand structure where the demand for goods depends on total expenditure
and on relative prlces.

The third block of the model is that of prices and unemployment. Here we
consider that, in the long run, prices of tradeable goods follow essentially the
law of one price type of mechanism, although in the short run we allow the price
~of importables to deviate from that of 1mports, adjusted for any. type of '
restrictions, dué to the pressure of lags or of monopolic influence or other
mechanisms of this nature. In the case of exportables, we assume that the law
of one price prevails. Again, it is in the non—tradeable sector where we introduc
some ad-hockory: we consider that the change in the price of non-tradeables
responds to the excess supply or demand of non-tradeables, on the one hand, and
on the autonomous or exogenous evolution of the price of importables on the. other.
Therefore, it is essentlally in the market for non-tradéables where we have one
of the main elements of dynamics in this model ; similarly to the supply equatlon,
non-tradeable price adjustment will depend on the value of the partlcular paramete
1ncorporated into it, We then have an equation for the aggregate price level _
and, next, we 1ntroduced an expected inflation equation in a very traditional way,
as used by Cagan years ago, since.we were. not particularly interested in the whole
issue of expectations, but merely wanted to incorporate it, so that it would have
an impact on the demand. for money equation.

The fourth block of the model is the monetary and financial sector, which
follows a traditional approach. Demand-for-money depends on a scale variable,
income and on the interest rate and expected inflation. Supply of money is
defined in terms of the monetary theory of the balance-of-payments literature,
incorporating both the internal credit and 1nternat10nal reserves. Then, we
consider the change in the interest rate, as one of the mechanisms through wh1ch
this market attains equlllbrlum, as determlnedeessentlally by excess supply or
excess demand for money. Here, agaln, this is rather an ad- hoc type of. equatlon,
since we could have incorporated, in a similar’ way as we did with the price of
non-tradeables, a direct effect of the forelgn interest rate on the domestic
interest. rate. '
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Fifth, is the balance-of-payments block. Here, the trade and current. account
-definitions are standard. Perhaps, the most interesting equation is that of the
capital flows which we assume are détermined by an autonomous component, and by *
the dlfferentlal between domesticand foreign interest rates, the latter adjusted
by risk premium and by expectatlons ‘'of exchange rate changes.' In this equatlon
we 1ncorporate one of our main policy elements, which is the degree of financial
openlng—up (coefficient 8). Again, here we have another very ad hoc way of
'1ncorporat1ng this element, in the sense ‘that we have a combination or product
of two parameters: one is gamma 15 and the ‘othér is beta. Gamma 15 represents’
the endogenous speed of adjustment of capital flows to the differential in interest
rates and beta represents the policy induced degree of financial opening-up.
Obviously these two are qulte 1nterdependent, one on another, and, dependlng on
‘the choice of parameters, we may arrive at diffeérent conclu31ons. This is ariother
peint which, probably, could be much 1mproved. i S :

The way we 1ncorporate forelgn debt is another rather ad ‘hoe method in the
sense that only foreign residents are allowed to acquire domestic debt: while
domestic residents (including the government) are restricted from holding foreign
debt. In this economy, foreigners invest through buying papers from the private
sector, dependlng on the differentidl beétweéen domestic and: 1nternat10nal interest
rates. Then we incorporate exp11c1tly, as an’'endogencus variable, the risk*
premium, in the sense that we consider  that the visk - ‘premium has an autonomous
component and is also a positive function of the: ratio 6f external’ debt to
national income. Finally, we have the«government sector where we have a’
traditional government expendlture equatlon, “with three sources of Finance:" one,

- direct revenues ¢oming- from’ 1ncome,tw0, révenues derived from customs tariffs'
applied on imports and the other way of flnan01ng 1s through hlgh powered money,
"flow1ng from the central bank ~

Moh31n will explaln the flrst 51mulat10ns we performed’ w1th thls model but;,
before, I would like to take a few more mlnutes regarding certain caveats and
limitations, which we' are very conscious “of." T would Yike ‘to state them very A
clearly: because we consider them to be’ quite 1mportant. ‘We- have perceived at’ least
"six main ‘subjects which have-not been  developed in this model; they’ 81mp1y do not
fit and I think this should be mentionéd now. '‘Séme of them are easy to incorporate

in a model like this, but others would require fore work, and perhaps they could
be included at a later stage. These are the following: first of all, and perhaps
‘one of the most dmportant,- there i8 ho treatment at all of factor' markets in
this model. ‘The type of prediction function we used is a very particular one.
Neither wages- nor interest rate payments appear as components of costs of '
production, etc. : :

A second limitation is that the model does not 1ncorporate exp11c1tly any
treatment of elther 1ncome or wealth redlstrlbutlon. t.

A -third one, which is qulte relevant 1s the ‘whole issue of capltal
accumulation or the savings investment process.- Because ‘we consider that the =
transformation: curve is- fixed, we are implicitly assumlng that net investment-is
zero, and therefore, as we mention in the paper, we also implicitly assume‘ that
all foreign saving, i.e., all current account deficits, are exactly compensated *
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by a movement in domestic savings of the same magnitude and different sign as the
foreign savings component. Therefore this is an obv1ously quite restrictive
»assumption and it was needed because, in this version of the model, we wanted the
transformation curve to be fixed and real output to be unchanged. The issue of:-
no-accumu1atlon and no-net investment is obv1ously very 1mportant. e

Fourthly, there is no treatment on intermediate goods. Therefore, thlS is
another element which could require perhaps a qulte different scenario from the .
one we have here. : » S

Fifthly, there is no distinction in our model between consumptlon and
investment goods. The sixth element we do not analyse here is the whole issue of
‘asset markets, including price of assets, "bubbles', etc. This latter element,
which has played a key role in certain countries, is related to the issue of overly
optimistic, or pessimistic, expectatlons and has affected mainly the behaviour of
the private sector. This omission, then, may be very 1mportant and should be
made clear at the outset. ' - -

I would like to add some final comments. As mentioned, the ‘model intends to
analyse the adjustment process in an economy that is subject to either foreign
schocks or to policy changes, but we have attempted to introduce qulte reasonable
long-run conditions.  Nevertheless, it should be ‘pointed out that in the way we
worked out the model, there is no direct reldtion between aggregate supply and
aggregate demand. The only way it works is through changes’in relative prices and,
even though that may be a reasonable assumption for' the long run, we also applied
it, in fact, to the short run. . This is something that could be changed in the
non-tradeable sector. Perhaps, - for a. short-run type of policy, the direct linkage
between aggregate demand and supply should be emphasized, especially,; in .the
1mplementat10n of the model.

This- model has not been eStlmated and thls is one of the main p01nts upon -
which we would like to receive your comments. The parameters, coefficients and
lags have been ' introduced from outside, having, of course, as background, certain
elements of the empirical literature. We have done some sensitivity analy81s and
this is another area upon which we would like to receive your comments.

We have not defined which is the time dlmen31on of this model. We talk about
periods, but we are very cautious in talking about them, because we are not really
certain as to whether we should talk about months, quarters, or:years. -This will
be also important in regard to the possibilities of implementation of a model
like this. s

Another issue which I should like to point out is that to'do simulations of
this type and to have meaningful results, we should start from the initial -
equilibrium conditions. This may be qulte complicated because many of these
policies have been ‘implemented previously ‘due to certain macroeconomic
disequilibrium initial conditions, but if you want to isolate the effects of
particular policy changes, it is important to start from 1n1t1al equlllbrlum
conditiomns. .

/We have
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We have not mentioned in this paper an element which is important to
consider: real expenditures. When analysing the opening-up simulations, you see
very clearly the short-run costs associated to it. It is possible that the costs
may outweigh benefits in the short run, but there is one benefit that we have not
mentioned explicitly. in the model, although it appears clearly frbmfthed§implations,
which is that real expenditures, due to“the change ‘in reélative prices and/of to
the current account deficits, tend to in¢rease initially, as compared to their
Pre~-reform level. T . AP ' A

et
A PRI

.. Finally, there is a very impertant ‘analytical point related to ‘the financial
opening-up which we would ‘like to mention. : - . T

In a IS-LM framework, given the potential (lohg-run equilibriim) real income
y¥*, we assume that initially the domestic interest rate rdy is above the foreign
rate adjusted for risk premium (rf + p).. FPinancial opening-up reans that, at the
end, interest rate parity will prevail, since-only in this way will capital
movements stop-and the economy return to an equilibrium’ position. The short-run
effect of financial opening-up is. for the LM schecule to rotate towards the
horizontal line at the (vf + p) level. But, given y*, expenditure will exceed
income, inducing a-current account deficit and an increase in foreign’ debt.
Equilibrium requires the IS curve to be vertical or the risk premium (P) to be
endogenously determimned.: The first alternative chreates'a serious problem since
the real interest rate could depend.on ménetary-variables only. Theé second '~
_alternative, which we used in the model, was to allow P to be a function of the
proportion of foreign debt to national income “Theérefore, thie horizontal ine
(rf + p):will shift-upwards as the economy's foreign debt grows dt a faster pace
than. national income, . ... . . omesoo oLt bocEa et ap.oo ‘

ol

Consequently, the traditional result stating that the domestic interest rate
will -fall. to the foreign raté inf;r should be qualified ‘either by reécognizing
the .endogenous (and variable) nature'of,coﬁntrylrisk'an&/oriﬁyfﬁaﬁihg”bxpliéiﬁﬁ
_ the>appropriate;assumptionsarequiredftovincorpoﬁatef%he-”real"‘effécts:pfjthéfi
financial opening-up process: into the model. St T e e
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With this I leave Mohsin to go on.
Mr. Khan:

Roberto managed to mention six main areas that are not fully developed in
~this model; I have a few more which are worth bringing up. First, it should be
made clear at the outset that this is a perfect substitutes modelj; -i.e., 1mpo”ts
and domestically produced goods are perfect substitutes. While casual empiricism
would indicate that perhaps this is not a good assumption to make, this proved
to be necessary. Even with just three goods in the model —-exportables,1mportables
and non-tradeables-- we already have three demand equations and three supply ‘
equations. Any extension of the number of goods increases the 31ze of the model
quite dramatlcally and makes the model very complicated. oo

"Another aspect that Roberto and I puzzled over a lot’was the spec1f1cat10n
of equations (3') and (3") on page 234 of the printed version. . In the adjustment
of the supply of importables and exportables, the partial adjustment mechanism’ B
that we have used is a very 51mpllst1c way of introducing dynamics. We have
insured both in the supply side and in the demand side that the model- should have
sensible theoretical properties and we triéd to be reasonably rlgorous in thls
respect. That is all right insofar as the long run is concerned. - However;
once you introduce the short-run adjustment equations in the model, that is -
once you put in equations (3') and (3"), and obtain (4') and (4"), those
theoretical properties no longer hold. That is, in equilibrium these propertles
hold, but in disequilibrium they do not, and as such we have no -specific ‘
restrictions on the lambdas. We could have made sure that the properties held
in the short run and picked our lambdas accordingly, but then we would have had -

a problem when the model was in equ111br1um.

I have a few addltlonal p01nts on the model itself. - Let me start with the
issue of expectat;ons and how it is dealt with in the model. We wanted actual
supply to reéspond slowly, and had really. two ways:to go: one was partial adjustment
the other was to use expected prices and put them into the desired supply -
equation. There is no particular reason for choosing one over the other, and we
decided to go with the partial-adjustment model. An expectation mechanism is
used for the general price level, but it is a very simple adaptive form. The idea
of going to a sort of rational expectations type model was toyed with, but it
really turned to be extremely complicated for us to handle and we could not even
visualize how we would proceed in doing it with a model of this size. Anyway, in
the end, the model does become a perfect foresight model because the adaptive-
expectation parameters ensured that actual prices are equal to expected prices.

The capital flow equation also gave us a lot of problems and we experimented
with several versions of it. In the end, we decided to stay with the most simple
formulation. It made sense to have an interest rate differential determining
capital flows, subject of course to the existence of a risk premium which itself
was endogenous to the ratio of the foreign debt to gross domestic product (GDP)
or GNP. The model alsc does not directly treat the issue of wage indexation.
Without it you cannot handle, I think, a fundamental point in all this
liberalization discussion. In our second paper, we try to consider in a loose way

/this question



this question of indexation. If you have wage 1nde¥atlon in the model, there are
certain conclusions that may be reached. If not, there is a way of trylng to get
around it and that is to assume that the prlce of home goods really is equlvalent
to a wage index. The price of tradeables enters the equation for the price of
non-tradeable goods with a particular parameter. By altering that parameter we
can sort of reproduce wage indexation, very.approximately. If we made that
parameter unity, then any varlatlon 1n the exchange: rate will 1mmed1ately change
the price of non-tradeable goods, so, _you will not have a relative price change.
.This would be equivalent to perfect wage indexation. "I think these points in
addition to those covered by Roberto, are probably what we regard as the maln
weaknesses in the model. o :

Now, I will turn to the simulation experiments. We outlined why we start
from an equilibrium position and I would like to stress that while I recognize
that the actual liberalization experiments have not taken place from an equilibrium
position, starting from a dlsequlllbrlum p081t10n creates certain technical
problems for us. For example, if we are ‘interested in the transition path, it
turns out that this path is not 1ndependent of the position from where you begin.
If, to start with, you take a point inside that transformation curve, then the
time it takes for ‘the economy to get to a new equilibrium will depend on where
exactly one started from. ' The path becomes so . dependent on the initial conditions,
that we really wanted to avoid this issué; and that is why we chose to start from
an equilibrium position. Having set up this model, we had the othér major problenm,
that 'is, the choice of the numerlcal values for the parameters. 'We tried to find
in literature ways to obtain reasonable estimates, but ultimately we chose a number
of parameters in an arbitrary fashion. As Roberto said, some sen51t1v1ty analysis
was done but perhaps not suff1c1ently SO.. Spec1flcally, we had no information on
the supply price elasticities. All we expect here is that the supply: of” ahen
-importables responds faster than’ the supply of exportables. Inh fact here’we are
.more concerned about ‘the ordering of these parameters, not -so much about their
actual value, beécause we are looking at the qualitative results. As mentioned,
in the initial equilibrium this economy has a uniform tariff of 100% on imports
and no ‘capital aecount flows are permltted .The simulations involve reduc1ng
tariffs down to zero, and opening up the capital account. This was done in a.
variety of ways: whlch are reported 1n ‘the paper. oo B

.The'ba31c simulation experlments conducted were the following: first, we had
a gradual and sudden removal of trade barriers, keeping the capital account closed;
then we had the reverse type of opening-up, i.e., maintaining tariffs and removing
restrictions on capital flows. The third experiment involved the simultaneous
gradual removal of both restrictions on capital and reduction in: tariffs. The
fourth simulation deals with the issue of sequencing of reforms. We try to analyse
what would happen if you open the trade account first and then the capital account,
or the capital account first and then the trade account. . There have been a lot
of views back and forth on thls question, and we felt it was an 1nterest1ng issue
to look into.

These are” then the four basic sets of simulations. conducted with the model.
We have an additional one dealing with compensatory policies, which I will come to
later. Briefly I can describe the results which are fairly apparent fromthe charts
in the paper. When tariff barriers are removed and we keep intact the degree of
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controls. on capital, we obtain some very standard results. As a result of the
reduction in tariffs,.the price of importables falls and overall prlces ‘are-
lowered permanently and,. consequently, inflation falls for a number of" perlods.
This decline in pricés creates an excess ‘supply of money, cau81ng the domestic
nominal interest rate to fall temporarlly, although ‘the real interest rate doés:
rise. I think:this is an interesting issue although we do not 'go into the question
of the impact of ‘this real interest rate increase. There is a worsenlng of the .
current account position and a loss of international reserves. We could, of
course, have picked a set of parameters such that. there would be an improvement
in the current account when tariffs were removed All we need is that relative
responses to supply of importables and exportables be reversed; that is, that the
supply of exportables responds faster to the change in relative prices than does
the supply of importables. .This was not conszdered _however, to be a very N
reallstlc case and we chose not to pursue 1t SR

Wlth the reductlon 1n,tar1ffs we: also observed that real output falls below
potential output. . You mowe- 1ns1de that transformatlon curve, so that there -is
unemployment of resources,. as resources are moving from one sector to another. .-
What worried me (although not Roberto) was, that. given the ch01ce of parameters, -
unemployment tended to persist for a long time. I would have thought that there
would be a fairly rapid move back to .a new. equlllbrlum "The differénce between

-"gradual” and “sudden' -scenarios is; qulte obv1ous, that is, when there is a sudden
removal of tariffs you get very sharp movements. at the outset, which then smooth
out. In the gradual .case, you have by deflnltlon -a sort of gradual trans1tlon '
path,’ and there is nothlng really surprlslng 1n that. ' :

Now, assumlng that tarlffs are malntalned at the orlglnal level and cap1ta1
controls are removed, .whether 1mmed1ately .Qr .over a number “of perlods ‘the reésults
obtained generally are quite. dlfferent,from those obtalned from “the first sét of
simulation experiments., We start._ from a p031t10n where the domestlc interest rate
is above the corresponding forelgn 1nterest rate. This 1mp11c1tly*assumes that -
some “type of financial reform-has- .already. occurred in the economy, “that -is, =
domestic interest.-rates. are. allowed to be free. We d1d not want to handle’
simultaneously :domestic. f1nanc1al reforms with these other trade and payment -
reforms. The liberalization of the capltal account results in an immediate. declin
in domestic interest rates as capltal inflows occur. However, ‘due to various
factors, such as market segmentation, or non-tradeable assets, etc., the decline
is not sufficient to immediately ellmlnate the. dlfferentlal between” the foreign
and domestic interest rates, adjusted for exchange rate changes and other forms
of risk. This implies continuing inflows of capztal and an incréasé in- forelgn
1ndebtedness, with the country hav1ng to run a continuous trade balance surplus
to cover the interest payments on.the rising forelgn debt. The changing structure
of production creates a downward pressure on prlces although this effect is not
very significant. While the current account does go into deflClt the inflows of
capital, due to the interest rate differential, more than compensate for this and
there is an increase in international reserves at the cost of increasing forelgn
debt. Eventually, international reserves stabilize at a level higher than that of
the initidl-equilibrium. In short, financial opening-up, unlike trade liberaliza-~
‘tion, does not- 31gn1f1cantly affect the level of the output or prices. There is,
however, an increase 1n 1nternatlonal reserves and forelgn debt. .

PR
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When you eliminate restrictions on capital and simultaneously reduce
tariffs, the combined effect of both policies is to bring about a fall in prices,
inflation, a lower level of output, and a worsening of the current account. While
the deficit in the current account is large, the fall in prices and in output is
approximately the same, as in the case of the simulations when only tariff
barriers are removed. However, because of the combined effect of: the decline in
the demand for money, due to the fall in prices and real income, and the increase
in the money supply due to the inflow of capital, the interest rate falls more
sharply in this case than in the situation when either of the two policies was -~
considered separately. You are now getting a joint effect on the domestic interest
rate and, as a .consequence, the'level of foreign indebtedness and the stock of:
international reserves is lower than'that observed when only the capital account
was liberalized. The real rate of interest, however, does rise as prices fall
relatively more than the nominal interest rate. The fall in the real-interest rate
occurs in all the simulations because of the sharp decline in the price of
importables.

In summary, while many of the elements are common between this simulation
experiment and the previous two, it tells us that the simultaneous implementation
of trade and capital liberalization policies are not quite the same. as the “'sum"
of the results of each of the policy actions considered separately. This ‘is
basically because there is an interaction between the trade and the capital account:
which is not con31dered when the two cases are analysed separately. - ‘

"The fourth experiment refers to the questlon of the sequence of the
liberalization policies. We found that there was no significant difference in the
effects on prices, output, and the interest rate of different policies, although
the achievement of equlllbrlum takes longer when capital restrictions are
‘eliminated first. The main difference in respect to thé current account that
turned up was that, when trade liberalization was undertaken first, the cumulative
deficit was somewhat smaller. The worsening of the current account due to interest
payments on foreign debt, ‘when capital controls are eliminated, is apparently -
reinforced by the effects of the subsequent “tariff changes. ‘International reserves
decline in ‘the context of both sequences, but, again, the path of: reservesis
different, as can be seen from the charts. - If capital controls are removed first,
there is an initial tendency for international reserves to rise as capital flows in,
which is not the case when trade is liberalized. The behaviour of foreign debt"
reflects the same pattern, remaining constant when tariffs are removed and then
rising with the inflow of capitals. In the opposite scenario, there is-a sudden
jump in foreign indebtedness, followed by a fall when tariffs are eliminated.

After this gyration, the path of the stock of foreign debt approaches the.new
equilibrium asymptomatically.

These were the basic simulation experiments that we looked into. :As an- .
afterthought we felt it might be useful to try to see whether the govermment policy
could be used to reduce the costs of the liberalization experiments. We have
assumed throughout that the authorities are completely passive, i.e., there is no
autonomous policy whatsoever, the nominal exchange rate is fixed, the budget is.
balanced, and there is no active monetary policy. Money supply is, of course, |
changing endogenously in the model, but there is no active monetary policy. Now

/let us



- 62 -

let us assume that the government does have an active monetary policy and wishes
to minimize some of the costs associated with liberalization. De31gn1ng such a
compensatory policy is possible and we did so in a prellmlnary fashion in this
paper. Bas1cally, we argued that since the deterioration in the current account
is one of the primary consequences of trade llberallzatlon, suppose, for example,
that the authorities decided to use monetary policy to keep the current account
from worsenlng Essentlally, what we are trying to do here is to reduce both |
aggregate demand and the price’ of non-tradeables at the same time, while tariff
barrlers are being ellmlnated. A strong contractlon of domestic credlt would seem
to be sufficient to keep the stock of 1nternat10nal resérves from falllng, but '
of course, such policy does have. an adverse effect on economic activity and,
partlcularly, on private expendltures. A’ clear trade—off‘would be present.
Therefore, we believe that in all such attempts to apply compensatory policies
the authorities will be forced to choose between varlous comblnatlons of pollcles
that have different types of costs and benefits.

Mr. Zahler.w

I would like to add’ qulckly two addltlonal points. One" relates to the impact
of financial opening-up on the different varlables of the economy which is counter-
intuitive. We got a very llttle impact of flnanclal openlng'up on relative prices,
on the absolute price level and on real output. I think this’is. something that,
has not been observed in many experlences ‘and it is a p01nt whigh has to do with"
what I mentioned before: the model in its current version is ‘relative-price
intensive" as well as '‘excess supply of méney or money dlsequlllbrlum intensive”,
and very ‘little effectlve demand intensive., ' T think that is a point which, '
perhaps for certaln experlences should have to be taken 1nto con31deratlon.

The other polnt whlch I would llke to 1n51st upon 1s that, if one con81ders
the maln results of flnanc1a1 openlhg up in the way it is descrlbed in the model
whereln one ‘has no feedback o real’ interest pate intd the economy’, “then’ flnan01al
openlng -up, at least in the short run, has malnly negatlve effects. I thlnk thls
is essentlally a ‘consequernice, at least in our model, of the way in which" forelgn
debt is being used only to flnance consumptlon ‘and not 1nvestment.‘ ‘The whole o
issue" of the use of the forelgn 1ndebtedneSS in the sense of the feedback of ©
-capltal 1nf10Ws 1nto capltal accumulatlon is'a p01nt whlch should be con81dered
in further analy31s. .

Thank:you.
Mr. Massad:

Thank you very ruch. Mohsin tells me that he still has a few comments to
make regarding the paper that was dlstrlbuted to you only after your arrlval in
’Santlago.

By the way, I would Iike to warn Ken that since he has been accused of
having had some influence on the development of this model, I w1ll ofer him the
floor right after the comments from the authors. '

/Mr. Khan:
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Mr. Khan:

Thank you; Carlos.  I w1ll not take t60. much tlme .
" The model is quite’ capable of handllng shocks, other than those which are” "
simply assoclated with the liberalization process, -In the second paper we took up

brlefly what effects certain types of ‘external and domestlc shocks would have on

macroeconomic variables while the. country was underg01ng the liberalization
processes. : y .o :

This shock idea arose from work by Carlos Massad and others in the Fund
trying to identify the principal factors: résponsible for the deterloratlng currént
account positions of the oil-importing countries during the 1970s. If you look at
the external situation facing developing countries during the.1970s, it is very
strlklng to observe how things have changed.and how much- worse the situation is
now compared to the 1960s. We present some of the relevant data on page 8 table 1,
of the new paper (October 1983), - It is: “quite obvious:that. the terms of . trade of
non-oil developing countries have been deterioratlng steadlly over the last decade.
There are some unprovements, essentlally in primary commodity prices, in the
mid-1970s, particularly in 1976-and 1977 “but, ion ther wholey the terms of trade
over the decade deterlorated by about 2% per-year. Forelgn real interest rates
-—essentlally Eurodollar rates adjusted for changes in- the export prices of
oil-importing countries-- which were negative during the early part of the 1973—
1982 period and, certainly were negative in ‘the 1960s, became. ;sharply p031t1ve .
towards the end of it. They reached 18%, which, in our paper, we termed as o
"astronomical™. During the past ten years growth rates were also falling as a
consequence of both external and internal factors; inflation was rising; the curreni
account deteriorated sharply after the first oil shock, then 1mproved a bit but it
continued to worsen through 1982. Furthermore, growth rates in industrial §
countries also fell sharply over the decade (1n the last two years they were almost
negligible). All these factors we belleve certalnly ‘had--an adverse effect on
the oll—lmportlng countrles. - wEL

_ In another survey we tried to 1dent1fy Whlch were the most 1mportant factors
that 1s, external or 1nternal, in this- process. and we. found that: for a. sample of
132 developlng countrles, external shocks were:perhaps more important than 1nternal
factors in the’ 1ncreased current account deficits of developing countries. In the
present exercise, we asked the following: question: suppose that in the, process of
llberalmzatlon there are external shocks™ as well, what.would be. the end result°1
To analyse this question we superlmposed the terms of trade shock and .an increase
- in the foreign interest rates involving a simultaneous gradual removal of barrlers
to trade and capital flows. Those -results are described in the charts. on page 19,
and we find that the picture, as one would expect, becomes szgnlflcantly worse
when you have external shocks

A questlon regardlng the real exchange rate arose in -our work which I would
.llke to put to the part1c1pants of this conference. We defined the real exchange
rate as-the ratio of the prlce ‘of tradeable goods'to the price of non-tradeable
goods, and it turns out that when you have a three-goods. world, certaln
complications arise when you have terms-of-trade changes. - To give. you.a spec1f1c
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example, the terms-of-trade change that we have modelled here, or the shocks that:
we have, is a decline in the price of exports. When combined with a decline of
price of imports due to the removal of tariffs, gives you a certain real exchange
rate change which is shown on page 19(c¢). However, one can have different terms-
of-trade changes, such as an increase in the price of imports rather than a decline
in the price of exports. If that happens, it turns out that the real exchange rate
does not behave in the same way and you could very well have a situation where

the real exchange rate depreciates. We are still somewhat confused as to how
exactly this difference in the two results can be reconciled. You could very well
say, as Arnold Harberger did, that the real exchange rate is the nominal exchange
rate adjusted for changes in wages, and one should use that definition. But this

is the sort of question that I would put to you.

I would end here by saying that external shocks do worsen the picture, and
the experience of the Southern Cone countries during the last two years was in some
ways similar, and in others quite different from non-oil developing countries as
a group. Growth rates were much worse; current account deficits as a proportion of
exports were much larger; inflation in Argentina was much higher, but inflation in
the other two countries was below the average for oil-importing countries. One
inference you could draw is that these were the countries that liberalized and the
opening-up makes a country more vulnerable to foreign shocks, more susceptible to
changes in international environment and therefore rather worsens the situation.
This is one thing. Then, of course, there is the question of domestic shocks or,
if you like, domestic policy inconsistencies, regarding which Roberto has-a few

words to say. -
‘Thank you.’
Mr. Zahler:

Just to finish our presentation, I think it is interesting to know that, in
the second paper, as Mohsin was saying, we tried to incorporate in addition to the .
liberalization issue, some of the facts that happened in the last years and
essentially what we call here the effects of fiscal shock. Our idea was to
incorporate something that was very specific of the Southern Cone countries, namely-
Argentina, Uruguay and Chile, but especially Argentina and Chile, in the following
sense. One of the arguments that has been given to explain the outcome of the
economic policies of these countries refers to what is called generally
inconsistencies in economic policy. These inconsistencies have been linked to
exchange rate, interest rate and wage policies. One aspect which I mentioned
before and which is very difficult to put in a model like this, has to do with
“excess spending’. The excess spending of the public sector, especially of public.
sector enterprises, is quite relevant to the Argentine case.

What we have tried to do here is to model the liberalization process, in
combination with a fiscal deficit, but actually this exercise could also be
interpreted as being valid for the case where one has a type of "non-traditional”
disequilibrium process, which is that of the excess spending by the private sector.
This latter situation, perhaps, is more pertinent to what happened in Chile and
also in Uruguay during recent years. This is a situation where the private sector

/could evade



- 65 -..

could evade the domestic financial restrictions through foreign borrowing
1ncrea81ng its expenditures to a level which was inconsistent, in the way we
expound in this paper, with the opening-up policies. In this sense, we should
interpret this simulation as belng a case of ''general™ or. global excess domestic
spending accompanylng the. opening-up process. D SRR

An 1nterest1ng thing in regard to the value of parameters is that even though
we have quite a big fiscal shock durlng four perlods the. excess supply of money:
in the model is very similar to the case when there is no fiscal shock.. This is
due basically to two reasons: one, the way that the fiscal deficit 1mpacts aggregate
demand and, consequently, national income.and increased demand for nominal.money; -
and, two, the very quick way in which. the supply of money. generated by the fiscal.
deficit leaks into the current account.. Therefore, the net impact on the excess.
supply of money is not as big as one would perhaps ‘have. expected.  Thus, excess
supply of money is very similar in either case, with or without fiscal deficit.
Consequently, the impact on the price level and the impact on the interest rates
are also very similar, and so is the impact on the foreign debt. :

The main different results are, .of course,.’ the additional current account
deficit generated by fiscal. def1c1t and the .issue-that Mohsin.was just pointing
out, in'which I agree with him and.which is. -a. wvery relevant one: the impact on the
real exchange rate, As mentioned, we. thlnk there is a problem w1th ~defining the
real exchange rate in a three—goods model I- th;nk . regarding Arnold Harberger's
v1ew, that is to say, to relate exchange rate :with wages could perhaps be treated
in our model by comparlng the exchange rate ‘with the price of non-tradeables, the
latter being a proxy of wages. However, we still have the problem when relax1ng
the assumption that prlces of exportables and. 1mportables ‘are constant, so that.:
when you have changes in terms of trade. and when. tradeables are an important. .
component of elther your expenditure or your 1ncome, they have to be taken 1ntofm_
cons1deratlon.' S . - - o S ~

In any.. case what we observe here 1s that the real exchange rate agaln .
apprec1ates substantlally due. to the 1mpact of the fiscal deficit on the 'price of
non-tradeables. | With our model we are able to .capture this.sort of 1ncons:stency,
a lot of which has been written about recently, especlally in.the Southern Cone
countries, and which has to do with exchange rate policies that accompanied that
excess spending, in the sense of not having followed the path that was compatible
with either the fiscal deficit, in one case, or excess domestlc spendlng of the
private sector, in the gther.. :

The prelunlnary conclu31ons of thls exerc1se, -are ba81cally that -as expected
both foreign shocks and flscal deflCltS tend to ampllfy -and aggravate the '"megative .
aspects of openlng up". The exerclse, however, is useful to:show that the:model .
is capable of analy51ng,not only opening.up, but also of . 1ncorporat1ng these other Cle
aspects: shocks, in one case, .Qr economic pollcy changes, in; the other.,~ L

N

Thank you.

Mr. Massad:
Thank you very much.

Al, you wanted a clarification?
/Mr. Harberger:
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Mr. Harberger:

It seems to me that we need to recognize that when you liberalize you are
affecting the real exchange rate. Liberalization increases.the incentives to
produce exports and imports that have neither taxes nor subsidies. The incentives
to produce import substitutes for the liberalized commodities tend to be reduced,
though not necessarily because the rise in the real exchange rate works in one
direction, and the tariff reduction in the -other. If the tariff reductions are
of differing amounts for different commodities, it is easily possible for the
exchange rate effect to outweigh the tariff reduction for some of them, thus
actually increasing the incentive to produce them at home. For this reason,.too,
I prefer what I call a "clean'" definition of the real exchange rate --i.e., the
real rate affecting the production of those tradeables that -have no tariff, no
export tax and no export or import subsidy. ' The real exchange rate thus deflned
must rise as a consequence of llberallzatlon. :

Mp. Williamson: L i;

I have some remarks on alternative definitions of the real exchange rate.
The definition that I have normally used is the nominal exchange rate multiplied
by the foreign price level and divided by the domestic price level. In the type
of model with which Mohsin and Roberto are working, that comes out as giving the
same results as the ratio of the price of non-tradeables to tradeables. I have
no objection, in certain contexts, to using that as.a measure of the real exchange
rate, but I do not think it is appropriate to use it as a definition of the real
exchange rate. My definition in a wide range of circumstances will agree with
Al Harberger's. In the particular case in question, it is absolutely true that
the two reasons for changes in the terms of trade would have different implications
for the real exchange rate, because implicitly you are:thinking of ‘the price of
exports falling on account of a fall in the price of competitive foreign goods,
and in that case you would get a reduction in the real exchange rate (less
competitiveness). If the price of imports rises because of movements in foreign
prices, that implies an increase in the real exchange rate.  That is ab301utély
right, those are the different effects on competltlveness that come about as a-
result of those two dlfferent changes.

Mr. Clements:

I believe that there are large gaps in our knowledge about the quantitative
effects of trade liberalization on macroeconomic phenomena such as unemployment.
This lack of knowledge is to. be contrasted with the situation in two closely-
related areas: i) computable. general equilibrium models and ii) conventional
macroeconometric models, CGE models are concerned with measuring the economy- w1de
gains from trade llberallzatlon which are familiar from the pure theory of :
international trade. As these models are all static, they are to be' interpreted
as referring only to the changes which take place over the longer term, after all
the adjustment dynamics have worked themselves out. As such, they say nothing
about path of adjustment which the economy follows in going from one long-run
equilibrium position to another. Accordingly, CGE models do not deal at all with
the short-run macroeconomic effects.

/Conventional macroeconometric
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Conventional macroeconometric models, on the other hand, do deal with the
adjustment path. Although macro models are used to analyse trade policy, I believe
that they are not well-suited for this purpose. The basic problem is their lack”
of commodity disaggregation, so that there is insufficient sc¢ope for resources to
move from one sector to another in response to the relative price changes
associated with trade reform. - . 5

It is because of . this lack of knowledge about the macro effects of trade -
policy that the paper by Mohsin Khan and Roberto Zahler is, in my view, so welcome.
The papern goes-in the direction of a marriage between a CGE model ‘and a macro
model in that it has both the commodity disaggregation and -the short-run dynamics.

I find the paper bold and wide-ranging in .its objectives and ana%ysis,'an:
it is in -this spirit that I do not wish to nit-pick withldetails'and'wzt@part;;qlgr
parameter values: Instead, in the remarks that follow I focus o?fthrEe Iﬁsqgs?
i) the methodology of @ simulation modeli ii) one of the key pollcy?resul?s;ﬂthe‘=
effects of trade liberalization on unemployment; and iii) possible extemnsions of -
the model, including estimation.

Lo
APETRN :
(AR

The methodolosy

_ The model is constructed in a straightforward ranner in two steps.’ First, the
structural equations are specified .on the basis of what has worked satisfactorily
in previous empirical work; e.g., the demand ‘and supply equations, the hoarding
function, the money demand equation.and so on. Second, the numerical values of the
parameters of these equations are chosen with three considerations in mind: i) some
adjustment .parameters are specified on the basis of a priori considerations; e.g.,
that the supply of importables adjusts faster to relatiVeipriCeiéhanges than does
exportables; ii) the parameters of the hoarding function and the money demand o
equation are based on previous estimates obtained at the Fund; 'iii) all the
parameters must satisfy the constraints from theory, such as the economy-wide budget
constraint, demand and supply homogeneity and Slutsky symmetry. Furthermore, the
parameter values must be such that the model is stable. It is to be noted that the
model is not estimated -itself. o S

Onceﬁthe_modél has been constructed in this manner, it is then;used'for‘
hypothetical policy simulations in the usual way. ‘ : ol

To place this methodology in context, I want to return to CGE models and
macro models. In the CGE models of the Shoven-Whalley variety, parameter values
are chosen such that the model exactly replicates the data in some base period.
This is achieved by simply adjusting as many coefficients as there are datd points,
so that the model must fit the data exactly. Although this is known as ,
"calibration™ by those who work in that area, it really amounts to a form of
econometric estimation. From a statistical perspective, the exact fit of these
models raises the question about the quality'of estimates with zero degrées of
freedom. Because such estimates entirely ignore random fluctuations in the data,
they are almost just pulled out of thin air and ‘can do no more than confirm’ that
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Accordingly, econometric estimation, at least in its usual form, plays no
role with this type of CGE model. I hasten to add that there is an excellent
reason why this is so. These models are typically very large, sometimes being.
made up of thousands of equations. - It is often impossible to obtain a time series
of data required for estimation; e.g., a time series of input-output tables isg :
unavailable in most countries. There is the further problem that the appropriate
econometric methodology for estimating these models has not yet been fully
developed although Dale Jorgensen is making progress on this., .

This is to .be contrasted with the situation regardlng the well-known large—
scale macro models. Here econometric estimation does play: an 1mportant‘role. In
fact, I would argue that the role of econometrics is over emphasized, causing
economic theory to be often neglected. As examples of this I would cite the
extensive specification searches that usually take place and the associated over-
fitting of equations to account for special events. These. practices lead to ad hoc-
equations, parameter instability and standard errors which seriously understate
the true sampling variability of estimates. :

As indicated previously, I see this paper fitting in between the two extremes
of a CGE model and a macro model. The strengths of the model are that i) it is
simple and that its economics can be easily understood; ii) the model can be
presented in an admirably succinct way; as in the two .appendices; iii) it is strong
on the use of economic theory, so that it is not ad hoc; iv) its parameters values
are not pulled out of thin air; and v) its aggregative structure --the division of
the economy. into exportables,  importables and home goods.allows interesting
‘aspects of‘the open and closed economy~to operate simultaneously.

In my view the major weakness of the model as it now stands is that it has
not been verified; it has not been tested with real-world data. The- transcending
principle of positive economics is how does a model predict (or forecast); this
model should not escape this test. . : .

A related problem is that as the model relates to a representative Latin
American country, it is not specific enough. As long as there are different
countries in Latin America, policy makers will always tend to argue that
circumstances are sufficiently different in their country, to make policy
prescriptions from a general model not applicable to them, partlcularly when they
entail unpopular policies.

I shall return to these issues when I discuss exten51ons.

Trade liberallzatlon and unemployment

With the gradual tariff reduction unemployment 1ncreases from 5 to 8%. The
reason is that as the importables sector contracts, it sheds. labour more rapidly
than can be absorbed by the exportables and home goods sectors. .

Some further insights emerge if-we focus on the_market'for_home goods. As
the tariff reduction causes the current account to go into deficit, there is an
excess demand for traded goods. It follows from Walras' Law that this is matched
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by an offsettlng excess- supply of ‘home goods. To restore full equilibrium we need
the price of home goods in terms of-both importables and exportables to fall. If
we recognize that home goods are: mostly. services, whlch are labour intensive, we
can identify the pche of home goods w1th wages.

fccordingly, we have an excess supply of home goods whlch amounts to
unemployment because wages are downward rigid. Only over time as wages are reduced
will unemployment be reduced to the natural rate. :

There is, however, another pollcy avallable that will help in the adjustment
process. The problem is that wages are too high in terms of both traded goods.. -
We need a decrease in real wages. If nominal wages are downward rigid, we can
depress real wages by increasing the nominal prices of importables and exportables
by the same proportion, i.e., by a devaluation.

The way forward

As indicated above, the natural next step is econometric estimation. I
believe that estimation is possible; but .the resources requlred in. terms of data,
oftware, profe351onal adv1ce should not be underestlmated .

It is clear that “the estlmatlon of such a model has demandlng data -
requirements., First, the national -accounts. data have to.be-redone to accord. w1th
the exportables, importables and home goods commodity structure. Second, the -
successful estimation of the substitution possibilities in production and demand
requires considerable variation: In‘relat1ve,pr1ces. ‘Third, to focus only on the.
actual liberalization experlence in Latln Amarmca, the data dannot go back too far
before the m1d~19708. ; SR . SN Lo . :

With these considerations in mind, prior to estimation I would suggest that .-
some resources be devoted to the construction of the data base for the chosen
countries. I could envisage this including a good deal oft: prellmlnanydataanalv31s:
along the lines of: the:excellent work of Morris Goldstein and Larry Offlcer on - R
traded and non-traded goods data for some’ OECD countrles.. S A A T

In terms. of estlmatlon there is the questlon whether-lt is posslble to apply
the model to one ‘country or a group' of countries, with-pooled data and country .
1ntercept ‘dummies;’ along the 11nes ploneered by Moh51n Khan and Malcombe’ Knlght
in prev1ous work o : - . L i

ThlS«ls ba81callyfa=question.of effective .degrees of freedom available,.-i.e.,
do we have’ enough observations with sufficient variability. As such, this must be.
an empirical question. My feeling is that the ariswer to this question would be -
to locate somewhere between the two extremes of estimating one model for each
country separately, on the one hand, and pooling data across countries to estimate
one common model for all countries, on the other. I could envisage the consumption
parameters not varying much across countries, so that .the demand data could be. -
pooled. I could equally well envisage that-the. supply side differs systematically..
from country to country because -of dmfferent factor endowments, productlon functlons o
and so on. . = : : : N . . -
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Once the model has been estimated econometrically, it would be possible to
carry out system-wide simulations for the relevant countries involved. This would
cover both trade between Latin American countries and trade with the rest of the
world. Furthermore, the econometric methodology would naturally produce
simulation results with standard errors; i.e., it would be possible to say
somethlng about the certalnty whlch could be placed in the simulation results.

In my view a research programme which 1ncludes these further developments
would potentially represent a major contribution and be very exciting.

Mr. Massad:

Thaok you.

Jacob, would you like to go on.
Mr. Frenkel:

First, trying to deal with the issues contained in the papers before us is
one of the most important tasks that we, as economists, have to undertake. What
we have seen over the last few years in Latin America, has been a real laboratory
exercise and it will be complete professional irresponsibility if we did not
allocate resources and effort to study and learn: lessons from it, because "those
who do not respect hlstory are bound to repeat ith. : S :

As far as the general spec1f1catlons of the.model utlllzed are concerned
indeed, there is the. question of the optimum model size and I side with K. Clements'
evaluation that it is almost just right. Only those who tried to dirty their hands
in dealing with this type of research realize how dlfflcult it 1s and therefore,
all the compllments to the authors.- Co . o

- There ls,the questlon of optlmum specificity and hére I am not sure that I
side with Ken Clements' advice or potential recommendation to pool countries. If
you are coming from the outside, the Southern Cone is a group; yet the differences
among its countries are so serious that I think it would be a mistake to think of
the various Latin American experiments as one huge experiment. It reminds me of
a little joke that Bob Solow once made, when he commented on aggregation of
countries. As he spoke about monetarists, "like Karl Brunner and Milton Friedman",
Karl Brunner jumped up and said "What do you mean? How can you put us together?
I'm Karl Brunner, I am different from Milton..." Bob Solow responded by saying
that for most people who look at poodles, they do not see the distinction, the
only ones who see it are the poodles themselves.  So, in a Way5 I think that we
should play the role of the poodles and acknowledge that it is a mistake to over-
aggregate countrles. . ,

As far as~the.specification of the model and its limitations, I think that
the presentation has been extremely frank; nothing was- swept under the rug and,
therefore, many of my comments will repeat some of the reservations that are alread3
mentioned in the paper. With your permission, 'what I am going to do is just go
through the paper following the order of things as they appear there.
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There is one critical p01nt the essence of the paper is dynamics. Now,
essentlal to dynamics in general are issues related to® expectations and other
things that link the present to the future and, by linking them, affect the
Present. It is here that one could make many comments:by asking how sensitive
are the results to the specification: of: the. way in which expectatlons are formed.
I will come back to this again and agaln, as we go along.

Future research should put expectatlons in the forefront rather than Just
as part of the model. It is related to the question of sensitiveness of theé
results to changes in the parameter values, changes that are themselves induced
by the policies that are being introduced. .For about ten years we have been
talking about the Lukas critique and 51mulatlon analysis. There is no need to
repeat the discussion here, but I think that we may wish to ask, can we elevate
the Lukas crlthue from the footnote, .that. says ‘'that we are aware of it", to ‘the
text where we are dealing with it? I do not offer:an answer and I think that the
authors were extremely open by notlng and empha81z1ng awareness: of that 1ssue. ’

There is the question of ceterls parlbus.- What do we hold constant in the
analysis?. Some of the things that we hold.constant. are:very reasonable and some
are occasionally counterfactual. For example, in most countries that I am aware
of, liberalization policies have usually come side.by 'side with attempts at
stabilization policies. Conceptually; those:two kinds of strategies are distinct,
but in practice they.have appeared so - frequently side .by 31de, that -one uay want
to specify in greater detall the macroeconomic policies-and I think that they w1ll
typically include a good dosis of stabilization policies.

Let me turn now to some of the.more detailed sp301flcat10ns. *An impor'tant
factor in the various. spe01f1catlons is::the-speed of adjustment. - ‘Several -questions
come to mind. First, is there a llnk ‘between speeds of-: adjustment ‘of dlfferent
variables and relatlonshlps or are they independent parameters? - 8ince the" speed
of adjustment itself is an outcome of costs, or other economic factors, there is
some formal link that can tie together parameters and therefore help us in putting
some restrlctlons on the model to be-tested. 1 do not yet prov1de a suggestion;

I just ralse a question. - s

As far as specification of the excess supply of money is concerned, the
authors are introducing the difference between desired‘and actual cash balances

in the various spending functions, relatlng it to some :work by Rudi Dornbusch and R

Michael Mussa.v I think it would be:wise to replace excess cash balances with
excess wealth. 'This really is a theory of savings relating desired to actual
wealth and it so happens that, under some specifications, wealth is identified
with money balances. But if we are about. to -work with 'a broad array of countrles,
we should put wealth at the beglnnlng of the specifications.

Another simplifying assumptlon -in. the model; ‘which helps a great deal and”
is emphasized by the authors, is the assumption that ‘spending patterns of the
governments are, identical to spending -patterns of the private sector. As a- _
consequence, it makes no difference from the viewpoint of -aggregate demand whéther
it is the private sector that -does the job, or the government and, consequently, '
balance budget changes in government spending will have no significant impact on
the economy because as the private sector contracts, the government expands,
and conversely.
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The authors have used this assumption very wisely. In practice, I believe,
it would be useful to extend the model to allow for specific differences between
those two patterns. The reason for it is that it brings to the forefront issues
that come from the tradeable problem discussions, differences in marginal
propen31t1es, specific differences: governments are soendlng more on imported
defense, maybe on non-tradeables, etc. How.to spend, how to calibrate aggregate
demand between domestic and foreign goods is an important issue. This will have
a bearing also on the optimal policy mix. In short, it is time, at this stage, for
the extensions to allow for systematic differences between spendlng patterns of
the private and the public sectors.

Later, in the paper, there is a .discussion of the price of imports. The
authors, through lambda sub 5, allow for slow price adjustment of importable goods
as a function of the parameter, the policy changes. - If you change the tariff rate,
the exchange rate, and the foreign price; the changes will transmit themselves
gradually to the current price of importables. Here, it is useful to distinguish
the source of the change in the equilibrium price of imports. If the change in the
equilibrium price of imports came from a rise in aggregate demand, the impact on
the current price of importables will be different than if it came from a huge.
devaluation. I just come from Israel where there was devaluation in some scale of
hugeness, and, of course, during the night there was an inventory count; and prices.
themselves changed overnight proportionately to those of - imported goods. This is
for exchange rate changes. Maybe, for tariffs, it is slower; maybe ‘for aggregate
demand it is yet slower. In a way, one might want to ask what is the source of '
the equilibrium change in importables and, therefore, allow lambda sub 1, sub 2,
etc., to differ. A

Once we come to the essence of the cost, we sSee that if we are confused
permanently, or transitorily, that is.a source of cost; if we are not confused
maybe there is less cost. So the cost of prlce ad]ustment w1ll probably underlle
the size of the stickiness of prlces.. :

Let me go a llttle faster through the various elements and jump’ 1mmed1ately
to expectations. Inflation is belng modelled as expected inflation, that is,
based on the error learning model, in all the Southern Cone. And I think, such
modelling has served its role up to now, . o

Where I flnd a bit of an issue is in the different treatment of expected
exchange rates variations and expected inflation rates. Expected exchange rate
variations, in practice, are modelled as perfect foresight, whereas inflation is
modelled as adaptive.expectations. That may well be the case, but we should notice
that those expectations are formed by the same economic agents and, therefore, we
may want to discuss why is it that for one segment of the economy we form
expectations in one way while we do so in a different way for another.

.There is an issue which has to do with the -l1ink between’unemployment and
output. The authors define this issue saying that there is a link between the level
of output and the level. of unemployment, and, therefore, the discussion of .
unemployment is conducted in terms of output. Indeed, in a footnote they say that
for that to be true, basically-all the reallocation of factors, all the resources

N
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that are engaged in reallocating séctors, must be measured as unemployment. This -
is a correct deduction from the assumption. When we go into the data,.we may have
a problem, because each country will deal differently with the reallocdtion,issue.
Some will use public sector spending to. help the reallocation; if such spending
is financed through open market operations, the data will be measuring the degree
of opening-up of the capital dccount, by the variations in what they refer to as =~

the beta coefficient, or the speed by ‘which capital fIQWS.pespohd_po,intérestirgfg

differentials. Indeed, this is ohe sensible definition.

. - . Yoo R S e . : ) -
Let me skip now to the' monetary sector, money and credit, and say something .
about the specification of the' demand for money, “just one sentence. The demand for
money is defined tobe a funétion of expected inflation and the interest rate.

o

Mr. Massad:
John, you are next in my list.
Mr, Williamson:

I am part of the ten per cent of ‘the audience, I think it ‘was said this
morning, to whom this model has not been presented previously. It is the first
time I have come dcross it. .'Let me mention two things: ore point on ‘which the
authors seemed to have been extremiély defensive this morhing, their modelling of
the risk premium. That seems to me to be ‘done very nicely and I would certainly
back them against their critics on this point. 'I have some difficulty in
understanding why that should be so’controversial, & ‘= -0 R

. _The second point is the sizé of the model and ‘the attempt'to cut down a
dynamic’ macroeconomic model to a manageable'size and’ to use’it in this context,
Going back’ to what was‘said"by'Keﬁ"Clémenté'thié”ﬁorhing, I wonder whether it might
not have been moré fruitful to have started the other way round in trying to marry
the conventional general equilibrium and the conventional macroeconomic model” |
apprﬁaéhés.““I‘wiil’star;‘ﬁifh'the.conveﬁpional macroeconomic model. ' This has some
reasonably conventional dynamic relationships built into it, concerning which' = |
markets adjust relatively rapidly and can be treated as in continuous equilibrium,
and which, on the other hand, are slowly adjusting.

One ‘might have started with that and built in an adequate measure. of commodity
disaggregation t6 handle these problems, rather than starting with the general.
equilibrium model and then building in ubiquitousApartia;:adjustment dynamics.

I do have some difficulty in understanding the interest rate; for example, should

it be a slowly adjusting variable in the model? If we are talking about controlled
interest rates, then; that is another matter, but the supposition is that there is
a relatively free domestic financial sector and, in that case, I expect the
financial sector’ to remain more or less in equilibriuw'permgnéntly. 5

In fact, this léads me on to my two main concerns, with the specification
of the model: one i$ the“lack of factor markets, which I think has been adequately
discussed already; the other is the specification of the price-equation. What is
done there is to postulate that one has partial adjustment to equilibrium or market
clearing prices. And I ask myself, which markets do behave like that? Some
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markets in the world can be adequately described as flexible price markets,

which clear more or less continuously: the financial markets, and markets for ,
homogeneous standardized commodities. Everything else --many services, certalnly
wages, manufactured goods-- come into the category of fixed prices. They are not
determined independently of economic considerations, but they are set by sellers
or, in some cases, by buyers, or by negotiations between the two. That is, there
is a price set by someone, and it has never been proved that there is any reason
for thinking that partial adjustment to ..a market clearing price is in any sense
an adequate approximation to what goes on in those types of markets.

The basic point is that someone is f1x1ng those’ prlces. What is the simplest
hypothe31s which seems to descrlbe what goes on there? It is that the prices are
set in the light of two types of considerations: costs, which is why one ought to
have factor markets in the model, and the price of competitive products. This is
the natural way to introduce the foreign sector into the analysis, because in the
case of import competing goods, the price at which imports are- supplied from the
world market gives you the prlce of the competitive goods. One gets a feedthrough
into domestic prices, but it is not a one hundred per cent feedthrough. Instead
of having a low of one price, what one gets is a law of finite price differentials,
if you like. It is a fact that when the price differential between imports and
1mport ‘competing goods gets suff1c1ently large, this: drags down the rate of
increase of the prlce of competlng goods domestically. produced But it is not a
fact, as far as anyone has observed yet, that those prices ultimately go back to
equality with the prices of the competitive foreign products. 'There is an ‘
equilibrium price differential which gets established and as far as one has
observed so far, it is maintained 1ndef1n1tely. . This is quite crucial ‘to
understanding why the Southern Cone’ liberalization experlments falled

There was a mlsunderstandlng of .the nature of the competltlve mechanism in
fixed price markets, which meant that one could only get rid of inflation through
the mechanism of pegglng the exchange rate, as was attempted, at the cost of
permanent distortion in relative prices. This led the current account of the
balance of payments into a chronic deficit, or else the economy into permanent _
depre831on. The misunderstanding of the price mechanisms, in my 1nterpretatlon,l,
is serious and’ prevents understanding what went on in the Southern Cone
liberalization. : - : g

The other fundamental problem that I have with the paper-is that it reflects,u
all too. accurately, other intellectual preconceptions of the Southern Cone v .
liberalization, which I would like to distinguish very sharply from other ‘episodes
of liberalization. Here, I think partly of East Asia, but also certainly of the
liberalization in Europe,in the post-war years. There, it was not a move towards
laissez faire, with the governmment withdrawing firom macroeconomic management , on
the assumptlnn that the economy would guide itself gradually to equilibrium as
portrayed in the results of this paper. Instead, there was the neoclassical
synthesis, call it what you will, the notion that if you want to have microeconomic
liberalization, that really only makes sense in the context of macroeconomic
management: an attempt to maintain the economy along some sort of satlsfactory
macroeconomic path. As.Rudi has said, the right question- is not what are the
effects of llberallzatlon when you have set.all the macroeconomlc varlables on a
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steady course, but rather what are . the -accompanying sets-of .macroeconomic POliCie$
which are necessary in order to enable liberalization to be undertaken without
these crippling short-run costs?. . AR R

~ The.three rules.of thumb which:are generally accepted as the types of -
policids that should accompany a liberalization scheme (or, indeed, the
appropriate .sets of macroeconomic policies in general), might be summarized as
follows.: First, one should maintain the level of -aggregate demand with the
objective of minimizing the resource gap subject to the need to maintain control
of inflation, or, in other words, internal balance. One should also try to
maintain the relative prices of strategic macroeconomic significance (by which I
mean the real wage and the exchange rate) somewhere in the vicinity of equilibrium.

. The second rule of thumb is that one  shéuld borrow. from the international
capital market in order to satisfy international reserve. constraints:(a eoncept
that is lacking in the paper), while fulfilling an optimal savings/investment
plan. It is strange that, as has been said, we have countries liberalizing their
capital account for no apparent reason. I am not too worried about the fact that
it is not' explicitly built into the model simultaneously with everything else, but
one does need some sort of concept of what is it that one is:liberalizing the _
capital account for. In a capital-poor country, I think, the answer is surely that:
one is wanting to liberalize to the. extent that it is necessary -in; order to borrow:
as much from the international capital market as is consistent with stepping up .
investment to the point where the marginal rate of return.on investment. is. equal..
to the marginal cost of foreign borrowing." :Incidentally, I am not convinced that
for that purpose liberalization was really.needed, in the sense that it was _done °
in the Southern Cone. One. needs to: exploit the international capital market, as
Brazil was doing in the 1970s, but this does not.imply liberalization.: They .are.
two very different things. Liberalization becomes important to a creditor country,
or near creditor country, because then-it is very important to.the individuals and
societies in enabling.them to diversify their risks internationally. .This point
is a clear motive for liberalization, as.opposed to simply making provisions to tap
the international capital market. If one is ‘thinking of a‘capital-poor country,
then the relevant criterion -is whether it:is borrowing up to the point where it
is able to invest all that is rational, given certain rates of return and rates.

The third macroeconomic: rule of thumb: is one which says that you want to.
maintain the real exchange rate at a new equilibrium level ~-perhaps I already
included that in-the first. Specifically; if one .is liberalizing current account
transactions, lowering import controls,  then. l1iberalization needs to be accompanied.
by devaluation, - ‘as Clements said this morning. Now, if you go: baeck and.
have a comprehensive set of compensatory policies, there is a presumption in my - . -
mind”that'you-could~eventually eliminate the type of. transitional .costs that you
are investigating in this paper. I do not:say that there would not be any kind of
transitional costs, but they would be microeconomic ajdustment costs rather than
these costs of maecroeconomic performance. " That . is the conjecture that I would like
to see you directing your: attention to. - e e R

w
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Now, an addendum on Carlos Diaz-Alejandro. His view is that the
International Moretary Fund, when it sets targets for countries, should only see
whether they are achieving their current account objectives. It should not look
at whether they are doing well in terms of monetary policy or inflation, state or
distributional objectives, or other internal policies. There is no suggestion
there, on the part of Carlos, that the current account is the only variable that
matters. On the contrary, he certainly agrees with me that internal objectives
are quite crucial, but simply believes that the IMF should stop dictating to
countries. g :

Mr. Massad:

John, we surely might find an opportunity to ask Carlos DIiaz-Alejandro about
what we thinks now, particularly after his recent visit to Central America. I am
sure he is modifying somewhat his views. Yes, Al?

Mr. Harberger:

Three recent papers of mine have used a model that bears considerable family
resemblance to yours. For more than thirty years I have felt that models have
to be constructed with a certain set of problems in mind, that they should be kept
simple, but consistent with good theory. I think that is what you are doing, and
I have argued a bit with Ken Clements in the sense that I do not think that
econometric studies are the only raison d4'é€tre for a model. We know that, in an
econometric model, there are unstable functions as well as very stable ones. With
one or more key functions being unstable through time the econometric performance
of a model may be terrible. Yet this does not mean that the conceptual framework
of the model is bad. Indeed, it may give us a very rational picture of the economy.

Various points have come up, on the particular model I have been using. It
is not quite as complicated as this one. (For example, I only recently separated
tradeables into importables and exportables. Although that was always in my mind,

I was not up to recently dealing with problems that required the separation.)

Let me give you some idea of the problems that I have worked on with the model.

It started out with Indonesia, two years back when the issue came up of whether
inflation was the necessary consequence of Indonesia having received the proceeds
of the 1978 oil price boom. My model showed that under certain very plausible
values of key parameters, the monetary adjustment could overshoot. There was a
necessary. and natural appreciation of real exchange rate in the move to a new
equilibrium. That is not something you want to stop, but if you can have a sensibly
even path, instead of one that is crazily uneven, then you should choose the smooth
one. It turns out that you may get overshooting of the price level if you spend
100% of your oil proceeds in the first period. And, certainly, you do not spend
400% of the oil proceeds as they.ended up doing in Mexico and Venezuela. But if
you work up gradually to the full use of the oil proceeds, you can get a quite
smooth path of adjustment. In another paper, which some of you probably have seen,
we first talk about the problem of how much you could expect the real exchange rate
to appreciate as a consequence of substantially heavy capital inflows, as Chile had.
It turned out that it was quite plausible to have a big appreciation of real
exchange rate. Secondly, on the policy instruments side, we consider the idea of
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printing and spending money, presumably to stimulate the economy. When we
simulated printing plus spending in a classical version of the model, we got - -
virtually nothing; in the Keynesian version of the model we-got an increment of.
demand, but also a loss of reserves equal to the amount that we had spent (in-a-
fixed exchange rate setting). More recently we aré trying to look again at the
problem of capital inflow and what to see, how its effects differ in different
settings. We explored different time patterns of capital inflow. The inflow may
rise gradually to a peak, then fall gradually, or may climb all the way, then drop
precipitously. For the same general shape of time path, what are the consequences
of stretching it out over time (i.e., doubling the time span over which a given
amount of capital arrives) versus receiving the same amount of capital in a shorter.
time périod? It turned out as a first answer, that stretching the interval of flow
is not a bad idea. It is the course of wisdom to approach your debt limit '
gradually. You will get there anyway. It is unnecessary, and may be quite costly,
to be hasty. ' D o o

I have also been working on a model that Carlos Massad also experienced in
the old days, when we first started to worry about these problems, when life was .
a lot simpler, when people had yet to learn what indexing was and when indexing was
always a good thing. Back in those days the countries of this part of the world
tried to defend their nominal exchange rates for long periods and then they had to
have huge devaluations of their currencies. Students of modern open economies do
not understand how that worked; Carlos.and I do.. How it worked was that during =
this process they did not let the reserves go out. Instead, they put on ad hoc
restrictions, building a whole .set of bapriers, such as prior deposits, customs .
duties surcharges, etc. Then, when these barriers got:too high (and usually too
complex and confused), a big devaluation was used to get rid of most of them. The
piling up of barriers was a .semidevaluation hitting the imports side. Only later,
as these barriers were reduced (or eliminated), would a real devaluation take place.

We are working through other experiments. We start with a monetary expansion
every period --to finance an assumed govermment deficit. If there is a fixed ‘
exchange rate, the consequence is that reserves go down. When they have fallen to
a critical level, the government starts to pile on trade restrictions. And when
trade restrictions build up to where prices have risen: say by 80%, or something
like that, then the monetary authorities devalue, and -at the same time (try to) get
rid of the deficit. That is more or less the story of the Klein-Sacks reform in -
Chile in the mid-1950s. T an o :

I am telling you this, because:the Khan-Zahler model is of the sameé general
class. And, in spite of the fact that I believe that models -should -in iprinciple
be built around specific problems, this particular class of models has.a certain
versatility that enables them to deal with quite a lot of different situations.
Therefore, I think we should all try to do our best to perfect this tool.

Now, I am going to talk about a few odds and ends. Number one, :I want deeply
to urge you not to have .the kind of expenditure function that most economists use
~~i.e., one that makes total.expenditure an argument in the demand functions for
different goods and services. .-I am ready to assume that people spend their income,
and it does not bother me to assume they spend all of it. What they do not spend
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on consumptlon, they put in the bank and, in this part of the world, most of the
time that glves room for spending by somebody else. I like the assumption that

all income is spent. Then, when people have excess cash, they spend it following

a certain pattern, and this is not the same pattern in which they spend their
income. Finally, when they have access to foreign borrowing, that borrowing can

be spent on anything. If they spend it to buy tradeables, it goes out as fast as
it came in; there is no problem, at least in the immediate instance. But if, as
they did here in Chile, they borrow abroad and spend the proceeds largely on
housing construction, such as apartments, the picture is entirely different. The
foreign money has to be converted into pesos, and for the capital inflow to take
effect in real terms, a current account deficit must be generated, and the real .
exchange rate must fall. There is no reason why the coefficients that apply to
the way income is normally spent should apply to the way foreign borrowing is spent
There is no reason why, as between tradeables and non-tradeables, foreign borrowing
cannot be spent 80%-20% in one period and 20%-80% in the next period. One must
recognize that the fraction of foreign borrowing spent on tradeables is not
constant over time; it is a kind of arbitrary coefficient that will change as
circumstances change. The users of the model should be alert to the fact that

this is not a permanent parameter; it is somethlng to be dealt with in each
particular case.

In my model I did exactly what you people have done; I had a'change in
money supply, it being the change in reserves times a money multiplier. You have
other elements in there, but I notice that when you get down to it, those elements
do not change, so that really Am and Ar are the same. The vision of the amount
of money available to private credit belng a‘résidual, makes one think that somehow
there is a money supply generated by some sort of mechanism; that based on such
supply the .government is going to demand certain credit (those could be very big
demands at certain times). What is left is this private credit and reserves. 1In
any case, when all is said and done, prlvate sector credit is a residual. That
is a useful model at times.

._I think it is useful to think about Chile as an economy that is over-run by
a huge demand for credit. Here I think you have to make some changes. It is'a
question of having a demand for credit in which people were ready, but not happy
to pay incredibly real high interest rates; the money was not forthcoming at normal
interest rates but the banking system produced funds in the form of time and
savings deposits, by paying people, in effect, huge bribes to hold that supply.
That is how the money supply in Chile got up to nearly 30% of the gross domestic
product. It seems to me, for 51tuatlons prevalllng in Chile in recent years, the
correct way to model the process is to have the demand for credit in the driver's
seat, with M, responding along a relatively stable demand- for—dep051ts functlona
positively related to the interest rates paid on those deposits.

- Now, just a final word or two. I think, as we make 31mulation models, that
all of us have been careful to try to be as faithful as possible to what we know
to be the fundamental long-term result. We can be off the transformation curve in
the process of adjustment, or in the presence of certain types of distortions, but
not in full equilibrium. That is to say, we surely do not want to deny the results
of comparative statics as we explore dynamics. But these dynamics can be
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treacherous. You can get vourself into a set of dynamic adjustment functions that
will do surprising things --things you will sometimes find gratifying, and
sometimes troublesome and worrisome. I think I have a little of both in my own
results. For example, in dealiﬁg with the debt, we dealt with a classical case.
and ‘a Keyne81an case.v; o '

In thé classical case, under our assumptions about the dynémid process, if
capital flows in over a period and then simply stops flowing in, the model
generates a bulge of output above its norm, followed by a period of shortfall of
output below its norm. If you cumulate the extra .output during the bulge,, you find
it is: exactly cancelled by the cumulated shortfall later. The integral over the
whole period is zero. I find this fasclnatlng --there is no free lunch even when
we only have capital flowing in. When the time comes to pay back debt, there will
be first a period of shortfall followed by a bulge with the two sets of deviations
from the "norm" once again cumulatlng to zero. :

In the Keyne31an case, you do not have both a bulge and a shortfall on the
1nflow, you have only the bulge: you only get benefits while. the debt is coming
in, and there is no correspondlng fall of output later on. But ultlmately, there
is no free lunch even in this case. For, when in the KeyneSJan case you pay back

the debt, you get a shortfall but no subsequent bulge in output.. In this case
there is no feedback either when you get indebted or when you pay the debt All
this is, to me, fascinating, not troublesome. However, when I tried the flexible
rate, I just put the debt coming in and I held international reserves constant and
made the price of tradeables an endogenous variable. What happened? . Wages stay
at 100 all the way; income stays at 100 all the way; the flexible exchange rate
works perfectly. We know, however, that real—world flexible exchange rate systems
do not work like that. C e :

It thus does not make sense to use this simulation to try to thlnk serlously
about the meanlng of how a flex1ble exchange rate would functlon..av

Now, on the dynamlc implications of your case, what bothered me 1n a certain
sense was that I did not see the model go to a long-run equilibrium. as I would
like. If real output is lowered when you reduce tariffs, would it not increase
if tariffs are increased? Is this the way we think we should go? Since I know
from other models that I worked with, and believe on the basis of long experience,
that this is not the right long-run answer, we must ask, how can your model be
modified so as to produce the "correct” answer for long-run squlllbr;q@? ‘

Anyway, I think you made a worderful effort, and Iﬁcongﬁstulaté?ybﬁ,

Mr. Massad:
Thank yoﬁ very much.

Here we have nqw'with us_Ricafdb Ffrench-Davis.

/Mr., Ffrench-Davis:
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M. Ffrench-Davis:

I would like briefly to comment on something I think should be present in
this model and in the coming exercise: two aspects that incorporate a link to
growth, and that take account of the actual behaviour of this type of economies.
These have to do with some of the asymmetries in the behaviour of markets.

In respect to trade opening-up, the paper starts with a uniform tariff that
moves uniformly to zero. This assumption omits the relevant point that initially
protection is practically never uniform and liberalization is not uniform either.
We might' find quite different results if we had different trade opening-ups.’

Usually import liberalization processes, actually do not start from a uniform
tariff but from a wide dispersion of tariffs. Thus, the reform would be changing
deeply the relative prices, not only for importers vis-a-vis exporters but
particularly within importables. The direction of change will tend to be, for
example, in the relation of competitive and non-competitive goods, and between
consumer’ and investment goods. As a rule, duties and non-tariff restrictions on
investment capital goods were already totally liberalized, while those on consumer
goods were considerably high. So across-the-board liberalization changes abruptly
price relations in favour of "dermanders of consumer Importables and asainst capital
goods. Both changes may have very deep effects on the saving-investment
relationship and, consequently, is linked to growth.

A second related point is that in several countries the opening-ups have
started with or have concentrated in exports, and action on the import side has
come latter and/or on a gradual or selective basis; and the implications may be very
different with respect to a process of across~the-board import liberalization. What
has predominated in many cases is a move towards less or no discrimination between
the domestic production of importables and exportables. But that can and has been
achieved by a road different to that of "free trade" and implies differentiated
protection within different categories of importables and within exportables. This
is not taken up in the model and I think that it is a point that necessarily ought
to be emphasized in any analysis of opening up the country to the international
economy.

The second issue I want to mention relates to the financial area. In several
country cases where a deep domestic financial reform has taken place, in direction
of liberalizing the domestic market and capital movements, interest rate
differentials have prevailed for long terms. This has been the case in the
experiments imposed on the countries in the Southern Cone. This fact, an average
annual spread of 20 points between the cost of domestic and foreign credit, for
seven years, cannot be explained by exchange rate expectations., Moreover, when
capital inflows operated by domestic and foreign private agents were .climbing
persistently, in Chile, net debt with transnational commercial banks averaged a
rise of 54% per year between 1976 and 1981, and the overwhelming majority was
contracted by the domestic private sector. Consequently, the explanation is
somewhere else.

/The explanation
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The explanation is in "market segmentation" and in asymmetric responses
of the market. In other words, a market behav1our that 1nstead of belng "benlgn"
. for ‘growth. might result "perva51ve" '

, Flrst a word on crowdlng-out ‘of a non-traditional type. "When prlvate
capital inflows: increase, there results a crowding out of domestic ¢redit, loans
to the public sector have fallen and also. ldans to: private sector. The prlvate'
sector that was using domestic loans is not necessarily the same one that is
receiving the foreign loans, so there we have an dsymmetry that might be very
important in explaining the behaviour of investment and savings, the sizeable
transfers of property made since 1975, and the spéctacular growth of two economic
groups. Within this area, one of the asymmetries that it seems has operated,
as long as the large interest rate differentials pevsist, and they persisted
for eight years, compared with what we had before, is again related to consumer
foreign importables, These tend to be more intensive in forelgn loans at the
international interest rate, while the most part of the domestic economy keeps
operating with the still much higher interest rate in the domestic market. This
relation implies a big change with respect to the customary situation of low
domestic real interest rates. So again we have a bias agairst domestic output
and national tradeables. (Notice that, with import liberalization, the
production of tradeables fell from 41% to 36% of GDP between 1974 and 1981.)
VWhile imported capital goods tended to already have cheap foreign loans so
there is not a change in that part, we have a series of changes converging
towards making more attractive the imports of consumer goods. I think that the
weight these changes may achieve mlght be an explanation why some-of the '
successful country cases of opening, that are one of the m many varieties of
openlng to international markets, have taken care of not llberallzlng too much :
the imports of consumer goods., :

A last point within this issue, is the' incidence on: the‘ékchange réte,’fhat
has been so talked about, and that was important in several of the countries where
the capital 1nflows were the strong factor allowing, or explaining the apprec1atlon
of the real exchange rate. For a long while the exchange~rate policy was given
a signal against the production of tradeables, not only of national importables
but also of exportables. That contributes to a very complicated spectrum of the
incentives for the activities to.be increased, in order to compensate for
decllnlng activities (1mport substitutes).

The market seems: unable to foresee. the accumulatlve dlsequlllbrla being
generated. .I think that the policy contributing to stability and growth would
have been a restriction on capital movements. Given the short run variability - -
of the .interest rate spread, that could not be taken care by a tax on capital
flows or interest payments' additionally to the tax quantltatlve regulations or

" the channelling of funds (not necessarily its use) via the public sector seems to
be needed. The market is not self-correcting in this area.

If one 1ncorporates one. addltlonal element, that forelgn loans tend to have
rather short maturities, that generates.another 31gnal in the market in favour
of consumption as: agalnst 1nvestment. :
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Flnally one finds out that the market has shown a tendency to 1dent1fy
comparative advantages” in activities like trade of ;imported goods, :and activities
geared to transfer cheap foreign capital to the domestic economy where the
domestic interest rate is substantially higher. That is what happened at.least
in one or two of the countries, where the "dynamlc activities” have been the’ _
trading of importable goods and financial services, and the production of other . .
services and goods has been going down through the whole period. I think that
these are some dynamlcs of asymmetries that might be very important. to. explaln
what has happened in the neo-liberal experiments. For relevancy, economic models
should try to take account of then, . ' S : S :

Mr. Massad
I have now Ernesto Gaba in my list.
Mr‘:Gaba{

-, I have a few points and some are related to the foreg01ng d1scuss1on. .
Point number one has to do with the productlon and supply. The assumption in the
model B that the transformation curve as given requlres other assumptions, namely,
that there is forelgn saving and that the domestic saving has to be reduced to the
same ouantlty in order that total net savings keep constant. The idea of this
assumptlon is that the model is built for the short run, but my question is which
is a time dimension for the short run. . In the different simulation exercises each
period has no time dimension, but all coefficients are derived from annual or
quarterly data. If I make an assumption that each period is one quarter and look -
at all the parts of the variables during the adjusting process, this short model
covers three years. Then, my question is if the economy is closed out, it is open
- to the trade during three years, it begins to import capital, raw materials. That,
in the short run, will have to cause some effect on the transformation curve,
probably in the short run we have some gains in terms of production.

Point number two is related to the assumption about the behaviour of the
domestic and the foreign residents. The foreign residents can buy domestic debt -
but the domestic residents cannot buy foreign assets. The experience, especially
in the case of Argentina, shows that the demand for money, with external assets,
improves the result. Also, the forelgn residents have an expectation function in
the model, because, if they percelve that. the relationship foreign debt to
gross national product is growing, they will increase the risk premiums. My. .
question is, why is it that the domestic residents do not have the same perceptlon
and also have an expectation function about the rate of exchange. Then, in line
with theseeypectatlons,probably, the ways to work the model are asymmetrical with
‘'regard to foreign and domestic residents. « :

The third p01nt which was mentloned this morning, is more specific and in
regard to it I have more doubts. If we look at the money and credit specification,
as in equation (23), the nominal demand for broad money, let me say, is Mo,
However, this money does not pay interest. Then footnote 36 is necessary, in that
if the interest rate for time deposits increases there is a change in size of the
definition of money, but broad money does not change. I have some doubts about
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this assumption, because in the experience of Argentina --and I believe also in
Uruguay and Chile-- when you put free rate of interest for deposits, broad money
increases. The specific point is this, if the demand for money is for broad money
and includes time deposits, what is rdt? What is this rate of interest? Is it
the rate of interest of the domestic bond? Usually, and you mention this in the
second paper, in our economy we do not have market for bonds. In reality, the
market for bonds is a banking market; the market for bonds is the deposits. Then,
I believe, the model can be improved through the introduction of some distinction
between currency and deposits.

On another hand, I make this exercise: let us assume, in equation (23), that
the expected inflation rate increases. Then, according to (23), the demand for
money goes down. Let us look now at equation (25). If the demand for money goes
down, in accordance with this equation, we have an excess supply of money. Then,
according to this specification, the nominal interest rate goes down. .I do not
believe that if the inflation rate, the expectations about inflation, increases,
the model needs to reduce the nominal rate. ' ' e

You take this model, where you put real assets, money without interest and
bonds with interest, and free interest rate, and you increase the rate of
expectations about inflation, the result in the model usually is the increase of
the nominal rate. There is some discussion relative to the way to see the
transmission in the real rate, how it increases or decreases. - On this point,
if I am correct in my doubts, my suggestion is this: equation (23) is the demand
for currency (this is money accruing no interest); equation (24), the supply.of
money, is high power money, it is the base. Then, this relationship is true in
the balance of the Central Bank, where the demand money and the money supply is
the condition for high power money. To introduce other markets, markets for loans,
for bonds, and assume that the market for bonds is. the market for deposits, then
the supply of lcans is a demand for deposits, in equilibrium, equal to the demand
for credit.

Equation (25), how to adjust the nominal interest rate, has two markets: the
money market (the high power money), and this is the right sign,y 1y> and the marke:
for bonds or loans where, if it is in disequilibrium, the excess demand for credit
is going to be the nominal rate of interest. You put this specification and make
again this exercise to increase the rate of expectations about inflation. The
result is more in agreement with the usual model of portfolio selection. One
criticism could be the following: if I apply what is suggested, I do not need
both markets; but all the exercise is to take one position of equilibrium and look
at what happened during the adjustment process. In this way, you also can work in
the model with the requirement of the reserves, because the demand for deposits,
with some coefficient, is a requirement of reserve. If the government wants to
finance the economy just with money, it can issue money or increase the requirement
reserve. This is more or less the MacKimon proposed way where the second paper
recommends that, if.the deficit_of‘the government is increasing, you have to
increase the requirement of reserves.

These are my comments on this point.

Thank you.
' /Mr. Massad:
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Mr, Massad:
| Mr. ‘Daniel Tapia.?
Mr. Tapia' e
Thank you.

I regret that most of the .comments that I would like: to make, have already
been ant1c1pated by several participants. I am part of the ten per cent that only
recently were "exposed" to this model. My comments will anyway be brief and
probably sort of. dlsorderly assorted ’ -

The main pvoblem I have w1th the model, not w1thstand1ng its merits, not only
. is the lack, which has already been pointed out, of certain equations in terms of
the factor market, but also the lack of the explicit role of expectations in many
of the sectors. One of:the objections, for instance, is the complete substitution
of foreign savings by domestic savings, so as to have total savings constant. I
would say that if we introduce expectations in regard to permanent income,
different: results could be obtained. Of course, there would be a variation in

the model. : : ‘ : :

Another aspect that has already been mentioned is the dlrect relationship
between falling output and falling employment. This very direct relationship,’
also, is not ad hoc. In this respect, I have some ~-~let us say-- mixed
interpretations. For instante, what happens with & reduction in tariffs, in the
first model under analysis, is to bring about-a‘fall in prices. This, in the model.
I understand, causes a similar fall in wages to keep real wages constant. Aside
- the difficulty posed by this sort of phenomenon, it was stated that everything
is adjusted so quickly here that actual values are the same as those expected:
wages or expected wages, for instance, have no role, in terms of the labour market.

I have some doubts in terms of the selection of ad hoc parameters to suit
some of the equations. I understand this is something that is. functional and they
are based probably on previous experimental quantification. However, this could
be quite mlsleadlng in regard to what could: actually happen in different countries.

I have also some doubts as: to the p0331b111ty of having a large aggregation
of all the area, in terms of obtaining a response to this model. I mean, all
poodles are 'mot alike. For instance, in this case, the parameter for each country
is determined from its past experience. The observed change in prices can have, in
a country that historically has had changes in prices, a very different response
in another country that normally has had stablllty. This could affect, of course,
the results. : S : '

Along this same llne, if we are trylng to say that this model more or less,
represents a typical Latin American. economy, some sort of growing inflation would
have been an adequate hypothesis. Probably, the result can also be different or
uncertain, whether we are taLklng about a reduction in the rates of inflation or
about a reduction in prices, as is stated here. :
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The opening-up of the capital account could introduce changes in the demand
for money, as was also stated, and that was another opinion I had. The model in
general and the opening-up to three types of goods, I think is a. very adequate
sort of analy51s. However, I also have the feeling that having these three types
of goods is not exp101ted in the manner that it could have been exploited.. I would
say that the openlng—up to these three types of goods, at a certain moment, does
not seem so necessary in terms of what is the analysis; I believe there is much
more to come from a deeper insight.

There is also, I feel, some very frequent use of partial equilibrium models,
without having specific arguments or some sort of microeconomic maximization that
justifies their use.

I realize of course, that it is very easy to offer comments, while it is hard
to work a model. As conclusions of the model, I think there are some dangerous
statements, at the end, when speaking of choosing a best unemployment or employment
policy that is based on the results of the model, and we know that those results
are very much based on the characteristics given to the model itself. The sort of
unemployment that is generated, is not easily grafted out of the model. It seems
that this is a sort of first-of-all reaction, in terms of the decline in the
production of importables or what is the increase in the production of other goods,
or maybe some sort of specificity of labour in the different sectors. Anyway,

I find that the unemployment problem is. not duly tackled when we run into those
sort of quantity adjustments.

This is also a point that is present in the inventories treatment, where we
could also think. of having seme sort of demand, or derived demand, for inventories,
based on the expected prices in respect to actual prices, instead of having only a
quantity adjustment. Anyway, in terms of what is the reason for having this model,
the great problem that I have with it is that, from the start, we have completely
overlooked what the pr1nc1pal reasons for the process of the opening-up of the
economy are; that is, the increase in product, efficiency, and technological
improvement. Of course, they are stated as a short-run model, but we must not lose
the point of view that all the purpose of opening-up is obtaining benefits. That
is why these results are. explained by the short-run nature of the model, in terms
of the equations that are stated. However, let us say, it is a sort.of different
and difficult experiment for a country to =ngage in the openlng—up of the economy
with such a dark future, when it would expect reductions of emplement and otuput.

In terms of its future appllcablllty, I think that the aggregatlon process is
a very difficult one. What we have observed in the countries that have engaged in
liberalizing espec1ally the trade area (not the capital market necessarily), are
the dramatic changes in the production structure. These changes, with the time
period, which is not specified either, but which Mr. Gaba said could probably be
three years in terms of the parameters used, should have already taken place and,
therefore, it is sort of peculiar having thls rigidity in the productive structure
in such a long space of time.

/In. terms
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.. In.terms of the analysis ‘of what happened in the area during recent years,
we must take into’account the very special circumstances that took place and that
proved determinant in.producing these results. We should have to go back to the
0il crisis, when the:world financial markets began to face very special S
circumstances, which most probably will not be repeated, such as the large amounts
of money available ffor lending to countries that could engage in some sort .of
liberalizing of capital markets. :

Those were my summarized comments.
Mr.AMassga:j-; |
Thank you very much, Daniel.
Ricardo Afriazu,yourturn to contribute your comments.
Mr.4Arfia2u: | "
. ' Thank you, Mr; Chairman.

In my opinion, this paper makes a good contribution to the understanding of
the working of small semi-opening economies.® Since I cannot improve on the
comments of Ken Clements in reference to thé structural part of the model, I will
concentrate my favourable comments on other aspects of the subject.

The model has been. specifically built'to study the dynamics of opening. . ‘
processes to trade and capital flows. -Aftef the failure of. the opening process of
the so-called Southern Cone countries, ‘it might be thought that the model has become
rather obsolete: - However, while ‘studying the dynamics of the opening processes, we
have also obtained, as a by-product a powerful instrument to answer other very
important questions for small semi-opening economies. For example, if the model is
correctly specified, and I will come back later to this, it should allow us to
answer questions such as the differential efficiencies of alternative policy
instruments under different degrees of opening .to trade and capital flows. Most
models seem to imply that all instruments work always identically under differing
conditions of integration to goods and capital markets. In my opinion, this is not
the case and this model allows us to study how different policy. instruments react
to different conditions in relation to integration to world markets. In think this
is one avenue of thought that should be explored by the authors.

For instance, it is well known that, if economies are almost closed, exchange
rates work mostly through changes in relative prices; but it is also well known
that if economies are .almost totally open, exchange rates work mostly through
inflationary avenues. Likewise, causality goes from money into prices, if the
economy is almost closed to the movement of capital and goods, and causality goes
from exchange rate to prices and to money, if the economy is totally open to the
movements of capital and goods. So there is still a vacuum in economic theory in
regard to how different economic policy instruments work when subjected to different
degrees of opening. I think this model can fill in this vacuum and it is an approach
that I strongly recommend to the authors of the paper.

/Coming out
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-~ Coming out to the model itself, my first two comments are very similar to
those ‘expressed by Ernesto Gaba. I imagine this is so because we' have suffered
the experience of Argentina. . In the first place, I am.a bit worried by the lack -
of a financial system in this model. ‘While it is ‘true that here we: can- consider -
the money market -as a money base market,-and bonds as deposit- markets, there -is-
a minor difference between this assumption and the way the model works within a -
financial system. - L e O '

Normally, minimum reserve requirements.give rise to demand for monetary base.
If an economy is open to the movements of capital and capital flows are strong
enough, when the interest rate.rises, the demand for:-time deposits and the demand
for monetary base will both increase.: Therefore,  the sign of “the relationship
between the monetary base-and the-different rate will tend to be positive, rather
than negative. Were this mot the case, the working of interest rate ‘as an
instrument of adjustment of the balance of payments will be incorrect. In the
model, it has been assumed that the relationship between the interest rate and, the
demand for money has a negative slope, which is only true for currency and for -
demand deposits, but it is not true for Mo; neither is it true in géneral for the
mpngtary base, and we are eithertalkingabout M, or about thgumonetgry base,

- The second point is that the model does' not allow for private héigipgquf':f
international liquid assets and, even thbugﬁ,the?aSSumption‘iS’thatAfo;éigﬁgrs'gan
hold domestic financial instruments. substitutes in some. cases, this lack of ' . .
assumption of holdings by the private.séctor rajises the ‘point that there is not a
reciprocal relatiorship. It only allows for holdings. to be zero or positive, but
it does notfallow.fdr"%besé holdings to be negative and, in cases where private
sector holdings of foreign assets are larger than the private sector holdings of
domestic financial assets, such case could not be considered in this model.
Therefore, like Gaba, I would strongly recommend that this assumption be changed.
In Argentina, I would say th&t the dollar holdings by Argentines are at- least ten
times the monetary base. Therefore, unless you take into account this factor, the

‘modellwill pot be able to take up this problem.

._Incidenfally,‘I was very pleased by the consistency shown by the authors in
the treatment of interest flows, since these flows are- included not only in the
balance of payments but are also included in expenditure equations. Most macro- -
econoimic models tend ‘to. include- interest rates as influencing. the behavioural -
assumptions, but then they forget the impact of the flows of interest payments -
upon expenditures. - Here I have to say that the authors have been very consistent.
However, ‘they made 1life too easy for,themsélves when they have, for example, ’
restrained the holding of external debt just to the public sector. I insist on
this point, because the public sector external debt is not the same 5s"thenprivate
sector external debt.. Interest payments by the public' sector normally give rise to
the public sector deficit and ~ to -creation of money, while the private sector . ,
interest ‘payments normally will imply-capital’ flows or decreases in expenditure.
Therefore, in trying to approximate the model t6 reality, one of the bigger problems
that Latin American countries face today is the impact of the public sector interest
payments on the budget deficit: . In most of the Soithern Conecountries these '
interest payments represent from.5 to 7% of gross domestic product. To make the

-model more consistent I would.say. that we would have to introduce this element.
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_ The other point, that was raised by Dornbusch, is the relationship between
nominal public expenditure and real public expenditure, and I would say that
while I tend to agree that if we have an opening-up process and the prices of
imports drop, to maintain the level of nominal expenditure implies having an
increase in the level of real expenditure, which is not wanted in the model. On
the other hand, my experience in public sector budgets indicates that budgets
follow real expenditures when inflation goes upwards, but they follow nominal
expenditures when it goes downwards. So I would say that, in this case the
assumption approximates real life behaviour.,

The other point that I would like to mention is that I wholly agree with
Rudi Dornbusch and other speakers, that the model needs a specification of the
factors markets. Definitely, part of the problem of Latin American countries has
been the behaviour of real wages in the past, especially when you combine: opening’
Processes with stabilization processes, while you have widespread iﬁdexation~9f7
wages. When you are stopping inflation and you tend to adjust nominal wages by -
past inflation, then, real wages will tend to increase, and as a consequence, the
real exchange rate will tend to drop. e :

It is obvious that to make it politically feasible, the model has to include
the effects of the opening-up process on the supply side. I'was very impressed
by the comments of our Geérman colleague in the sense that if ‘any person is reading
the paper and the model and sees that the resource opening-up processes are
declining real wages, declining output, increasing unemployment, increasing debt,
and the deterioration of the current account, definitely, nobody ‘will see any ‘
advantages in the opening-up. Therefore, the supply side has to be worked a
little more. . ‘ ‘ :

Another point, Mr. Chairman, not related to the paper, but related to a
subject that was touched this morning and this afternoon are the terms of trade and
exchange rate policy. I tend to agree with Professor Harberger in that the only
way to measure real exchange rate is to measure the competitivity of the export and
of the import substituting sectors, but I would also add that the only way to
achieve this measurement is by looking at the whole balance sheets of the export
and of the import substituting sectors. Even though the practice of measuring
real exchange rate in terms of real wages normally will produce good results, wages
are not the only input nor the only element of costs. For example, I can give
cases in which taxes were increased to pay for unusual expenditure in armament,
reducing, therefore, the competitiveness of the tradeablessector. Similarly, if
there is an increase in the international interest rate, competitiveness will also
be decreased. o

The final point, if; for example, by looking at the balance sheet, we come to
the conclusion that competitiveness in the tradeables sector is reduced because of
the deterioration in the terms of trade, then, is that enough to conclude that
we have to adjust the nominal exchange rate to maintain the real exchange policy?

If our answer is positive, it implies that: the non-tradeables sector will be the one
paying the adjustment and," therefore, to maintain the policy of always keeping the
real exchange rate constant implies that we are looking basically at the current
account, not caring about what is happening to employment or output, and, therefore,

/I would
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I would say that we are much closer to the position of Diaz-Alejandro than to the
pos1tlon of what people here have been saylng

Mr. Massad
Thanks very much Rlcardo.

I ‘can - see from your comments that natlonal experience. marks us in one way.
or-another. Tomorrow, we will have an opportunity to go, in more detall into
the Chllean, Argentlne and other experlences.' : : :

I have TIOW Andras Uthoff, from PREALC. e “rif
Mr. Uthoff:

I tend to agree with Daniel Tapia. It is very difficult to made additional
comments, especially, being a non-macroeconomist. However, one of the most
important points that have been raised here, which I know the authors are aware of
and on which we are worklng, is. the inclusion within the model of the factor
markets. ‘

I agree on this and also in keeping the model simple as. Harberger has
polnted ‘but' I disagree on the solution he proposed. The first question we must
raise is the following: once we are in disequilibrium in the goods market, do we
have excess supply or excess demand. The answer has a lot to do with what type of
demand function for the factor we will have. I am sure that in our type of
modelling, we will find that there is excess supply irn most of our disequilibrium
situations, so the ‘economic activity will be bound by demand. Hence, the type of
equations Al Harberger wrote :should include in some way the level of economic
activity and the arguments which explain such level. In this sense, the idea of
incorporating the labour market is fundamental to explain equlllbrlum. The
dynamics of equilibrium will work through effective demand. In the case of excess
supply in the goods market, what you do by indexing the economy and the .
consequences you get on real wages are problems which have to be dealt with
very carefully in the model. : -

My second point concerning equilibrium is that, once we depart from a point
of equilibrium and' we move to another one, we are talking about changing relative
prices. Changing those -prices will mean that we are reallocating resources, but
it may also be the case that some of the resources will not be used at all. Some
of the activities will not be part of the feasibility set on which the model is
built. We have to be very careful on how we deal with this problem. It is a very
crucial issue. In Chile, there is great concern about what is the real potential
for reactivating the economy. '

These are the two issues I wanted to point out.
Mr. Massad:

We are very happy that we have joined efforts with yoﬁ in frying to
introduce the labour market into the model.

Now I have Willy Van Ryckeghem. Would you like to take the floor?
/Mr. Van Ryckeghem:



Mr. Van Ryckeghem:

I belong to the group of participants whose exposure to this model has been
relatively recent, so my reactions are relatively fresh. The first one would be
a reaction to the relatively gloomy consequences which the liberalization scenario
seems to lead to. I wonder whether that is not the consequence of the simulation
approach, which I think has a tendency to use only one or two policy instruments
at the samé time in order to isolate their impact. Therefore, it tends to neglect
the use of a sufficient number of policy instruments. I do think that it-should-
be possible to have models using more policy instruments, so that the transition.
from one equilibrium point to another be less perturbed. For example, I suppose
you could introduce the restriction that you would try to stay on your production
possibilities surface. My specific question would be whether it is possible to use
the model in some kind of optimal control framework that would use all available
policy instruments.

The second reaction and I think this is shared by various participants, is
that what.'seems to be missing in the simulation is some description of what. the
country gains as a consequence of the liberalization measures. ' In private :
conversations, the authors told me that, in fact, what they should have done was *-
to calculate in each case the real expenditure which had been maximized in each of
the simulations. That is somewhat dangerous'in the sense that maximizing- ~
expenditure can lead to an increased inflow of foreign capital and this may not -
really be regarded as optlmal But, independently of that, maybe there should be
a calculation of the galns from trade that result from the llberallzatlon.

My third comment is w1th respect to the domestic credlt varlable. If I
understand it correctly, in the original formulation of the model, domestlc credit
is an exogenous variable; it is not determined within the model. In your
compensatory policies scenarlo, however, domestic credit becomes the adjusting
variable. Now, if there is any feedback from this domestic credit variable to
the real sector, this would further depress the economy, but I do not see this
reflected in the model. By the way, maybe this is related to it, the simulation
graphs on page 267 do not include the path of the output gap. I do not know
whether that is because the drop in output was so dramatic that it could not
be shown.

And, finally, a 81m11ar comment to that whlch has. already been made by Rudi
Dornbusch on the determination of ‘imports. I have a problem with the determination
of export as some kind of residual. - The economy seems to export what it does
not consume itself. How, clearly, this will vary from country to country. I
suppose that for smaller countries this would be less the case than for larger
econonies. It would apply to some extent to Argentina, e.g., which would export
the meat its own people do not consure themselves, but it probably would not
apply to the. case of Chile's copper, vhere dorestic demand plays a much less
important role. The authors recognize this themselves in their paper, when they
say that the only way the demand of the rest of the world. is reflected in their
model is through prices. I think if you have to apply this model to small
countries, you may have to revise the way exports are being determined.

/This brings
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This brings me to some preliminary suggestions, as far as the future
research strategy is concerned. Personally, I would be reluctant to go ahead,
full steam, with the model as it is now and try to apply it to-a particular
country. I would rather be tempted to test the essential building blocks
separately for a range of countries., If some do not work out, then, in fact,
you may have to abandon that part of the model and have it replaced by some
_other one. It might be the case for the supply function, for example; or for
what I just mentioned with respect to the determination of exports.

Mr. Frenkel:

I just want to make two minor comments in reply to Harberger's response,
as for the transformation schedule. I am not sure that we are really talking
about triangles and, if we do talk about triangles, they are huge. We are talking
about removal of tariffs from 100% to 0%, so, when we say those are triangles, we
think about small numbers; they can be huge numbers and, as a matter of fact, as
~you taught us, when you get to this order of magnitudes, we have a lot of '
compensatory rectangles. If we do not have a measure of the welfare gains of the
removal of the dlstortlon,the long~-run velfare gains, then we do observe
immediately everything gets worse and, why should we- start at the worst place°
= S0y 1t would be useful to have some measure there.

Mr. Wllllamson:

This is not, I confess, a response to Jacob; it is just ome other'point
that I thoughtI would like to ask, before the authors reply. It arises out of
their second paper, which we saw-yesterday The assertion is made that aggregate
demand in the North is not important in the determination of the balance-of-
payments position unless,at least, it works by influencing commodity prices or
interest rates. But abstracting from those, they argue that their empirical
results show that there is not a strong effect. This is very much contrary to
what we have been arguing at our Institute, so I want to find out just how strong
the basis for this conclusion is. Particularly, is this a regression in which
you- have. estimated balance-of-payments outcomes of individual countries in certain
years? Or is it a sort of cross-section/time series regression in which oné of
the variables is a cyclical varlable from the North? For, if that is the type of
exercise, then surely it could be that as countries earn more through exports,

a year later they start spending the import proceeds after all, the business
cycle has a lot of serial correlation. o

If that is what is going on and the results are accepted we are not
required to change the policy conclusions that we have been drawing in the North,
which amounts to arguing the 1mportance of making certain that aggregate demand
in the North is adequate to give the South a chance to adjust.” If that is not
the right interpretation, I think we should know about it.

/Mr. Frenkel:
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Mr. Pnénkeltrt.fn

It seems that the objective function is in terms of employment, that is
proxied by the level of output and, therefore, it seems. that if we are on the
transformation curve per se we feel good about it, whereas. if we had started from
consumption, we would have had many questions about the efficiency of consumption -
and things like that. I wonder whether, in the presence of inijtial distortions of
that type, we know that rates of substitution are not equal to the rate of
transformation, if we just emphasize the production side. -

Mr. Khan:

.. The test that we did,.and I will be happy to send you -a copy of the. paper,
was to run regressions. on both the aggregate data, as calculated in the WEO, and.
for a sample of 32 non-oil developing countries, covéring.the_period 1973-1981. .

In these regressions we have a variety of factors on the right-hand side,. including
the growth rate, in industrial~countries,.and'we found theieffec; of this variable

on the current gccounts to be small. I think this, result is principally related .
to the fact that growth in industrial countries affects the.terms of trade, which'
is another variable in the regressions. . It .also affects thé‘reglifdreign.integéé%3
rates, and so we believe that while it may be important empirically, we did nét-
find it to be so in our tests. : S -

Mr. Williamson:

‘ Except tHat the main fact will be a question of fhe'countﬁiés“qunding more.
because they aré earning more, which is influencing those results as well. I ..
certainly would not accept at all that foreign demand factors are unimportant.. ..

Mr. Khén: o

- I .think I will. just go quickly through the many questions related to factor
markets. - I do not want to take them up individually. - There is.no denying that .
the model lacks factor markets, and that they should be there.. Almost all. -
participants have made that point. We are already working on this, so I agree -
with that criticism. Regarding the question ‘that the results are really gloomy,
and there seem to be only costs and no gains from liberalization. Actually the
gains can be measured in two ways: one is a sort. of straight gains from trade
argument and in the paper we took that as given. Ken Clements commented at a very
early stage of the draft that maybe there was some merit to grafting what we were
doing on to some type of.computation generali equilibrium -model so as to be able to
measure welfare gains. I think that is probably : something that we ought to think
about. We had restricted ourselves, as our introduction says very clearly, into
taking as given the improvements in resource allocation, efficiency, and gains from

trade. Here we just wanted to look at the short run.

Another way of approaching the question, of course, is to examine what
happens to growth, and a number of people, for example Daniel Tapia, have mentioned
it. The moment you allow for net investment, the transformation curve shifts out
and you get an increase in production and thus increased growth, We have excluded
this possibility from consideration by fixing that transformation curve. So those

two general points are well taken.
/Now, I
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Now, I come back quickly to John Williamson's points on the paper. John
asked me early if I was prepared for the assault that was going to come. John,
if that was an assault, then I really did not notice it, because your comments are
extremely constructive and helpful. My response to the partial adjustment question
is something we can take up later, especially as I think we have already talked
about it. There are some recent papers, €.g., by Sebastian Edwards, on Colombia;
by Mario Blejer and Gil Diaz, on Uruguay; by Mathieson, on Chile and Argentina,
that use this type of approach. There is also some work done recently on
Indonesia and Malaysia. We were just follow1ng in the same spirit, but you are
right, we should probably think some more about it. The other question that you
raised, namely, why the market does not clear 1nstantaneously I think one can
- come up with a number of good reasons, i.e., market segmentation, information
- lags, etc. On the issue of compensatory policies, an obvious and excellent idea

is to do the simulation and then puttlng a sort of a package of "optimal policies"
in place to minimize the cost. There is, however, a technical problem because you
are flipping around endogenous and exogenous variables. We found that out through
trial and error that sometimes you can do it easily; other times it requires, a
major manipulation or even respecification of the simulation model.. However, the
idea is certainly worth thinking about. Roberto and myself plan to do it. It
.might be interesting, in the context of the second paper, to have these external
shocks and to go through a liberalization process, incorporating all the negative
effects. Then one could see what kind of policies can be designed in order to
minimize the costs? I think that is a very worthwhile suggestion.

In relation to Al Harberger's remarks, namely including foreign borrowing -
directly in the expenditure function, it is an obvious thing that should have
occurred to us. At present foreign borrowing works 1nd1rectly through its effect
on the money supply. In other words, a cap1tal inflow increases reserves, which
increases the money supply and, in turn, increases domestic expenditure.

Mr. Harberger:

In that case we can say that the banks then lent to the domestic
constructors so the foreign money ended up going to domestic construction. We
were not treating it as income; we were treating it as somebody else's money that
they were using to finance investment. In a certain sense, if one breaks out
investment, maybe even the way we spend any borrowing ought to be separately
treated. If the nation as a whole is doing this borrowing, at least, that extra .
part ought to be separately treated, because of its great importance in the sense.
that its allocation between tradeables and non-tradeables has no necessary
connection with the way ordinary income is allocated between them. Moreover,
whereas the allocation of ordinary income between these two broad categories is
likely to be quite stable over time (at least within a given policy environment),
we have every reason to expect the allocation of foreign borrowings between the
two categories to be quite volatile.

Mr. Khan:

I agree with the idea of this foreign borrowing having an impact on .
expenditure. I thought we had captured- it, but I have to think about it. Ricardo
Ffrench-Davis has left the room, tut I think he made a very useful point; it .is
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semantlcs ~but it has a lot of bearlng on thls whole toplc, and Ken Clements as
well. We take liberalization," openlng-Up, outward orlented p011c1es,;to mean’ the
-same thing. In fact, however, ‘outward oriented: pollCIeS 1n Southeast A31a are-
-different from the opening-up and liberalization pollCleS as’ practlced in, Latln
America. . There is no - question about that. " To- ‘treat all' these countrles as the ™~
-same. is- ‘a mistake, because you find countries, 1ike Slngapore, that are completely
free, while there are the cases sich as South Korea,: ete., that still 1mpose

'~ controls -on imports, yet -are’ outward oriented.in- the sense that they push exports.
That is: an essential difference, and I think it is a very good point. Ricardo
Ffrench-Davis also talked about tariff dlspersion but I do not think we can deal
with this having only one importable good in the model. Ernesto Gaba is absolutely
right that there is a very strorig assumption about the substltutlon between domestic
and foreign sav1ngs, and -also that three years is probably too’ long to keep the
transformation curve fixed. It is also quite restrlctlve to assume’ that domestic.
credit and foreign assets are not substitutable. This argues for the development‘
of some type of portfolio model, but we did not go into this. I am wondering °
whether, if in our inteérest rate egquation we had a sort of a' Fisherian type effect,
as well as’ expected 1nflatlon, would our rationale not work° Still, we_can talk”
about | that. : : : : - TR o

srgon B

On Danlel Tapla s comments, I think most of them I have dealt w1th Ou’the
question of two interest rates, we could, in fact, 1ntroduce two interest rates
into the model. This has been done in monéy demand functions in the United States,
and in a number of other countries. However, one should remember that it is not
clearwhat sign one should expect for the deposit’ interest rate, since an 1ncrease
would ‘raise the' time deposit component, while loweping the currency and demand "
deposit components. On balance there is no presumption whether,mouey holdlngs
would rise- or fall. - o R K : T

Andras Uthoff is going to help us on the factor markets and on the movement
of the transformation curve. I think, on this question of the export demand
function, the same rationale I had for the import demand function this morning
applies. To introduce an export demand functlon implies 1mperfect substltutlon
on the export side as well

-Flnally, whenever one goes through these empirical exercises, there are lots
of specification.checks. When one has a model built up theoretically, one does not
immediately go to the computer and estimate the model after imposing all the
relevant restrictions. ' Typically, the strategy is to go block by block and. try and
test altecrnative specifications. After :this initial" experlmentatlon the whole thing
is put tcgether. Therefore the methodology of testlng that is belng suagested
for us is one ‘we would normally adopt anyway. ;

Thank you.
Mr. Zahler:

First of all, what I would like to point out is that I agree plainly with all
the comments made- by Erneste Gaba and Ricardo’ Arrlazu, in regard essentlally, to .
the way we have treated the domestic finaheial settlng This 1s quite rudlmentary
and.also it seems.to me, looking at®it-with some-perspective, we really have two~
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different definitions: one for the money and one for the supply of money, in the
sense that we should take a little bit more care and we should realize what we are
really doing. Even the interest rate has a negative hang on demand for money.
There is a relatively mnarrow definition of money, while in the supply of money

we have a broader deflnltlon. Therefore, it seems that we have to check our work
and’ there, I think, your suggestlons will be very welcome.

. . Now, regardlng the other point that has been mentioned today, of the _
assumption of rigid transformation curve, we consider that it is exactly a very
restrictive assumption.  In the first paper that we worked on and which was’
published by CEMLA, we made an eyp11c1t assumptlon, namely, that forelgn sav1ngs
substitute a certain percentage of domestic savings, as complement a 100 times
than X percentage for domestic savings. Consequently, this is a'situation where,
when you have foreign savings --I should say when you have a current account
deficit-~ then you have a movement of the transformation curve. Thus, you have
a real effect essentially of the financial opening-up, and alsoc of the commercial
opening-up, whenever you have a current account deficit. That is an indirect way
of capturing an obv1ously beneficial effect of the liberalization process that
perhaps should be also an 1nvest1gatlon area where we could work

I also agree with Ricardo Arriazu in that we have to incorporate the public
sector foreign debt, particularly, becauseé of its effect on the budget deficit and
its implications for the money supply, dlfferently from what happened with the
prlvate sector foreign debt.

I would like to make just two fihal comments; one is in regard to what has
been called here the gloomy consequences of the liberalization scenario. I thlnk'
it is true, when you see the’ chart, that we really give, or may give, that
impression, although in the text we are very clear in stating that we ‘do not want
to deal with the long-run consequences. Nevertheless, there are two things which
must be stated here: one, the commercial opening-up had, in the model, as it is a
long-run model, beneficial effects. Unhappily, we did not mention nor graph in our
paper that the real expenditures are permanently higher than in the initial
situation. That is a reasonable proxy of welfare, let us say, due to the present
relatively lower price of the goods that can be 1mported Consequently, there is
a long-run beneficial etfect which, as: I sald could have been stated and graphed
but neither was done.

On the other hand, on the financial opening-up, if one does not include the
impact of the financial opening-up on domestic capital formation, there is no way
we can capture a benef1c1al effect of that type of policy. Therefore, I think it
is a crucial issue to consider that financial opening-up-has to have a p031t1ve
effect on net domestic capital formation.

The last point I wanted to make refers to two things: one is the question
asked by Mr. Van Ryckeghem as to why we did not show the output gap on the
compensatory policy of the credit policy. The reason is the following: it is not
that the output gap appears much bigger than it was --it really shows a very minor
difference-- and that is because due to the way we worked the model, the output gap
depends essentially on relative price changes and, in fact, through the lags in
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the supply of importables and exportables in respect of production. As we do not
have a big shift in relative prices due to this effect, and as we are not capturing
the effective demands on supply, we really did not capture a reasonable outward
gap and, therefore, we used real expenditures as a proxy to show.the trade off.
That 'is a problem of the model itself, in the sense that, as I said in the morning,
we are too relative-price-intensive and too little-effective demand-intensive.

That is why we wanted to show that there was a trade off. If we. had shown output
we would ‘have shown only a good reasonable result in.terms of current account- with
almost no  lateral effect, and there is a lateral effect. You can capture it.on
expenditure and on employment and output gap, if you consider, which we did:not,
in this model a direct linkage between effective demand and.effective supply:.That
was the reason why we did not put it there. S Cnr e e

One further comment, has to do with a matter upon which I agree plainly with
Rudi, in regard to disequilibrium. .I'think you mentioned a very basic point we .
have discussed extensively with Mohsin.. There is a way in which we could capture
what you say and I think that is something also we should do. The problem is the
following: if we start from an initial'disequilibrium.situation and want to put
some type of policy opening-up or shock, terms of trade, interest rates, etc., then,
as Mohsin mentioned in the morning, the problem is that we do not know in principle
what parts of the time path of the macrbvariablevare:due~to the policy change and
what' parts are due to the initial disequilibrium. What one can do and check for
that, is to have two experiments: one, to start with initial disequilibrium and do
the policy change and, then, to start with initial equilibrium and do the policy
change. Therefore, yQu are correct in the sense that if we capture the difference
between the two, let us 'say, we compare the two, the comparison will give an
appropriate explanation as to which is the impact of the policy change and which
is the impact of initial disequilibrium. T think that is a very relevant issue
for practical or empirical implementation. h " ST

Thank you. -

"Just to eéxplain my lagging assault very briefly.. The first bit. is purely

- historical. ' I made that rémark to Mohsin just after Roberto had denied any -
affiliation between his model and Keynes. That led me to believe that it must be
far more Walrasian than I had realized when I had read it. When I went back and
lookedat' the’ equations, they ‘actually wepe not as silly after all.. The second. poir
is that, as the ‘morning went on, I became more convinced thatireally the bottom line
of the conclusions’is that Iiberalization without macroeconomic management. is a -
rather bad ided, and that is a conclusion that I find very congenial. :
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That suggests to me” that one toplc we might- p0551bly discuss tomorrow
is the extent to which disagreements among those around this table refer to
the central guidelines that should guide macroeconmmic management: Do we |
really have this enormous gulf that people used to imagine existed between
those with affiliations to Chicago or to Keynes ten years ago, or do we
really have a significant measure of common agreement which could be. of use
in policy prescrapt10n°

Mr. Massad:

I think we have had an-excellént meeting today. We appreciate very
much all comments and the extremely valuable debate. :

Thank_you.vgry_much.

/3. Lessons
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3 Lesson% from experience and policy optlons
R 1n the external sector S :

[ OEE

Mr. Massad“

Today we have planned some’ presentatlons of spec1flc pollcy experlences An’
the external sectors of some countries, particularly, Argentlna, ‘Brazil, Chile -
and Israel. Perhaps it would be useful to spend the morning with the relatlon
of those cases. Then, after the four cases have been presented, we might have
a general discussion on the most important issues and lessons arising from them.
Since it is not the purpose of the meeting to discuss individual cases as such,
or to discuss policies in individudl countries, but rather to draw lessons
from their experiences, I have thought it would be more useful to have all the
presentations first and then a general discussion encompassing all the cases
before us. So let us start with the case of Chile and allow me invite Daniel
Tapia to open the debate.

Mr. Tapia:

I will try to summarize the evolution of the liberalization of the
cormercial side and the financial side of the Chilean economy. This summary,
I think, could be especially useful for the foreign visitors who are not well
aware of how this was done.

The usual assumption is that Chile was a case where there was a very
extensive trade liberalization, although the financial liberalization was much
less important. Also, the conclusions are that the trade liberalization caused
important losses in terms of employment and, probably, the appreciation that
the implications of both, trade and financial liberalization, are not too clear.
I will start with the liberalization in the trade sector, which was, and that is
true, the first to be accomplished.

At the outset, we must recall what was the situation in 1973. Very briefly,
we can observe that in the trade aspect tariffs had a range that went from 0%
to 750%. The average tariff level was 105% and this solely accounts for ad valorem
duties, that is, only tariffs; it excludes any other non-tariff barriers, which
were very extensive, Fifty percent of all the positions in the tariff structure
had duties of over 80%. Besides that, there were specific duties that were
not ad valorem. There were also 187 positions in the tariff structure that were
not allowed to be imported. We must recall that there was an extensive list
of allowed imports and anything that was not in that list could not be imported.
One thousand and eight hundred different tariff positions had other restrictions:
for instance, the "depdsito previo" (prior deposit) which, in certain cases
amounted to 10 000% of the value of the good to be imported. This had to
be deposited with the Central Bank, which was, of course, tantamount to
prohibiting the import. One thousand and two hundred different other positions
in the tariff structure were subject to have "advance approval" and 50% of
those were completely banned., Furthermore, for other goods, there were import
quotas.
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That was the duties structure in 1973 and, of course, it meant a very
closed economy. With this distorted structure, there were three different
steps in terms of opening the trade sector. The first one was taken between
September 1973 and July 19753 the second step, between August 1975 -and November
1977 and, the third step, from December 1977 on.

During the first stage of these correction steps, the target was to try
that, by 1977, the maximum tariff would not exceed 60%; that is, lowering from
750% to 60% in what were the defined tariffs. However, there was not a very
clear structure defined in terms of the lowering process, and three general:
revisions of the tariff structure were made prior to December 1974; that is, -
scarcely more than one year after starting:the liberalization.

In that year, the maximum duty was reduced from 750% to 140% and the
average nominal duty was reduced . from 105% to 65%. Concurrently, there were
many other provisions directed to eliminate numerous duty.exemptions in favour
of the public.sector; this was because the whole tariff structure .was obligatory
for the private sector, but the public sector enjoyed, in many instances, 0% duty.

Between January and July 1975, a tentative final tariff structure was
designed. It was a sort of target also, a medium-term target. That structure
contemplated three tariff levels: 25%, 30% and 35%. It was an attempt to
eliminate discriminative. protection. Also, the attempt was to approximate, in
a uniform. pattern, to this tentative final structure, with approximations that
were reducing in uniform percentages the. differences between actual and desired
tariffs. All duties that were in the 0% range were raised to 5% and, gradually,
some regional exemptions were also: ellmlnated. The maximum tariff was lowered
to 120% before July 1975. ) ‘ ' ‘

In the second stage, that is from August 1975 to November 1977, a new
target was defined for the beginning of 1978, and that was called the basic
tariff structure. It had levels of 10, 15, 20,.25, 30 and 35%; that is, there
was a wider tariff range. All these tariff -levels were defined in terms of the
number of productive processes that were incorporated in the products.
Therefore, reductions that initially were very steep, were levelled. The flnal
tariff structure, the one that we have just defined, was reached by August 1977,
Therefore, the maximum tariff level was lowered from 120% to 35%, and the
average duty came down to 19:7%. In this new structure, the c¢riterion was to
give each step in any process an effective protection that would be the same or
higher than the one that was incorporated in the previous step of processing.

Also, there were adopted some other measures .in terms of deferring the
payment of duties on the importation of capital goods; deferred in terms similar
to the deferred payment of the goods proper. We must observe that this approach
of the tariff structure to something more uniform than what it was at the
starting point meant, in many cases, the increase in duties on the import of .
capital goods, which, in many instances, amounted to naught, and the lowering
of tariffs for consumption geods.
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Also, a system of free zones and free deposits was established for the
processing. of ‘duty-free goods destined either to be exported or to be eventually
imported into the country. Likewise, several tax discriminatory rules were:
ellmlnated, especlallv those - that were prev1ously considered sumptuary goods.A-

It can be observed from the evolution just descrlbed that there was a sort
of attempt to make the tariff structure more uniform, but that,'there was not a
very clear definition of the goal.. Probably, this evolution may be better
appraised when considering the resistance to it or the pressure exerted by the
sectors in favour or opposed to liberalization. We know that at the time there
was a very acrimonious debate as to whether liberalizatien should be implemented
only in a very gradual manner and on a quite extended period, or whether it
should be carried on faster,

The gradual approach usually is bound to lose momentum in the presence
of pressures and that is the main reason why the steps taken were quicker -than-
what they could have been in a rather progressive fashion. Also,.it can be
observed that the successive changes in the targets were the only possibilities
of success, in terms of what would have been the initial target, which was
the one that.in the end was acc0mpllshed and that was what was defined as
from. December 1977, : :

By that tlme,vthe target was again changed, and instead of having several
tariff levels, higher for more processed products and = lower for intermediate
goods, the definition was that the new tariff structure would be a uniform tariff
of 10% and .that would be reached by June 1979 through gradual monthly .
adjustments, starting from the former tariff structure. That meant raising
tariffs which were below the 10% level, and lowering those above it, which in
some instances reached up to 35%.

Here we can observe in a way different from that. about which we heard
yesterday, in the model, that this liberalization of the trade sector, through-"
the reduction of tariffs and through the complete elimination .of non-tariff =
barriers, was. accompanied by an increase in the exchange rate, that is, the
compensatory policy that was adopted was to raise the exchange rate.

Therefore, if we define an exchange rate of 100, let us say, for 1969,
an equilibrium year, by September 1973 it was, by different measures, in the
range of 60% to 65%, These measures are, either, the nominal exchange rate,
deflated by the consumption index of Chile and inflated by the United States
wholesale price index, or the ratio of the wholesale prices of Chile deflated
by its consumption prices. It ‘does not take into account restrictions to '
imports or tariffs, Unfortunately, I do not have more measures for that period,
but the three indexes show that the 100 level of 1969 had gone down to‘levels -
in the 60-65% range. By July 1975, when the first stage of trade liberalization, -
or reduction of tariffs, had taken place, we have three dlfferent levels of thls
real exchange rate. ' . . !
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I have two deflation figures for the consumption price index of Chile:
one is the official price index and, the other, a parallel price index that has
been calculated by other sources. Anyway, it is a very important increase in
the real exchange rate, either, from the September 1973 figure of 65, or from the
1969 figure of 100, It is a more than 50% increase in real terms.. ., "

By November 1977, that is, when the second stage had taken place, the
real exchange rate had fallen, mainly because in July 1975 there was a drastic
reduction in the price of copper, so that the July 1975 figure that we have
just observed was benefiting from a very sharp devaluation that was intended to
solve the balance—of-payments problem that arose in 1975. This generated
domestically an important crisis in that year, but it was solved by the middle
of 1976. So, actually, the exchange rate did not remain at such hLigh levels
as those existing by the middle of 1975. Anyway, by our real exchange rate
indicators, we can observe that with the official price indices, the real
exchange rate was still in the 200% level, as against the 100% of 1969 With
the parallel price index, a real exchange rate level of 105 is not so different
from the 1969 level,. By December 1977 and by June 1979, the real exchange rate
had risen a little by any of these indices that is, the real exchange rate
was higher than in November 1977. Nevertheless, the point is that. all the
trade liberalization was made with a compensatory exchange rate policy.

We can observe also that the response of exports to liberalization was
very dramatic, in terms of the levels of exports and their diversification. .
For instance, the level of exports, that by 1969 was US$ 1.2 billion per year,
rose in 1975 to US$ 1.55 billion, in 1977 to USS$ 2.19 billion and, in 1979,
when the total reduction of tariffs, was accomplished, to US$ 3.9 billion. The
1969 figure is a comparative one so as not to take the one for’ 1973 _which
probably was a.very distorted year. Anyway, the 1973 figure was a llttle bit
higher than the 1969 one for total exports. All these are nomlnal dollars. _
The year when this country S exports were hlgher was 1980, when exports reached
US$ 4.7 billion; that is, in seven years since 1973 they 1ncreased from. USS . 1.25
to US$ 4.7 billion, : ~

The change in composition of exports is quite 1mpre331ve, In 1969 and
1973, m1n1ng products accounted for around 90% of exports: they were 870, in
19693 90% in 1973. This proportion fell gradually to around 60% of total exports,
that is, from 90% they reduced to 60%, in 1979, and in 1980. Industrial .
product exports, that amounted to US$ 100 mllllon, in 1969, and accounted for
10% of exports, rose to US$ 1.2 billion, in 1979, accounting for 32% of exports,
and to US$ 1,6 billion in 1980, accounting for 330 of total exports.

0f course, there are other elements that bear upon these flgures.. One
of them, that reduces the impact of the percentage increase in industrial
exports is the price of copper. However, this cannot eliminate the absolute
level of increase from US$ 100 million to US$ 1.6 billion in seven years. .

The proportion of industrial exports would have been lower if the price
of copper had maintained the levels it had during the 1960s. However, this
would have meant that the total level of exports would have been much higher
than the US$ 4.7 billion that were reached in 1980.

/In this
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“In: this regard ‘thére are .some very -important figures -to. consider; for
instancey ‘in ‘terms: of purcha51ng powerdollars of 1978, the 1969 :price of
copper was U8$°1.353 din 1973, USS 1,303 however, in 1975 and 1977: it fell .
below 70 cents and in 1979 and 1980, was ‘in the 80.cents: level; :that A8, 1t, )
had had a decrease-of one-half- dollar, in‘real terms. . This would have.accounted,
for a much hlgher 1ncrease 1n exports.

In1982; "as we" know, the price- of copper, in terms of 1978 dollars, was.»v~
only 48’ cents‘ that is, almost one dollar:less ‘than in 1969, Also, we can’ .
observe that, in terms of éurrent dollars, the.average price of copper.in. the R
1960s was in “the - US$ 1.5 average, as compared with the 65 cents price at.
present. This’ explalns why exports would:bé much higher than.currently: and :
that probably, as I said before, -would have reduced the proportion of 1ndustr1alg
exports ' in total exports, ‘but-also would have rendered much higher levels of:
exports and would have anyway showed that 1ndUStr1al exports ‘rose dramatlcally.\=

51 th1nk it ds- 1nterest1ng that we' observe also what happened in that perlod
w1th employment.' Usual ‘unemployment -rates in Chile were in the 6% range. - That-:
was the figure for 1969, It was a bit lower in 1973, 4.6%. Here, of course; Lw
we cannot attrlbute changes in unemployment wholly to trade- llberalmzatlcn, o
since we know that important domestic changes in the employment:structure. took. -
place, espec1ally the drastic reduction in the public sector employment and,
also, the ‘sharp’ drop in the terms of trade, which meant a reduction in Chile's
real 1ncome. Thls alSo accounts for ‘the reductlon 1n employment., A

Unemployment rates, anyway, rose from the Gs average in the 1960s, let -
us say, to 16. 26, in 1975 16, 8%, in 1976, and showed a decrease, up to 1979,
reachlng a 13% average. Thus, the drastic increase in unemployment actually
did not take” place 1n “terms of am imports-invasion. No, it took place at a
moment when, in 1975, there was a dramatic change in the terms of trade, a
drastic decrease in income, a 12% decrease in Chile's gross domestic product,
and the unemployment rate recuperated in the ensuing years, even though --the
trade-- liberalization was taking place.

In terms of real wages, T have the official index figures only, that is,
wages deflated by off1c1al ‘price 1nd1ces. By these indices, if 100 is ‘the redl .
wage index " for 1979, we ‘can observe that, in 1975, it 'was 51. - So, by offlclalﬁ
indices, there was am 1ncrease, a doubllng of’ the real wage rate, ina . - :
progress1ve scale, from 1975 to 1979. : S

The current account’ deficit, also, shOWed an increase during that perlod.
In 1973 we had almost Uss 300 mllllon deficit in current account. It increased
to US$ 490 mllllon 1n 1975, due to -the drop 1n copper price, even though the
domestic adjustment ‘was' very dramatic, - There was d surplus, in-1976, and that .
is the only surplus in Chile's current account- in many years. From‘then on,:
up to 1979, there were 1ncreas1ngly ‘deficits in current accourt, from US$-550
million, to US$ 1 billion and US$ 1.2 billion.
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However, we must remember that in the same years reserves were increasing
also. In similar fashion, that is, in 1978, against the US$ 1.1 billion deficit
in current account, there was an increase of US$ 700 million in reserves and, .
in 1979, there was s US$ 1 billion increase in reserves against the US$ 1.2 billion
in current account. Of course, this difference was accounted for the surplus
in the capital account. Nevertheless, it is important to bear in mind that, .
by that time, in this surplus in capital account, an important share corresponded
to the public sector; it was not a private sector inflow of foreign capital,-
particularly in the year of 1978, This is important, inasmuch as we will talk -
later in reference to the capital account liberalization. We must not get mixed
up with these figures. After very small surpluses in current account only in. -
the two or three hundred million levels, from 1973 to 1977, there was a drastic
increase to US$ 1.8 billion surplus in capital account, in 1978, but this was
mostly offset by a publlc sector. debt.

Above figures serve only to show-a picture of what were some of the

implications of domestic variables that accompanied trade liberalization, which.
climaxed in June 1979 with a 10% tariff.

Now, I will more or less trace a similar evolution of what was the financial
liberalization in terms of its timing and the level of liberalization. One can .

observe that most of what happened in recent years was probably due to these
aspects more than to the trade liberalization.

Chile's capital imports were destined to three sectors: one, the public -
sector, which normally accounts for multilateral organizations or government
inflows of capitaly the private non-financial sectors, that import capital for
very specific purposes, probably capital goods; and, three, the financial
sector, which normally had a foreign debt, mainly destined to financing trade.
This is, more or less, the picture observed until 1977. In fact, most of the
private capital imports were made by non-financial private firms. The financial
sector worked under the idea ~--which had been the hlstorlc evolution-- that it
could only finance trade.

The financial sector also had a maximum level of indebtedness with the
foreign sector, in terms of the banking system capital. No financial institution
could have foreign debts that were above a level between 200% and 100% of its
capital and reserves.’ : .

What was the evolution? First, there was a decrease in this global limit
of external indebtedness from 200% to 100% of capital and reserves and then there
was an increase, again, to the level of 200%.  That .was between 1973 and April
1979, so that amounted to a global restriction to capital imports by the financial
sector. The private non-financial sector had no restrictions for capital imports.
However, these came automatically through lending agents that usually lend to
sound private non-financial flrms, only.

The global figure that was allowed until April 1979, to the flnan01al
sector amounted to twice its capital level, as already mentloned, and it was
used to finance trade, as had been the historical role of the banking system.
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1977 or 1978, which made banks realize that they could also import.capital fonr
financial purposes; that is, with no specific purpose and, in turn, lend it-

to their own customers. That was not forbidden, but they asked of course, and
the authority set a limit,'since'at that moment, there were some misgivings
that any excess of capital imports could cause -undesired domestic effects. S0,
at that moment, when banks were officially allowed to import financial capital,
a limit was set for them of only 25%of their capital. Furthermore, there wasa
gradualization of those imports in terms that-in any month they

import more than 5% of their capital. This was intended to avoid sudden capital
imports in huge amounts. o '

The initial global 1limit had been increased by July 1979 to 70% of any
bank's capital, the 5% monthly inflow being retained. On that date, these.
restrictions were abolished. From then, there were no capital import restrictions.
Neither were there restrictions in ‘terms of the monthly amount that could -
come into the S ' - e ‘ '

‘Again, in this evolution of the regulations, there appears clearly the
conditions that bring pressure to bear on policy making, at some times. We
observe that from an initial very ‘cautious position of having a regulated inflow
of capital, so as not to cause domestic disturbances, restrictions were gradually
eliminated. This, of course, is the result of sustained pressure from all the
sectors intended to eliminate them. Many arguments were offered for the
elimination of these restrictions, such as; that the import of capital prevented
the country from exerting its real potential; that the country's destitutes were
not allowed to improve their living conditionsj that there would be no capital
formation, etc. An acrimonious debate followed and, as usually happens,
restrictions were abolished.’ T

It is important to remember that, as a rule, this sort of evolution is
usually slanted; that once the slide starts, it is very difficult to go back.-
Actual liberalization of the financial sector took place in July 1978. It is
peculiar that once trade liberalization was completed, the tariff level had
come déwn to 10%. o '

The only restriction that was maintained, and which existed prior to the.
two just mentioned, was that of deposit scheme or reserve requirement for the .
import of financial capital and which was based on the average repayment period.
This restriction was yevised now and then while it was in force,.but it always
meant that a deposit Of reserve requirement had to be made at. the .Central Bank
as_ a percentage of the loan, and depending on the repayment schedule. Financial
capital imports for less than one year were forbidden., Financial capital imports
had to be made for at least a two year average term and, if the average repayment
bill covered five years and one half, no deposit was required.

The idea behind the deposit scheme was that, since we were going to have
a capital inflow, at least we should avoid short-term debt structure. "~ However,
as we know, at that moment the world capital market was flooded with money;
banks were eager to lend, anywhere, and even this restriction which required
money coming in at least for five and one half years, did not prove to be
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efficient in preventing a substantial inflow of capital. The pertinent figures
illustrate this point. One can observe that the net imports of capital (aside
investment capital imports) rose from the US$ 200 million level, from 1974 to
1977, to US$ 1.8 billion, in 1978; half of it was for the public sector. 1In
1979, the figure reached US$ 2 billion. -In 1980, it was USS$ 3 billion. In
1981, it was USS 4.4 billion, Of course, the result of that huge inflow of
money was a very large increase in the current account deficit. That was the

only way of pulllng out that money, in a period when the exchange rate was
fixed, that is 81nce 1979,

. That was more or less what happened in terms of the inflow of capital.
I do not have the figures here, but during that period, also, there was a
very large response in terms of monetary aggregates, which increased quite
considerably and which helped to absorb some of this capital. However, the
current account deficit rose from us$ 1 billion in 1978, to Us$ 1.2 billion, in
'1979; to US$ 2 billion in 19803 to USS 4.8 billion in 1981. During those years,
there was also an increase in reserves, that was made possible by .this increase
in money demand, although it dld not prove as large as the capital 1nflow.

Anyway, it may be observed that by 1981 the economy was operatlng on the
basis of a very large inflow of capital and that keeping the same rate of
increase in output would have been possible only if the inflow of capital rate
would have held its rhythm. This does not mean that the accelerated rate of
growth of the 1976-1979 perlod was based on capital 1mports, since in that
period these were held at manageable levels.

There were, of course, several other happenings in thé domestic economy,
since 1973, that were important in terms of the private property structure and
the domestic capital market that also were very relevant in. the developments.
The exchange rate pegging was in 1979. At that time, the rationale was that
the public sector deficit had been eliminated to hold any inflationary accumulation.
let us say, through an increase in the exchange rate since there was no need
to collect the inflation tax. After a while, prices would level to world prices
and, therefore, the fixing of the exchange rate would cause no problems.

However, two elements conspired against these arguments: one, the very
policy of opening the financial sector to the inflow of foreign capital, which
meant that although the public sector deficit had been eliminated, the conditions
existed for the creation of an important private sector deficit, Whlch in fact
happened, The other element was the probability that the world context for
tying .the exchange rate to the dollar would change for better or worse and
what that probability would be was difficult to guess. :

It must be remembered that by 1979 the United States were stlll under the
Carter administration and that the tying of the exchange rate to the dollar
coincided with the‘steep_drop in the exchange rate of the United States dollar
in respect. of the European currencies. 'That was very important for us at that
moment, since when we measured foreign inflation in relation to Chile's it
proved to be very high in the. face of domestic inflation or of the United States
inflation. In other words, measuring world inflation based on the variation
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of the Chllean peso exchange rate as against the dollar and the- European
currencies and their 1nflatlon, the world's relevant ~inflation in respect to
Chile's was more than'’ 206, and-our current 1nflatlon rate was reaching the 25
to 30% level. This did niot have much effect on’ " the' United States prices because
of the very large volume of its domestic economy, but for a very small open
economy as the :Chilean, those price movements-meant an important increase in
domestic prices. We must recall also that we: were coming. from a period of
very high inflation rates and that there was an extensive indexing of prices

so any foreign price increases were incorporated into the domestic economy and
were perpetuated through an 1ndex1ng of many values, wages and long-term loans,
among other items, -~ 3 .

After that perlod of devaluation of the dollar and very high forelgn
inflation relevant to Chile, there was a c¢hange in the United States. admlnlstratlon
with the election of President Reagan and:we observed that -the dollér revalued -
dramatically in respect of the Furopean currencies, while our peso remained
tied to the dollar. So, we revalued also-in a dramatic manner against all
European currencies, after having incorporated a‘very high inflation and, since
we still had a running inflation, we continued to index wages and everythlng
else, The final: outcome was a largely overvalued PeSO

In regard to output, durlng recent years its evolutlon has been very uneven,
However,: after 1976, domestic increase in ocutput showed rates of 9. 9%, B8.2%,.
7.8% and 5.7%,,until 1981; quite important rates as compared with what was the
usual increase in output. All this evolution was based on the trade -and the
flnanclal llberallzatlon.'

Unemployment rates continued to fall from the 13% range that we had in’
1977, 1978, 1979, after the financial llberallzatlon, to an'11% level in 1980-1981,
There was, however, an important change in ‘the employment structure. In the
.1960s," for instance, -according to Santlago s figures and the Santiago
class1f1catlon, the employment in Chile was as follows: approximately 55%
the cervices area; 37% in thegoodsproductlon, and 7% in communications. and
transportation. After the opening of the trade :and the capital account, these
figures had changed, showing an increase of four points in the services area,
and a reduction of three points or four points in the goods production area,
that is, an increase:to 59% and a reduction of 33%, respectively, on average
in the years 1978 and 1981, A very-exceptional year was 1982, since everything
went up, these figures changing to 63% employment in services and 28% employment
in the goods sector. These figures, however, do not reflect"long-term trends :
since 1982 is a crisis year. ' After some very bad experientces ‘observed in 1981
and 1982 in the domestic and in the world financial markets, there was a highly
dramatic reduction in the capltal inflow. These fell from US$ 4.4 billion in
1981, to only US$ 900 million 'in 1982, ' Consequently, the: economy had te. adjust
and reduced its current account deficit ‘from ‘US$ 4,8 billion -in- £981, fto -
Us$ 2.4 billion in 1982, In addltlon, it experiences a loss of US$. 1 2 bllllon
in reserves. This drastic reduction in expenditure meant that output fell by
14%, so really the employment structure for 1982 I repeat, does not. reflect Lo
’ long~term trends. : RO Gt
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We must, however, be careful with these figures, since we know all depends
on what is the actual definition adopted for services. For instance, there
have been structural changes derived from the large decrease in employment in
the public sector that for instance mean that public enterprises that hold -
people for "productive" purposes now contract the same services in the private.
sector and as accounted for as services., There are many more insights to
explain why different effects accompanied the opening of the trade and the
financial sectors, However, I think that all of you have a complete knowledge
of the subject, especially of the second aspect of the world context and what
it would have meant for the situations I have just described. S : :

'Thank" you very much.
Mr. Maséad;

‘Thank you very much, Daniel, for a: very complete exposition: I have next -
inmy 1list the name nf Ricardo Ffrench-Davis. You have the floor, Ricardo, .:: _
Mr, Ffrench-Davis:

I have been asked to talk on some of the lessons that one can derive from
the Chilean experience, without going into a general discussion of the case.
So, what I will do is to take five points that I think are important in the -
sense that they provide good insights of the changes that I think ought to be
introduced on standard policy recommendations in. some crucial areas.

I want to talk about vulnerability of the domestic economy; on real exchange
rates, export promotion and import liberalization; on visibility of comparative’
advantages; on the allocation of given resources,.and of changing stocks of .
them; and lastly a few words on financial market segmentation. - I shall try to
do it within these thirty minutes. - : R

1. Vulnerability

Something that may be found in Chile's recent history on two occasions, .
in 1975 and 1982, when, in response to external shocks, .among many things that
happened simultaneously within its economy, a large abrupt fall in GDP took
place. : . . o .

On both occasions, we had in different exterhal and internal frameworks,
a sort of automatic adjustment, a desire to have that from the official point
of view. That was very explicit in 1982, but we also have some of those elements
in 1975,  The outcome was a very large multiplication of the external effects
within the domestic economy., This is not too differeént from what used to
happen in the automatic adjustment processes characteristic of 'the nineteenth
century economies and had vanished in the post-Vorld War II period. What I.
want to emphasize here is the danger which, ifathe road of automatic adjustment
is taken one will have a very large downward adjustment in the domestic economy.
In the case of Chile, we -find multipliers in the order of two or three times the
external shock; a 6% shock turned into-a 18%, or-15% fall in output and,
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consequently, a fall in domestic income of 13 or 15%, plus 6%, or-around 20%.
This is a very large multiplication. . Furthermore, the subsequent recovery trends:®
tend to be .slow. .Thus, I think there is a clear need for a regulated process
of adjustment, not at the end but since the beginning. of it, when you first-
become aware of the problem. Otherwise, there will ‘be’ a very large cost in
terms of loss of resources and ‘of potential output.

Now, I would like to draw your . attention to a point whlch in my oplnlon ‘is
xyery important. It is the role of financing in this process of automatic
adjustment., There are economies where indebtedness is quite important and that
was the case in the Southern Cone; not only external debt but also domestic debt
with enterprises that are highly indebted domestically too. In a process of
domestic adjustment that implies a fall in nominal prices, that may have very
disruptive effects. TFor example, during some months of 1981~ 1982 there was an
accumulative 2% fall in the consumer price index and an 8% fall in the wholesale
price index. That meant a big change in relative prices of finance vis-a-vis
goods and services. There was a decline 'in the sale of productlon and a largc
increase in the real financial expenses, "and this has to do with the change in
relative prices and with the behaviour of the financial market. The adjustment .
in this case is complicated when there is a 1arge'debt stock. B

Now, we had a real exchange rate that had lost 1n the prev1ous three years
about one-third of its purchasing power), so it was needed a relative fall in
domestic.prices of one-third, What was happening abroad at that time? The
external inflation faced by Chile was not 4, or 6% per year, but was below zero.
An index elaborated by us gave -2% as the yearly international inflation relevant
for Chile in 1982. So it was needed a net fall in prices.that was beyond 33%
that is, 33% plus 2%, instead of -6%. .Thus, a minor fraction of the adjustment
needed domestically. had taken place in 1982, while output fell abruptly 14%,
manufactured value added fell 22% and open unempWOyment exceeded 25% in Santiago.
In other words, an extremely inefficient outcome. What would have happen with
an additional deflation of 30% in an economy with highly indebted firms and
positive nominal interest rates? So, it was very exacting, if one was looking
for automatic adjustment within, let say, the standard monetary approach to
the balance of payments, the fixed nominal exchange rate, the neutral monetary
policy and so forth. It was not purely a matter of wages as sometimes is
asserted, but there were other very important matters going on. in the economy
which could be much more meanlngful than what was happening with nominal wages.
Incidentally, these were decrea31ng in nomlnal terms at that time too.

2.  Exchange rates and trade pollc1es

Second, some thoughts on the real exchange rate, measured in the way John
mentlonedyesterday,whlch is the more common way of. measuring it in Latin America,
among other things, because:of the availability of indices and because of the
way we understand these. economics work. The real exchange rate “thus measured,
varied considerably within the period. It was not a one or two month variation,
but a long-run one., So, it shows that policy can affect for long periods the
real exchange rate. We had long heard in the Southern Cone from the Yglobal -
monetarists” that economic policy cannot affect the real exchange rate except
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for the very short run., However, for long periods, we had strong policy induced
effects’ on. the real exchange rate, as we’ have . shown somewhere else._‘ : :

Another p01nt related to thls is what the market expectatlons about the“.t'
price in pesos of the dollar are, Untll well advanced in 1981, there were no’ K
expectations of devaluatlon, desplte a deficit in current account_ that was
21% of the annual GDP; it was tremendously large for. Latln Amerlca, where as a
whole it was 6%, but at the beglnnlng of 1982, yet, peoplé were not expecting"
a devaluation, Moreover, people were shlftlng from domestic. credlt denominated
in pesos to domestic credit denominated in dollars. Actually they were- doing
so immediately before the large devaluation in June 1982, Thus, the market,
generally, was not expecting a large devaluatlon and actually believed what the
government was saylng (recall that information . was tlghtly controlled).:
Consequently, there was a large accumulative. imbalance in the market but certaln
conditions compensated temporarily for it: a hlgh supply of capital inflows
and ‘'a tight monetary policy; both made the. 51tuat10n to be under control,
desplte a fundamental dlsequlllbraa, that in the ‘end proved to be extremely
dlsruptlve of economic act1v1ty and of eff1c1ency._

Next a comment on export pronotion, about the hypothe81s that if you. want _
to promote exports you have to liberalize imports, because you cheapen inputs -
and you contribute to an increase in the real exchange rate. We heard a lot .
about this supposedly univocal relation; many students will still be saying,
"there is no other way to promote exports but to 11berallze amports'.

I do not - want to talk more about the exchange rate nor of several countrles"
that did it the other way round. Just a brief reference to inputs. In geheral,
before import 11berallzatlon, inputs for exported exportables did not pay
tariffs; that is not equivalent to the general liberalization of inputs, but
at least it is 80 for the main part of the inputs: _exporters were allowed to
import thelr 1nputs with tariff. exemptlon. This was a rather w1despread
mechanism 1n Chile and in several other developlng countrles.

What. T want to dlscuss now, is how things were evolv1ng in the market
between 1973 and 1982, At the beginning there was a large reduction of import
restrictions, but there was ‘also very large redundant protection. The painful
liberalization -~painful for the protected firms--. took place mostly between
19877 and 1979, the year that ends with a unifoerm 10% tariff for 99.6% of the
importable 1tems. . ‘ A

Now, what happens with exports? The peak push in exports, in terms of
diversification of.items and of markets, takes place between 1974 and 13976, when
the more modest tariff liberalization was enforced. What was the force’ behlnd
the strong increase and diversification in exnorts° I am talklng of
nen-traditional exports, leaving aside. copper and some other minetvals, Flrst,
one point that has been prezent in several coyntries, is that tho“e was a sort
of export lag; Chile had created- capacity to export more than it was, be;ng done,
but domestlc policies were such that encouraged operating within the domestic
economy, segmentlng it from world markets. This has to do with relative prices,
but also with attitudes and information. We live in a world of limited
information and, in many cases, producers did not know which were the markets
available. They had no information about what was going abroad and there were
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no marketing channels developed for exports. In some instances, there were no
financial channels; the entrepreneur had financing only for some markets; for
others, it did not exist. Actually, then, it was necessary to change institutions,
attitudes, and relative prices, Changes in these three aspects took place
during the years 1974 to- 1976, .There was quite intensive official talk in

favour of export promotion, some. provision of information, plus. the existence of
an export lag and of the capacity to export. . That explains why in six or nine
months Chile could start exporting commodities which had never been sent abroad;
several hundred items. The process was’ supported by a sizeable increase in the
real exchange rate and a deep domestic recession.. But it is not enough to have
these factors and other elements such asgoodsmarkets available -abroad. But,

if you do not have the export lag, if the market is in a sort of equilibrium,
the process of export growth and diversification is more costly and slow. In
brief, the prlor lag in exports allowed for an "easy" stage of export expan31on.~

An additional point that I would like to mention is the role of negotlated
markets. Between 1974 and 1976, of the large increase, in real terms, in
non~traditional exports, 41% went to the Andean market, that is, to the small
Andean countries, which represent a very minor part within the world economy.
The 41% went there because = they faced negotiated markets and new. marketing and
financing channels organized that covered not only products that are negotlated
but also non-negotiated products.“,.

During 1976 Chile w1thdrew from the Andean Paot and its exports to the Andean
countries declined in absolute and, of course, in relative terms. This negative
action partly explalns the changes 1n the trend of non-tradltlonal export flows
between 1976 and 1980,

There was a general dlver51f1catlon of: exports from 1974 to 19763 in fact,
a very large diversification. After 1976 a trend towards reconcentration took
place. However, it did not mean a return to the initial" p01nt the exchange
rate may appreciate, as it did; Chile may withdraw from the Andean Pact, the
domestic demand may recover, but exports do not retrieve to the relative
position they had in 1974, . The explanatlon is in the prior "export lag". So
we turned to a new balance. There is no return to the previous point, but a
loss of the speed, of the dynamism of prior years and, by 1980, we arrived at
a situation where non-tradltlonal exports start to decrease, except for six or
seven 1mportant products which kept growing very fast; all these are very
intensive in natural components. Fruits, timber, fish flour, molybdenum ox1de
and so forth.

Now, what lessons can derive from this process of reconcentration of
exports? It is not bad that raw material exports grow; the problem is that they
have not enough volume so as to impart dynamism to overall exports, in a
country with a per capita income of US$ 2 000, not USS 200, that has eleven .
million inhabitants, not 25 000, and so on. Chlle is rlght in natural resources,
but beyond them needs value added to these resources, and activities intensive
in Yacquired”" productive capacity.
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3. Diffusé.¢Qmparativéaadmantagésgf'""'

Now, in regard to comparatlve advantages in a world of "llmlted 1nformat10n"'
vhat we find, for import substitutors is that they receive a lot of 51gnals .
telling them no more substitution is required. Therefore, substltutors reduce. .
their activity, or close it down, or shift to other activity: several entrepreneurs
do transform from producers of a given commodity to importers of that commodlty
or, in some of those lines, they have a sales mix: part of what they produce
and part of what they 1mport._ This adjustment of firms has had negatlve
1mp11cat10ns in respect of investment, output and employment, but allowed those
firms to remain in act1v1ty.

What happens in the: sectors that are supposed to receive the positive
31gnals. Only some of them expand. That happens mostly with those intensive
in natural advantages, such as fruits, and: information that there is a market
for them in the world economy j, in fact, the very limited overall gross capltal
formation is congentrated. in that type of productlon.' But agaln, investment in
producing apples, grapes, and so on, which is very efficient in itself, is '
insufficient to provide an overall dynamic process. In the end we find, I would
say, a situation where comparatlve advantages are very difficult to identify,
the weight of acqulred advantages makes them "diffuse'", in the absence of a
publlc pollcy that shows sectors where resources can be concentrated thus
reaping economies of. spec;allzatlon -and dynamlc externalities. All these became
absent from the Chilean market. The unregulated market is’ unable to observe them,
so that investment is limited to cases of '"clear" comparative advantages.

Many other things were happening during'the’past‘yeara. For instance,
the exchange rate; if it falls 50% or goes.up. 30%,..it. has something to do with
market comparatlve advantages; also the performance of the financial market.
There are.many ways to do financial reforms. . One is that which, from the‘
government point of view, not from the economic. groups p01nt of view, which.
gained an 1ncrea51ng influence, interest rates and terms are left free. That
was the case in the Southern Cone. The outcome is that the market ends with an
average real rate of 40%, and modal terms of 29 days in Argentina and a 30 days
basic period of deposit and loans in Chlle, and practically no restrictions on the
use of funds, which is not common either in several Southeast Asian and in ‘other
Latin American countries., Overall the financial market ends worklng against
investment and in favour of w1despread consumptlon, until the economy collapses.,

So, the financial market was working agalnst a dynamic process of
investment. If we have sound 1nvestment, it is easier to reallocate resources..
If we do not have a large investment rate, it is difficult to allocate; we do
half of the work; we dlsallocate from one activity but we do not reallocate to .
some other. activity. The result was that the rate of gross capital formation
was notably low in the period 1974-~1980 ° . as compared to. the 1960s" and unemployment
tripled the rate of the decade.

Let me repeat something that I said yesterday: the market shows "clear
comparative advantages" from the private point of view, but not from the social
point of view: there are "comparative advantages" in land and stock speculation
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and in the transfer or flrm50wnersh1p,there is-a very large process of transfer
of property. The two larger economic groups, for example, make considerable
"investments", buylng enterprises to the publlc sector and within the private
sector., Thére is a gquantity of transfers in both sectors, but they do not
create new activity; only transfers at depressed prices, asa result of the
combination of a depressed effective demand, and of the working of the financial
system . and the segmentation of the domestic and international markets; in fact,
despite the very large. capital inflows, a 20 points annual spread prevails
between the domestic and international interest rates. There are also clear
"comparative advantages". in trading imported goods, as long as the market. does
not adjust totally to normal returns on the imports of consumer goods, and that
takes very long. Until 1981, there were people going into the market to organize
more trading activities, mostly of imported consumer goods. :

It is 1nterest1ng to see what were the more dynamlc "productlve" sectors
in the Chilean economy durlng this experiment. In going over the national
accounts, we find that.in per capita terms, between 1974 and 1981, value added
in f1nanc1al act1v1t1es and in the trading of 1mported commodities went up 14%
per annum, in accumulative real terms. What- happens w1th the rest of the
economy? - The official-National Accounts show 0.2%. That was giving a strong
signal that the sort of import liberalization and the sort of financial
liberalization prov1ded by the economic policy were not creatlng a truly dynamlc
economy, nor a basis for development; actually the opposite was happening. .

I think these are lessons that have much relevance for the 1980s, and not only
for Chile, but also for other countries, on the perva51ve effects that
"ideologized" f1nanc1al reforms may have

b, Reallocatlon and volume of resources

Another lesson is that we must thlnk not only of eff1c1ency, in terms of
reallocation of. rescurces, but also to carefully consider’ ‘what happens with the
rate of use and wolume of those resources., We know that, in standard static
models, a very large reallocation of resources may bring a welfare increase of
1/2%, 1%, 2%; thus a 10% fall in the rate of utilization of resources, for
two or three years, can easily compensate for the eventual gain.in "statlc ]
efficiency". The process of adjustment is very important and, in this . sense,"
the model presented in this meeting directly tries to find what happens durlﬁg
the transition perlod; it not. only looks to the. 1n1t1al and final p01nts ‘because
if the transition is pervasive, apart from the losses during the tran31tlon,
it is probable that we never get to the ideal flnal p01nt. ' :

The other thing is that a lower rate of .utilization of resources during
the transition tends to bring a fall in their volume, as it happened in a
notorious way in the Chilean case. There was a very large fall in the rate of
gross investment and a tremendous fall in the rate of domestic savings. -
Unfortunately, there is no time to discuss why savings fell-so much. That is
tied, I think, to the extremeness that trade opened and to the financial reform
whlch was carrled out. . . : . - o :
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5. Financial market segmentatich

A word about the segmentation in the financial market. ThlS prevalled
for the seven years that the financial llberallzatlon»lasted, before its collapse.
Despite the large inflow of capltal, mostly prlvate, in net terms, in some ¥ears,
the public sector debt fell .in absolute terms and ‘in ‘real terms, Also, despife .
the very large llberallzatlon of the financial market and-the sizeable capital -
inflows, which, in net ‘terms, rose to 7 and 9% of GDP"in 1978 and 1980, and climbed -
to 21% in 1981, Nevertheless, we have segmentdtion’ 1n the sense that this part :
of the market, operating with forelgn loans, at international interest rates
taking into consideration what happens with the eXChange ‘rate exports pay
real interest rates persistently negative, and <8%in: 1980, while the rest of -
the economy operates with real lending interest rates averaging 40% in the
seven-year period; that was the average real interest rate inthe domestic market
for thousands of domestic enterprlses and consumers. ' Those 'who operated through
the flnanc1al system were paying an average interest of 40% in the period 1975
to 19823 40% over the true inflation, and not the underestimated official’
1nflatlon that was lowér than the corrected corisumer price’ “index." So we have '
a 51gn1flcant segmentatlon and that is not a phenomenor only peculiar.to Chile,
but it is present also 1n Argentlna, Uruguay and 1n some other countrles, over:
extended periods,

. el

Finally, one brief comment. It refers-ito the standard assertion that
inflation would hardly go on together with a surplus in the publlc sector. It
is true, in many cases, that 1nflatlon is"created by’ the: deficit in the public
sector, but the fact that you reduce the deflclt and- movée- to a surplus:is not ! :
enough to stop inflation, Already ln 1975 the” defidit in the: public Sector..: .- ..
was below 3% of GDP or Lower than that 1n coutrles such as ‘Japan or Germany.
In 1978-1980 there was a surplus and Stlll we had 1nflat10n gélng at a’ rate RS
clearly above ‘the 1nternatlona1 rate. : _ N AR

I3

T .” .

: .Those are, 1n a very fast sketchlng, some of the p01nts that T thlnk are::
1mportant as lessons from the Chilean case, We ‘dannot discuss -them at length,‘“y;
but we have, taken over most of them in prev1ous publlcatlons. g

Thank you very much.
Mr. Massad}

Thank you, Rlcardo, your participation has been very 1nterest1ng and
thought provoking. Ernesto, would you llke to 1llustrate us about the Arventlne
experience? : o o
Mr. Gaba:

Thank you, Mr. Chairman.

‘I should like to make three kinds of comments in the light of the Argentine

experience. The first of these, bearing in mind yesterday's discussion when
the study by Mohsin and Roberto was analysed, aims to describe some features of
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the Argentine experience in the light of the results emerglng from their
second study, where the model is subjected to external and internal shocks.

I should like to make it clear to start w1th that the period covered by
the Argentine experlence is different from that of ‘the case of Chile. The'~
financial system was liberalized in 1977, and durlng ‘the whole of 1977 and -

1978 the exchange rate policy was b381cally that of the “crawllng peg'". Only
at the end of 1978 did the Government beégin to announce the exchange rate in
advance, and this policy of advance announcement of the exchange rate lasted,

I would say, some two years (1979 and 1980). ' At the same tlme as these two -
years of experience in announcing the exchange rate in advance, the process of
elimination of the .restrictions on movements of capltal was kept up. Compared
with the model we have seen, the Argentine case placed more empha31s on the
liberalization of movements of capltal and less on the llberallzatlon of trade
flows through a sharp reduction in tariffs. et

The Argentlne case may be viewed as having been subject to the two types
of shock referred to in the model: both external and internal. I think that
although both of them were. 31gn1flcant, there was much more internal shock than
external. Bas1cally, this was because there was .a severe fiscal imbalance
which 1ncreased the need for domestic credit, Also, espec1allv in 1980, much
domestic money was created through the liquidation of major banks within a
system providing guarantees,on_dep081ts.

The second study by Roberto and Mohs1n shows that if a shock in the form
of fiscal deficit is 1ntroduced, there will’ be a deterloratlon in“the current
account, with heavy loss of reserves. I am particularly lmpressed by “the
fact that in the exercise it was shown that'a fiscal’ deficlt ‘shock leads to’

a situatign where the reserves .at’ the polnt of equlllbrlum are only 15% of ‘ A
those arrived at in the exercise without any flscal def1c1t shock ‘The résult
as regards the reserves is thus extremely sensitive ‘to this blgger expansion
of domestic credit. One way and another --in order not to tire you with
figures-- the year 1980 already showed a number of 1nd1catlons that the Argentlne
economy was diverging. greatly from an équilibrium state., For example, the -
balance-of-payments current account had a deficit of the order of US$ 5-billion:
something which had not occurred in previous years. The trade account itself
showed a deficit of the order of US$ 2.5 billion in 1980, and while the

policy of maintaining the advance announcement of the exchange rate continued
during the whole of 1980 there began to be some perception of the fact that

at some time this situation would have to be adjusted. This adjustment may be
said to have taken place at the beginning of 1981, and subsequently, in the
remainder of 1981 and in 1982, the economy followed a much more difficult and
compllcated course. It is now rather difficult to decide how much of the
problem since 1981 was due to the imbalance of the previous period and how much
to the policies followed as from 1981: there is in fact a combination of these:

two types of factors,
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What are the salient features of the Argentine.case? At the end of 1980,
the. total Argentine external debt was of the:order:of US$ 27 billion, divided
equally between the private and public sectors.. "A'particular feature of 1980,
when this current account imbalance began to show itself and flights of private
capital were recorded, was that part of the public sector debt was due to the
compensatory policy pursued., What was the situation of the Argentine economy
at the end of 1982, after the emergence of this imbalance which to some extent
was already to be glimpsed in 1981? The situation was that the total debt.
increased, but in a very spécial way. At the end of 1982 the external ‘indebtedness
amounted to approximately US$ 39 billion, and if we look at the composition of
the debt --private and public-- we find that there were some US$ 15 billion of
private -debt, but -with a spec1al feature which I shall now describe.

. Thus, practlcally all the. prlvate debt recorded at the end of 1982 was
debt which enjoyed exchange. #ngurance on: had some kind of subsidy from the.
Government.: The .adjustment mechanism for the private sector debt was to tvansfer
it to the Government in ‘one.way-or anather,’ Through the acceptanceé.of State
respons1b111ty for the externalndeébt.and its servicing, the authorities began
to commit the\Anterests of 'future generations. - -To-my mind, this is a -most
important element in the experience.-: Sometimes, .the behaviour of the private
sector was such that it seemed to be ‘operating in complete contradiction of
economic theory. . Thus, for example, in spite of there being expectations of
devaluation; people were taking out debts indexed in line with the exchange. .
rate., I think that in'a way this behaviour is rational, however, because -
experience shows that there is some degree of readiness on the part of the
Government to shoulder the burden of the problem. The cost of the adjustment
is not borne by the private sector: it is passed on to the Government and -
thereafter becomes a problem for future generations. : This has happened a good
deal in Argentina, and 'the clearest :indication 'of it is that practlcally the
whole of the prlvate debt enjoys exchange 1nsurance.

Thus, from 1981 mnwards Argentina retunned to a klnd of closed economic
model: very closed as regards the capital account but less closed :as. regards -
the current account. The prospects are that this type of policy, which I would

call a return to “the economlc pollcy ‘models of the 1960s w1ll continue to be
followed. S o oo . _ :

I have serious‘doubts, however, as to whether the external sector -can be
handled by returning to ‘the kind of model used in the 1960s., I say this,
because I think.there are two different elements.involved. Firstly, there is -
the burden of the-external debt, since if iwe take account of the rate of return
on the use of this’'éxternal debt and the cost involved, the latter is seen to
be much hlgher than the eyperlences we.- had in the 19603.

The second aspect --and thls is cruc1al -in Argentlna-- is that the economic
agents have changed their behaviour completely as regards their portfolios.:
Argentine- res;dents have a portfolio where external assets enter into thls model.
Ricardo Arriazu mentioned this yesterday: if we take'} Mg and the product, the amount
of dollar assets with respect:to the product will:probably be more than double the.. -
amount of domestic assets. This is a new policy ingredient. Likewise, when the
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models began in which inflation gave rise to the inclusion of goods as a value
reserve, and people accumulated them as such, this meant that the dollar is
beginning to carry out two functions: on the one hand, we look at the exchange
rate in the light of the current account, but on the other the dollar is also

a value reserve which depends on the expectations of the economic agents.

A large part of the expected value of the dollar as a value reserve is
due to the expectations of the private sector with regard to the evolution of the
domestic variables of economic policy. The greater the imbalance they see among
these variables, the greater the problem, since there is a kind of "crowding out"
of domestic assets in terms of dollars. ‘

This places severe restrictions on the ways in which the Government can
finance its debt. The degree of imbalance of the economy can be perceived
according to the instruments which the Government is obliged to use in order to
finance its debts. If the situation is one of equilibrium, the Government finances
its debt by issuing money which does not pay interest. When people begin to
worry about inflation, the Government is obliged to cover its debt by means of
interest-bearing bonds. When the rate of inflation is already beginning to go
beyond acceptable limits, the Governmént has no option but to cover -the debt by
means of price-indexed securities. When the economic agents no longer. believe
that the Government can pay the adjustment, they begin to change. their portfolio
to dollars and the Government has no choice but to issue securities in dollars..
When the private agents begin to see that the Goveérnment has no. dollars for
redeeming them, they are not interested in-acquiring these.securities issued
in dollars either. ' ‘ : ' - :

Thus, the basic point in the design of exchange rate policies, and a lesson
which is being taught us by the experience of the last two years, is that the
success of an exchange rate policy is closely connected with the success of the
design of domestic economic policy. Since, because of this phenomenon of
replacement of portfolios, it is essential that such policy should inspire some
degree of confidence among the economic agents regarding the domestic policies
of the Government., S : - _

The last point I want to make in connection with this experience of
opening-up of the economy is that there was excessive confidence on the part of
those who designed the policy in the law of ome price. In the models we looked
at yesterday, starting from an equilibrium situation and opening up the economy
to trade or to capital, the law of one price is appried. I think that. the.
conditions under which the economic openness policies were initiated, however,

did not warrant the application of this law. Why? Because there were internal
imbalances which prevented the law of one price from being applied even to
internationally non-tradeable goods. The segmentation of the market, or the
existence of monopolistic groups or regulation policies meant that non-tradeable
gopds.aré not subject to this law. - T would like to illustrate this by describing
what happened to me the first day I came to ECLAC. I took a taxi at the door

of the hotel, arrived at ECLAC, and was charged 250 pesos; I spent some time o
talking to Carlos and then I returned to the hotel in another taxi and was charged
only 130 pesos. What happened in this case as regards the law of one. price?

/The answer
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The answer is that the first taxi was at the door of the hotel and worked in
con]unctlon with 1t, whlle the other taxis circulated in the Streets. . In order
for the law of .one. price.to operate, all the taxi drivers c1rculat1ng in the
Stroetswouhihave to go _to. the. .door of the hotel w1th a placard reading "I only'
charge half" and even, if it ralned, offer the benefit of an umbrella. This is .
a point which has been clearly demonstrated by experience; if we do not ‘have

the capacity to apply.the law.of ame price domestically, the adjustment process

will be much moresevereln terms Qf relylng on external restrlctlons to. 1mpose e
this law, : L e e Co P

Thus, the experlence of Argentlna as I see lt --and thlnklng in terms of
possible future pollcles-- is that the success.of an external . sector pollcy .
depends 1argely on our. capacity to. formulate a coherent domestic economic. policy .

which inspires confidence among the economic agents.
Thankﬂyou very much,

Mr., Maesad:

Cen

Thank you very much for your very 1nterest1ng comments.: Now. X askﬂhdmoaldo}'
whether he would llke to illustrate on Brazil's experience,

Mr._Moura da Sllvazy i

I shall try to summaraze data on Brazlllan macroeconomlc pollcy developments.
Then, I shall . say somethlng on,. the trade and.monetary events whlch took. place
in vecent vears. As you all know, Braz1l;an external debt is, apound Uss 80 o
billion. Debt service is close to 5% of GDP and 85% of total export proceedlngs.
This puts a.lot of pressure-on. .the policy makers and on.the debt: management.
Brazilian inflation,;rate, 1s apound 250% per: year and 1t has ‘been steadlly
rising in the last three years. The output growth as you know, is negatlwe
and it has been so for the past three ysars, Per caplta income, has fallen- by
somethlng like 10% over the last three years, Unemployment, as you may 1mag1ne,
is 1ncrea31ng as well, . S . L e e

FRYARE

This 1nformat10n summarlzes the Bra5111an economlc dlsasten of the past .
two years., Of all this information the only good point is the trade balance
surplus, which is expected to be a little bit over US$ 6 billion this year.

It is really a big turn around, :We had a.negative trade balance between, June.
1980 and July 1981; from then .om. there was a-huge cut in imports, in .1981 and
1980, Now, Brazilian imports are supposed to reach .UsS$ 15.or 16 blllaon‘\ As
you know, Brazil imports mainly raw materials and_petpoleum.,.Thls implies a, ; -
big decrease in its 1ndustr1al output.

Just a glance over. the 1nformatlon on. the macroeconomlc level. A Q,,,
descrlptlon of policies should give. you -an 1dea .of what is going on, Money policy- -
is tight. The relationship between total loans by the private banklng sector e
and the money supply has been. gvow1ng from 0.9, in 1973, to 6, in 1981, This is
a tremendous change in the composition of the banklng system liabilities and
this change took place due to the so-called opening to the international financial
market. The private banking system has been funding its operations with

LW o

/foreign exchange.,
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foreign exchange. The total domestic deposits are smaller than the total amount Sie
of money raised abroad to firance such operations, The- tightness of the monetary -
policy was intended to stlmulate people to borrow abroad in order to finance
their operatlons. -

After the 1982 crisis, there was a halt: in the flow of money into- Braz1l.
By then, the exchange rate policy was a dominant factor in the pricing of assets
and in the decision making. So, the maxidevaluation of last February had a-
devastating effect on the financial sector and caused a lot of bankruptc1es in -
the industrial and commercial sectors. It also provoked llquldlty crisis in the
banking system, thus compelling. the Central Bank to step in so-as to. avoid a:
greater dlsruptlon in the economy. This is the monetary situation in a'broad
sense, - ..

In terms of fiscal pollcy, the picture is also compllcated. As Gaba just
said, the borrowing needs of the public sector are large, something like 7 to 8%
of the total gross national product and this weighs heavily on the exchange rate
policy. So, Brazil's real depreciation has a tremendous negative impact on the
cost of carrylng the debt the publlc sector's borrow1ng needs are enormous.

The net effect of thlS borrow1ng is unbearably high by any standard. Over
the last two years, the average cost of carrying a debt has been around 35 to 45%
This rate, is heavily dependent on the expected devaluation for the coming years,
since, despite the fact of a real depreciation of 32 to 33% over the last 12
months, people do éxpect a further real depreciation for the comlng years due
to the balance—of~payments adverse s1tuat¢on. :

In turn, this has a tremendous 1mpact on the f1nanc1al sector of the economy, .
in terms of asset pricing and decision-making going- to either dollar denominated h
assets or cruzelro denominated assets. This dominates Bra21l's pollcy-maklng
picture, elther on’ the monetary front or on the fiscal one.:- o

-VWe also have another problem. As you know, Brazil has a pecullar prlce
1ndex1ng system. Wages are tied to the cost of living index, and the exchange - -
rate is tied to the wholesale prlces. In other words, all has been indexed to
the exchange rate. B : - : -

We also have problems with steel and energy pricing in Brazil.  These have
been prlced in such a way that we have obtained a real cost of energy, which
has been increasing at a real rate of some - 1.5% monthly, over the last
12 months, The same thlng applles for the steel productlon.

In addition to the foregoing, we have ellmlnated some sub31d1es malnly :
concentrated on wheat, milk and other food items. If you add all this to the
list of price indices, you get an economy hlghly alien to reduction of the
inflation rate and, due to these indices, we have this tight money pollcy
pressing downward output and speedlng up the 1nflat10n rate. :

~/Over»and



Over and above all thls, we are fac1ng nowadays a dramatlc food shortage
caused by a low. crop last year and a drastlc shortage of raw materlals for the
industrial sector.  If you put together all this, you: can 1mag1ne wﬁat are the s

1nflatlonary pressures we are fac1ng nowadays and what has been Bra211'
51tuat1qn 1n recent years.

Mr,., Massad:

Thank you very much, Adroaldo.

We have now covered some cases in Latln Amerlca.' For a change, we should N
move out. of thls contlnent in this questlon of external trade pollc1es.. I have '
asked Jacob Frenkel to give us an insight of what is going on in Israel. He' ‘
has been good enough to. agree. . You have. the floor, Jacob.

Mr. Frenkel-

Yes, it 1s one of those thlngs that, up to 1973 or so, when one wanted to -
talk about the Israell economy the immediate comparlson that came to mind was
the Japanese economy , w1th its growth speed, high savirgs, and things of the
sort. From-1973. onwards, or since the late 1970s, Israel, in a fundamental
sense,. became a Latln Amerlcan country.

One key questlon is how. can a country transform 1tself from a model of a
fast growing economy, low 1nflatlon and thlngs of ‘the type into a model of .
hyper;nflatlon economy. . Is it a two~way street, in the sense that we can reverse
the wheel or is it. really, 1n a fundamental sense, a one-way street° '

One of the problems 1s that once 1nst;tutlons are cpreated to cope w1th o
troubles, it is very dlfflcult to change them when the troubles are over; for
example, 1ndexatlon. You need a threshold to go 1nto it, but once you are there
it is very . dlfflcult to get away - One. of the issues is not necessarlly “the
detailed descrlptlon but rather.some processes._ ‘So, to give a general idea of -
the Israeli.economy from an overall point of Vlew, I shall take three perlods,"'
concentrate on the last one and, partlcularly, on thé last three weeks. ‘ o

Let me start from Japan and then end up in Latln Amerlca. TheiJapanese
stage would appear, let us say, in the early 19505 and up to 1973.- There, we -
have a steady real growth of GDP at a rate of' roughly 10% per yeary 1nflatlon,
never. above 8% per year; in some periods, 2%; in other 7.5%; on average, less
than 7% per year over those 25 years endihg in 1973. Then from 1973 through
1978,. we had a drop in the growth rate from 10% to about 3% and a jump 1n the:
inflation rate from about 7% to 50%, on average. From 1979 to 1982, we are
deeply in Latin America: growth rates are low: about 2% per year; 1nflat10n

reaches a triple digit in 1982, it is 120%; now, it is about 140%, and let us’ say,
something above that next year.. |

Py vt
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In regard to.the general macroeconomic magnitudes, to give you a perspgqtive
of the size of the economy and the division of spending, the ratio of private .
consumption to GDP is not extraordinarily different from the rest of the OECD. .- e
countries during the period 1873-1982; private consumption to GDP was about 65%; ..
investment to GDP was about 25%. Where we have a fundamental difference is .. .
when we speak about the government's share of consumption to GDP, 40%. The

foreign sector to GDP is also very large and the export gap, or trade balance
deficit, is about 25% of GDP. These are the magnitudes.

Where are we by the end of 1981? Again in order of magnitudes: income

per capita-is about US$ 5.5 thousand: magnitudes for Greece,-Singapore, Ireland, if
you wish, about 45% of the United States counterpart. The size of GbP, about
US$ 22 billion and this is just a number to remember, because that is the size. ;.
of the external debt. Now what is the ratio of government spending to GDP?
Again, this is just a number to remember, for it is the last one that I am going

to give you now --later on I will speak of something else-- the ratio of . g
government spending to GDP during 1978-1982 was about 75%; in 1982-1983, there was
a once and -for all jump --maybe due to the Lebanese crisis-- of 90%. Deficit.
of the government relative to GDP was 26%; half of government spending was on
defence. Inflation, as I said, was for the first period 7%, second period 40%
and then Latin. American type rates. : - ' -

Unemployment: the unemployment rate in Israel has been about 2.5%, 2%, 3%.
It is a country where,.of the various targets of macroeconomic activities, growth
productivity, balance of payments, employment, its key variable is unemployment.
You will not understand its macroeconomic policy without realizing the importance
of unemployment and employment. ILabour. force is highly unionized in a very .
centralized labour union and basically all transactions with the labourers are
done through one huge union of workers. .Indexation is practically complete;
there is full indexation of most magnitudes; all contracts are indexed: wage
contracts, financial contracts, etc. And we have also a complete indexation of
the tax brackets. . This was achieved a little later, in the 1970s. .There are
no bracket creeping issues as are typically discussed in. high~inflationary
countries. The economy has been managed by basically.one"govqnnment, labour
government, and it is important because it means thgt many cf the economy's’
institutions were built around a government that has the outlook of a labour
government; a lot of managed. parts in the economy; .an important role of the union
in all activities., I mention this because, by the end of 1977, therewas 2 ' -
fundamental change in government that came against the background of existing '
institutions; economic institutions that grew up for 30 years in an’econony t0
accomodate outlooks, political and social, of a different régime and, cbvicusly,
there was clash. There was a fundamental change in policy, .The lirevalization
reflected itself in several dimensions; removal of food and other subsidiesy -
removal of foreign exchange controls; and, in a way, .a complete opening-up of the
capital account. I will say a little bit about the implications of these changes
in policy. ' . o

Much -of government spending is stated in real terms. Actually, the budget
is stated also in real terms. Directly or indirectly, the government is bound
to have so many employees in activity one or so many in activity two.

/Consequently, and



Consequently, and obviously, with a rise in wages, nominal expendltures will :
go up proportionately. There are sibsidized credits to exports, -in a way indexed.
They have exchange rate insurance; in other words, the money supply . or government,
spending is highly indexed to the rate of inflation. It is an important scheme
that has to be broken, if you are to haVe any hopes to get out of the vicious
circle, : .

Let me say a few words about the way in which we went from a 7% inflation.
to a 40% inflation, and with this will conclude my discussion of the
preliberalization. In 1973, right after the o0il shock and the Yom Klppur war, i
which was associated with large government spendlng, there was a once and for all
rise in the price level. Other things equal, in normal economic circumstances,
it would have meant a decline in real wages and in living standards. . The system
would have worked itself out of the mess. However, since you have complete
wage indexation, real wages were not allowed to decline., With the shrinking -
of the pie, something else had to yleld and, of course, what' ylelded were ,
profits. You bhad a very sharp fdall in proflts, a sudden drop in the rate of real '
investment, and a very acute decline in growth rate. This was the impact of .the
once and for all rise in the price levels, in the 1973-1974 shock. We stayed
" there until 1977-1978, when liberalization took place. Again, there was the .
impact of dollarlzatlon, ‘an immediate decline in the nominal holdings of
domestic’ currency and a once and for all shift to foreign exchange.

" ALl this happened agalnst the background of a very large budget deficit.
Consequently, in order to finahce the latter, vis-3-vis the 1nflatlon, -and
inflation indeed accelérated, it was necessary to raise tax rates. Notice that
we had full indexation and here was a first major error, When you remove a
distortion caused by food sub81d1es, for example, ‘and’ create a big devaluatlon,
you want to make sure, in a systém which is fully indexed, that the price level
is set in a manner that such action should not include the indexation. This was
not done and, consequently, every price rise, which was supposed to have been a
once and for all price rise, turned 1nto a permanent rlse that set 1tself 1nto
the inflation process. 3 o . ~:4f

We had at that ‘time the notlon that somehow 1nflatlon was easy to llve w1th
and everyone thought of the Brazilian experience: if you have a fully indexed
economy, why should you care about inflation? - The entire. discussion went from -
trylng to lower inflation to trying to create institutions that would lower its
cost. " In other words,: you stopped asking what was to be changed, what change in
policy was requlred to lower the 1nflat10n, rather than take the inflation for
granted and ask what to do about it.- If ybu 150k at employment and othexn indicators
you may say that 1nflatlon was costless; -but:thefi you 'lock into the composition
of GDP and you see that the financial’ sector's sHare~in ‘it jumped to #0%; that
everyone in the streets of Tel-Aviv sees that- every-other building is a bank and,
literally, people g0 to the bank tw1ce a day, you get a notion of the shoe-leather—
cost of 1nflatlon.- : o :

The 1Sth of the month is an 1mportant day, for that is the day when
the index is published and that is the only thing that matters 1in the news;.
whether there appear headlines about the Malvinas crisis or of the Lebanon .
invasion, on the 15th of the month there is no chance that anythlng else but the
index will make news., By now people are recognizing that the higher the inflation
/rate the



rate the more costly it is in a deeper sense: in the sense of allocation of
resources, in the sense of social notion of the attitudes towards contracts and
towards agreements that, somehow are not being properly respected.

In 1979-1980, some puzzles started to emerge. There was a sudden long
jump in the inflation rate, which they called the "steep jump". Many people
did not really understand. where it came from., Of course, you can account for
it by the fact that by the end of 1979 there were a large devaluation, a second
0il shock, another decline in subsidies.. Yet, inflation was hard to account for
spec1flcally, when the rate of nominal growth of money was by far smaller than
the rate of inflation. Real balances kept going down and there were several _
views; one of them that, if balances went down, obviously it could not have been .
the monetary sector that provoked the fall. Really, I do mot think anyone
understood fully the jump in the rate of inflation. Now, it was each time better
understood that the causes were a very sharp decline in the demand -for money,.
associated with a rise in the expected inflation. People realized inflation
was there to stay, but more important still was the escape to the dollar or to
a different type of money; so the normal definition of money was not a relevant
one. It was against this background that the concept of bubble came in, and the.
bubble theory of inflation became very popular. The notion was that it was a systemi
that feeds itself and, therefore, if we could break the bubble, without N
fundamental changes in policy, we could remaln in a lower plateau of inflation.

With this in mind, a new pollcy started to be 1ntroduced° that of trylng\
to consider inflation from the cost side; to announce that you are pegging the
exchange rate at 5% per month, when inflation is 10% per month; then, people: will
realize that if an increase of 5% per month will become the new rate, and they
are certain of it, they will proceed accordingly. This is familiar to some of "
you., Along that period there was already, in many countries, the notion that
we were really importing inflation and all external shocks got shattered.

Let me give you a bit of background as to where we are in the financial
system, before I go to a more recent episode. In the 1982 financial system,
let us look at the financial assets of the entire private sector. Here I have
data from a paper by S. Flsher, which gives pertlnent flgures.- The amount that
is held in domestic currency is equivalent to 3%; that is the entire portfolio in
domestic currency dominations; then, in foreign currency denomlnatlons, 15%; -
price index link, about 500, and equity shares, the rest. This is the composition .
of financial assets. It is important, because very soon I will tell you-how the.
equity share, which was 30% early in 1982, became 60% last month. Now taking
you back a little, the policy of trying to lower the inflation rate. through
slowing the exchange rate brought about, of course, very sharp changes in the
real exchange rate, which led to a collapse of exports, accelerated imports,
and large balance-of-payments deficits, coupled with large budget deficit.

You see now why geography and economy do not coincide in the Latin American
experience, The external debt is rising and you need to start borrowing; you
continue borrowing and you know that such course is untenable. Some announcements
are made here and there and there starts a run for the dollar. How do you run
for the dollar? Everything you have is an open window. Everyone is allowed to

/buy, say,
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buy, say, US$ '3 000 per trlp abroad In prlnclple, you have to say that you are
going aborad, but yo do not have to produce the ticket. You do not say that,
beaause you are not asked,, So, you go to stand in line and buy the dollars,

and thén you go again the next day. But, since you have time to return next
day, you go back to the end of the line; after a while, someone will tell you
that you should not do it in the same bank, that you have to remember the bank
has a branch office in the next building; every building has a bank office. So
you. go to the next bank., In short, every morning you are literally running to
the bank. . What do ‘you sell in order to buy dollars? Your portfolio does not .
have 11qu1d assets’ any more, What do you sell? You sell securltles. What klnd
of securities? For this we have to go two years back. '

o In Israel, you do not have a securities and exchange. conmlsolon as there is

in the United States. Consequently, if firms and banks wish to suPPort the
price of their securltles, they can do so. - _Banks wanted to expand and sell lots
of immobilized resources. So, they started to support the price of their
securities, Therefore, whenever there was a boom, the prlce of securities went
up; when there was no.boom, the banks made sure‘that prices did not go down. .
The only . thlng that happened to. the price of secunities was that they went up
and thls actually. reyrcsented an extraordlnary real rate of return of 300 per E
year, There was nothlng nlcer than this for a . local investor or for .one from )
abroad. After a whlle, the propartion of bank shares. in portfollos jumped from
30% to 60% Needless to say, their prlce and thelr earning ratio _-were completely
unrelated to thedir. equltles. ‘Stock prices were really bubbles, if you want, and
they went out of 11ne. -This had 1mpllcatlons on 1nd1v1dua1 behav1our, because
you did not need to save any more. You spent your income; savings went to zero,
because the appreciation of ex1st1ng securities went up very muchj 1t eounds Jjust
like. appre01atlon of real estate in some other countrles.z

In any event ‘this is the story. There is no link ‘between the changes 1n
the value of wealth and the flow of income and spending.

When you have to find resources to buy doiiafs; those are the securities
you are bound to use, all your portfolio is the security; so you are selling
the security, but if you are going to do it, then somebody, the banks, will have
to buy those securities because that is what they do to maintain securlty prices.,
So, what is the mechanism? As they ‘Want to buy the securities, they give
dollars to the private sector and, in turn, they get securities from the private
sector. That is all that took place. In the meanwhile they lost llquldlty and
so, we got into a liquidity crunch; then, the guestion is how do we .get out of
it? You either get out of it by giving up‘the idea of supportlng the prlce of
'securltles, which may mean an overnight 50% to 60% fall in’ stock(prlces._ .This
is an important point, because most firms, in thelr credit demand used as
collateral ‘those securities and’ when the collateral went down to half or: 30% of
its value ses yoOU know what the credlt crunch means.'

. -
[T T
ot TR T

At that stage, the managers of the major commerc1al banks went to ‘the Bank
of Israel, and the Bank authorities realized that the situation hid turned into
a macroproblem, in the fundamental sense, and they decided to close the stock
exchange and to find a way out of the mess, It was the last week of September

/of that
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of that year, and by then it had been realized that the problem was not the bank
stocks, but the dollar demand and that, in order to obtain dollars, there was
no other way- than to try to unload those securities,

This was an extraordlnary experience, because you could see how essential
credit is in an economy you see it when it does not work. :

How do you - re-open the stock market and what do you do with the price of
stocks? The choice was to let the market drop by 50% or whatever percentage,
nobody knew, or step in: that was the first disaster. There was an agreement.
that the government would back those stocks; there was a plan to do so within
five years; if some unloaded their stocks, that was their problem, those who
kept their stocks, were assured that in five years they would get the initial
dollar value of those stocks. In other words, the government undertook a
US$ 7.5 billion potential five-year commitment. Remember US$ 7.5 billion relative
to US$ 22 billion external debt. The problem is that we have to get used to =
distinguish between external debt and domestic debt and to treat them differentlyi

There is another lesson to learn, because somehow at the end of the road -
somebody has to pay, and the government cannot produce something for nothing,
whether it is external or internal. Well, here the trial balloon: exploded.
Really, there is not much more to tell, éxcept that there was a governmental
meeting and it was decided to devalue the currency by a tiny amount relative to
actual needs, a.23% devaluation: to be accompanied by a large fall of subsidies.
This induced a very sharp rise in the price level, which wiped out the real
devaluation. Furthermore, it was said that now labour should also do something
about it and that we should forego indexation. A political-error was the
argument that if;labour did not forego indexation, if the unions did not like it,
there would be legislation and they would have to like it. In a country where
labour unions are so strong and big, and the government coalition is so weak,
there is no.way to carry through this kind of policies w1thout ex ante maklng a
deal with them, - '

Well, what are the lessons that one oaﬁ draw? B
Mr. Iglesias: H

By the wey,'what happened:with the stocklmarketé
Mr.‘Frenkel: |

They decided to open it in two steps, ‘and this was intelligent: the first
step was to open it on Thursday, the previous ‘week and to allow exclu31vely sales
and purchases of index linked bonds; not of securities. The reason to do it
that way was that there was a potentially high demand for index linked bonds,
since the index includes the whole effect of the devaluation and of the removal
of price subsidies. The notion was that if we were to have no big collapse on
the third day, maybe “the panic would dlsappear. What happened on the third day
of trading, I really do not know. R : .

/Now, the
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Now, the budget deficit is of course there, extremely large and, probably,
it is the root-cause of things. L

The second lesson which many people learned the ‘hard way. is that 1t 1s
not wise to attempt to stablllze inflation through the use of the exchange ‘rate
as an instrument, So, here, repeating what John Williamson mentioned yesterday,
and I think it is well 1dent1f1ed .and recognized. now,  there are really five
key strategic macroeconomic variables, namely, real.exchange rate, real wages,
real interest rates, unenployment rates, .and..debt. 'When they show extremely
large changes, I th1nk 1t is better to.. stop and con81der what is g01ng on.-

v
(.

One needs to have what Flsher called, in.some. earller reports, a nomlnal

anchor. There was, llterally, o, nomlnal anchon, everythlng was done in real
terms, ; »

banks,:
issue ‘to which I am not’ sure we' ‘have an«answer, whlch 1s the trade off between

the loss of faith and the really flx1ng,offth1ngs. There. ig no doubt that

Israel opened the capltal account mich to “fast..'In. the. facefof a large budget
deficit, there was no way that in’an acceleﬁated inflation,- the massive opening-
up.of the capital account could have ended in a different way. -But. it was opened.

_ The potential fall in the' stock prlces, really. arose -because of a run into

dollars. You know ‘that it" WOuld have been very nice. if the dollar window had been '
closed, ‘because that would have meant the 1mmed1ate ellmlnation of that problem,

or at least of ‘its manlfestatlon. Should you close the;window:at that moment,
knowing ‘that ‘it ‘shotild not have been ‘open . in the Ffirst place? What do you lose?

«:ffCould you afford c1031ng “the w1ndow° : Opy nayb you eanyput it dlfferently'

-can yeu -afford not closing the w1ndow° ThlS 1ssuexrem1nds us -of the early
,dlscu531ons in ‘the IMF, in the old days about a. "fundamental disequilibrium"

or af"more,fundamental dlsequlllbrlum"; one or the other, the word "fundamental'
igw there,‘ Do:'you try leaning against the window in. the- face of a storm? "Up to;
now, they resist c1051ng ‘the forelgn exchange window and, therefore, at least = -
up to now’ fhe root cause of’ the run for the dollar remains unchanged. Of course,'
there is &' ‘change in personnel,’ but that is always happening:and everyone is
inclined to think that Just’ changlng faces and policies-will- change things.

That happens only if you belleve in bubbles, if you believe there-is nothing real
underlying, so you Just - have to galn credibility, . All goverhments say "give us
one more chance'", One always wonders "what did you do with. your last chance’"'“
So, let me stop here.'ﬁl>,. - B

Mr. Massad:

Thank you very much Jacob. m.

What you say is- 1nterestlng and I thlnk that most of us can 1dent1fy, 1n
your presentatlon, problems and issues that are quite relevant to our. own '
experience, Rud1 would you like to say a few #hings about Bra21l? U

g
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Mr. Dornbusch:
Thank youy, Mr. Chairman.

One of the important issues in Brazil is why real interest rates are so
high and why people believe, at least in Brazil's Central BRank, that you cannot
lower them. The common view would be that money demand and supply determine
the interest rate, and you would be surprised if you learned that in that country
that is not true. Yet, if you were to listen to LlSCLSSlonS, it would eppear
that there the interest rate is determined otherwise and that, because other
things are different' in Brazil,- ‘the determination of the 1nterest rates is also
different. 'But, in Fact, when we think of money demand and supply, we have to
understand what the money supply process is. In the Brazilian money supply
process one essential' part is the dollar llablllty of flrms. Under that
country's regulations firms borrow abroad; the Central Bank makes firms borrow
abroad, in order to ensure long-maturity of the debt but, in exchange, offers
those firms and banks a domestic exchange rate guarantee that takes the following
form: firms, any tlme before maturity of the loan “any time of their choice, can
apply to:the Central Bank- and_pay off their loan,_ From then on, the.Central
Bank assumes the exchange risk; and firms sit quietly without their dellar
liability.. Ifno ‘devaluation-is expected ‘and Brazilian interest rates are high
relative to. the New York rates, you want to be financed in dollars at. the -

New York loan rate, - But if- you think a big devaluation is about to comes - you
want to pay ¢ff your dollar 11ab111ty before you have a major increase in your
balance sheet.’ So, 'sémehow, the firms' pos31b111t1es of paying their dollar. .
-ligbilities to- the Central Bank, in ant1c1patlon ‘of depreciation, enter into

the interest rate determanation. “If they actually choose to do .so, what would .
happen? High powered' ‘money would decline one for one with .the reductlon in the
firms' liabilities and ‘the Central Bank's " assumptlon of the, exchange risk.

Why was it that, the Brazilian authorities had .a very hard time 1ncrea81ng the
money supply? . Because firmg' expected the devaluatlon and were madly paying .

off dollar loans to the Central Bank, ° Therefore, hlgh powered money was sharply
falling. On the other side, the Central Bank was buying securities to keep Ii.
growing. - When we have this story, what is riow the questlon about lowering. the
interest rate? -The interest rate is kept hlgh because it has to be high enough
_so that firms will not try and pay off all the loans._ What does the Central
Bank do? One:'possibility is to have. an open market operation big enough to.
absorb the entire dollar debt and then you can increase the money supply. Note,
a big-open market operatlon does not mean a great 1ncrease of the money. stock
But the ‘moment ‘the endogenous component is abolished because you. have ‘absorbed
your dollar debt, of course, the money supply is sharply affected and the. interest
rate is lowered,

The other possibility and I mention it as well, is to get rid of the
dollar debt, not by buying it in an open market operation, but by doing one or
two things: either you say "this exchange guarantee has to disappear" and you
pay off your loans when they mature. The alternative is to say: you have to
pay “them ‘off now. So, where are we after that? Of course, money demand and -
money supply -influence the interest rate and an increase in the money stock w1ll
change the interest rate, but because high powered money is largely endogeneous,
you will have to have a lot of it before you get to affect the interest rate.

/Is there
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Is there any reason. ‘why we should not buy up .the entire dollar debt of firms?
It is a good idea to do that. First, you go out to make a market operation.
You sell money and buy securities. As interest rates fall, firms say "we will
want to borrow at low-interest rates the old debt"." And the increase in-monéy
is very small. You keep doing that, But in order to 46 it, you have to be -
buying something; you buy securities. We can buy government securities that
are denominated dollars, So, by the time - you are through buying the dollar
debt of the. firms, by buying securities in the open market, you have also
abolished the government's dollar.debt. There are no more dollar sécurities
around; neither government debt nor-dollar liabilities of firms. o

Mr. Massad:
Thank you very mubh, Rudi, N '_ o “”JA o _f N : PRI

=7 This reminds me of a situation in Chile, by ‘the middle of September last: .
year, when an effort-was done to increase the moriey supply and reduce interest .
rates, with the only. result that the dollar indehtedriéss of ‘the private sector
was reduced. It is exactly what you are concluding here. ~Now is the time to " . -
extract some lessons from the experiences we have heard about this morning.

Here, in ECLAC, some work is being done on that; particularly, the Economic
Development Division of ECLAC.is doing some work, and Joe Ramos is the man who
has been writing on the ‘subject. So, would you please, Joe, give us an account
of what you are doing. ‘ [ : ‘

Mr. Ramos:

I would prefer not to-give an account of what I have been doing in my
study of stabilization and economic liberalization in Argentina, Chile and -
Uruguay; because it might take us too far from today's topic. Moreover, -in
one way or another-most of the key lessons that I have drawn, already have been
stated by the majority of you. - S0.1 would like t6 limit my comments to one
central issue: variations on the theme.of getting prices right.

I think one of the paradoxes of the neo-liberal experiences as they are
called in: Spanish, I suppose they would be copsidered neo-conservative or neo-
monetarist -in English, is that .an approach that placed so much emphasis on:
getting prices right should have failed because, in fact, prices got so much
out of line. This is the issue I would like to address. The three prices most
obviously in disequilibrium in. t} se experiences were: i) the exchange rate,

B e T E
with the problem of thei ieventual .overvaluation of the currency and the ensuing
balance-of-payments crisis; ii) the real interest rate, well above what anybody
would consider to be an equilibrium interest rate and which would eventually
lead to a:major financial.crisis; and .iii) the wage rate, real wages falling
far below what one would think would Lc requirid to méihtain'full”employment,
without always yielding full employment. o IR R

'The main lesson-ié3f§irly;gbvibué; the literature now‘aboupds”in*it:
movements toward equilibrium.are.not. speedy, or not speedy enough. Nor are they
necessarily convergent; they are often divergent, at least for'a While.“‘At a
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more theoretical level, the lesson is that market clearing prices are not
necessarily equlllbrlum prices, at least if we understand by equlllbrlum prlces
those which would prevall if all other markets, in addition to the one we are
ermlnlng, are also in equilibrium. I think to a large extent this lesson flts
in very much w1th the other experiences we have heard about thls mornlng. o

To examine this p01nt in greater detail, I would like to refer to two of
the disequilibria. that I mentioned. First, let us take trade llberallzatlon.
At this stage, I think, everyone is aware that trade liberalization was rather
successful in its export promotion phase. So long as the real exchange rate
was relatively high exports really expanded. The failures of trade liberalization
were associated exactly with the reverse situation, when the exchange rate
was used, not to achieve external equilibrium as in the first years of each of
these experiences, but was used for purposes of price stabilization and the
exchange rate lagged behind inflation. Nevertheless, the questlon arises: why did
not intermal prices adjust in accordance with the programmed rate of devaluation
plus international 1nflatlop, but. rather rose more rapldly eventually leadlng
to a balance-of—payments crisis due more to thls fall 1n the real exchange rate
than the lowerlng of tar1ff° '

Several‘microeconomic explanations seems relevant. One of the explanations
deals with non-tradeables. . There might have been. an excess demand for these
raising theéir prices. To the extent that the producers of tradeables had some
room for setting their prices without 1081ng much of their market, and to the
extent they tried to set their prices in accordance with their historic relation
to that of non-tradeables, then the price of tradeables may have rises even
without an excess demand in that market. A second reason is that the law of .
one price held, but it held in the wrong way: rather than internal prlces moving
down to international prices, the price of goods tended initially to move upwards
to that of domestic goods. Of course, we all know that this could not continue
forever; eventually prices need fall to international levels or a balance-of-
payments crisis would ensue. The question remains to why there was this
tendency to set the prices of 1mports at the level of domestlc prices and not
the reverse'>

One explanatlon for this is that there are qulte a lot of marginal
importers. If someone imports but ten bicycles, he obv1ously is going to sell
them at domestic prices and.not at international prices plus tariff, and so on.
Another reason is that-many of the former producers of import substitutes later
came to 1mport many of these same goods. -Consequently, they themselves would
try to set prices so as to maximize their operatlons, both of 1mport1ng as well
as produc1ng. - :

A thlrd reason, whlch I thlnk has not been sufficiently empha51zed is
that though there are possibly 5 000 (to give a number) tradeables
produced within each of these economies, they substitute 50 000 tradeables
outside; that is to say in mosts cases there is very imperfect substitution
between domestlc goods and foreign goods. The case of Uruguay, I think, is
quite pertlnent in this regard. . Uruguay- did nothlng or virtually nothing, in
terms of tariff reductions. Yet, the growth in its imports of consumption goods
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was as strong as that of Argentlna and Chlle, .who did cut tariffs 31gn1f1cantly.
Yet in Uruguay tariff were not cutj they SJmply eliminated import prohibitions,
quotas, and the like. ' This suggests-that in.theuppexr~'and lower-income strata,
especially there.is non-price competition. - Some people,: for examp1e3 will
prefer whisky. in. terms of quality, say, at -almost:any reasonable price:rather
than. aguardiente or:pisco. :There are. people of sophisticated taste, who p0551b1y
make up. 10%-200 .of: the market .for whom:it is-virtually pointless to try to '
complete by lowerini-the price of:pisco. by whatever percsntaze necessary to keep
that 20% of the market. So, you. lose an .upper. class fringe and, of course, the:
reverse, in the other case. :Hence, .a certain amount of market is lost because
of non-tarlff reductlons but simply, because of the elimination of quotas +
prohlbltlons.A And. this: v1rtually has no effect on - domestlc prlces.

In any case, the conclu51on that one arrlves at in examining the three *
country experiences is that the law.of one.price did not.hold; - that most of"
the increase in imports was due not to the reduction in tariff, but to the fall
in real exchange rates. The comparatlve study.of these three countries also
suggests that we have been over-euphasizing.the issue,of seguence. Argentina did-
not open-up its trade -as soon.as Chile nor as: much .whereas it openedxu>f1nanc1ally
This has led many to belleve that there.was,. less pressure on prices in- Argentina
and, consequently, its domestlc prlces were :able to.distance themselves considerabl
more from 1nternat10nal prlces- that is,.-the. exchange rate would overvalue much
more, - This explanatlon is .valid for Argentina vis-3-vis Chile.. Yet the country:
that had the leastexchangerate overvaluatlon was not Chile, but Uruguay. ‘And
its trade opening-up was only slight,. the least of the three. What I am getting
at, in this respect, -is that the . exchange. pollcy -and. ithe. behaviour of domestic.
producers were con81derably more important in.the determination of what happened
to imports than were tariff reductions or the' sequence or speed with which these
were put into effect.

3 ,;,Ag . : . TR

The second case that I want to examlne is flnanc1a1 market d:sequlllbrlum.;
Professor Frenkel this morning,and Rudiger Dormbusch, this afternoon, have -
drawn . attention to one ‘of the. .points that I wanted to make. " Whereas in my - .
student days one generally assumed stable and convergent movements, today we seef
that divergent movements leading to explosions can take place. Ve have seen.
"bubbles" in financial marketsand. now we have to -try to explain them.- I
recognize that this is very easy-to do ex post, and not so easy, ex ante. But
I also think, in all fairness, that ex ante there were.clues, : What were these
clues of possibly explosive disequillbrla? In. all three countries, very high -
real interest rates, of the order.of 20%, 30% per year ;in some cases, for .
several years. There were also huge spreads between domestlc interest rates.
and international ones, again of the order of 20%=30%. " Obviously, no-economy'.
that grows at 5% annualy.can be paying such high interest rates. The only -
values that grew at similar rates as a matter of fact, and this is where .
Professor ‘Frenkel's. analogy between Israel and Latin America comes in, -the only .
thing that really moved on at that rate were stock prlces and, I would say, the
value of assets. .For example,. the value of stocks in real. terms sextupled in Chlle
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in seven’years. That is the only thlng, the only magnltude, that moved roughly
in accordance W1th real 1nterest rates.

What explalned such hlgh interest rates? An unusually hlgh demand for
credit. In addition to the normal parameters which enter into'any demand for:
credit --expectations of income flows or the (high) costs of that credit--

I would mention another two; expectatlons of exceptional capital gains (somethlng
which recurred in the beglnnlng of these experlences) and its inverse, the
desire to avoid exceptlonal capital losses, hav1ng to sell off assets or
inventories when nobody is buv1ng (as occurred in the last year of these
experiences). In such a case the demand for credit increases and firms are
willing to pay almost any price for credit so long as banks are willing to oblige.
Consequently, the demand for credlt and. the ensulng high interest rates then
become destabilizing elements.” Banks, of course, attempt to renew such céredits
to the extent that they have no other alternatlve, or to the extent that they -
in fact belong to the very same owners as those Firms. .

Hence, one of the phenomena ‘'which I think we should try to consider is
the possibility that markets may be destablllzlng and, especially, that the
financial market which is a fast price ad]uster, may reflect disequilibria from
other markets. Disequilibrium may come from’ exchange ‘ratess or from overblown.
prices; or from overblown assets.: All. these dlsequlllbrla will reflect
themselves in'an excessive demand for credlt._ What is the moral of this?

As far as I can see, it is that dlsequlllbrlum is pos51ble and for a sustained
span of time. Since’ speeds of ad]ustments between markets are not uniform,
movements can be tran51tor11y dlvergent rather than convergent. Moreover, the
dlsequlllbrlum in one specific market may be a ‘reflection not so much of
disarray in that market, but of disequilibria in other markets, be they aSSet
markets, ”oous 1draets9 eychan ‘e markets,  or Wudtfver. .

If this is so, what do- you do about dlsequlllbr1a° I thlnk ‘one. of the
reasons why the dlsequlllbrla theory in the literature is not favourably regarded
is that disequilibria are very easy to spot. ‘after the fact, but not to predict.
One can mention an infinite number of ways of achieving dlsequlllbrla, so it
is almost useless," ex ante, to try to programme that into any model. Nor
certainly would one nermally want to argue for the reverse orthodox pollcy
conclusions: for example, that in the case of a stabilization pollcy one would
normally want to increase the money supply because this might, in the ‘short run,
lower interest rates and, consequently, prices; or that one should raise. real
wages in order to reduce unemployment. To be sure, one can imagine dlseQulllbrlum
situations where this might be the case but I don't think one normally would want
to prescribe these adjustments ex ante. There was a tendency in the three
countries that we are examining to believe that the market clearing price is
the correct price, that is to say, the correct equlllbrlum price; and that '
relations which hold in the long run also hold in the short run. In short, they
believed that disequilibria were either impossible or irrelevant. Hence, they -
tended to overlook or rapidly explain away odd phenomena: the notable difference
between domestic and international prices; or the strange fact that while real
wages fell, unemployment shot up, and when wages rose, unemployment fell.
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I think one of the 1mpllcat10ns of disequilibrium analv31s, let us call it

the negative lesson, is that. "outliers" are possible, to borrow Professor
Harberger's term.. In a more positive plane, one of the policy implications is .
to try to keep variables within a reasonable range of their normal, long-run :
values, for the market is efficient as ‘regards’ marginal adjustments. It is not

so good, however, when we are deallng with large adjustments, in several markets..
In a sense, in such conditions, the market is groping for "numéraire". And
policy need provide it. S '

Flnally, returnlng to stablllzatlon pollc1es, here is a case where this
positive lesson can be applled. We all know ‘that slowing inflation is basically
a question of brlnglng down or deceleratlng the nominal value of all variables
at roughly the same rate. If that happens, there will be no loss in output.
We have learned, after a long tlme, that it is not just a question of decelerating:
one of these alone,for example, money supply, to bring down the rest. No, -
when only money 'supply. was.decelerated or money supply ‘and wages, it proved to
be insufficient, Prices were slugglsh in slowing and/or real interest rates’
got out of llne, -and so we- generated a. rece381on and a regressive redistribution.
of income. Or in phase II of these experlences when the exchange rate was °
controlled in accordance with inflationary goals in the hope that prices would
move in the same direction.and at. the sane speed, and so interest rates and
wages, these did not. -An external dlsequlllbrlum was eventuallj generated. ;i“
The lesson I draw is that a successful stablllzatlon policy requires gettlng
the nominal values of four or five key variables of the economy to slow.down -
simultaneously, which implies not repressing them, but guiding theni, controlllng
them, targeting them,. at least for some tlme, harmonlzlng them, lest they get out
of line, . S

Mr. Massad:
Thank yon very much, Joe.

In this task of draw1ng lessons, Rlcardo Arrlazu wants to help us too.
So, please go ahead, Rlcardo. S ~

Mr. Arriazu:

When, this mornlng, I was comlng to this meeting, where we were g01ng to
talk about each country's experience, Rudlger Dornbusch asked me if I was going
to explain how I had managed to achieve the highest overvaluation of a currency .
in history. Besides disclaiming the fact that I was the sole author of that
achievement and disclaiming the fact that this overvaluation was the highest
in hlstory, I had thought. that this was an occasion to spare the partlc1pants
having once agaln %o listen to how we attained this epic achievement, .
particularly since this epic achievement’ has become now a kind of legend, llke
all legends growing through time. In that sense I am happy to inform this ‘
meetingthict the famous two-dollar coffee in a Buenos Aires hotel in 1980 has.now
become the five-dollar coffee, so that you can see that it has really become
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an epic. If you'allow me to contlnue w1th thls cynlc tone, I ‘should also like

to info¥m this meeting that: tnlngs‘after ad]ustment, in Argentlna, have worked
"all right". We have now devalued the peso 7 00(%, and exports have fallen

and the overall balance of:payments. has deterlorated. T thlnk that the question .’
of why exports have fallemn after this. 7 000% devaluatlon needs further analysls,
1nclud1ng the role of exchange rate changes. Inflatlon, last ‘month,was 2u%.. Ve
are in the verge of hyperinflation. However, since the subject of thls sectlon

is what we have learned frcm experience that is what I want to talk about.’

In most dlsequlllbrla there are 1nternal and external elements. Let me
talk first about the extermal elements, since on this’ subject we are more in
agreement, The external shocks, . in, the perlod 1979 1982 ‘were extremely acute.
I was surprised to'see the figures in the paper of Carlos Massad; they are
quite similar to some of the:calculations that I have completed recently., In
Argentina, for example, :during the. perlod 1975~-1982, the 1mpact of ‘external’
factors upon the detérioration.of. the external sector can be estimated-
approx1mately at. USS. 16 billion. .QOf. this total the largest neterloratlon £o0k
place in 1981 and .1982,: At present it can.be estlmated that the external
factors aceount for-a deterloratlon in the current account of the balance. of
payments of.approximately USS.4.5. bllllon per year; that is, the combination
of terms of trade, of interest. rate. and of lack of external demand. o

+ I-was llstenlng just a moment ago, to the questlons in relation to 1nterest
rate.’ It 'is -interesting to note -that, . 1f you take ;nternatlonal interest rates
and ‘deflate  them by the -behaviour of . external prlces ‘of Argentina, real interest
rates' turned out to-be extremely hlgh., Lqﬁlnw lSdl, for example, real 1nterest

rates reached a level of 70%. . e . : . AR

In the case of Uruguay, the decline of terms of trade and the rise in
interest rates explain a deterioration of national income equal to approximately
12% of GDP per year. Which are the factors behind this external shock? I
would put the blame on the United States monetary pollc1es, -especially after the
Tokyo decisioh related to the effort of industrial countrles to flght 1nf1at10n.

What happens when a country whlch is in fact an open economy behaves and
conducts its economic and monetary policies as if it was a closed economy?
Basically, the fact is that the United States is an open economy and conducts.
its monetary pollcy as 1f 1t were a closed economy.

- l ‘; @_‘ ; .

Another 1mportant questlon related wlth these external factors is why
other areas that have'also suffered these-external shocks, have not ended w1th
the same problems of Latin America. If they. have suffered the same kind of -
external constraints, why have they not suffered the same consequences? Here,\
I think that we -should consider, first, .the. pos51b111ty that they have indeed -
adjusted earlier--and,*second, the p0351b111ty that since.many Latin American
countries are used. to: inflatlon -and many people think that to be indebted is
good when you are’in an‘inflationary env1ronment, perhaps this experience of the
private sector has: pestricted: the effectiveness and the will of the public sector,
and therefore, most of the latin American countries got into debt thinking that
inflation will alleviate the burden of their debt.
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The second subject that I would like to talk about, and this was touched
upon by Mr. Iglesias, the first day, is the question of capital flows and holdings
of external assets: by the private sector. We have all heard that the total of
Latin American debt is about US$ 300 billion; what is not mentioned, however,
is that Latin American liquid assets abroad exceeds oUS$ 100° bllllon.‘ In the case
of Argentina, my own. estimation is-that dollar holdings'abroad by Argentinians -
are approximately US$ 14,5 bllllon, and of these, US$ 13 bllllon left the
country - from 1980 onwards.' - . .

The thlrd'questlon.that should be considered when we are exanining external
factors and the behaviour of the external sector, is the problem that the
available data for individual countries is not consistent. ¥é know that the
sum of all current accounts of the world. should be by definition zero. However,
according to official statistics the aggregate is approximately US$ 15 billion, -
nagative and growing. The question is why? If you take individual countries and-
you take the current accounts, which should be matched by variations in assets
and liabilities,you find that they do not match. Here, of course, we have the
problem of overinvoicing and underinvoicing and also, we have the problem that
there are many real transactions that do not appear in the balance of payments.
Spec1f1cally, I am talking about arms, which increase the debt, but do not appear
in the balance .of payments. : -

Flnally, we have 1nternal factors, in which I 1nclude exchange rate f‘--:
policies, trade and capital liberalization, fiscal deficit, -wage policies, tax
policies, public service tariffs, etc., What have we learned about these internal
policies? .- The first thing that I have learned is that economic policy has to
be consistent; if it is not consistent, then you are bound to have internal and
external disequilibria; this is obvious. The second point, which is .also obvious,
is that the real variables --by this I mean real exchange rate, real money, real
interest rate, real wages-- play a very important role in the determination of
macroeconomic equilibrium in the real sectors. However, the problem is that
governments do not manage real variables; they only manage nominal variables
and not .very well. Do we really "know" how to manage nominal variableés
to obtain certain objectives in terms of real variables.

We have learned that sharp modifications in nominal variables not only
affect flows but they also affect stocks and; a$ such, produce enormous transfers
of net wealth among economic agents. We tend to forget thls lesson, espec1ally
when we talk about nominal exchange rate movements,

Another p01nt mentioned in thlsimeetmng~1s related to the. fact that capital
flows tend to be disequilibrating. Based on this conclusion many'analysts have
suggested imposing controls on capital movements. The problem is that we have
not learned how to control capital flows. .My own experience 'is that you cannot
control capital flows in a country used to controls, for example, at this moment,
in Argentina, :you have a whole barrier to capital flows and if you look at the
statistics.it would appear as if capital were not going out at all but, according
to many calculatlons,just during this year we have US$ 3.6 billion of capital
outflows hidden through the- current account. This explains partly why, with a
7 000% devaluation, exports have not increased: off1c1ally recorded exports ‘have
not 1ncreased real exports have indeed 1ncreased. :
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The final point, Mr. Chairman, is that when we talk about managing ‘the
external sector, Wé’havq'tqitdké.iﬁtb'adéount some problems that appear ‘in the
present treatment of the exterfial 'sector statistics. We all agree that “the
current account registers the flows of goods,’services‘and.transférs”during‘a. o
certain period, ard as such any disequilibrium in the current account must ‘have '
a counterpart in variation ‘ih assets and liabilitiés, of either thé public sector -
or the private sector. ~ The balance of payments is a measurement of the Lo
variations of some assets and some liabilities in the accounts-of the authorities.
It used to be important, but no longer. With all the problems of overinvoicing
and underinvoicing, the official current account does no longer register what .
is really happening in thé current’account. For example, my own estimation is .-
that at present Argentina, that has a recorded current -account deficit of ,
US$ 2.7 billion, has a surplus of US$ 700 million, capital flows therefore find
their way through the current account: o : S -

Another problem in the analysis'of the balance of payments in an inflationary
environment has its 6rigin in the fact that the nominal interest rates include
a "real" component and'a maintenance of value component. To impute all interest” -
payments to the current account without considering the fact that part of
interest rates is for maintenance of capital, implies overestimating and sometimes -
underestimating what is happening in the current account as 2 measurement of
transfers of real resources.

Therefpre,:Mr;:Chéirman;jt§Cpnélude;nI"thiﬂkfthat we have quite a number
of lessons to learn from ekperience, but we have to learn both the good lessons’
and the bad lessons. = s e TR A

NEF]

Mr. Maééaa}

. S : : : - N B T E M Uy
Thank you very much, Ricardo. As usual, a very stimulatingQppéSentationuﬁf‘i* ‘
Yes Rudi, o, right anead. o S o R Y

Mr. Dornbusch:

I wanted to ask a question, Ricardoe. You made a very important point,
ve have learnéd that consistency of policies i$ of prime fmportance. I, -
really want to disagree, I’ thirk we have-lived with economies that: have been
mismanaged, for, as far'as memory will go, and even though economies ‘stay, within -
one standard deviation of where they might optimally be, on ' occasions they go
extremely far away. .

Policies always hdve been inconsistent: tértainly under the gold: standard,
certainly in your ~country, so why is it that only 'so rarely they go s0 far
away. I think very rarely we combineé our incotigisternt policies with the paymernt:
of the positive rates of return on:paper’assets. ‘Every time we allow that, the-
system blows up, because we shift the ceéntre of gravity from production’ to "* -~ °
financial markets, and that in the shortést time. “'There is no limit on the "~
amount of over-determination we can achieve; it a month, in a few months,we can
blow up the whole economy. So I ‘think ‘that your inconsistency is not the problem. -
We have to be aware, in the financial market, that you cannot get positive rates of
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return on paper assets, make them safe, make them more than competitive with

real capitals and surpluses, nor go and speculate with those. Everybody knows

that it is going to bounce in one half year, if we let it go. The problem.is

there; not in the inconsistencies. Even with the best of intentions, inconsistencier
never turned solid, and, if we try, we will make a great depression on the way.

What we can do is toabolish this belief in maklny flnan01al markets the centre
of the economy. AR

Mr. Ramos:

Rudi Dornbusch, whenvjou say avoid paying positive real rates of :
interest, do you really mean positive or either you mean something greater than
the historical range of 3% - 2%? ‘

Mr. Dornbusch: .. .. - e oo mus ‘
- Toepeer 1o Lo n ety R e e . CoL st tiny b A FO BN

What I really have in mind is we should not try to promote the payment of
real rates:of return on-paper assetsrtas anractivé' concern of econemae efflclency.
Every time we do that we will get the:centre. of. gravity wrong. " What I mean, is
that with these policies of raising the reil rate of return on. demand. dep051ts
to promote intermediation, the economy can very,: very rapldly, go wrong 1n the
way that has been described. for each of these economies, - - SRR

Mr. Arrlazu-

Based on what was said thls mornlng, I was playlng w1th compound 1nterest
rate and, of course, with the 5% real term, in ten years:it becomes 62% end 10%
becomes 150%; 20% is 5206, and,-of gourse, we can-continue.. The problem is that
when you have that the main reserwe currency has a real-rate of return which, in
terms of its own inflation, is 7 or 8%, but that in terms.of .our inflation:or of
our export prices it is 70%, like in. 1981 --or 25%, like now--;:it is very little
what we can do. How do you. conv1nce our people to hold our own financial assets
at smaller returns unless you have, effectlve .controls on capital movements?:
My own experience says controls are not effective; perhaps.you may insist that they
are, butagain, my own experience says that they are not, unless you play some
kind of trick; for example, :set-your internal interest rates high in terms of
dollars, but low in.terms of your own currency, which implies playing with the"
exchange rate., Really,.I do not.know how you could solve that problem, and’ thls
is one of the biggest ‘problems that -We have now in Argentlna.

Mr. Dornbusch:

Orthodoxy cennot be the answer.: That causes this discrepancy. ' I disagree
with what John says, not with what is in his heart. When the reéturn on capital
goes down, as a consequence of policy, there is a disequilibrium. I agree "
that, in Argentina, capital controls cannot ~work, if people live thinking-in
dollar terms.. In Brazil that is a totally different issue. I thought I was
making a remark that you could endorse, that the move to consistency:is really
not the answer,.in many cases, and that we are to be .careful with the financial
system so as not to allow it to be so attractive; that we have to definancialize
the economy whenéver there are big shocks.

i /Mr. Massad:
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Mr. }‘fiaSSC-J: e

This hag to -do with one of the main points ralsed by Ernesto Gaba this
morning, in describing the Argentinian experience and the different ways in which
they go over and try to get the financial market changing the nature of instruments
and so on.

I had warned Al Harberger that he would be called upon to give us his
conclusions from his own experience. .Al, will you please take the floor.

Mr. Harberger:

I shall try to be concise, concentrating on my own opinions and my own
conclusions, drawn fﬁomumy.own experience -not attempting to summarize the debate.

Number one, a: blg le%son is that lots of people have made mistakes by
bailing out banking: 1nst1tutlons. We have seen this, in different ways, in
Argentina, Chile,:Brazil, Israel, etc, Ultlmately, one must reallze that in
most relatively modern economles the financial system is just too'big for the "
fiscal system or the government to be capable of coping with a large systemic-
disaster., Too much bailing out encourages lack of discipline by other banks.

Yet there must be an underlying discipline. In Chile, the problem started way ' -
back with the Banco Osorno. If the government had not bailed it out (which
would have been easy to do, for Osornmo's failure was an isolated instance), it~
would have given signals. I have lamented and written so many times that when -
a banking institution fails and the government wants to bail it out, not do

it by paying all the interest; pay half the 1nterest-pay1x>1ntereet- pay 90% of -
the capital and no'inferest;-you have.a perfect range of calibration from 0 to
100%. Why have you to pick 100%? The big mistake is the 100% bailout. Anything
less than 100% is a lot better and it gives. a différent signal. So that is

one big lesson. I say, never bail out 100%; always, no more than 95%, if you
want to bail out anything. : .

Ernesto Gaba was talking about the law of one price. Where does that fit
in? A number of economists seem to feel that this law applies even to non-
tradeables. Presumably this comes from countries having the same production
function, plus factor price equalization. In our world, that is nonsense.

The law of one price tends to work with tradeables, but actual and real tradeables,
On interest rates, what do we know? One set of interest rates that are broadly
similar across countries are their rates of return on phy51cal capital measured
over long periods. I did quite a lot of that kind of work in this area, and
others have done similar studies. In my study, Korea was an outlier, with a

16% real rate of return. Uruguay was an outlier, at 4% or 5%, depending on how
it was measured.. Most countries, however, yielded measured real rates of return
between 5 and 10%. You take any real interest rates measured from financial
data, across countries, .in.recent periods, and you see an ample range of
variations. ' In that -context, the empirical data do not reveal any genuine one
price tendency. I do not think any strong argument exists that says that real

/interest rates
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interest rates will be the same across countries in the real world. It's like
factor price equallzatlon in general. Models can be built in which it is a
necessary 1mpllcatnon. -But . the real world data do not support those models.

Another thlng that I thlnk has been a mlstake in the Southern Cone is
letting in too much capltal too fast. Ve have heard that it is ' hard to‘-keep
capital from golng out, when it s eager to go away, but it is not so6 hard to
keep it from coming 1n.' It seems to ‘me that the time to-control inflow is’when-
there is too much capltal comlng 1n. Now, here 1n ‘the Southern Cone, Argentlna,
during, -say, 1980, had an interest rate ‘in pesos of about 6% per month;
devaluation was pre-programmed at the rate of ‘1 to 1°1/2% per month, and there-
was absolutely free and legal entry of capital. Together these imply" an interest
rate of dollar inflows equal to 4.5% per month. Since a fair fraction of these
inflows went into reserves (this was endogenous under the prevalllng exchange
rate system), this meant the country was paying 4.5% per month in‘dollars for "~
accumulated international reserves, "I contend that Argentlna was lettlng 1n ‘
too much capltal, too fast, and that thls was. a mlstake. f ;,‘ ) IR

In the Chilean case, "the pollcy flow’ was somewhat more Subtle. Chlle
always had more controls than Argentina, and for. a’ humber ‘of years capital flowed
in at- a rate that. .caused no problems but ultlmately (1n 1981) the capltal inflow
amounted to more than 15/ of GDP, . Indeed it was: probably more thafi’ 20% in one
half-year period. In both Argentlna and Chile ‘the:reason why ‘the real” eéxchange’
rate got so far out of line was partly (probablyﬁmalnly) due™o the very high - -
rate of capital inflow. One can ratlonallze thls;;n two ways' for those of you™
who think in terms of real economics, the real exchange rate 'is theé relative -
price of tradegbles versus. non-tradeables, there is a supply'and a demand for
tradeables - .in_these countries,  both of which are relatlvelj ‘inelastic, ' Since © Wi
importing capital to use for domestic purposes requires that an excess demand forj
tradeables he generated, d01ng so in tﬁe presence of relatively inelastic supply
and demand for tradeables requires (for a large capltal 1nflow) ‘a hlghly o
appreciated exchange rate.:,,

In an old fashloned monetary sense' if you have a flxed or tabular exchange
rate, and -you allow. capltal to come in, where .does, that capltal go° To the
Central Bank, where they print money. Until that monéy returns to the Central
Bank, it circulates within the economy and fosters inflation in the old '
fahioned sense, pushing up ithe prlce .of non-tradeables, JEither way of thinking
about a large capital 1nflow thus leads to the conclu31on that 1t will result
in a highly appreciated exchange rate. I feel that allowlng capltal to flow '
in at grossly unsustainable rates is. usually a mlstake._ I feel confldent that 1t
was so in the Argentlne and Chilean cases.

Another thing we have learned is about the regulatlons that countrles have
had ~--Brazil has had them for a long time, Chile and other countries have had -
them-- to guard against the coutingency that the international banking community
will act like a bunch of sheep. Experience shows that this is a very real, not
a remote contingency. Most of the time, it seems to me, the international banks
have tended to share similar views. When they love a country they shove capital
down its throat, and when they stop loving, they take it all back, sometimes
massively. One way to guard against the ensuing problems is to make sure that
they cannot take out too much at a time, thus keeping the situation under control,

This can



- 138 -

This can be done by regulatlons g1v1ng strong disincentives to short-term debt
(other than trade credit). :

The lesson that Joe Ramos mentioned and that I would like to summarize,
drawn from experience, is that we should try to avoid situations where key .
variables reach absurdly high or absurdly 1low . levels. I do not feel one could
do this by trying to fix the variables in the way you would like them to be.
This is too tough a task; it is a losing fight. But at the same time I think-
that when interest rates get hlph really high, one ought not to take as a
natural event, but as something to look into, to try to understand and explain.
Here, -in Chlle, I should have said: "let us find out what makes this so." In
the Chilean case I have concluded that there was what I call a false demand for.
credit; bad credit, being rolled over and added to the true demand. So, when N
you get a double demand on the same supply, you get a .very high price (i.e., real .
interest rate). You have to reallze that we all know about this "false demand"
for credit; what we did not know was how big it was. If we had followed what.
is now my advice, we would have taken the "absurdly high" real interest rate as
a signal that something was probably wrong, and we would have mounted a crash
programme of research and "detective work". iiad we done so, I think we would
have found out quite early about the importance and extent of rollovers of. bad
loans and corrective steps could have been taken early. o

Slmllarly, when real exchange rates get out of liney you~have to worry about
them, too, Certain. things can be done. An 1nterest1ng thing that I think,
retrospectively, might have been a useful policy tool in Chile, is a tax on
consumer durables; not an import tax on consumer goods, but.a general surtax,
say of 20%, 25% --over and above the IVA ‘on consumer durables. . This would cause
people to buy less. imports, because there are a lot of imports of consumer
durables. Consequently.it would tend to ‘encourage 'investment goods imports.
Indeed, the proceeds of this tax could have been dumped on the capital market,
thus helping to. moderate-the very high real interest rate.. If you:are taxing
consumer durables now and people think that you might not tax them later, maybe
they will save more. So the tax on consumer durables would have a) encouraged
investment goods imports; b) helped to lower the real interest rate if the tax
proceeds were '"fed" to thé capital market; and c) at least to the extent people
perceived the tax as trans1tory, it would have eased the demand for durables and
presumably stlmulated sav1ngs, 1nvestment 1n plant and eoulpnent, and technical
1mprovement..: :

One of the thlngs we all have to worry about, that nobody should ever
forget, is the fiscal ‘deficit. I am convinced that it is dangerous for the ‘
government to finance more than 1 or 2% of -GDP at the banking system. Deficits
larger than this can be financed by going outside the banking system. But here,
too, prudence should prevall. I worry more when the fiscal deficit gets too .
big and is financed at the ‘banking system than I.do when the financing comes
from outside the banking ‘system.

/Nqﬁ, there
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NOW, there are thlngs that we' have learned and others that we. have not
learned.: : We have. learned how crised emerge“ how, once. things get out of. hand
they kind of tend to go- too far (overshoot) how, when ‘people  are. trying to. deal .
with a- problem, they take a tentatlve fiprst step and that tentative’ first step
may turn out enough or.not enough. Lobk at all 'the’ ‘devaluation :sequences:
Chile's devaluation sequence looks’ wonderful ‘in comparison with many others, yet
the movements of. the exchange rate reveal’ an initial devaluation' (from 39 to. 46) -
that was. far. too small. This vas followed by other-tentatlve steps .and
experiments, Then came the great overshoot, to well over 100, before the rate
finally settled in. the m;d 1970s, Th1s shows how the. tendency to:overshooting

works, - This-same type of dynamlc response occurs in respect -of- many :variables.

Mr. Caba was talklng about where’ you start w1th an ordlnary debt and then
people do not like their ordinary debt, and you hdve to give them indexed debt.
Then, they no longer like the indexed .debt, and then you have to give them a
dollar debt. Next, they do not like the dollar debt; by now, for lack of
confidence one faces huge real’ 1nterest ratés in every. currency. You have a
terrible budget problem, about’ whlch I dé6 fot think we know anythlng, in the
sense of methodology, dynachs or anythlng ‘else.  All we know is that it .is
somethlng we have to avoid, and we have to 'do it:by acting prudently on these
other variables: the money supply, thé exchange rate, the tax system, and so on;
the variables that .Are under our control. We should not in such a case attempt
to fix them or to hold them w1th1n some narrow band. - But we still should try
to hold key varlables llke real 1nterest vate] real ‘exchange’, rate, unemployment
rate, rate.of. 1nflatlon w1thln some plau81ble blg tunnel, plenty big. One.
does not need to be too perfectionist’ w1th1n the tunnel when you compare the
situation with the dangers of being ‘outside "6f it."

I do not think there is much of a lesson to learn on liberalization of
trade as such, it seems.to,me. that in the Chilean and in the Brazilian cases
we have two. very successful llberallzatlons' the Brazilian case,. undepr the
economic miracle;-in the Chllean casé, when non-traditional ekports: grew. from
10% to 40% of total exports and thlngs like that. Those were pretty .good times.
Even 1980 and 1981 were very good years' 1979 was a good year. - By that time
the llberallzatlon was already completed ‘the purpose of liberalization is
ultimately to make the real exchange rate ‘a ‘proper allocative signal or guide.
In Chile's case the liberalization as such does not appear to have had a
significant deterrent effect on manufacturing, ete., for liberalization carries -
with it a rise in the real exchange rate, The threat to tradeables activities
come from the fall in the .real exchange rutes, or better 'said, from the creation
of a situation where the real’ exchange rate was unsustalnably low, and where
suddenly in:late. 1981 and)1982 fhe "flow of ‘hew ‘credits was ~ sharply reduced.
This called. for a sharp rise ’1n ‘the real exchange rate --somethlng that came
about only slugglshly and at great SOClal cost. : B

. One flnal thlng and qulte in “the splrlt of evemythlng that I have sa1d

This is: somethlng that’ I have béen’ Saylng for years. Back in the days when, in
the United States, we were having double-digit inflation and 20%. interest rates,

I said to & number of friends ~-unfortunately I Jid not publish what I said--
that my favorite rule would have been to have the Federal Reserve System announce

/that it
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that it was going to reduce thé quantlty of hlgh powered money at the rate-of
1.5% per month, ‘into the indefinite future (i.e., until the underlying situation
had changed markedly). Now, the purpose of that was that people all over the
world were fleeing from the ‘dollar; the exchange rate was going through the
rooof (i.e., the dollar was tremendously depreciated). A Deutschmark cost

60 American cents; the Swiss franc cost 70 cents (on the futures-market, anyway).
That, I believe, iz a clear case of the exchange rate being out of line, when
policy makers ought to thlnk of doing somethlng to pull it back into line.

And a sensible thing too, 81nce dollars were in such plethora. By contrast, it
seems to me that at present the ‘signals are such that it would not be a bad
ilza to give the world a few more dollars.and get that exchange rate into the
bigger tunnel, with the mark at, say, 40 to 50 cents. Certainly, the first
tentative move, to see what you could do to make the Deutschmark go from 37

to 28 cents of a dollar, the first. steps to be taken in that direction ought
not to be bound by a monetary rule., R

Somebody ‘was saying that, in our monetary thlnklng, we have not yet learned'
to live in an open economy. I thlnk that the. things I am trying to say here
represent at least a partial passage to how a big country's monetary policy ought
to behave in an open economy.  We. do have problems. There- is wide  consensus
that, on the fiscal side, the United States is.not helping the world capital
market by what we are doing, but that 1s yet another story.

I will stop here. I do feel that in. the case of, exchange rates and maybe
in the case of fiscal deficits, the. Unlted States is pushing toward the wall ‘
of that tummel, and that the time has come when proven policies ought to be
used to attempt to contain the principal macro-variables: of.the economy w1th1n
the very wide band that I have called a tunnel. Lo »

Mr. Wllllamson-' _"'f R TZA - 'i | ;_i;l

Thank you, I-would 1ike to say few thlnys if T w1fht, The rlrst is that,
when I came here, I thought that an 1mportant and interesting question was that
of the sequencing of llberallzatlon. If one is to 1iberalize both trade and
financing, the questlon is the order in which they shall come, The more I listen
to discussions, the less’ convinced have I become that this is a partlcularly ,"
important question, I do not think we have heard any particularly convmnc1ng '
argument‘in favour'of one or the other, ,It does not matter really very much

What " seems to Have been called 1nto questlon is whether financial
liberalization 1s a good idea at all. A%.least, for a country which is
overwhelmingly in debt, I find it is very . dlfflcult to understand what is the
thought of people who see welfare gains from close integration to the world capital
market. It seems to me that the overwhelming source of welfare gains in-that
sort of country is the possibility of being able to borrow net, so as to- 7
stimulate domestlc capital formation. However, in fact, that is not what 4
happened in the’ “SBoutherti Conej on the contrary, in Chlle, borrowing resulted in
a diminution of the savings rate, rather, than an increase in investment. Again,
in Argentina, borrowing did not contribute to stepping up investment rates.

/It is
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It is very difficult to belleve that ‘there were any welfare gains which came

from borrowing, and I have not heard any ‘andlysis which. has persuaded me that
liberalization was a benefit. Indeed, as the discussion goes on, the more I
wonder whether liberalized financial markets really are going to work. In some
markets, it would be absolutely crazy to think of controlling them;, fish markets,
for 1nstance, would not function efflclently. It is absolutely clear that, -.

if oneé attempted to allocate fish. by quotas, rather than by price, because demand
and’ supply are known to the partlclpants, that market would fail.-

We come to the flnanc1al market. I lmstened to Jacob talking about Israel,
and Argentina,’ ‘and Brazily and’ Rudii 'and it -seéems to me that one is mot in
that type of 81tUat10n at’ all. Instead, ‘people have to take a view of the future.
Economic models assume ‘that people take a view of the future on the assumptlon N
of ratlonal expectatlons. This means that they ‘take a long-period.view and
_only engage in transaétions which:are part of. self-fulfilling and. consistent,
plans, and assume that everybody else will act the same way. This is not the
way thlngs happen; ratiénal expectatlons, quite clearly, did not materialize
'in the case of the bank shdres in“Israel, to take one example.. I was totally
unfamiliar with that situation until tWo weeks ago, and did not understand . ...
. what was happenlng uﬂtll I heard Jacob's 111um1nat1ng dlscu381on.

' "’ET‘~- .

There seems t6 be“a very generallzed myopla, whlchrmakes everyone assume ;
that they are g01ng to ‘be able to" get out in~time,_or. else that people w1ll be»
bailed out. In that 31tuatlon, peérhaps, ‘one should maintain much more control;’
elther, one should try: to des1gn ‘Some aspeécts of-markets which would ensure .
that they do not’ functlon i that way; the sort of suggestjon that Al Harberger.
was making just now, 8r else one shoéuld not liberalize until one has some.real
assurance that the market ig"going to: function in-a forward looking and not . in-

a myopic way._ I am ‘much “more - skeptlcal about flnan01al liberalization (and, I
guess, I was never" partlcularly corvinced by it). Trade liberalization, on the
other hand, accordlng to the modéls I'use, is an excellent idea that comes .much
closer to the flSh market type of context, even though. I think.imperfect .
substltutablllty is a normal caSe, ‘not your homogeneous primary commodltles

that face the law of one price, but' instead your heterogeneous commodities sold
in imperfectly competitive markets with imperfect substitution. _I_th;nk_we4,.‘
ought to think of that as normal, even for developing countries. FEven so, there
is a strong presumption that trade liberalization is a good idea. .-

I have been very happy with the general tone of the discussion.about
macroeconomic management, I found ‘that much mere congeniale.: There does seem . -
to be a general agreement that it is necessary to watch, not just. 1nflatlon
and the fiscal defic1t, but also the lewel of output, the current trade balance
and those three key macroeconomic .prices, and I can only say that I have been
quite delighted to w1tness the amount of agreement on that. ‘

I am sorry that Ricardo Arriazu’is: not here, because I certalnly take his
polnt, ‘that these are not policy varlables, that one-cgnnot simply say that you
have to keep the real exchange rate in:line.: There.-are.circumstances in which a
nominal devaluatlon is not an effective tool for changing the real exchange rate,
for example. Thé" point is that when a ‘case like 'thatarises, then you should ask
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yourself, why° What is the source of the problem° Is it indexation of a =
disequilibrium level of real wages, or what is it which is behlnd that
d13equ111br1um°

Again, Al Harberger was maklng the same point. When you see these
astronomical real interest rates, you- should ask yourself, what is it which °
leads to them? At least, that is going to put you on the track, looking for
solutions before the whole thlng blows. up. There does come a point when it is
very difficult to see what is the right set of measures to be adopted.; Iam
usually too willing to dispense advice to anyone who is interested in‘ llstenlng mf
about what they should be doing in thelr country, but when an Argentinian asked .
me just what should be done, I had not many answers. There are circumstances v
in which the situation gets so out of hand that it becomes very difficult to
see what can be done, at least without a complete change in the political ‘
climate, which may make pOSSIble what is not possible under ex1st1ng 01rcumstances..'

One other.p01nt where one has to agree w1th Rlcardo is the question of
vulnerability to extermal shocks. . The more-open the . economy, the more vulnerable,
the greater the initial impact of external shocks. There is no question in my" ’
mind but that the external shocks that have affected countrles in this part of
the world (and, indeed in most other countrles) in recent years have been enormous,
and quite beyond the range of ordlnary experlence. It is not surpr1s1ng that
the pain is great when you suffer external.shocks. of that type. Some of us
have been trying to get the message to the United States that it is not a closed
economy and has a respon51b111ty to.act as a world leader. It canhot simply
run its own macroeconomic policy on that false phllosophy of the mid-1970s,
that if each country looked after its own affalrs, then the world ‘would look
after itself. I can. s1mply say that I completely agree and’ sympathlze with
that idea, and at least some of us are trying to. do somethlng to brlng home
that realization. in. the United States. However, I think one should' add, on .
that questlon, that. there is a certaln amount of ev1dence, a551duously col]ected_
by Balassa, in particular, which suggests that open economles, while shocks S
impinging on them are greater than in more closed ecoriomies, are more adaptable :
and, hence, are better able to overcome external shocks than economles whlch ’
are more closed,

Mr. Harberger:

On the fact that our 1mport substltutes are not homogeneous with our
imports, it seems to me that it. poses.no serious policy problems. Certalnly,
it makes us more isolated, because the effects of a shock on the import side
will be weaker on the quantity of non-homogeneous substitutes than it would
be on the quantity of homogeneous substitutes.

There is another area in whlch non-homorenelty between forelgn and domestic
tradeables comes into play. While there is no reason to think that the forelgn
supply curve of Chile's imports would be upward sloping, there is good reason’
to believe that the non~homogeneity of many of Chile's exports would give rise '
to a modestly declining foreign demand curve for them. This raises the possibility"
of Chile's trying to exploit the modest monopoly power that would be implied.

/But it
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But it would not make sense, in my opinion, to tvy to apply fancy rules to 29
different monopoly products at one time and toattempt to find an "optimal"

package of them, I certainly do not detect that spirit in this audierice. But’

I do believe that there is enough modest monopoly power scattered around on

the export side as to make & good case. (using the Lerner theorem) for somethlng
like a 10 t5"20% uniform tariff,’ ‘Certainly that would be a very: good thing::
cogpared w1th most’ tarlff structures we see~1n most 1ow and middle 1ncome countrles
today. - B g e :

A . (,ln.

Mr., Wllllamson-'7

I agree, I do not thlnk that the nonbhomo?enelty'of products creates a case’
for a difference in commercial policy. Where I think it did lead to -erroneous"
argument was- in' the notion-that the law of one price& could put a stopto 1nflarlon
without creatlng distortioris in the economy;' that. domestlc prices would’be'-
disciplined in an efficient ‘way by import. prices.:: That is where I see thlS as
being a terribly important issue, and hot in regard to'‘trade liberalizatiom.* ™

Mp, Massad: *. 0 cilvie Tt e oo

Thank ybﬁ,‘thn.”
Jacob, do you wan{'to'p&rti&ipaté5f0024ﬁ”

Mr, Frenkel

i : ." : . .
HERS e

Just a remark about John Wllllamson '8 polnt ‘on’ the sequenclng. Yes; I
think I agree with you, John, ‘thati'indeed” the- emphasis on - ‘the ‘difference between
opening first one: accounf or another, is- belng much ‘diminished here during this
conference and ‘it may be tHat'‘the starting point was'the specific simulation
that we saw., Still, I tend to believe that to the extent that one has to make
a decision in regard to opening up one account first, and the other account,
second, a trade account first would show a little more prudence and a greater
degree of freedom' for policy-making. However, if one speaks about sequencing,
of what I am now more convinced'after hearing about the various’experiences, -
is that the key distinctiofi iz between' first, bringing ‘into order your domestic
economy, and then, opening-up to the external market, or‘ the other way roundy
namely, should we develop a strategy of entering in competition-with the rest
of the world and the world financial markets dlsc1p11n1ng us or should we dlsc1p11n
ourselves and then open up to the rest of the world.’ S

I think that some of the discussions here suggest bringing ourselwes
first to order, whether it is on the budget or in terms of liberalizing our
own financial system, and then opening to the rest of the world, rather than
vice versa.

/Mr. Ffrench-Davis
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My. Pfpench-Davis:

I want to refer to a point in relation to product heterogeneity... Apart .
from the implications of an efficiént exchange-rate policy. let -us. sayy a policy
within the family of crawling peg as opposed to fixed nominal exchange rate
policies, I think that .there emerge several implications for trade, industrial,
and investment policies. If we have imperfect substitutability related to
product heterogeneity, for LDCs it turns to be much more difficult to design and
implement the specialization of product output. We have a form of segmentation
of markets, I follow what Joe said before, where competition works more by non-
price devices than through the price mechanism. In this sense, it is very
difficult for a manufacturing industry, in a medium or small-sized economy, to
defend itself from "free trade", as opposed to the case where we have products _
homogeneity. I think this is one point that supports the sort of trade policies . .
that countries like Korea and other successful LDCs follow in this area. What
they have done in the .consumption sphere with ' imports, is not only to apply
policies geared to save foreign currency or to defend domestic savings, but-
also to support the specialization of local industry. There is evidence
in many cases where countries gained comparative advantages in exports only
after they were able to integrate domestic demand in a limited number of
varieties of a given product. In contrast, if they allow free imports, with
imperfect substitutes, it is very difficult to compete for newcomers in the
given line of production, because it cannot be done solely by price and domestic
demand becomes segmented; there emerge several interconnected, but not totally
connected, demand schedules for the different varieties. So I think there are
important implications for industrial policy of import policies in countries
that want to push for a dynamic and efficient manufacturing sector. A need for
selective trade policies is the outcome as oppossed to uniform indiscriminate .

Mr. Massad:

We have finished our meeting for today, Some of us will work tomorrow
morning drafting a summary of our discussions and the lessons that can be drawn.
from country experiences, This summary is not a consensus document,.it will have
the character of a Chairman's summary. However, I would like to have your
reactions to it to make sure that no important aspects are missing and no
misunderstandings slip into its final version.. S -

Thenk you.

/Hotes
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Notes.

-1/ The append:cesof’thls document are 1ncluded in thls ‘volume.,

57 A new version of this document "Trade and financial llberallzatlon in
the context of externdl shocks and inconsistent pollc1e°",‘18 September 1984
is included in this volume.

3/ This document was later revised and published as "External F1nanc1ng
in Latin America: Developments, Problems and ‘Options", United States-Latin
America Relations in the 1980's Contending Perspectives on a Decade of Crisis, '
ed.sﬁev1n J. Middlebrook and- Carlos F. Rico (University of Plttsburgh Press,
1985),

4/ See Harberger (1982).: Recent papers by Edwards (1982) and Diaz-,
Alejandro (1983) contain an 1nterest1ng sampling of quotatlons from the f1nanc1al
press on- this issue, .

-5/ An- interesting recent attempt to analyse these types of welfare-related
questions is contained in Edwards and van Wijnbergen (1983). '

.~ - B/ See McKinnon (1982), Frenkel (1982), Edwards (1983), and Edwards and
van lenbergen (1983), for a dlscu381on of the 1ssues 1nvolved 1n the sequen01ng
.of reforms, . :

1/ See, for example, Dornbusch (1984) S % '

8/ Seé ‘also Khan arnd Knight (1982) Other external 'factors’ would 1nclude
the growth in Pprotectionist pressures’ in-the principal export markets’ of
developing countries; and the fairly drastic contraction ih capital flows to
the non-oil developing countries in 1982 -and 1983 that sharply increased the
casts of adjustment of debtor countries. It is, however, difficult to deal
with either of these in a quantitative fashion.

.9/ -See ‘Massad (1983) and Zahler (1983). o

10/ This group basically includes all non-oil developlng countries except
those referred to as et oil exporters". For a prec1se class1f1catlon see
IMF (1984), Statistical Appendix.: ™

11/ There is some emplrlcal ‘evidence aVallable now 6n the positive
relatlonshlp between growth in industrial countries and the “international’ prlces
of non-oil primary commodities; see Goreux (1980) and Goldstein and Khan (1982).

12/ The foreign real interest (rr) is defined here as the nomlnal foreign
interest rate (rf) adjusted for percentage changes in the export prlces of oil-
importing developing countries (DXP), i.e., :

. rrf= (rf - DXP)/(1 + DXP). :

13/ The emplrlcal evidence on the relatlonshlp between high real 1nternat10nal
interest rates and prices of primary commodities is discussed by Gotur (1983).
" 14 /" Sée Massad and Zahler (1984). :

157 See IMF (1984), page 51.

16/ See Khan and Knight (1982), (1983) _

17/ The rate of inflation in Uruguay was close to the average rates
experlenced by developlng countries as a group, while that of Chile was well
below.

18/ We ¢an include in this group the models of Blejer (1977), Blejer and
Ferndndez (1980) and Khan and Knight (1981),

19/ Since the resource endowment is fixed we do not allow for any - net
investment or savings.
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20/ Private expenditures on goods alone require that interest payments
on foreign debt be substracted out. It should also be noted that we assume that
the pattern of government spending on the three goods is 1dent1cal to that of
the private scctor.

21/ Assuming that the exchange rate and the tariff level remain unchanged.

2z/ The expected change in the exchange rate is assumed throughout to be
equal to the actual change.

-23/ The relevance of thls partlcular formulatlon to the ana1y81s will be
made clear below.

24/ This is generally not pos31ble in the larger computatlonal general
equlllbrlum models.,

25/ Following Khan and Zahler (1983) it is assumed here that non-tradeable
goods substitute with each of the tradeable goods, but for simplicity we rule out
cross price-effects between importables and exportables. This assumption does
not change the conclu31ons reacheo by Khan and Zahler (1983) in any 1mportant
way .

26/ Startlng with a p051t1ve rate of 1nflatlon would not alter the analy51s.

27/ See Blejer (1978).

2§/ In general a change in relative prices would change production of
non-tradeable goods, and the transformation curve between importable and
exportable goods would have to shift. We make thlS restrlctlve assumptlon in
figure 2 only for exp031tlonal purposes. - -

29/ We assume here that the expected (and actual) nomlnal exchance rate is
constant.

30/ Starting with a positive stock .of forelgn debt would not change any
of the basic results.

31/ In the Khan and Zahler (1983) model it was assumed that the response
of foreign capital to interest rate differentials was high, although not
instantaneous. - The approach adopted here for the graphical analyszs, i.edy.
shifting the LM curve, yields qualltatlvelj similar results.-

32/ The current account deficit is also marginally increased by the increase
in the relative price of non-tradéable goods that results from the excess supply
of money created by the inflow of capltal. :

33/ This would hold, for example, if domestic and forelgn savings were -
perfect substitutes. '

34/ It should be stressed that by assumlng that net savings are zero the
potential benefits of financial opening-up are in a sense being minimized. For
an alternative approach where productlve capac1ty grows ‘with forelgn sav1ngs
see Zahler (1982),

35/ Obv1ously one could also obtain the same aecllne in the terms of trade
by increasing the price of importables relative to the prlce of exportables,

The outcomes, however, are not symmetrical so that one has to be.careful to note
that our results are conditional on how the terms of trade change is specified.

36/ A similar set of results: are obtained if private sector expendltures
are increased through an expansion in domestic credit. y

37/ For the reasons for choosing an equlllbrlum position to begln from,
see Khan and Zahler (1983), page 245, :
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38/ The model assumes a "normal" rate of unemployment of 5%.

39/ All changes in the exogenous variables are assumed to occur in the
third period.

40/ For these values see Khan and Zahler (1983), appendix II.

41/ In equilibrium the current account is set equal to 100; values below
100, therefore, imply a current-account deficit.

42/ Real expenditures, as defined here, are closely related to the concept
of national income adjusted for changes in the terms of trade.

43/ Of course nominal depreciation of the currency would entail certain costs,
particularly with respect to inflation.

44/ For a discussion of the reasons why the real exchange rate may appreciate
in the course of a stabilization programme, see Dornbusch (1982), (1984),

45/ One would normally expect an increase in the fiscal deficit to result
in a greater excess supply of money, but in this framework there is a larger
increase in the demand for money (due to the increase in nominal income);
furthermore, the additional monetary expansion created by the deficit leaks out
very rapidly through the current account.

46/ In the model only foreign residents are allowed to acquire domestic
debt, and domestic residents (including the government) are restricted from
holding foreign debt. As such, an increase in foreign interest rates, by reducing
the incentive for foreigners to invest, leads to a smaller (or even negative)
inflow of capital and a lower stock of foreign debt.

47/ See, for example, Edwards (1982), Pastore (1982), Sjaastad (1983),

Zahler (1983), and Dornbusch (1984).

48/ This result confirms the argument put forward by Dornbusch (1984) that
the exchange rate policies in the Southern Cone countries led to steady over-
valuation of their respective currencies, and that this outcome could have been
avoided through more flexible exchange rate management,

49/ As the period of analysis does not correspond strictly to a full

long-run situation, it was not deemed necessary to set A7 = 1.

50/ The results of these additional exercises are available from M?. Khan,
whose address is Research Department, International Monetary Fund, Washington,
D.C., 20431,
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