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The need for more »outward looking« foreign trade policies
for most developing countries is now generally accepted
within the economics profession. More controversial is the
nature of efficient liberalization strategy. The postwar
history of less developed countries is replete with attempis
to liberalize foreign trade — frequently with substantial
aid from the IMF or other consortia of international len-
ders from wealthy countries. Nevertheless, few such libera-
lizations have been sustained, and regression back to more
repressive tariffs and exchange controls is commonplace.
{McKinnon, 1973, p. 4.)

1. INTRODUCTION

This paper surveys literature in the field of sequencing of trade
liberalization policies in developing countries. Although the idea of tra-
de liberalization has a rwelatively long history in economics literature,
that is briefly surveyed in the mext seation, research in the area of
sequencing of liberalizattion policies has begun only recently, primarily
in response to disappointing outcomes of major liberalization attempts
undertaken by Argentina, Chile, and Umgnay between 1973 and 1982.
Reform packages that were proposed and implemented in these count-
ries conformed to a lange extent to the stylized facts of an »appropria-
te« liberalization program, but for vanious reasons they were all even-
tually abandoned.

- In spite of its failure in the Southern Cone of Latin America, tha
approach of liberalizing domestic markets and the external sector did
not come into question, because the success of countries in Pacific Asia
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that followed this development strategy could not be denied. What ithe
economists «did discover from this episode, however, was that they
know very little about the timing and sequencing of liberalization po-
licies, or, more generally, about ithe process of dynamic adjustments in
the second-best environment. For, in a textbook economy with no im-
perfections, the question of the appropriate order of trade liberaliza-
tiom is trivial: current and capital accounts should be liberalized imme-
diately and simultaneously. But in real-world economies, with uncer-
tainty, adjustinent costs, market imperfections, externalities, and other
distortions, there are both economic and political reasons why an im-
mediate and simultaneous liberalization may be neither feasible nor
desirable. It is in this comtext that the appropriate order of liberaliza-
tion is an impontant issue, firom the theoretical and the policy-making
pearspectives alike.

At the outset we might want to ask why a country should libera-
lize its economy in the first place. Basically, this claim can be suppor-
ted by three groups of arguments that will be exploited in greater de-
tail in the mext section. First, there are arguments related to the well-
“known theory of the gains from trade. According to this theory, intes-
national trade enables specialization along the lines of comparative
advantage, offers greater opportunities to exploit economies of scale,
increases the productive capacity of the economy (and thereby employ-
ment), creates competitive environment for the domestic producers that
stimulates economic efficiency, etc. Second group of arguments is ba-
sed on the »demonstration effect« imparted by the development succes
of several countnies in Southeast Asia, where the gnrowth of trade has
played a particular role. Finally, there is a realization that the world
economy is becoming increasingly integrated and interdependent, so
that countries have been drawn into closer economic relationships
whether expressly desired or mot.

Given that in the long run liberalization of the external sector in
developing countries is practically unavoidable, the question arises what
consequences does it have for liberalizaton of ithe domestic markets
{and vice versa). An important point is that the two fonms of liberali-
zation acuatly imply one another: it is mot possible to conceive of free
competition in the domestic market if transactions with foreign mar-
kets are tightly regulated; and vice versa, free commodity and capital
flows require the removal of domestic distortions if severe economic
disequilibria are to be avoided. This, in tunn, brings ws to the defini-
tion of ecomomic liberalization. According to one meaning of this word,
liberalization implies a movement toward a laissez-faire economy, with
fewer interventions of any kind. A second, narrower meaning of libe-
ralization is that it is the process of moving from reliance on quantitative
restrictions to pricing interventions. For the purpose of this paper, we
shall adopt this second meaning, and, following Krueger (1983), definc
liberalization as any policy that reduces the restrictiveness of economic
controls, including, for example, devaluation under a regime of import
licensing. The economic rationale for this definition is that under a
more restrictive set of controls, agents are prepared to pay a higher
price to carry out transactions that are not permitted, so any policy
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that reduces the restnictiveness of controls, also reduces the scarcity
value attached to restrictions. In this connection, goals of liberalization
can be operationalized as well, and instead of genera] objectives — like
increasing -economic efficiency, stimulating growth, and waising the na-
tional income — we can talk about the specific and precise :goal of
removal of distortions in such a way ‘that the present value of the
expected costs of this operation is minimized.

Having defined economic liberalization and specified its objective,
we meed only one additional parameter in order to wcharactenize this
survey of diterature: the oniterion of systematization of works in this
area. Papers in ithe field published so far can be categorized in three
main groups: (i) a large number of desciptive-explanatory studies, main-
ly on experiences of particular countries, or sectors within oountries,
with market and trade liberalizaition, refonms; (i1) a small but growing
number of papers dealing with the positive theory of economic libera-
lization, asking questions like: What happens in a panticular model if
we allow for capital flows before we reduce tariffs? and (1i) a couple
of ventures into ithe issues of nonmative theory wof liberalization, explo-
ring optimal speed and ondering of trade liberalization polidies. There
s a considerable overlap of the subject matter among the studies in
these three categories, since almost all the authors ovoke experiences
of Southern Cone countries, and disouss some positive and normative
questions at one point or another, Moreover, many authors repeal the
same or slightly different arguments in several works, and they typi-
cally discuss a number of seemingly unrelated issues under the same
heading, thus rvendening an effort at systematizing this literature much
more diffioult.! For this reason, ithe approach that we shall adopt is to
concentrate on issues surrounding what seem to be the three critical
stages of liberalization: (1) stabilization of the domestic markets, (2)
opening of the current account, and «(3) opening of the capital account.
Justifying this particular ondering of liberalization, policies and the
speed at which these are to be implemented will quickly brning us to
the very firontier of wesearch in this area, providing ms at the same
time with a fainly complete picture of the existing literature.

The remainder of this paper is organized as follows. In Section 2
we present a brnief historical acoount of the idea of liberalization in
eoonomics literature. Section 3 is devoted to the study of recommen-
dations for stabilization amd liberalization of the domesitic markets,
while Section 4 addresses the issue of optimal phasing out of restric-
tions on ounrent and capital accounts. The survey concludes with a
summary of main results, and some thoughts for future research.,

' A brief look at the titles of works on the list of references is sufficient
to persuade the reader of the small variation in the contents of somme artic-
les by the same authors.
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2. A BRIEF HISTORY OF THE IDEA OF LIBERALIZATION IN THE
ECONOMICS LITERATURE

The prevailing view of the development process duning the 1940s.
1950s, and early 1960s was that the mnarket failures in less developed
countries were so pronounced that an open market system simply
could mot surmount them. The main proponents of such a vision inclu-
ded Gunnar Mynrdal, Ragnar Nurkse, Raul Prebisch, Paul Rosenstein-Ro-
dan, and Hans Singer. Although each had differing opinions on specific
aspects of asserted market failures, all of them shared distrust for the
market mechanism in developimg countries. Part of this »export pessi-
mism« was centainly justified, since it came from the slump of the
1930s and the Second World War, that imcreased the risks of being
an open economy through numerous fluctuations in commodity prices,
protectionist policies in developed countries, balance of payments cri-
ses, and the need to seek for credits and to accept the tenms on which
they were available. But various fonms of »structuralisme« were also
popular: developing countries were believed to be characterized by
pronounced »structural inflexibility« in resource allocation, with supp-
lics and demands for goods, services, and factors of produoction —
including the entrepreneurship — barely responsive to economic in-
centives. Standand results from the theories of gains from trade and
comparative advantage were simply believed wot to hold in the con-
text of developing countnies. For some reason, poor people were sup-
posed to be less responsive to opportunities for improving their eco-
nomic situation than were ithe more affluent people.

Not surprisingly, the disbelief in price mechanism generated con-
siderable enthusiasm for various fonms of government regulation, in-
cluding the central planning of inputs, outputs, exports, imports, and
investment activities. Moreover, government-enforced industrialization
at the expense of agriculture and handicraft production was wvery
widespread, since the manufactuning sector, in contrast to agriculture,
allegedly possessed the »nice« properties of comstant and increasing
roturns to scale, high propensity to save, and rapid technological prog-
ress. The alternative to industriallization, it was frequently assented,
were the infamous »underdevelopment equilibrium trap«, or the »v'-
cicus cycles of poverty«. An inevitable companion ito these views was
also the tdea that the entire mmanufacturing sector ought to be treated
as an »infant industry«, which deserved to be protected from foreign
competitors by high tarrifs and other barniers to trade,

Perhaps the greatest achievement of ithis approach to develop-
ment process was an increase in aggregate saving and investment ra-
tios to some 20—25 percent of GNP in most developing countries. But
inoreases in employment of about 3.5 percent and labor productivity
of about 1.6 percent per year in the period 1960—83 were somewhat
more modest, while the results concerning economic effidiency and
the overall growth perfonmance turned out to be rather disappoin-
ting. (Lindbecdk, 1987). It has become evident that the same rates of
capital acoumulation can give mise to much higher rates of growth
of GNP and of consumption if the allocative efficiency of investment
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and production is limproved amd foreign trade is liberalized, Specifi-
cally, a much better record of economic penformance was established
by several countries :in Pacific Asia (Taiwan, South oKrea, Hong Kong,
Singapore) that relied heavily ion ecomomic incentives and on out-
ward-looking development strategy. Although the governments of these
countnies also engaged in vanious fonms of findicative planning, stimu-
lating growth and economic efficiency by way of institutional reforms,
redistribution of assets, and investments in infrastructure, what clear-
ly differentiated them from other countries was the fact that they
supported rather than restricted the initiatives and activites of the
private sector,

Over the past decade or two it has ithus become increasingly un-
derstood that, contrary to previous assertions, both the macro amd
the micro structure of the economies of the developing countries res-
pond quite strongly to economic rewands, including profitability pros-
pects and relative pnices and wages — if governments allow such a
response (Lindbeck, 1987). This realization came not only in reaction
to the better itrack record of the more market-oniented developing eco-
nomies, but also because the potemtialities of import substitution in
manufacturing were rapidly exhausted in most countries, due to the
smallness of the domestic markets. Morcover, having mobilized signi-
ficant resources and buflt lange infrastructure, it seemed natural for
the govennments ito turn to questions of economic efficiency, for which
the central planming model was obviously ill-suited, Markets thus star-
ted to assume wan increasingly important pole din resource allocation,
while the role of government planning was finally settling around
planning of the physical and psychological environment of economic
agents, rather than around planning of what those agents are suppo-
sed to -do.

Since the mid-sixties we thus have faced a marked shift towards
a more outward-oriented philosophy of economic development, that
was embraced as the official policy even by the institutions like the
International Monetary Fund and the World Bank. This endorsement
got a strong threoretical and emplirical support, first jn a seven ocountry
comparative study Industry and Trade in some Developing Countries,
commissioned by the OECD in ithe late 1960s (see Little, Scitovsky, and
Scott, 1970), and then in a ten-country study Foreign Trade Regimes
and Economic Development that was conducted mnder the auspices
of the National Bureau of Economic Reseanch in the first half of the
1970s, and summanized in mow famous books Liberalization Attempts
and Consequences by Anne Krueger and Anatomy and Consequences
of Exchange Control Regimes by Jagdish Bhagwati (both published
in 1978). The main conculsion of these volumes is that the export-pro-
moting development strategy thas great advantages over the import-
-substituting strategy in tenms of allocative afficiency, providimg of
incentiives for rapid growth, and the job-creating potential. Specifi-
cally, it is argued that export oriented policies lead to resource alloca-
tion acconding to comparative advantage, allow for greater capacity
utilizattion, permit the exploitation of economies of scale, generate tech-
nological improvements in response to ocompetition “abroad, and, in
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labor-surplus countnies, contribute to increased employment. Further-
more, it is argued that an increase in exports may loosen a binding
foreign exchange constraint a; thus allow increased imponts of pro-’
ductive intenmediate goods that result in growth of output; that the
competitive pressure may reduce X-imefficiency and may lead to better
product quality; and that the exchange control liberalization and the
export growth it produces are likely to reduce the allocative inefficien-
cies prevalent under exchange comtrols. On the finandial side, capital
flows accompanied by approriate exchange rate and finterest rate poli-
cles can set limits to domestic inflation, increase financial savings,
augment the stock of capital, and induce competition and efficiency in
the domestic financial sector.2

Research by Krueger and Bhagwati stimulated a large literature
on the relationship between €xports and growth (e.g., Balassa 1978,
1980 and 1985; Bardhand 1970: Heller and Porter 1978; Jung and Mar-
shall 1985; Michaely 1977: Ram 1985). Most studies published so far
are unanimous in underlying the growth-generating effects of expornts,
both direct and lindirect, through improved efficiency and better re-
source allocation. Balassa (1980) shows, for example, that countries
adopting »outward-looking« development strategies have fared far
better in terms of economic growth, employment, economic efficiency,
and adjustment to external shocks than those engaged in »inwand-loo-
king« strategies. In an earlier study by the present author (Mihaljek,
1983) it was found that out of twenty-onc countnies with highest rates
of growth of real per capita GDP in the pewiod 1952—1981, twenty
were also on ithe list of countries with the highest rates of growth of
the volume of exports. The Speanman coefficient of correlation bet-
ween the two ranks is 0.43, which indicates a fairly strong relationship
between the two ranks.

Apart from the opinions that reforms aimed at liberalization were
themselves misconceived and were not really relevant for developing
countries, three main explanations for the failure of Southern Cone
programs emerged thus far, First, there are authors who accept the
neoclassical premise that opening-up is desirable in the long nun, but
who argue that jt was the implementation of liberalization policies
that was at fault {Corbo, 1987; Corbo and de Melo, 1985 and 1987;
Diaz-Alejandro, 1981; Edwards and Cox-Edvanrds, 1987; Fasamo-Filho,
1986; Harbenger, 1982 and 1987). Second opinion states that the count-
ries involved were subject to numerous external shocks in the reform
period, that eventually forced the governments to reverse the policies
originally intended (Khan and Zahler, 1983, 1985, and 1987; van Wija-
bergen 1987). Finally, a view was expressed that the domestic policies
that were put fin place were basically inconsistent. In other words, the
proponents of this view (Edwands, 1985a; Edwards and Cox-Edwands,
1987; Sjaastad, 1983; and Dornbusch, 1984 and 1986) argue that the
issue of sequencing and timing of these policies was completely neglec-

* For useful overviews of extensions of some problems studied by Krue-
ger and Bhagwati see McKinnon (1979), Brock and Tower (1987), and Lal and
Rajapatirana (1987).
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ted, so that they interacted in unpredicted and counterproductive ways.
The upshot of this whole debate seems to be that all the elements of
these arguments were present to some degree, and that it would be
difficult to pick any one as being the predominant cause for the failure
of the liberalization experiments.

Independently of these developments in the Southern Cone, in the
aftermmath of the oil-price shocks of 1973 and 1979, a growing senti-
ment of the »new export pessimism« has emenged in the developing
countrics. Many of them expressed hesitation in adopting an export-
-promoting reform strategy, this time mot because of an unwarranted
assessment of the role that »natural« or market forces supposedly
play (or do not play) in their development, but because of the gro-
wing proteationism on the part of developed industrial nations. Faced
with domestic recession, most OECD countries severely restricted the
access to their markets of agricultural products, raw matenials, and
manufactures from developing countries (see for example wan Wijn-
bergen (1985), Ray (1987), and oconference wvolumes edited by Cline
(1980), Conolly and McDermott (1985), Grassman and Lundbeng (1981),
and Snape (1986)). A concunrent dincrease in market interest rates rai-
sed significanitly the .debt burden of the developing countries, so with
the two main sources of foreign exchange drying up, governments of
developing countnies had little choice but to cut drastically their im-
ponts, and thereby return to more or less isolatiionist policies (see for
cxamuple papers in Kim and Ruccio (1985), and Smith and Cuddington
(1985)).

Thus, in the second half of the 1980s the idea of liberalization
secoms lo be lingering once again, With mew pathbreaking theonetical
resulis still in the air, and no optimistic signs regarding the prospects
for revival of world trade, a recent call by Bhagwati (1988), for the
developing nations »to forcefully join with the developed countries in
an efforit to contain protectionist threats, and to preserve and expand
an open trading system so as to wreassent the exportpromoting policy
as the preferred option«, sounds fairly pathetic. As the following quote
from Little, Scitovsky, and Scott shows, the same string of mobili-
zation calls flutters at least since 1970, which maturally raises some
questions of progress in this area of research.

Developed countries have made a more open economy worth stri-
ving for by reducing the risks associated with it. They have dome
much and they can do more: by maintaing high levels of economic
activity; by providing developing countries with more adequate
short-term finances to meet temporary fluctuations in their balances
of payments; and by opening their own economies more to imports
from developing countries. They can also encourage a inore ba-
lanced development by making foreign finance more readily avai-
lable for agricultural projects. Not only will this encourage semi-
industrial countries to overcome the difficult problems of transi-
tion, but also it may induce those smaller countnies just embarking
on industnialization to avoid the route of high protection, which is
most unlikely to be in their long-term interest. (Little, Scitovsky,
and Scott 1970, p. 391.)
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3. STABILIZATION AND LIBERALIZATION OF THE DOMEST IC
MARKETS

Having finished the last section on o rather pessimistic noite, it
would seem more than appropriate to begin the new one with some
strong results and elegant theorems, Umfou*bum‘ateely, cach developing
country has its owp specifiic distortions, so apart from some general
principles, no theorems o recipes for »appropniate liberalization of

More studies published so far deaj with middle-income economies that
prior to liberalization reforms were characterized by (1) fairly high
inflation; (2) large fliscal deficits; (3) relatively high unamployment and
wage rigidities (4) controlled prices g agrioulture; (5) very limited
domestic securities markets: (6) high barriers to foreign trade ; and
(7) controls on Capital movements jn and out of country. Since o fairly
large number of countriies can be included in this sample, many libe-
ralization principles disoussed here witll apply for a majority of deve-
loping economies, Note also that in presence of distortions (1)—(7) the
stabilization topic becomes unavoidable 3

The main hypothesis of thig seotion fis that unlesg domestic mar-
kets are reasonably stabilized {which implies that they be reasonahbly
liberalized, too), opening of the current and capital acoounts will pro-
duce severe disequilibria and often chaos in the economy. Speciti-
cally, we shall angue that at least the following (necessary) oconditions
must be fulfilled before any serious attempt a liberalization of the
extonnal sector is contemplated:

1. Domestic inflation should be brought under contro],

2. Fiscal deficits should be reduced and financed by taxes other
than the inflation tax.

3. Domestic rea] interest rates must be raised, angd the banking
Sector reasonably liberalized.

4. A dedisive mnovement toward the »rightc real exchange rate
should be initiated.

Regarding the ordey of liberalization of the marnkets, it will tury
out that the domestic factor marketg should be liberalized before the
domestic commodity mankets, the reason for ithisg being that wages,
interest rates, ang the exchange rate play an sin‘compa‘nzybly more im.
portant role in Macroeconomic resource allocation than any  single
output poice does. Thousands of independent Production decisions

e to be made op the basis of only few faotor prices, so if these
key price signals do mot reflect true Opportunity costs, the entire price
System will be distorted as well. We shai] also see that most authors
have fairly good ideas about liberalization Procedures for individual

_
> For a usefu] overview of domestic distortions in developing countries
soe Balassa, 19874,
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(and for how long) for the removal of their distortions. One reason
for this can be found in the gemeralized theory of the second best,
which tells us that whenever there are significant links between mas-
kets, it fis in general dmpossible to ascertain ithe direction in which
welfare will change as the result of a small reduction in the distortion
in a single market.

From these remarks it follows that we shall survey the works oo
stabilization and liberalization by looking at individual markets in
developing countries, analyzing their main distontions, and trying to
justify the above necessary conditions for the success of trade libera-
lization policies. Space limitations preclude us from considering agri-
cultural and labor markets in greater detail at this time, so in this
paper we shall concentrate malinly on financial, fiscal, and trade as-
pects of liberalization and stabilization policies.

3.1. DOMESTIC INFLATION AND CURRENCY OVERVALUATION

Inflation has been a substantial problem in most developing count-
nies, often for reasons very similar to those in the developed market
economies. However, since distortions prevail in all the key markets
in developing countries, the main policy response to inflation is direct
price and wage controls. In developed economies, on the other hand,
inflationary pressures wusually have been permitted to be released
through priice increases, so few direct controls have acompanied the
inflationary process. Even so, the efforts of industrial mations to re-
duce inflationary pressures have been at best partially successful, and
have required a very detenmined political resolve for an extended pe-
riod of time. It is therefore surprising that many developing countnies
have tried to combine the already very complex anti-inflationary prog-
rams with even more complex and less well understood liberalization
reforms. The risks of such a policy approach are obvious, since expe-
rience suggests ‘that inflation and balance of payments problems will
most likely be aggravated when price controls and other kinds of re-
gulation are removed. But from the purely theoretical point of view,
exchange rate policy in conjunction with onthodox budget policies can
help stop inflation (see Dormbusch, 1986). There are two main approa-
ches to this policy. One was used in Chile in the early 1980s, and it
relied on outright fixing of the exchange rate, while the other approach
— a preannounced timetable of devaluations, the mow famous tablita,
was initiated in Argentina under Economics Minister Martinez de Hoz
starting with December 1978. Both experiments eventually foundered
upon the failure to prevent an extreme overvaluation of the domestic
currency, that was the cause for pronounced speoculation in the foreign
exchange 'manket.

As Dornbusch (1986) points out, exchange rate pegging was thought
to help bning inflation under control through at least two channels.
Firts, finternational prices would tend to ocurb down domestic price
increases, perhaps not by the literal operation of the law of one price,
but still in a very effective manner. Second, fixing of the-exchange
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rate would contribute to stabilization of inflationary expectations, and
thereby of price levels, especially in those sectors that are price set-
ters rather than pnice takers.

The Chilean disinflation strategy almost turned out to be success-
ful: the inflation rate fell from 30 percent in 1979 to zero in 1981. But
in the process strong disequilibrium pressures were generated, pnima-
rily because the wages were indexed backward: each year’'s wage in-
creases were determined by the preceeding vear's consumer price in-
flation (see also Alizenman and Frenkel, 1986). This real-wage policy
was one of the tools the military didtatorship used o sustain its sup-
port, since it implied wising real- wages. Formally, Dombusch describes
the mechanics of overvaluation in a mode] of cost-determined price
inflaticn. Let p be the nate of consumer price inflation, w the rate of
wage inflation, and € the rate of currency deprectation, and let p* de-
note a given world inflation rate measured in dcllars. Assuming zero
productivity wrowth, the consumer-pnice inflation rate js given by a
weighted average of wage inflation and internatiomal inflation measu-
red in pesos:

P = aw, + (I—a) e+ p*), ' (1)

where q is the share of labor in total costs. Using the indexing rule
W =Py, and the exchange rate rule e, = 0, we can rewrite (1) as:

Pe=ap,_; + (I—a) p* (2)

According to equation (2), wage and exchange rate policies gradually
yield a declining rate of inflation that ultimately converges to the
world .inflation rate p*. The smaller the weight of wages and the lar-
ger the weight of international prices in determining home inflation,
the more rapid js the convergence. Therefore, inoreasing the degree
of openness of the economy speeds up and veinforces the disinflation
strategy. However, as shown by equation (3), the indexing rule implies
that real wages rise for as long as the lagged domestic inflation ex-
cceds the international inflation:

Wy— P =Dy —p, = (I_a) p:—j_"'p*) {3)

With the foreign trade liberalized, the gradual slowdown in infia-
hion and a steady increase in the real ‘wiage will cause a deteriora-
tion in the trade balance, a loss of competitiveness, and adverse effects
on employment and profitability. In other words, even as the war on
inflation is being won, a serious problem of cummulative overvalua-
tion is developing. Eventually :the nising current account deficit wilil
force the government to stop fixing the exchange rate, and return to
more dnastic means of controlling the inflation *

* Dornbusch wonders how Ohilean policy makers, almost all of whom
are Chicago graduate students, therefore brought up on Haberler's classic
»The Case of the Three Numéraires« — which made the basic point that
separate cxchange-rate and wage targets are incompatible — could de-
monstrate such an »arrogant stupidity« by watching »growing overvaluation
without recognizing the fatal flaw early on or preparing for the iaevitable
collapse«. (Dornbusch, 1986, pp: 4 and 5.)

P

-
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In the case of Argentina, the inflation rate stood at 120 percent,
so an outnight fixing of the exchange rate seemed implausible. Instead,
the government committed itself to a preannounced timetable of cur-
rency deprediation, in the hope that it would help in stabilizing expec-
tations in line with a declining inflation trend. But, as in Chile, do-
mestic inflation did not decline in line with the rate of depreciation
(probably because of a highly protected domestic industry and large
budget deficits), so a huge real appreciation took place between 1978
and 1980. Since ithe capital account had been completely opened at
that time, a massive flight into foreign financial assets was observed:
being fully aware that the overvaluation of the exchange rate will ulti-
maltely have to come t0 an end, Argentinians fled into dollar assets,
U.S. currency, and real estate in Brazil or Uruguay. This, of course,
implied the loss of reserves for the central bank, which had to be
financed through foreign borrowing.s’ In his study of the problems of
capital flight, Cuddington (1986) estimates the amount of the capital
flight from Angentina in this period ito about $16 billion. Some other
Latin Amenican countnies have lost even more private capital through
this channel: Cuddington estimates that in the late 1970s and the early
1980s, Mexico lost about $25 billion, and Venezuela more than $16
billion. Given these facts, Dornbusch (1986) draws a very strong con-
clusion that, even at the best of times, there is not much of a case
to be made for free capital outflows from a developing country, while
during stabilization it definitely is mot a priority.

To summarize, lin Chile the overvaluation played dtself out through
the trade balance as the combined effects of overvaluation and our-
rent account liberalization cheapened the imponts in real terms to an
unprecedented extent. Since there was a growing doubt that such a
situation was sustainable in the long run, people soon came to believe
that the access to cheap imports would ultimately disappear. As a
result, there was an explosion in fimponts: in the 1980—81 period im-
ports of automobiles doubled, imports of consumer appliances increa-
sed by 60 percent, and imports of breeding stock more than tripled
(Dornbusch, 1986; Edwards and ‘Cox-Edwards, 1987). In Argentina spe-
culation took place via the capital account. With devaluation lagging
behind domestic inflation, a real overvaluation — and the conrespon-
ding high expeoctations of a real devaluation — were produced. At the
same time, due to unrealistically low domestic interest rates, the (ex
ante) domestic real interest rate was perceived to be well below the
(ex ante) world real interest rate, so with the capital account comple-
tely opened, a massive capital outflow took place.

Note that one could rationalize overvaluation by the fact that it
is very popular in initial stages, for politicians and consumers alike.
Diaz-Alejandro (1963) and Krugman and Taylor (1978) have emphasized
that devaluations can be deflationary inasmuch as they entail cuts
in the purchasing power of wages in tenms of tradables. With increa-
sing overvaluation this effect works in the opposite direction: the pur-

5 See Obstfeld (1986) for a formal model of the Argentinian tablita ex-
periment.
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chasing power of wages augments, thereby creating a period of pros-
perity, during which everyone gains by purchasing imported dunables
or shifting into foreign assets. However, this »miracle« can last onmly
as leng as the central bank can affond to put foreign exchange on
sale, or as long as the income effect of higher real wages dominates
the substitutiion away from overpniced domestic labor, whichever
comes first. Once the substitution effect becomes «dominant, firms go
bankrupt, and unemployment rises. And once the central bank has
depleted its reserves and has to pay the bill, sharp measures of auste-
rity and weal depreciation are called for in order to generate trade
surpluses for financing of the foreign debt. The excessive standand of
living fin the period of prosperity is then paid for by a long period ot
deprivaticn, which can fall espeocially heavily on the backs of the
poor, who were not equally able to take advantage of overvaluation.
This situation can be further complicated if the bankruptcy of finms
is not feasible for political reasons, as is the case in Yugoslavia and
other sodialist countries. Not surprisingly, the efforts to keep afloat
unprofitable businesses are bound to slow growth and escalate fnfla-
tion, as was indeed the case in Yugoslavia, where the growth rate of
real GDP fell from more than 7 percent in the period 1952—1979, 1o
about ! percent in the period 1980—1986, and inflation jumped from
less than 10 percent in the 1970s to more than 120 percemt in 1987.

Such experiences prompted Domnbusch (1986) to suggest the follo-
wing necessary conditions for .suocess of the exohangerate induced
deflationary policies:

(1) monetary and fiscal fundamentals mwust be consistent with the
cxchange-rate targed;

(2) maximum effort must be made to pursue an incomes policy
consistent with the exchangerate policy, rather ithan rely passively
on economic slack and expectations to influence the exchange rate;

{3) government must actively blodk losses of reserves induced by
speculation in consumer durables or foreign assets. The former can
be stopped by transitory taxes on comsumer durables, while free ca-
pital flows simply should not be allowed during stabilization.

Against this background, the preferred policy option for stopping
inflation in developing countries seems to be the memoval of price
controls. Krueger (1981 and 1984) angues that liberalization is more
likely to be achieved by inflationary programs .designed to assure that
the government will not resort to direct controls, rather than by prog-
rams aimed at recording the lowest rate of price increases over the
short term. Similarly, Lindbeck (1987) suggests removal of price index
clauses in wage contracts, and the introduction of new contract forms
with bomus systems that itie wage increases to productivity increases
or profits, as well as letting trade unions and firms, in each separate
industry, bear the bulk of the unemployment insurance costs, rather

than shifting these costs onto the taxpayers, We may mote, however,
that to the extent that finms openate under a »soft« budget constraint-

(i. e., under very small threat of bankmptcy), or face controlled prices
of inputs and outputs, the removal of some wage and price restric-
tions may achieve very little in relieving inflationary pressures,

i
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32, THE ROLE OF FISCAL REFORM IN STABILIZATION AND LIBE-
RALIZATION

An #mportant source of distortions in many developing economies
originates in the area of public expenditures and taxation. Large fiscal
deficits can be historically explained by the heavy weliance on govern-
ment intervention in the development process. If a country stants to
rely more heavily on markets, economic incentives, and decentralized
priivate initiatives, as opposed tO administrative contnols, three classi-
cal roles for the government spending come into forefront: (i) uinfira-
structure investment in physical and human capital; (ii) the supply of
public goods, including the legal system, education, basic research,
and environment protection; and, since people in poor countmies can-
not be helped much by tax reductions, (iii) redistribution policies. All
of these represent, of course, long-tenm functions of the public finance,
and as such they might seem to be relatively unimportant in the pro-
cess of economic stabilization and liberalization. But economic stabi-
lization and liberalization are themselves longstenm undertakings, in
which the government's commitment to reforms and the degree of
credibility it imparts in the eyes of the agents play crucial roles. One
could also argue that precisely because the policy makers and itheore-
tical economists tended to megleat these issues, the gap between the
developing and the developed countries has been widening so drama-
tically over the past few decades. For this reason we shall first make
some remarks on the long-term aspeots of public expenditures and ta-
xapion policy, and then turn to the issues of MAacreeconomic manage-
ment of the public debt and the inflation tax, which are among the
most important obstacles for a successful liberalization.

3.2.1. Long-term aspects of public finance

In a very imnsightful paper, Lindbeck spells out some innovative
ideas for the removal of long outstanding distortions in the area of
public expenditures. In the area of infrastructure investment, Lind-
beck emphasizes the importance of the accumulation of human resour-
ces in a wide sense of the word, including not only education, but also
health, sanitation, and food supply to the poor. Since iit is increasingiy
recognized ithat the social rates of return in most developing countries
are higher for primary education and vocational training tham for the
most of the higher level education, Lindbeck argues for a change in
the composition of public spending on education in favor of the for-
mer. In the field of technology transfer, research and development,
active government involvement is necessary because of the public good
character of output of these activities. Lindbeck also emphasizes the
importance of treating managenial skills and entrepreneurial initiati-
ves as a specific collective good, since they represent one of the most
important bottlenecks in production in developing countrnies. Regar-
ding redistribution policies, the most effective way t0 remove nume-
rous distortions stemming from the widespread use of subsidies for
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food, housing, and other mecessities S€0ms t0 be a tramsition to direct
transfers, which would remove production disincentives in agrioulture
and housing, ithat often have disastrous comsequences for urban amd
rural life. Lindbeck alsoc warns againts the dangers of »premature wel-
fare states«, that is, countnies whose economic foundations are too
weak to suppornt an elaborate structure of social Secunity, transfer pay-
ments, and redistributions among large population groups. (Umgunay is
cften mentioned as an exammple.) :

On the expenditure side, Lindbeck stands out strongly against the
approach of optimal taniffs, taxes, and subsidies in developing count.
ries, beth on theoretical (extremely restrictive assumptions), and on
practical grounds (great informationa] and statistical requirements:
stimulate rent-seaking behavior), and Proposcs instead a few simple
nules of thumb, like shontening of the time lags in tax collection and
adjusting the tax brackets for inflanion ; 'bmad-aming iof the tax base
and lowening of tax rates (so as to avoid erosion of the tax base and
prevent penalizing lindividuals by higher ‘tax liabilities for inflation-in-
duced increases in nomiinal income); promoting of uniformity as the
basic tule of taxation; and providing a special treatment via invest-
ment tax credits for wealthier individuals and corporations that are
the main source of savings in developing countnies. Uniformity of ta-
“es seems to ‘play an outstanding role in this context, since it elimi-
nates all sorts of rent-seeking behavior, and imposes binding - rules on
behavior of politicians, who typically have their own objectives, which
may not bear much relation to ithe ideas that lie behind caloulations
Dy economists of optimum tax or tariff stnuctures,

These considerations favor the wse of a consumption based (imdi-
reat) tax, among which the value-added tax {VAT) is ithe preferred op-
tion, since it avoids whe wvertical integration bias and the consumption
bias of the cascade type indirect taxes, In a recently concluded World
Bank study on value-added tax in developing countnies, summarnized
by Gillis, Shoup, and Sicat (1987), VAT got a strong endorsemenit, t0o.
This study emphasizes VAT's production efficiency (it taxes produc-
tive inputs equally, and does not promote distortion of production
choices), its non-distortionary effect with Tespect to ourrent and fu-
ture comsumption (unlike the income tax, which penalizes capital accu-
maulation and economic growth), its uniformity, and its pronounced
income-generating offects. '

3.2.2. Public debt management and the mechanics of the inflation tax

In his classic 1923 work A Tract on Monetary Reform, Keynes
praised the features of the inflation tax as being costless to implement,
efficient in Tevenue-generating terms, and fairly equitable, sinice it hits
relatively more heavily the wealthier individuals. However, Keynes also
warned against the many dangers of thig tax, quantifying them vividly
cn examples of ‘Gernman and Russian hyperinflations. In the context
of stabilization and liberalization cfforts, these «dangers were first des-
cribed by MoKinnon (1973) and McKinnon and Mathieson (1981). With -

T S mﬁmﬂ'w.
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large fiscal deficits financed by inflation tax, the stock of high powe-
red money (which is the »tax base« for inflation tax) must mot be ero-
ded, . since otherwise the governmemnt will have to accelerate inflation
in order to finance the deficit. This erosion of the »tax base« can be
prevented either by high reserve requirements, or by low deposit
rates. Now, if capital account is opened, domestic capital will obvious-
ly leave the country in search of the higher foreign rates of return,
which reduces the »tax base«, hence the tax revenues of the govern-
ment. In such a situation the government will obviously have to resort
o the imoney press more and more frequently, thereby breeding hy-
perinflation.

Fornmailly we can explain this government dilemma with the aid
of a model developed by McKinnon and Mathieson (1981). They govera-
ment’s optimization problem consists in choosing ithe reserve require-
ment K so as to minimize the inflation rate x, subject to the following
market-clearing conditions:

(Private loanable funds)

L/P = (1—x) D/P |
= h(m i) = (I—x) q (r, 1) €l

(Official deficit finance)
Z[P = (vq-+f) (n+8g) (3)

(Bank competition)
i (I—x)—i, =0 (6)

where L/P is the demand for real loans; D/P is the demand for real
deposits, D/P = q (w,i,); i and i, are the lending and the deposit rates
of interest, respectively; f denotes the demand function for curremcy,
f = C/P, where C is currency; Z/P is the government deficit; and g
is the rate of income growth. This optimization procedure determines
the endogenous variables i, i, and . Stanting from equation (5), the
real government deficit Z/P is exogenously given and must be financed
by issuing base money against both tenm deposits q and (100 precent
reserve) currency f. As K increases, relative tax bunden is shifted to-
ward the tenm deposit part of the market; how much depends on the
elasticity of response of depositors and borrowers. Given the infla-
tion rate 7, the more inelastic is the demand for term deposits and
for real loans with respect to a fall in 4, and a mise in 1, the greater
will be the optimal reserve requirement. Conversely, the more inelastic
is the demad for currency, the lower will be the optimal reserve re-
quirement, as 'more of the inflation tax burden is shifted toward cui-
rency holders. According to commonly acepted canons of public fi-
nance, one taxes where the inelasticity of demand is most pronounced
so as to minimize the erosion of the tax base. Thus, the more inelastic
the demand for either financial asset, the lower will be minimum ne-
cessary inflation rate, and rate of base money creation. Similarly, from
equation (5), the higher the natural real rate of growth and the flow
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of non-inflationary seignorage in the cconomy, the lower will be the
minimum necessary inflation rate and the lower will be the corres-
ponding rate of base money creation necessary to finance the given
fiscal deficit. (McKinnon and Mathieson, 1981, p. 12)) :

Similar conclusions are reached in a study by van Wijnbergen
(1987). He analyzed three recent puzzles in developing economies that
could not be explained by standard maoroeconomic models, The first
puzzle is that inflation is often stable at a given rate for several years,
then suddenly jumps to a new plateau, stays there for severa] years,
then jumps again, and so on. The second 'puzzle van Wijnbergen add-
ressed was that the attempts to stabilize inflation by exchange rate po-
licies similar to those applied in Argentina often lead to even higher
inflation after the collapse of these programs, while the third puzzle
relates to balance of payments crises apparently caused by jumps in
inflation, Van Wijnbergen builds a model with rational, optimizing, and
forward-looking consumers with perfect foresight; at the cemter of
analysis stands the govennment’s budget constraint, that is linked to
rational speculative behavior of consumers in onder to endogenize the
expected regime swiitch on the pant of the government. This model has
lhe spinit of recent literature on public finance approach to macro-
coonomics, whose mnain research focus dis op the ourrent effects of
future policy changes. In this context, the three puzzles ape explained
in the following way. (1) In presence of external public debt, exoge-
nous shocks (like increases in world interest rates) dead to a detertio-
ration of the government deficit. This, in turn, leads to higher infla-
tion through the residual role of the inflation ‘tax in 2 floating exchan-
ge rate regime. Unless taxes are inoreased or spending is out, this
bifings about plateau changes in inflation. (2) The explanation of the
seoond puzzle is rather subtle, and is related to the loss of Interest
earnings on the foreign assets of the central bank. These losses are
occasioned during the speculativé attacks and the ensuing decline din
profit tramsfers from the central bank into the government budget
constraint. (3) The above result on detenioration of the government
budget also sheds light on the link between jumps in inflation and
balance -of payments crises. Both are itriggered-off by fiscal policy in-
consistencies, and the fact that they ocour simultaneously is not me-
cessanily an argument againts the theory linking inflation to fiscal
policy. Thus, van Wijnbergen also dnaws the conclusion that fiscal
reform is not only necessary for success of anti-inflationary programs,
but should come up front.

3‘.3. PROBLEMS OF FINANCIAL LIBERALIZATION IN DEVELOPING
COUNTRIES

The point of departure in any study of interest rates and financial
markets in developing countries lis the seminal amalyslis of MoKinnon
(1973, especially Chapters 7 and 11). His discussion, while extriaondi-
nanily insightful, was entirely verbal and intuitional in character, Mc-
Kinnon coined the term financial repression to describe the main dis-
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tinguishing characteristics of financial markets in developing countries.
Key structural aspects of the financial mepression syndrome emphasi-
zed by McKinnon were:

(a) the adverse effects of high inflation and low nominal deposit
rates on ithe extent of financial intermediation achievable by the com-
mercial banking system;

(b) the resulting limited availability of the bank loams for finan-
aing of investment in working capital by productive entenpnises with
comstricting effects on the level of aggregate output;

(c) the aggravation of these by the maintenance of an overvalued
exchange rate, which severely limits the amount of foreign exchange
available for imports of intermediate productive inputs.

Institutionally, such financial repression arises primarily from the
fact that in developing countnies the role of open markets for secu-
nities is insignificant. This situation does mot itself constitute a distoi-
tion, but merely reflects the low level of per capita income and the
resulting small scale of individual acts of saving and {investment. For
this reason, the monetary system in developing countries plays a rela-
tively more important role in financial intermediation between savers
and dinvestors than it plays in developed market economies. Namely,
the bulk of savings consists of currency and deposits with the com-
mercial banks, savings and loans associations, and postal-savings depo-
sitories, and the control over the flow of loanable funds actually rep-
resents the control of such deposits and the issue of currency. What
is purely a supervisory and monetary-control role for the governments
of developed countriies, thus becomes a highly activist credit-allocating
role for governments of developing countries.

As pointed out by McKinnon and Mathieson (1981), there is a
fiscal root ito this difference in the role of monetary policy, too, since
most developing country governments feel constrained in the amount
of revenue they can raise by taxing inocome, sales, or property, in order
to maintain desired levels of expenditure on current and capital
accounts. Therefore, apant from foreign borrowing — which is often
stimulated by an exhange rate policy that keeps ithe domestic curren-
cy overvalued — the only instruments available to market nonmone-
tary «debt of the government are: (i) forced sales of the debt to the
banking sector, accomplished by fimposing an elaborate system of re-
serve requirements; «(ii) comprehensive restrictions on both deposit
and dending rates of interest, which allow the monetary authorities to
give credit subsidies to preferred claimants without having such sub-
sidies appear in the official Treasury acounts; and, if sufficient re-
sources cannot be generated at a stable price level to cover these
explicit and implicit defiidits in the public finances, (iii) the finfla-
tion tax.

With credit rationing widespread, and access to official lenders
difficult, informal credit markets started to flourish lin many develo-
ping countries. Vinmani (1985) studied govermment policy toward the-
se markets, and posed the problem of appropriate policies fior setting
up of new financial institutions, control of existing imstitutions, and
credit allocation. His main conclusion s that interest subsidy, subsi-
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dized rediscounting, and credit guarantee policies are better than inte-
rest ceiling and minimum lending policies. Balassa (1987a) considers
informal oredit markets as a monmal step in the development of fi-
nancial intermediation, since they pemmit bringing together of lenders
and borrowers in cases when the costs of doing so through formal
channels would be too high because of lack of information, distance,
and other factors.

Consider now a situation in which the government of a repressed
economy embarks on a route of financial stabilization and liberaliza-
tion, and suppose ithat in the process it decides to lift some comtnols
on capital account transactions. Financial liberalization inevitably
brings about an dmitial discrete increase in the mominal interest mate
paid on bank deposits. However, while the resulting real deposit rate
perceived by domestiic residents is equal to the difference between the
nominal rate and the expeated rate of inflation, that perceived by fo-
reigners is equal to ithe difference between the mominal rate and the
expeated rate of repreciation (Kapur, 1983). Hence, if the exchange rate
is fixed during the tramsition process, a situation might be created
whereby a nominal deposit rate that was high enough to meet domes-
tic liberalization objectives, would provoke speculative capital inflows
that are sufficiently strong to generate a loss of domestic monetary
control, thereby undemmining the entire stabilization prognam.

These considerations prompted McKinnon and Mathieson (1981) to
advance a second{best strategy for managing a finandially repressed
economy, the pnincipal componemts of this strategy being as follows:

(1) Government authorities should replace general interest-nate
restrictions with direct interest subsidies to certain preferred borro-
wers, and these should be included in the Treasury accounts, Qnce
other interest rates are freed, the true fiscal deficit can be caloculated
more accurately.

(2) In the open part of the capital market, a comprehensive non-
-interest bearing reserve requirement against term deposits should
vary directly with the size of the deficit.

(3) Flows of private capital both to and from tthe rest of the world
should be subject to exchange controls, or reserve requirements.

(4) If the minimum necessary rate of domestic inflation exceeds
that of the country's pnincipal trading partners, the exchange rate
should be indexed by a passive downward crawl.

* McKinnon's proposed solution to this policy dilemma js worthy of
extended quotation: Although nominal interest rates are raised sharply at
first, they should gradually be reduced as the actual and expected inflation
in the Wholesale Price Index slackens. To help maintain external balance,
however, there is a case for also having the foreign exchange rate depre-
ciate slowly in a predictable way after the initial surprise devaluation.
Instead of devaluing fully to »the« equilibrium exchange rate associated
with free trade, suppose the authorities undertake a somewhat smaller dis-
crete devaluation. Then the exchange rate begins to depreciate smoothly, at
an annual percentage rate that reflects the difference between foreign and
domestic rates of interest — with a suitable risk premium subtraced from
the latter. A large inflow of foreign short-term capital is avoided because
users and lenders of foreign shortiterm capital (irade credit) take the conti-
nuing deprecation into account. (McKinnon, 1973, pp. 166—7.)
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The »extraordinary« capital inflows following a financial liberali-
zation stand at the center of McKinnon's analysis, and are one of the
principal reasons for the proposed sequence of liberalization of the
external sector. Namely, under a fixed exchange rate, capital inflows
will be monetized and will result in inflation and a real appreciation
of the domestic currency f(see Diaz-Alejandro, 1981). Under a floating
exchange rate, the inflows will result in an appreciation of the nominal
and real exchamge rates.” Since financial mamnkets adjust much faster
than goods markets, ithis real appreciation will be quite abmpt, as
pointed out by Frenkel (1982 and 1983).

While the opening of the capital acoount mmay .generate a real
appreciation of the domestic currency, successful liberalization of the
trade account requires a real depreciation, in order ito help the expan-
sion of the expontables sector in a situation where the old protective
structure of pelative prices is replaced by a new, more open structure
(sece Balassa, 1980, 1982a, 1982b). With appreciation generated by the
opening of the ocapital account, the dismantling of the protected sec-
tors will become more difficult, too. From this it follows that capital
and ocurremt acounts should not be opemed simultaneously, and, more-
over, capital inflows should be tightly controlled «during the transition
period after trade has been liberalized, so as tto avoid the pressure on
resources in the tradableigoods sector to mmove in opposite directions
at a moment when ithis sector {(or that part of Gt involved in import
substitution) is going through a costly readjustment (Edwards, 1984b).

Additional complications arise if we include in this amalysis the
nontradables sector. As pointed out by McKinnon (1976) and Harber-
ger (1982), whenever a fraction of additional foreign funds is spent
on nontradable goods, their absonption will require an increase in the
relative price of nontradables and a real appreciation of the domestic
ourremncy. At least in the short vun, the tradables sector will expand,
while the dmpontables and the expomtables sectors will contract. This
actually happened fin Angentina, Chile, and Uruguay, where the con-
struction. sector was booming after these countnies opened their ca-
pital accounts (Edwands, 1984b). If the nominal price of nontradables
is inflexible downward, and the exchange rate is fixed, once the capital
inflows have stabilized, the country may run into difficulties similar
to those in :Chile, described in Section 3.1. Opening of the cumrent
account, on ithe other hand, will result in expansion of the exportables
sector, a comtraction in the production of importables, and either an
expansion or a contraction of the momtradables sector.

The problems of financial liberalization and the concurrent increa-
se in real interest rates were fornmalized, amond others, by Edwards:
and ‘Cox-Edwards (1987). They were interested in explaining an enor-

T Harberger (1982) actually caloulated that the increase in capital in-
flows into Chile is capable of »explaining« a real appreciation of the peso
up to 25 perceat betwen 1979 and 1981.

' Other references include Blejer and Sagari (1987), Diaz-Alejandro
(1987), Duahajre (1987), Edwards (1983), Edwards and Khan (1985), Kapur
(1976 and 1983) and Mathieson (1978).
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mous increase fin real interest rateg (up to 40 percent) that occourred in
Chile during the implementation of this country’'s stabilization prog-
ram in late 1970s. In their model, a jump in equilibrium short-term
interest rates iis explained by a combination of thege factors: increa-
ses in «demand for rea] credit, primarily on the part of the expanding
Sectors (nontradables and exportables); higher eXpedtations of deva-
luation; a higher nisk-premium assigned to the country by the inter-
national lenders; and g reduction fin the expectations of the domestic
inflation; and higher world interest rates.

Sjaastad (1985) studied the mechanism of transmission of the flyc-
tuation fin world interest rates on interest rates developing countries.
His main hypothesis is that owiing to certain, asymmetries in the degree
to which purchasing power holds in the shortaun, fluctuation jn the
value of the dollar wis-a-wvis other major currencies leads to COTTEespon-
ding fluctuations in real Trates of interest in the small, exchange-rate
pegging econormices, that are greater in amplitude thap those in larger
countnies. (Chile and Uruguay had experienced panticularly viclent
swings in real interest rates.) Sjaastad built a mode] of world manrkets
for traded goods, and investigated if ap exchange rate regime could be
set up such that small economies oould be imsulated from rea] interest
nate fluctuations, He showed that this was not possible unless stromg
purchasing power panity, or strong interest rate parity between major
currencies holds. Thus, interest rate instability is to be reconciled
with by the small developed coonomies, wmplying financia] (or reai)
autarky as the alternative, Thig is centainly a rather pessimistic con-
clusion, but it highlights all the diffiioulties surrounding financial libe-
ralization in developin g countnies.

3.4. EXCHANGE RATE MANAGEMENT AND THE DOMESTIC STABILIZA-
TION

The preceeding sections have already iindicated the impontance of
proper exchange rate management for success of domestic stabiliza-
tion policies. The literature in this area of our topic is very mich, amd
we shall survey it acording to four main ° issues surrounding the
attempts to get the »night« real exchange rate:? (i) determining the
degree of overvaluation and therefore the size of the pea] depreciation
require; (ii) achiveing the itarget value for the real exchange rate: {(1ii)
establishing the effects of a change in the peal exchange mate; and (iv)
deciding what exhange rate regime or nule to adopt.

* See Edwands (1987b) for alternative definitions of the real €xchange
rate and the concept of equilibrium real exchange rate. A valuable collec-
tion of analytical Papers on exchange rates in developing countries js Hd-
wards and Ahamed (1986).

|
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34.1. Determining the extent of adjustment

Even for industrial countries, determining the extent to which an
exchange rate is overvalued is an extremely complicated task. As pri-
ces in developing countries often rise faster than in industrial count-
ries, it has become common pradiice to employ vanous kinds of pur-
chasing power parity calculations, based on a combination of import
and export weights with the country's main trading partners. These
incides give policy makers a fainly good \impression of the size of deva-
luation that is meeded in a particular sitvation, but as Khan (1987)
points out, they must be warned againts paying too much attemtion
w0 small changes lin PPP indices, as their usefulness is limited unless
considered with other information. An additional problem with the
PPP calculations arises when we allow for the fact that the real ex-
change rate is an endogenous variable that responds ito factors like
foreign shocks, worsening of the terms of trade, an increase fin foreign
real finterest rates, or a slowdown in the world economy. Khan and
Knight (1981, 1983, 1986) and Khan and Zahler (1983, 1985, 1987) have
extensively analyzed the effects of these external shocks on the evolu-
tion of the time paths of real exchange rates, the balance of payments,
and other vaniables, and have found that the lomg-run real exchange
rate will tend to depreciate under their influence. In a similar vein
Edward (1987a) studied the equilibrium path of the real exchange rate
in the Southern Come countries in the late 1970s amd early 1980s.
Contrary to conclusions of a lange mumber of analysts — who argued
on the basis of PPP caloulations that ithe real apprediation of these
conutrnies’ currencies represented an unsustaimable real overvaluation
— Edwards found that the overvaluation may well have reflected the
long-nun evolution of the equilibrium real exchange rate.

34.2. Achieving a target rate

Hawving determined ithe scope of devaluation, the mext step in get-
ting the right real exchange rate is to choose the appropriate policies
to achieve it. As our previous discussion has shown, holding the ex-
change rate constant and adopting deflationary policies ito force down
domestic prices and wages, although possible in prindiple, is not fea-
sible in practice, since it is likely to cause substantial falls in output
and employment. We also saw that a nominal devaluation will not
work unless supported by appropriate fiscal measures that lumit the
increase in domestic pnices. Im both cases we observed only a transi-
tory effect on ithe real exchange rate, with domestic pmices mising un
the long run and the real exchange rate retunning to dts oniginal (over-
valued) level. As we known from the elasticities approach to the ba-
lance of payments, to caloulate the effects of a devaluation on the
real exchange rate requires infonmation on substitution elasticities
between tradable and nontradable goods in consumption and dn pro-
duction, and on ithe share of tradables in total consumption. But this
represents only the firstinound effect of devaluation, which will be
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sustained omly if supporting policies are adopted. To determine the
real exchange rate in the long run requires detailed infformation on
these supporting policies; without it, gs Khan (1978) points out, the
real exchange rate for a given nomiinal devaluation Canmot be deter-
mined.

34.3. Establishing the effects of devaluation

By now there is already a rich empinical litereature on the effects
of devaluation ;in developing countries (see Balassa (1987b) for an over-
view). One of ithe arguments againts devaluation as a policy of adjust-
ment is that it lincreases unemployment and tends to induce stagfia-
tion (Diaz-Alejandro, 1965: Ceooper, 1971: Krugman and Taylor, 1978;
Hamson, 1983). The standand argument in favor of devaluation states,
however, that ag long as devaluation alters the real exchange rate by
raising product prices in domestic currency relative to factor incommes,
it will raise output, to the extent that the short-run marginal cost curves
of the tradables goods industries are upward sloping. The longer a
real devaluatiion persists, the greater will be the benefits, Funthermore,
if wealth and distributiona] effects of devaluation stimulate savings
and investment, they may produce a long-run gain of increased ca-
pacity.

These theoretiical controversies inspired a number of authors to
conduct empirical studies opn output and employment effects of deva-
luations. Perhaps the best-known study in this field is Cooper (1971).
He analyzed 24 devaluations that took place between 1953 and 1966 by
looking at the behavior of principal components of aggregate demand,
and discovered that devaluation often initially tends to depress eco-
nomic activity, Another welldknown study s Krueger {1978), who found
that in most cases studied under the NBER project on foreign trade
regimes, devaluations had been associated with €xpansions in the level
of econotnic activity.

Gylfason and Schmidt (1983) have constructed a small macromo-
del with intermediate goods, where devaluation has two conflicting
effects: first, gt generates an expansion through aggregate demand, but
at the same time it induces an upward shift in the aggregate supply
curve through its impact on the costs of impornted intermediate inputs,
The final effect of devaluation can thus be either contractionary or
expansionary. Gylfason and Schmidt empinically analyze the implica-
tions of rtheir model by imputing plausible values to the corresponding
parameters for a group of five developed and five developing count-
ries. With the exception of the United Kiingdom and Brazil, their re-
sults suggest that, as postulated by the more traditional views, deva-
luations have a positive overal] effect on aggregate output. Similarly,
Gylfason and Risager (1984) developed a model for a small country
which stresses the effeqt of devaluations on interest payments on the
foreign debt. Using imputed parameter data they find that in develo-
ped countnies devaluations are generally expamsionary, while in deve-
loped countries they are likely to be contractionary. The problem with
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this kind of approach is that the imputed parameter values used in
simulations are obtained from very differenc sources, and are likely
to be incomsistent among themselves.

Connolly (1983) considered a group of 22 countriies, and regressed
(for the cross-country data set) the change in the rate of real growith
on the change in the mominal exchange rate. The coefficient obtained
was positive and marginally significant, providing some support to
the hypothesis of expansionary devaluations. However, Connolly ar-
gues that his results are subject to selectivity ias, since ocountries
'that devalue typically do so after having entered into recession.

Some authors have constructed country-specific simulation modeis
to analyze the effectiveness of devaluations as stabilization policy tools.
For example, Branson (1986) has constructed a smail simulation model
for Kenya (he found important contractionary effects of devaluaitiion),
while Taylor and Rosenweig (1984) built a computable general equilib-
rium model of the Thai economy, and obtained results indicating,
among other, that a 10 percent devaluation increases real GDP by 3.3
percent.

More recently, Edwards (1986b) offers a study of 30 devaluations
which takes into account the behavior of key wariables in three-year
periods before and afiter devaluations. He found that, by and large,
the evidence was mixed, and depending on which variable one looked
at, some countries experienced a fall in real activity while the others
expenienced an increase in the level of aggregate output. He also tnied
to control for the effect of policy vaniables not included in analysis by
estimating an equation for aggregate output for a group of 12 count-
ries, using pooled data (Edwands, 1986a). In addition to the possible
effect of the exchange rate on output, this equation incorporates the
role of the monetary policy, fiscal policy, and exogenous tenms of trade
changes. His results lindicate that, ceteris paribus, devaluations have a
small contractionary effect in the short run, while in the long mun
they appear to be meutral both with respect to employment, and with
respect to real output.

In summary, the effects of devaluation on real economic activity
seem to be fairly sensitive on the specification of the model and the
data used. The best policy advice that one can give is that the issue of
contractionary or expansionary effects of devaluations should be re-
solved on the individual country level, where one most cleanly sees
the effeots of other policies affecting the outcome of devaluations.

3.44. Deciding on exchange rate system

Very few developing countnies operate a freely floating exchange
rate system. Most either maintain fixed parities or follow some type
of crawlingpeg rule. Problems with fixed exchange rates — a high
probability of chronic overvaluation — were already discussed. On
the other hand, high inflation countnies have continual devaluations
built into their economic system as one fonm of indexation. In ithat
respect, the key policy decision is not what exchange rate regime to
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choose, but at what rate the domestic currency should depreciate. The
choice of an exchange rate regime appears, however, when countries
are faced with persistent ba ance of payments problems. In such a
situation some countmies have resorted to dual exchange rate Systems.
Under the dual exchange nate Systom, some transactions take place
at an official exchange rate malintained by intervention, while the mest
of them takes place at a generally lower, »free« or »parallel« €xchange
rate, usually detenmined by the market forces. As a study by Kiguel
and Lizondo (1986) indicates, dua) exchange rate markets have mot
always been successful in achieving their ob jeatives, mainly because
they were largely ineffective in preventing speculative outflows of
capital, overinvoicing of imports, and undeninvoicing of exports. In
addition, dual cxchange rates are equivalent ito a series of implicit
subsidies and taxes, that may undenmine other governmment ob jectives
(for example, commodities that are assigned to the official market
may face an implidit tax Ol EXports, while at the same time the go-
vemnment may be secking to pPromote exports). Even more pronouncec
problems anise in centrally planned economies, whose ocurrencies are
not freely conventible into hand currencies (see van Brabant (1985) for
a survey of exchange rates in centrally planned economies), or in
countnies where currency substitution is a widespread problem. All
this potints to great diffioulties surrounding ihe issues of stabilization
and diberalizaton of foreign exchange markets, and underlines the fact
that in many small open economies the exchangerate is the key tool
of the entire monetary policy,

4. OPENING OF THE CURRENT AND THE CAPITAL ACCOUNT

In the light of results from the preceeding section, stabilization and
liberalization of a developling economy seem to be such an ambitious
task that, if achieved, any other development target, including liberali-
zation of the external sector, could be achieved, too. Perhaps this is
true, because the countnies that have succeeded ig putting their do-
mestic markets in onder (e. g., South Korea and Taiwan) also turned
out to be successfiul tradeliberalization stories. Almost all other libe-
ralization attempts appear to have failed ‘because of domestic policy
mistakes. However, liberalization of ithe sector brings with itself new
difficullties, perhaps even more complex and less cleanly understood.
The principal reason for ithis lies in the fact that once the current
and the capital acocounts are opened, domestic policy makers lose some
contnol over events in the economy. And ‘today, with the world econo-
my becoming increasingly integrated, this loss of comntmol is langely
unavoidable. It is therefore not surprising that the trade liberaliza-
tion problems are today as high on the agenda of developing oorumtrigs
as tthey ever were. Moreover, the most important questions in this
context still seem to be the ones fonmulated by Diaz-Alejandro in 1975:
Under what condifions will free trade (or more trade) increase per
capita growth? Under what conditions will free trade (or more trade)
bring less developed countries closer to .their other objectives? Can
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less developed countries by their own actions fnfluence how much
they trade? How to quantify the effects of trade policies on develop-
ment targets? These questions actually define a whole new area of
research, and the most that we can do in this paper is to approach
them from the narrow perspective of the sequencing problem. Liks
other studies tin this area, papers dealing with opening of the cunrent
and the capital accounts are not systematized in a very clear-out fa-
shion. For ithis reason, our approach to opening of the current and
the capital accounts will follow the general idea of this survey, that
is, we shall concentrate on welfare consequences of parciular policy
sequences.

Analysis in the preceding section already dndicated what might be
the appropriate sequence of liberalization policies, so in this seation
we lcok more closely at reasons behind the proposition that the cur
rent account should be opened before the capital account, However,
we shall also examine the arguments in favor of simultaneous ope-
ning of ithe two acounts, or in favor of the »capital account first«
proposition. In most parts of this section we shall assume that the
domestic economy has already been reasonably stabilized (in the sen-
se of the preceeding section), and that the policy makers now have
to decide which sequence of trade libenalization policies to adopt.
First we shall examine positive issues of different sequencing sce-
narios, and then we shall turn to more mormative questions of re-
duction in trade and capital account restrictions.

4.1. DIFFERENT SEQUENCING SCENARIOS: A POSITIVE ANALYSIS

We start this section with a brief overview of standard results
in trade theory relating to iliberalization of the external sector, and
then we continue with a survey of several characteristic studies in
this area. As we shall see, these studies typically ask very predise
questions in the comtext of trade liberalization, tyring to ascertain
its smpact on the evolution of wvariables of interest.

The main effects of pantial removal of restrictions on trade and
capital movements can be studies with the aid of Figures 1 - 4. We
shall comsider a simple dynamic general equilibrium model, developed
by Khan and Zahler (1983, 1985, 1987), with three goods: exportables.
importables and montradables. The domestic price of exportables Px
is taken to be equal to the product of the international price of tra-
dables P* and the exchange rate E. The domestic price of importable
goods, allowing for tamiffs, is given by the familiar expression: Pi =
= (1 + )EP*, where Pi iis the domestic price of importables and t is
the tariff. We assume ithat the country is small, so it cannot affect
Px and Pi. It follows that diseqilibrium in the tradable goods mar-
kets results in changes in imports and exports. Imponts are defined
as the difference between domestic demand and domestic supply of
importables; and, similarly exports are equal to ithe domestic excess
supply of exportables. As wsually, the price of nontradables is deter-



106 DUBRAVKO MIHALJEK

mined endogenously, and is assumed to respond positively to excess
demand for nontradable goods and variafions gn foreign prices,

Capital flows, aside from an autonomous componeant, are assumed
o be determined by the differemtial between domestic and foreaign
wxterest rates, adjusted for expeated exhamge rate changes and a co-
untry nisk premium. The bresence or degree of controls on capital
movementis is pepresented by a parameter b, which scales the expla-
natory vaniables in the followng way:

KF = KF + (blg(r —r* — E — R)|

where KF is the [ ow of capital, (KF represents ifs AUtONOMOoUs COom-
ponent); r and r* are the domestic and the forelign interest rates, res-
pectively; E is the expeated rate of depreciation; and R is the misk
promium. Parameter g reflects the response of capital flow to the
deviations tin interest paxrity. Obviously, if b = 0 the SCONOMmYy s coin-
pletely closed, and lor b > 0 capital flows are assumed to respond
io variations in the explanatory vaniables. To allow for the possibi-
Lty of an upward sloping supply curve of foreign credits, the risk
promium is made a function of the ratio Of external debt to jncome:

R, =R, + R(D/Y)

where R, is g cemstant, D is the stock of external debt, and Y is
the level of income. The barameter R, is assumed o be positive, so
thal as the ratio D/Y iises, the misk pramium will also dncrease.
This will reduce net capital inflows to rthe country even though do-
mestic and foreign interest rates (and the expocted exhange rate) re-
main unchanged.

Consider first the case where a country has some positive tani(f
t >0, which it gradually reduces to zero. Following Domnbusch (1974)
the relative price effect on this measure can be analyzed with the aid
of Figure 1. The HH schedule rapresents ithe locus of points where
Income = Expenditures, so by Walras Law, along HH the excess de-
mand for nonfradables is zero as well, Northeast of HH the relative
price of montradables is too low and there is an excess supply of
tradable goods (trade surplus)- and ap excess <demand for nomtra-
dables. Similarly, southwest of HH there would be a trade balance
deficit and an excess supply of nontradable goods. With t > 0, and
the exchange rate fixed at umity, the initial equilibnium is at point A,
where the ray OT (with slope equal to the domestic reiative price
Pi/Px) intersects HH. If t is meduced to zero, the domestic price of
importables falls, and rotates the ray o ‘OT". Assuming that Pn js ma-
changed, the initial effect of trade reduction is represented by a mo-
vement from A to B, which involves an appreciation of the real ex-
dhange wrate, defined as E = Pn/P*. Obviously, B is only a tempo-
rary equlibmium, because at B there (s an excess demand for tradable
goods and an excess supply of nontradables. Henoe, Pn will fall along
OT’ so as to restore general equilibrium at point C, with Pn! < Pne
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The movement from B to C has been identified in the Iiterature as
the real exchange rate depreciation associated with trade liberaliza-
tion. Although at point C ithe trade account is im balance with both
imponts and exports above their respective values in the oniginal equi-
librium A, it should be recognized that the initial effect of opening-up
(point) B) generates a trade balance deficit.

Changes in relative prices and their effects on demands and supp-
lies that result from tariff removal correspond to production and ex-
penditure switching effects. However, it should be noted that ope-
ningup also creates an expenditure increasing effect. Assuming that
inflation fis zero initially, the fall in prices of importable and nontra-
dable goods causes a reduction in the general price level, which in
turn creates an excess supply of momney, and a fall in the domestic
interest rate. This stimulates expenditures, that reinforce the trade
balance effect and, in the short run, dampen the fall in the relative
price of nontradable goods.

FIGURE 1

T

Pi/Pn
Tl
Pi/Pn
Pi/Pn
0 Px/Pn Px/Pn Relative price of
exportables
(Px/Pn)

PARTIAL EQUILIBRIUM EFFECTS OF TRADE LIBERALIZATION

General equilibrium effects of trade liberalization are illustrated in
Figure 2, where we assume that production of nontradables remains
constant. At an initial relative price GG the economy would be at
point A, producing X, of exportables and I, of importables. When the
taniff on imports is reduced to zero, the country will face a new do-
mestic terms of trade FF and the mew equilibrium will be at B. If
adjustment were instantaneous, we would simply move along the
transformation curve from A to B, and output of tradables wculd
be unchanged. The dashed line represents a situation in which raduc-
tion in production of importables is faster than the expansion of ex-
portables. In such a case, during the tramsition process the economy
will be operating below its productive potential, creating greater re-
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source unemployment and a langer output gap than in the long-run
equilibnitm.

To summanize Figure 1 and 2, tariff reduction results in a trade
balance deficit, a loss of linternationa] reserves, an increase in both
Mports and exponts, a lowening of the relative price, a fall (rise)
in the mominal (real) interest rate, and, assuming that production of
impontables adjusts faster than production of expontables, a tempo-
rary decline in output and an increase in resource unemployment.

The efffects of financial openingup are analyzed in Figure 3. We'
start from an initial equilibrium in which the domestic interest rate
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is above the foreign rate plus a nisk premium, and capital move-
ments are completely (b = 0). Financial liberalization takes the form
of increasing the value of b, and capital movements then take place
as long as r >ir* + R. In the traditional IS-LM framework the initial
equilibrium point would be A, with real income at Y,, domestic in-
terest rate equal to r, and zero foreign debt. With a constant risk
premium and a given foreign interest rate, a small country faces an
infinitely elastic supply of international financial capital which, when
monetized, makes the effective LM ourve horizontal. The shont-run
effeat of financial opening-up is therefore represented by shifting LM
to KK. At point B expenditures Y, exceed income Y,, and they imndu.
¢ce a ocurrent account deficit. Whether international reserves rise or
fall obviously depends on ithe size of the capital inflows relative to
the cunrent account deficit. As a consequence of a capital inflow, the
stok of foreign debt would naturally rise.

The effects of capital account liberalization can also be described
with the aid of Figure 4. Following Edwards (1884b) we assume that
the capital flows DK respond to the following pantial adjustment
equation:

DK = min [y(D*—D_,), DK]

where D* s the desired or sustainable level of external debt, D_, is
the actual stock of extermal debt in the previous period, p is partial
adjustment coefficient, and DK s ithe imaximum (possibly zero) amount
of met capital inflow allowed by ithe government in each period. The
tenm w(D* — D_,) embodies the idea that there is a long-run equilib-
rium ratio of foreign debt to GDP: if GDP grows at g percent annu-
ally, so will the desired stock of debt. If the real interest rate on
external debt is r, met capital inflows will then grow at rate (g-—r).
Clearly, if DK < u(D* —D_,), the gap between desired and actual debt
will increase though time. Once restrnictions on capital inflows are lif-
ted, actual inflows will become equal to p(D* —D_)). That means that,
immediately following the opening of the capital account, capital flows
will jump to a fraction p of ithe accumulated gap between the de-
sired and the actual debt. As this gap is closed, the level of capital
inflows will slowly fall, until it reaches a mew equilibrium level. For
the case of a simple economy, the time path of capital flows that
emerges from ithis formulation is represented &in Figure 4. (We could
also assume that once capital account is liberalized, the perceived
profitability of domestic investment will dramatically increase. This
will result jn a substantially higher D* and the same sort of jump in
the level of capital inflows shown fin Figure 4.)
Keeping these results in mind, we now turn to a number of repre-
sentative studies dealing with positive aspects of trade liberalization
policies.

Timing and sequencing of itrade liberalization were extensively
analyzed by Mussa (1984). He considers the effects of adjustment cosis
incurred in mowving resources out of previously protected industry on
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FIGURE 4

R R

0 > Time
{o

BEHAVIOR OF CAPITAL FLOWS FOLLOWING A CAPITAL ACCOUNT
LIBERALIZATION

the time path of the »appropriate« trade hiberalization. In the absence
of such costs, the economy could adjust immediately to the mew Jong-
nun equilibrium position consistent with its optimal longtun commer-
cial policy. Intuitively, one would expect that in presence of adjust-
ment costs there is a case for moving more gradually from ithe policy
of protectionism to a liberal trade policy. However, Mussa shows that
if (i) private agents who control the disposition of resources have ra-
tional expectations, which allow them to caloulate conrectly the values
of locating these resources in alternative activities; and (ii) if there
are mo distortions of the adjustment process ithat would cause these
agents to perceive private adjustment costs differently from adjust-
ment costs; then the adjustment process following an immediate change
of comercial policy to its long-run optimum would be socially effici-
ent. Therefore, a gradual implementation of trade librealization poli-
cies, which would reduce the privately perceived incentive to relocate
resources out of previously protected industries, would result in a
socially less desirable path for the economy. : '

A second important result obtained by Mussa is that when there
are distortions that affect the ad justment process, ithen gradualism
becomes a preferred option. In general, for a large mumber of rele-
vant distortions, there is no indication of how the time path of com-
mercial policy should deviate from the policy of an immediate move
to the best long-run commercial policy. A general case for gradualism
in trade liberalization can also be based on a desire to limit imcome
and weath losses suffered by owners of factors initially employed in
proteated industries. This ocours, however, at some cost in terms of
the efficiency of the economy'’s adjustment path, so that a tradeoff
situation for policy makers appears. Finally, Mussa shows that the
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appropriate time-path of comercial policy in a program of trade libe-
ralization may be influenced by ithe possibility that resounces emplo-
yed im protected industries may become unemployed as a consequence
of reduction in the level of protection. This issue is analyzed in the
framework of a reduced form relationship between the rate at which
resources are moved out of protected industries, and the amount of
unemployment experienced by wresources that continue to seek em-
ployment in these industries. A peculiar »overshooting« behavior might-
appear in this context, whereby in the optimal program of trade libe-
ralization the level of protection is initially reduced to below its long-
-run optimal level (and penhaps to below zero), and subsequently rai-
sed back to its optimal longirun level,

Calvo (1987) presents a simple model in which he cautions against
temporary liberalization and stabilization programs. As he points out,
the textbook proof that free trade Pareto dominates tariff in a smail
economy is wsually static, and its superficial interpretation might mis-
lead one to comclude that it is optimal to remove taniffs at a given
point fin time even if they are bound to be raised in the future. A
correct procedure to extend the static gains from trade theorem to a
dynamic setting is to make the dynamic scenanio look like the static
one, and this can be achieved by the genera] equilibrium »trick« of
distinguishing goods according to the point in time when they are cca-
sumed, delivered, or used in production. With this comvention, ithe sta-
tic gains-from-trade theorem implies that it is optimal to eliminate ail
trade barniers, on all present and future goods. The cost of temporary
liberalization/stabilization policies may therefore be substantial, and
temporariness may retain its hanmful power even if tariffs are expec-
ted to be kept for a (surprisingly) long period of time.

Macroeconomic effects of reduction in tariffs amnd removal of cont-
rols of capital movements are at the focus of a number of valuable
works by Khan and Zahler (1983, 1985, 1987), and Khan and Kiniglht
(1981, 1983, 1986). These authors typically use a dynamic general equi-
librium model in which they subject the model's real and financial
variables ito various exogenous shocks like increase in foreign interest
rates, deterioration in tenms of trade, a decline iin foreign real income,
etc., and then analyze the equilibriwum path of the relevant variables
with respect to some »control« simulation. For example, in Khan and
Zahler (1987) they analyzed the impact of intennal and external shocks
on the timespath of trade liberalization policies, with the idea of trying
to ascertain whether, in case of failures, liberalization itself was at
fault, or whether the primary blame is to be put on exogenous shocks.
The general conclusion of their paper is that it is impossible to say
if liberalization without external shocks would be successful in the
long run, but jn presence of shocks the probability of a refonm failure
is significantly inoreased. Simylarly, in Khan and Knight (1986), a mo-
del of the dependence of €xXponts on imports is presented, which tnies
to capture ithe effects of import compression policies in developing
countries, ‘Governments faced with foreign debt problems typically limit
the amount of imports in a given year, neglecting a technological de-
pendence of export industries on imponts of intermediate goods and
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raw anaterials. In this way a vicious cycle of =decr-easdng exports and
decreasing imports is set into motion. Khan and Knight estimated
this model on a sample of thirty-four developing countries jn presence
of external shocks, and established, among other results, that a ten
percent reduotion in the volume of imports reduces exponts by itwo
percent in the short run, and by five percent in the long run. Policies
that they proposed to dea] with ithis problem include inareasing ‘trams-
fer .of resources ito developing countries, and lifting protectionist mea-
sures ito imports, firom developling countnies.

In a study of welfare effects of trade and capital market iliberali-
zation, Edwards and van Wijnbergen {1983, 1986, 1987b) draw on ro-
cent work on the relation between temporary tariffs and private sa-
vings via the consumption rate of interest, in order to analyse the
question of »cold turkey« versus gradualism din trade liberalization.
in panticular in those cases where external rationing falls dispropo.-
onately on investment. They established unambigously that under
those ciroumstances gradualism is the optimal strategy. This conclu-
sion s of great policy relevance, because most examples of trade
libenalization took place under external balance constraints, and in
most caseg of external balance constraints investments took a dispro-
portionate part of the adjustment burden.

Edwards (1987a) amalyzed the effects of ourrent and capital ac-
count liberalization on the behavior of equilibrium real exchange rate
iN an intertemporal general equilibrium model of 2 smaill economy.
He obtained several important results. (1) Contrary to traditional sta-
tic pantial equilibnium models, a tariff reduction will not necessanily
generate an equilibrium real depreciation. (2) Assuming that all goods
are gross substitutes in consumption, both intra and intertemporally,
and that the substitution effeqt dominates the income effect, a tem-
porary tariff reduction will result in an equilibrium real depreciation
in both periods. (3) Expected future tariff changes will generally affect
the current equilibnium real exchange rate. More specifically, under
the above conditions, an expected future fincrease in itariffs will appre-
ciate the equilibnium real exchange rate today. (4) Assumiing no or
very low initial tariffs, a capital account liberalization wil] generate an
equilibrium real appreciation. (Some linteresting results on the Gnter-
relation between tariffs, tenms of trade, and the real exchange "rate
also are obtained in Edwards ( 1987¢c) and Edwards and van Wijnber-
gen {1987b)).

4.2. WHY SHOULD THE CURRENT ACCOUNT BE OPENED BEFORE THE
CAPITAL ACCOUNT?

So far there seem to exist at least three answers ito this question.
The first explanation comes from a companison of welfare effects of
distortions remaining if only one account is opened. Thig argument
is based on the belief ithat the megative welfare effect of opening the
capital acoount in presence of trade distortions will be more pronoun-
ced than negative effects anising from the opposite sequence, We have
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already presented the views of McKinnon (1973) and McKinnon and
Mathieson (1981) on ithis dssue. Kmueger (1984, p- 416) notes that:

since exchange of assets is exchange of capitalized values of income
streams, income streams generated by distorted prices are probably
the inappropniate ones at which to trade. It would then follow that
capital-account liberalization should ot be undertaken unless both
caurrent account and domestic financial transactions are alreadv
liberalized. )

Simitarly, acconding to Frenkel (1983, p. 167):

When the trade account is opened first, the cost of the remaining
distortion (i. e., the closed capital account)... is likely to be rela-
tively small. On the other hand, when the capital account is opened
up first, the cost of the remaining distortion (i. e., the closed trade
account) ...is likely to be very large. Thus, a comparison of the
costs of distortions... supports the proposition that the trade
account should be opened first.

This proposition can be easily explained with the aid of Figure
5, which js taken from Edwands 1(1984b). Suppose that the capital
account remains closed, while the current account is opened. Then
welfare could decrease under two circumstances: (a) if the restrictions
on the capital account take the form of a tax on foreign borrowing, »
wedge between foreign and domestic interest nates would be introdi-
ced; and (b) fif for some reasom the current-account liberalization re-
duces demand for foreign borrowing. Welfare costs of these distor-
tions are given by the shaded rectangle fin Figure 5. Note, however,
that both (a) amd (b) are implausible: tax on foreign bonrowing is not
a itypical ourrent account distontion; usually it takes the formn of ra-
tioning of foreign credit, in which case there dis no indirect welfare
loss, since the (ventical) demand curve stays put. Futhermore, trade
liberalization usually starts by lowering taniffs, in which case the de-
mand for smports increases. Part of this increase in demand is typi-
cally financed by additional foreign borrowing, i.e., the demand curve
in Figure 5 would shift ibo the wight.® These considerations therefore
tend to support the »current account first« proposition even af distor-
tions in the capital account remain.

The secomd explanation in favor of the current-account-first se-
quence comes from the literature on immiserizing capital acoumulation
initiated by Johnson (1967}, which focuses on welfare effects of ope-
ning the capital account im presence of trade distortions, Thus, if
there are tariffs and the importable \good is capitaldntensive, capital
acoumulation resulting from foreign transfers in the form of machines

. " Speed of tariff reductions is an important element here: As Edwards
and van Wijnbergen (1983) show, if a slow tariff reform js announced today,
borrowing may decrease as the public postpones consumption until taritfs
are lower. :
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will increase production .of capital-intensive goods (by Rybczynski
Theorem), and the negative welfare offect of the pre-existing distortion
will be reinforced. As Johnson: {1967) showed, this effect could be
strong enough to result in a reduction in welfare. Note an important
asymmetry between private and social benefits and costs ithat stamds
at the woot of this result: since domestic return to capital will exceed
the world real interest rate by the amount of the taniff accumulation
of capital will be benefidial from private perspective, although less de-
sirable — .or even immiserizing — from the social perspective,

Welfare effects of foreign transfers in the presence of tariffs that
are relevant for the onder of liberalization were also studied by Bre-
cher and Bhagwati (1982) and Brecher and Diaz-Alejandno (1977). The
latter authors have shown that a small amount of foreign investment
will always reduce welfare if foreign capital is paid its manginal pro-
duct and the import-competing good fs capitaldintensive; moreover, this
will happen even if conditions for Johnson (1967) immiserization do
not hold. As Edwards (1984b) points out, these welfare effects also
can be analyzed within the context of literature on factor trade (Gross-
man, 1983, Brecher and Findlay, 1983; Bhagwalti and Srinivasan, 1983b).
If the private domestic rate of return to capita] exceeds the world
rate of retunn before liberalization takes place, liberalizing the capital
account will result in some of these funds being used for the impor-
tation of machines, which is fonmally equivalent to allowing trade in
machines foday.

One obvious problem with the preceding anguments against the
capital-account opening is that they ignore the possibility that a frac-
tion: of mew borrowing could be used to inorease consumption. In this
casc welfare will not decrease provided that the domestic rate of
time preference is greater than the wonld interesi rate before libera-
lization, As Edwands and van Wijnbergen (1983, 1986, 1987b) note, if
we think of borrowing as a positive transfer at date t, and the re-
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payment of debt as a larger but negative transfer at date t + 1, wel-
fare will increase under the above condition even in presence of ta-
riffs. From this is also follows that borowing for investment punposes
— cempirically a very impontant case — should be taxed, while borro-
wing for consumption purposes should mot, which is certainly a surp-
nising result. In their 1983 paper ithese authors derived a simple ex-
pression: linking the cost of capital market distortions to the square
of the induced interest rate differential, and the (compensated) inte-
rest elasticity of savings and investment. They used this expression to
demomnstrate that the distortionary cost of transfer will (ncrease if a
greater proportion of foreign funds is used for investment than for
consumpition. However, these authors show that if investment deci-
sions are based on shadow prices rather than on taniff-distorted mar-
ket prices, there will be mo need to tax capital inflows used to finance
mvestment.

The thind group of arguments supponting the delayed opening of
the capital account is related to the foreign indebtedness problem and
the phenomenon of soft budget constraints. Central questions in this
connection are if liberalization of the capital acount will lead to over-
borrowing on the part of the private sector, and if the pnivate debt
will be comverted into the public debt. Theoretically, overborrowing
— or borrowing of the private seator over and above the socially
optimal level — is unlikely, because in a liberalized economy private
agents would face »correct« market signals, and borrow omly if the
manrginal return obtained from these funds exceeds the cost of the
loans. In such an environment free interplay of domestic agents and
foreign banks should result in optimal borrowing and lending strate-
gies (see Dornbusch, 1983a). But in practice and in sophisticated mo-
dels there are several reasons to believe that this will mot be the
case. First, in many developing countries firms operate under the so-
-called soft budget constraint, f.e., they continue to operate evem if
the are unprofitable, their losses being covered by the state, that for
various reasons (for example, paternalism) regulanly bails out the fai-
ling firms. Insofar as the finms are aware of ithis fact and take it into
account im their borrowing decisions, they will tend to overborrow,
knowing that, ultimately, the difference between the private and the
public debt will disappear.!! This is precisely what has happened in
Yugoslavia durning the 1970s, when comercial banks (whose founders
are business finms) heavily borrnowed in the Eurodollar market. Once
the debt cnisis set in, this private debt was simply passed onto the
centnal bank, which has been struggling to repay dt ever since.

Another reason why overborrowing is likely stems from the fact,
funther elaborated below, ithat, contrary to the textbook case, even
small countries cannot borrow finfinite amounts at the given world

U It is interesting how Edwards, who also is a Chicago graduate, and
hence brought up in a strict neoclassical tradition, comes very close to the
idea of soft budget constraints without being aware of it: »To the extent
that the private sector knows that it will be bailed out by the government,
moral-hazand-type behavior becomes highly likely.« (Edwards, 1984b, p. 17,
emphasis added.)
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interest rate. Lenders typically ration credit, charging the interest rate
that is an increasing function of the amount borrowed.? This means
that many developing countries face an upward-sloping supply curve
for foreign credit, which also will induce the private sector to over-
borrow omnce the capital account is opened.® Finally, a lack of credi-
bility in the government’s commitment to the reform effont might re-
sult in overborrowing, too. If the private seotor expects taniffs to be
raised fin the future, it will comsider the consumption interest mrate
(measured as the interest rate at which the agents can exchange tra-
ded goods between today and tomorrow) to be very low, and will thus
tend to increase fits foreign borrowing. Also, if it looks that the re-
form is likely to be reversed in the future, the parties that stand to
lose from permanent changes — like owners of capital in the immport-
-competing industries — might use foreign funds obtained though the
opening of the capital account to keep their finms functioning, hoping
that their losses will be only temporary. According to Rodriguez (1983,
quoted in Edwards, 1984b, p. 15) this is precisely what has happened
in Angentina:

»As a consequence of the lack of credibility of the continuity of
the economic program, many finrms — which would have dis-
appeared due to the tariff reductions — decided to go into debt
in order to keep operating while waitiag for a change in economic
strategy«.

Alternatively, foreign funds might be used to finance lobbying acti-
vities, aimed at pernsuading government officials to abandon liberaliza-
tion attempts. This is again an optimal strategy from the private point
of view, but it is quite undesirable from the social perspective.

In summary, we identified three groups of arguments in favor of
the delayed opening of the capital account: the costs of remaining dis-
tortions, the immiserizing capital transfer, and ithe overborrowing.
Next we tumn to study of arguments favoring the opposite scenario,
or a simultaneous opening of the two accounts.

t

21.2. ARGUMENTS IN FAVOR OF PRIOR OR SIMULTANEOUS OPENING
OF THE CAPITAL ACCOUNT

Arguments against the delayed opening of the capital account deal
with two groups of problems: adjustment costs, and the exchange rate
behavior duning the transitiony process. The adjustment cost issue ari-

? On the issuc of credit rationing — a refusal by lenders to accept
some borrowers’ offer of a higher-than-average interest rate, because of the
perceived high probability of default of the borrowers — there is a growing
literature on optimal debt contracts. See for example Gale and Hellwig
(1985 and 1986), and Stiglitz and Weiss (1931 and 1983).

" In such a situation there is an argument for imposing an optimal tax
on borrowing, which should be equal to 1/e, where e is the elasticity of
supply of foreign funds.On this see McDonald (1982), Edwards (1984a, 1984c)
and Harberger (1982).
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ses because duning the liberalization process finms have to restructure
their production, and labor must acquire mew skills in order to com-
pete more successfully on foreign markets. To emhance the probability
of success of ithe trade reform Michaely (1982, quoted in Edwards,
1984b), Little, Scitovsky, and Scott (1970), and Clark (1982, also quoted
in Edwards, 1984b) all favor opeming of the capital acount prior to,
or conourrently with, opening of the current account. Namely, foreign
assistance would enable a smoother tramsition of capital and labor
from the impont-<competing to expont-oniented sectors, and in this man-
ner the potentially large costs of unemployment in the initial stages
of liberalization could be avoided. Theoretically, these arguments are
similar to arguments for prowviding adjustment assistance to industries
that are negatively affected by exogenous changes .in the iterms of trade.
Recently the National Bureau of Economic Research commisioned a
study (edited by Bhagwati, 1982), to amalyze the adjustment-assistance
issue in the broad context of impont-competing industnies, The main
amalytical difficulty with this problem is that in onder to analyze the
adjustment-assistance proocess it is necessary to know the emtire furture
path of relative prices that results from future terms-of-trade or tariff
changes. In most intermational trade models that are currently used,
resounces move costlessy between the sectors, even in response to infi-
nitesimally small changes in relative prices. But, as we saw in Mussa
(1984), in more complex models, there are costs to this movement, so
that reallocation takes place more slowly, possibly resulting in shont-
-term Josses of output (see also Mussa (1974, 1978, 1982) and Neary
(1978, 1982)). Depending on the mature of adjustment costs, interven-
tion in the form of adjustment assistance may or may not be justified
on efficiency gnounds. For example, to the extent that adjustment costs
are related to labor market imperfections that have o be reconciled
with, such as minimum wages, there is some justification for assis-
tance. However, if these costs are related to the activity of moving
resources between the sectors, as in Mussa (1978) model, and there are
no extermalities, there is mo welfarewrelated reason tto provide adjust-
ment assistance. On the other hand, if income-distribution considera-
tions are important, adjustment assistance might be called for even in
absence of other distontions (see Leamer, 1980).

The second amgument in favor of prior opening of the capital
account was advanced by Lal (1984). He angues that since the behavior
of the exchange rate is cnitical during the transition firom the protec-
ted to the liberalized economy, it is better not ito let the governmment
manipulate it in the process. This olaim is based on the belief that
poor exchangerate management was ultimately responsible for the
failure of some liberalization attempts, in parficular in Argentina. Con-
scquently, Lal argues ithat a floating-exchange-rate system with full
ourrency conventibility should be implemented before the trade re-
form takes place, which means that the capital account should be ope-
ned before the trade account. There are at least two problems with
this argument. First, we saw in the preceding section that most dewve-
loping countries lack the institutional infrastructure that could success-
fully handle this kind of exchange rate regime. And second, Lal does
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not explain how to handle the real appreciation problem that will
result from opening of the capital account, nor does he specify how
much in advance of the trade account it should be opened.!*

4.3. FULL OR PARTIAL LIBERALIZATION?

An impontant problem related to welfare effects to liberalization
is whether the external sector should be liberalized fully or onty par-
tially, and if pantially, which restrnictions on current and capital account
transactions should be retained and for how long.!s

From a theoretical perspective, complete liberalization is justified
only if the country camnot influence world prices. If this is not the
case, there is always an optimal impornt taniff or optimal export tax
argument in favor of retaining some controls on the trade aoccount
(see Bhagwati and Srinivasan, 1983a). Furthermiore, restrictions om
current and capital accounts may be the best way of dealing with
some domestic distontions. As Johmson (1965) showed, although they
represent a third-best solution, they may be the only ones available.

A further angument in favor of partial liberalization stems from
the process of foreign lending that was already touched upon in our
discussion. Though the idea of taximg capital inflows seems counterin-
tuitive, it can be rationalized on sevenal grounds. As we said, many
developing countries face borrowing limits on world financial nar-
kets, and are charged a premium interest rate that is positively rela-
ted to the degree of perceived country misk.® The existence of the
countryrisk premium implies that even small countries face an up-
ward-sloping supply curve for foreign funds, where ihe interest rate
at which they borrow will increase with the country’s level of indeb-
tedness (see for example Eaton and Gersovitz, 1980; and Citron amnd
Nickelsbung, 1987). This suggest that there is a negative externality
associated with the pnocess of foreign borrowing, stemming from the
divengence between the average and marginal costs of borrowing from
abroad. From a policy perspective, the best way to deal with this
problem is to impose a tax on capital imponts. Since the lenders typi-
cally perceive a larger probability of default than borrowers, there is

“ Note that Lal implicitly assumes that the domestic financial markets
prior to liberalization operate reasonably efficiently. If this iés not the case,
then Lal seems to jgnore the presence of McKinnon's financial repression
syndrome in developing countries, which includes the overwhelming pre-
ponderance of the foreigndebt constraint, high domestic inflation, low or
negative real rates of return oa savings deposits, currency substitution, and
similar phenomena. Any idea of full currency convertibility in such an en-
vironment is clearly an anathema to cemtral bankers, who would see their
foreign currency reserves deplete, perhaps, in a matter of days.

15 Main references in this area are Edwards (1984b, 1987d), and Krueger
(1984, 1985).

18 Recently Bdwards (1984a) found a significant and robust relation bet-
ween the spread charged over the London interbank offered rate (LIBOR)
on foreign loans to developing countries, and the level of foreign indeb-
tedness.
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a genuine firstbest argument for imposing such a itax, hence for not
liberalizing the capital account first. (If lenders and borrowers make
the same assessment of the probability of default, the country-risk
premium is not a real part of ithe cost of borrowing, and no tax should
be imposed on these grounds.) This important idea is due to Harber-
ger {1982), who notes that:

The corrective for such externality [the difference between the mar-
ginal cost of international credit and its average cost] is something
that will lead economic agents to internalize it. In the present case,
a tax would be the obvious instrument for accomplishing this task.
(Harbenger, 1982, p. 13.)

But the most persuasive angument favoring complete and expe-
dient liberalization relates to what might be the crucial ingredient of
any policy refornm, namely, the degree of credibility of the weform. As
Krueger (1984) puts it:

There are some grounds for believing that the rapid removal of all
coatrols may be the least painful way of proceeding: new signals
in place will prevent resource misallocation in response to altered
signals before the transition is complete; dinstaneous adjustment
may prevent political opposition to the move from diluting it; and,
since there is considerable evidence that uncertainty about the like-
lihood that policy initiatives can be sustained causes delays in the
responses to altered policy signals, an immediate transformation of
the economic environment may reduce uacertainty. If these consi-
derations are overriding ,the issues of timing and sequencing do not
arise except in a second-best context. (Krueger, 1984, p. 421.)

It is impontant to emphasize that the degree of credibility is an
endogenous vaniable, determined by ithe track recond of the govern-
ment in past reforms, and the overall consistency of the policies it
advocates. As such, credibility cannot be gained or enhanced overnight;
creating it is a slow, painful, and a very long process. Political stability
is certainly one of its components, but perhaps even more important
are anthropological and cultural considerations like the dominant value
system, work habits, religion, and ideology.” History has often de-
monstrated that success stories are mot those that are written by the
wisdom of economists, but those ‘that are ultimately carried out by the
ingenuity of politicians and the sweat of the working people.

5. CONCLUSION

It has generally been recognized that opening the economy to the
rest of the world is an integral part of any economic reform. Policy

7 One anecdotal explanation of the fact that East Germany is the most
developed socialist country is that no one has yet invented a system which
will force the Germans not to work.
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advice of the World Bank and the IMF often emphasizes reduction
or elimination of distortions, for example, raising of real inferest rates,
reduction of impont tariffs, elimination of import quotas, and increa-
sing the degree of integration of domestic cconomies with international
financial markets, While ithere is mo isagreement about the general
desirability of such reforms, the problem of recomumending a specific
sequencing for these policies continutes to be theoretically unresolved,
in spite of the fact that it must be faced by tthe policy makers on a
continuing basis. Oftentimes political or other constraints predlude
a simultaneous liberalization of both the trade and the capital accounts
— which §s a firstbest policy in a textbook economy free of impenfec.
tions — so 'that the question of sequencing beocomes very important.
Although there are mo sirong theorems or redipies for appropriate
sequencing, few general principles are applicable in almost every case.
Specifically, survey of litenature in this fiald has suggested the follo-
wing broadly-accepted resuls:

1. International capital controls should be lifted after the domestic
financial markets have been reformed and the domestic interest rates
have been raised. In turn, interest rates can be raised only after the
fiscal deficit is under control, i. e., after the financial discipline has
been restored.

This proposition follows from ithe fact that if the capital account is
libralized when domestic interest rates are fixed at arbitrarily low or
negative levels (appropriately corredted by the expected devaluation),
an outflow of capital from the country will result. Furthermore, ihe
existence of a lange fiscal deficit financed by mflation tax requires that
bank reserves be kept high and interest payments on deposits be kept
low, so that the stock of base money (which is the base on which
the inflation tax is collected) is mot eroded. If the interest nates are
raised when the fiscal deficit is not under control, then the inflation
tax base will shrink, This will, in turn, mecessitate an increase jn the
rate of inflation if the government wants to collect the same amount
of resources. ‘

b

2. It is more prudent to liberalize the current account before relaxing
capital controls.

In general, the opening of the capital account in a situation where do-
mestic finandial markets were brought in order will result in signifi-
cant inflows of foreign capital, triggered by perceived differentials bet-
ween the domestic and foreign returns to capital, These inflows of fo-
reign capital will be monetized and, under a fixed exchange rate, will
result in inflation and a weal appreciation of the domestic CUrTency.
(Under a floating exchange rate, the result would be appreciation of
the nominel and the meal exchange rates.) Since financial markets
adjust much faster than commodity markets, ithis real appreciation
could be abmupt. On the other hand, successful liberalization of the
trade acooumt (i.e., reduction of impont tariffs and elimination of im-
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port quotas) will generally require a real devaluation of the domestic
currency. However, the opening of ithe capital acount might preclude
this real devaluation, and thus make the adjustment of the export and
the import sectors to a freer environment very difficult. Consequently,
the capital and the trade accounts should not be opened simultaneously,
moreover, in the transition period after the itrade has been liberalized,
capital inflows should be tightly comtrolled in order to avoid a steep
real appreciation.

3. In order to increase the probability of success (i.e., nonreversai)
of trade reform, adjustment costs related to reform should be minimi-
zed by implementing (1) a gradual liberalization of trade; and (2) the
provision of adjustment assistance to both the import and the export
sectors.

These arguments follow from the fact that every major structural
change results in pressure groups lobbying to defend their interests.
A crucial element in this context is the degree of credibility the trade
reform has. If a reform announcement is credible, firms and imvestors
will anticipate future movements in prices and relative returns to
investment, and will act accordingly, mobilizing resources domesti-
cally and abroad and investing them in the new export industries. But
if the reform is mot credible, and the agents believe that some reversal
of the reform is possible in the future, foreign funds obtained through
opening of the capital account may be used by the importing finms 10
offset their (presumably temporary) losses. Fundamental to establi-
shing the refonm’s credibility is, of course, the internal consistency of
the government’s fiscal, monetary, and exchange rate policies.

4. If all domestic distortions cannot be eliminated, then caution should
be given to the fact that in the second-best world full liberalization of
the trade and the capital accounts might not be desirable from the
welfare point of view.

For example, most developing countries face borrowing limits in inter-
national financial markets, and ave changed a premium corresponding
to the perceived degree of counitry risk. Thus, the imterest rate at
which a country borrows increases with the level of foreign indebted-
ness, which is a distontion associated with the process of borrowing
from abroad. In such cdircumstances individual firms will borrow more
than 4s socially optimal, since when one finm borrows more, the
cost of funds to all borrowers increases. From a policy perspective,
the best way o deal with this overborrowing problem is to Impose
a tax on capital importation. This tax represents a kind of capital
control, but there is an obwious angument for retaining such controls
even after the liberalization. '

These four results centainly do not exhaust the list of useful re-
commendations for »appropriate« strategies of domestic and extermal
liberalization, but they are represemtative of the ourremt state of art
in 'this field. Since sequencing of trade liberalization policies takes
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place in an inherently unstable environment, we would hope to see
much more analytical work to be devoted to questions of dynamic
adjustments in presence of random shocks. So far only few authors
have adressed these jssues, and usually in a fairly simple framework,
with only one exogenous shock operating at a time. Questions of in-
vestment and growth in such environments have mot been studied at
all, although they are of paramount impontance for the success of
liberalization policies. Funthemnmore, serious analytical work on pheno-
mena like weak responsiveness ito pnice signals (so«called soft budget
constraint problems) also is missing. While much more could be said
about the new fromtiens for research, it is importantt to keep in #mind
that unlike some o>ther areas of economics, the dssues of liberalization
are intimately cornected with broader questions of political decision-
smaking and commitment to announced policies. As Krueger points out:

The major problem with liberalization, as with so many other eco-
nomic policy problems, is that politicians, government officials aad
the informed public can readily foresee those interests that are li-
kely to be damaged in the short run by any liberalization effort;
they cannot as readily see the economic activities that were harmed,
and hence did not prosper, because of regulations. Moreover, even
some who would in the long run benefit by liberalization {(as for
example the Korean businessmen who became exporters in the 1960s
but were entrepreneurs in the 1950s) perceive the short-run harm
that it would cause their interests and fail to recognize the new
opportunities that would arise in the long run... While it is clear
that further research can increase our understanding of the ways
in which the costs of transition can be reduced, it seems likely that
determined leadership in individual countries is necessary if success-
ful liberalization efforts are to be undertaken.
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