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"Foreign Currency Deposits and the Demand for Money in
Developing Countries" by Pierre-Richard Aeenor

In recent years, demand by residents of developing countries for
foreign currency deposits has grown rapidly. This process of currency
substitution has received considerable attention because of its implications for the conduct of macroeconomic policies, in particular monetary,
interest rate, and exchange rate policies. The results obtained from
estimating models of currency substitution confirm that relative rates
of return, measured in a variety of ways, determine the choice between
domestic and foreign currency assets in the composition of portfolios.
This paper re-examines the issue of the relative demands for domestic
and foreign currency deposits in developing countries. Three particular
advances beyond the conventional approaches to currency substitution are
made. First, at the theoretical level, the optimizing model developed
incorporates forward-looking rational expectations, as well as dynamic
adjustment of domestic and foreign money holdings. Second, the model
is specified in a way that excludes the domestic interest rate from the
final estimation form; information about this variable in many developing
countries is hard to come by. Finally, data on foreign currency deposits
held abroad by residents are directly utilized.
The model is estimated on a quarterly basis for a diverse group of
ten developing countries--Bangladesh, Brazil, Ecuador, Indonesia, Malaysia,
Mexico, Morocco, Nigeria, Pakistan, and the Philippines. The results tend
to support the theoretical specification, indicating that the foreign
interest rate and the expected rate of depreciation of the parallel market
exchange rate influence the choice made by individuals between holding
domestic and foreign deposits. Furthermore, the forward-looking rational
expectations model also outperforms empirically the standard currency
substitution model.
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"Stabilization and Structural Reform in Czechoslovakia:
An Assessment of the First Stage"
by Bijan B. Aghevli. Eduardo Borensztein. and Tessa van der Willigen
On January 1, 1991, Czechoslovakia introduced a comprehensive reform
program, including the liberalization of domestic prices and of external
trade, and a mass privatization program. The collapse of the Soviet
economy and the terms of trade deterioration that followed from the dismantling of the Council for Mutual Economic Assistance (CMEA) trading
system worsened the prospect for inflation and the balance of payments
at the critical, initial phase of reform. To minimize the risk of financial instability, the structural policies were supported by mutually
reinforcing macroeconomic policies comprising a pegged exchange rate
regime and restrictive fiscal, monetary, and wage policies.
The reform program has been remarkably successful in quickly
stabilizing prices and achieving a viable balance of payments position.
Moreover, considerable progress has been made in initiating structural
reform measures, most notably privatization and tax reform, although it
will take some time before these reforms are fully implemented. At the
same time, output has been declining sharply.
In part, this decline
is the consequence of structural changes: many productive sectors have
become noncompetitive under the emerging market framework, while those
sectors that do enjoy comparative advantages have yet to be expanded.
The eventual takeoff of investment and growth is predicated on completing
structural reforms, such as developing financial markets and safeguarding
their stability, privatizing large enterprises, minimizing government
interference with economic signals, and imposing the "hard" budget
constraint.
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"The Credibility of Nordic Exchange Rate Bands: 1987-91"
by Sami Geadah. Tapio Saavalainen. and Lars E.O. Svensson
This paper examines the credibility of the exchange rate bands in
Nordic countries during 1987-91. Its method consists of two separate
tests. The first test assumes only that all arbitrage opportunities in
the market have been exhausted; the second test uses in addition the
assumption of uncovered interest rate parity. The results of these two
tests are expressed in the same diagram in terms of forward exchange
rates.
The first test defines a rate-of-return band for foreign investment
with a given maturity. If the domestic interest rate for a given maturity
falls outside the rate-of-return band, the exchange rate band is not considered credible as there would be unexploited profit opportunities should
the market believe in the peg. The second test assumes uncovered interest
rate parity so that the credibility of the exchange rate band can be quantified. The computed forward exchange rate is equal to the expected future
exchange rate, and the further it is from the limits of the official
exchange rate band, the less credible is the band.
The results show that Finland's exchange rate was credible during
most of the period. Forward exchange rates indicated, however, a sharp
deterioration and a lack of credibility in the months preceding the
devaluation of the markka in November 1991. Denmark's and Norway's
bands lacked credibility at the beginning of the period, but credibility
was restored from 1989 for Norway and as of 1990 for Denmark. Credibility
of Sweden's band could not be rejected up to the fall of 1989, but
thereafter it deteriorated sharply.
In conclusion, the hypothesis cannot be rejected that participation
in the multilateral exchange rate mechanism (ERM) has brought Denmark
credibility. However, ERM membership has not brought Denmark immediate
credibility. As Norway achieved an even more impressive increase in the
credibility of its exchange rate band, the hypothesis that a unilateral
exchange rate arrangement can be credible also cannot be rejected. The
recent move to European currency unit (ECU) pegs in Norway, Sweden, and
Finland were associated with an increase in credibility. But in all
cases, credibility deteriorated again in the period following the
change in the peg and, in Finland, the exchange rate was finally devalued.
These experiences suggest that at least part of the improvement in credibility was due to a temporary announcement effect. A firmer commitment
than a unilateral peg may be necessary for sustained credibility.
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"Econometric Analysis of Industrial Country Commodity Exports"
by Marunohan S . Kumar
This paper provides systematic evidence on the structure and evolution
of primary commodity exports by industrial countries and undertakes an
econometric analysis of the determinants of these exports. In recent years,
there has been increasing recognition of the fact that for several primary
commodities, industrial countries are also significant exporters. This
recognition has, however, been reflected mainly in a discussion of the role
played by industrial country subsidies in their agricultural sectors. While
an analysis of agricultural subsidies plays a key role in any discussion of
international agricultural policies, relatively much less work has been done
on the structure, evolution, and determinants of the aggregate of primary
commodity exports of industrial countries.
This paper tries to complement the emerging literature on industrial
countries' influence on commodity markets and focuses on two main areas.
First, it analyzes the structure of commodity exports by industrial
countries during the period 1965-87 and compares this structure with that
of commodity exports by developing countries. Second, it specifies and
estimates an econometric model of the demand for, and the supply of,
industrial country commodity exports. The model is estimated at a broad
commodity group level and disaggregated into five groups of industrial
countries: the United States, Canada, the European Economic Community,
other European countries, and Australia and New Zealand.
The results show that the industrial countries account for nearly
half of all world commodity exports, about the same share as they accounted
for in the late 1960s. As a proportion of their total merchandise exports,
however, commodity exports account for around 20 percent, compared with
nearly 50 percent for the developing countries. "Intraregional" commodity
exports have shown a secular decline since the mid-1960s. As a share of
world nonfuel commodity exports, industrial countries account for over
60 percent. While their share of food exports exceeds 70 percent,
industrial country exports of agricultural raw materials and metals and
minerals also account for nearly 65 percent of world exports.
The econometric results show that the price elasticities of supply
of major commodity exports of industrial countries appear to exceed
the comparable elasticities for the developing countries. This, it is
suggested, could reflect availability of resources for better inventory
management, as well as the possibility of increasing production relatively
more quickly. The price and income elasticities of demand for industrial
country commodity exports are also somewhat higher than those for the
developing countries. This could reflect, in part, some differences in
the composition of commodity supplies from the industrial and developing
countries. There are a number of important policy implications of the
results discussed in the paper.
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"China's Foreign Trade Behavior in the 1980s:
An Empirical Analysis" by Adi Brender
Economic reform in China, which began in the late 1970s, was accompanied by rapid economic growth and an expansion of foreign trade. This
paper uses Chinese customs data to study China's trade performance in the
1980s and its relation to the economic reforms.
The data are used to construct, for the first time, quarterly unit
value and volume series to estimate foreign trade price and income
elasticities. The estimated elasticities indicate that, despite the farreaching reforms, administrative controls still play a major role in
China's foreign trade in both the external and internal sectors of its
economy.
The unit value series show that China's terms of trade deteriorated
in the 1980s as a result of increases in import prices and the decline in
world oil prices. Export prices of primary products decreased, while prices
of manufactured exports increased. Both developments were consistent with
world prices.
The sequence of reforms and trade developments are closely related.
During episodes of trade liberalization, China's imports increased substantially followed by periods in which almost no increase occurred.
Reforms in the agricultural sector were reflected in export growth and a
decline in imports of agricultural products. In the urban sector, reforms
led to an increase in industrial exports.
Import price and income elasticities were estimated: the price
elasticity was very close to minus one, which suggests that importers
were operating with fixed budgets. The income elasticities suggest that
the demand for technologically advanced products increases more than proportionately to income, while the demand for imported consumer goods and
basic inputs increases less than proportionately. Import substitution is
one possible explanation for this difference.
The estimated export supply price elasticities were negative. This
result is robust in several empirical tests and may be explained by the
institutional structure of the Chinese economy, in particular, by the
assignment of value targets to enterprises, foreign trade corporations,
and local governments. Future study of this result is suggested.
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"Household Demand for Money in Poland:
Theory and Evidence" by Timothy D. Lane

This paper examines the household demand for money in Poland during
the 1980s. At that time, although Polish households were faced with shortages in the official shops, their holdings of foreign currency were substantial, and informal trade was widespread in goods and foreign exchange.
The paper first presents a theoretical model of a representative
household's holdings of domestic and foreign money in a socialist economy,
using a variant of the cash-in-advance framework. The household needs
domestic currency to buy goods in the official shops--where supplies are
limited and uncertain--but can use either domestic or foreign money in the
black market--where prices are expected to be higher. Changes in the black
market exchange rate affect both the return on foreign money relative to
domestic money and households' wealth; expectations of, and uncertainty
about, exchange rate movements, as well as inflation, therefore influence
households' portfolio choice between the two moneys.
The paper presents estimates for household data from December 1979 to
October 1988, using the two-stage error-correction framework. It estimates
first a static money-demand equation and then a dynamic equation for the
change in money balances. As implied by the theoretical model, expectations
of inflation and the appreciation of the black market exchange rate, as well
as their expected variances and covariance, are included as explanatory
variables. Under the assumption of rational expectations, the realized
values of these variables are included, and an instrumental variables
procedure is used to deal with the resulting errors-in-variables and
endogeneity problems. The results show that an error-correction equation
can be specified in which changes in household income, the price level, and
the black market exchange rate play significant roles; they do not show any
significant effects of the expected changes in inflation or in the rate of
exchange rate appreciation (possibly because these are difficult to predict
from their past values). Changes in the variance of the rate of exchange
rate appreciation and in its covariance with inflation do, however, have a
significant effect on money demand.
The stability of the estimated money-demand equation is narrowly
rejected at two points: when martial law was imposed in December 1981 and
when reforms--including large price increases--were intensified during the
Second Stage of Reform in late 1987. This finding is consistent with the
theoretical model, though, since such regime changes may be associated with
changes in the relationship between official and black market prices and
with other changes in the type of shock impinging on households.
These results are evidence against the traditional view of money in
socialist economies, according to which money holdings are largely passive.
They suggest, rather, that it is fruitful to use a choice-theoretic
framework in analyzing the demand for money in a socialist economy.
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"International Comparisons of Money Demand:
A Review Essay" by James M. Boughton

Many studies of the demand for money, covering a wide variety of
economies, have demonstrated the importance of financial innovations and
shifts in monetary policy regimes, but they have also illustrated the
difficulty of measuring and assessing such changes. Because innovations
and regime shifts have differed markedly across countries, international
comparisons can help identify their effects. This paper reviews the
literature on money-demand comparisons, focusing primarily on industrial
countries. It finds that innovations and regime shifts have had widespread effects, notably on the trend rate of growth of real balances,
but also that the demand for money is generally no less stable now than
it was before those changes occurred.
In the past few years, reasonably stable money-demand equations have
been estimated for all of the major industrial countries, with residual
errors that have not risen significantly with the inclusion of data from
the 1980s. Even so, these equations are all more complex than those
estimated earlier, at least in the dynamics but often in the equilibrium
relationships as well. From a policy perspective, the central problem
facing researchers is to identify the factors that have been driving
changes in the demand for money and to determine whether those are ongoing influences or discrete shifts in behavior.
In addition to financial innovations and regime shifts, there are
four general factors that may have been important determinants of changes
in money demand or velocity in one or more of the major countries. First,
shifts in inflationary expectations caused money demand to drop in the
1970s and then to rise sharply again when inflation abated in the 1980s.
Second, open economy considerations such as expected exchange rate changes
may have induced some portfolio shifting between national moneys, although
the available literature has not revealed pervasive effects. Third, to
the extent that income elasticities of the demand for money have differed
from unity, velocity has become more volatile, reflecting the greater
volatility of output in recent years. And fourth, because a substantial
portion of money balances (broadly defined) now pays a short-term market
rate of interest, shifts in the term structure of interest rates have, in
some cases, generated significant shifts in the demand for money.
Nonetheless, the evidence does not suggest that the volatility of money
holdings was generally higher in the 1980s than it was in the 1960s.
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"Privatization in East Germany:
A Survey of Current Issues" by Dieter Bos

The present policy of privatization in east Germany consists of lowprice sales of industrial firms to those investors who present the best
investment pledges and job guarantees. This policy has been successful:
privatization of 2,500 industrial firms in the first six months of 1991
attests to much more than was achieved in Czechoslovakia or Poland during
the same period. This paper argues, however, that the extent of giving
away national property could be reduced by applying a modified version
of the Sinn-Sinn participation model, making the Government's property
trust (Treuhandanstalt) a silent partner of the private investors. The
Akerlof proposal of a general scheme of wage subsidies has been rejected
in the paper because it would lead to undesirable consequences and because
the existing German system of retraining and wage-subsidy schedules seems
to be preferable.
Furthermore, the present paper argues that the 1991 euphoria for
rapid privatization will have disappeared by the end of 1993, by which
time the Treuhandanstalt might have fully degenerated into a governmentfinanced subsidization trust to keep alive nonviable firms in east Germany.
Hence, the paper argues against restructuring by the Treuhandanstalt and
proposes to set decreasing limits on its finances for the years following
1993, to be published now and not just before the next federal election in
1994.
The decreasing financial inflow will force the Treuhandanstalt to
close firms and will also signal the commitment of the Government to
liquidate the Treuhandanstalt itself by, say, the year 2000.
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"Bank Insolvency and Stabilization in Eastern Europe"
by Daniel C. Hardy and Ashok Kumar Lahiri
The formerly socialist countries of Eastern Europe face the double
challenge of implementing profound structural change and achieving macro economic stability. These goals may conflict insofar as the proposed
reforms may jeopardize the financial sector and thereby threaten the
stability of the whole economy.
Under the traditional socialist financial system, credit allocation
was a by-product of the central plan, and solvency was guaranteed through
(more or less explicit) subsidies and distorted prices. Although the
reforming countries of Eastern Europe have made progress in dismantling
this monolithic structure, they have not yet had time to develop a fully
market-based financial system. More immediately, banks' inherited loan
portfolios have been significantly impaired by the growing insolvency of
their borrowers, and their liabilities have been inflated.
In this paper, a model is developed that clarifies the role of banking
in centrally planned and emerging market economies and the nature of the
problem associated with bank insolvency in these economies. In an overlapping-generations model with long-term investments, the sudden withdrawal
of subsidies and the liberalization of prices lead to a brief consumption
surge, bank runs, and the premature liquidation of investment. The
decapitalization of the economy results in a low level of output and
investment for a prolonged period. Similarly, an anticipated decline in
returns on existing capital, despite an increase in the return on prospective investments, leads to bank runs, erosion of the capital stock, and
persistently low and fluctuating output. In either case, banks individually
act in a rational manner in restricting lending and calling in loans, but
the aggregate outcome is negative net investment, which perpetuates the
disruption. The problem is compounded when each household tries to be the
first to withdraw its deposits from the loss-making banks.
The real costs of the reform effort will be increased and perpetuated
by failure to mobilize resources to cover the costs of restructuring the
banking sector. If higher inflation is to be avoided, these resources can
be generated in the short term only by reducing government expenditure and
raising taxes, in particular, by lowering subsidies to enterprises and
imposing consumption taxes.
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"Distortionary Taxation and the Debt Laffer Curve"
by Aasim M. Husain

The rapid decline in investment observed in the heavily indebted
countries has been attributed to the investment disincentive effects of
an external debt overhang. The notion of a "debt Laffer curve" has been
used to argue that these disincentives could potentially be so large that
a reduction in the stock of debt could actually increase future repayments.
Empirical work, however, has so far been unable to establish a clear relationship between debt and investment in heavily indebted countries.
The paper links fiscal interactions within the debtor country to its
debt repayment capacity and highlights the importance of the domestic tax
system in determining the effect of a debt overhang on investment. As an
illustrative example, a simple taxation scheme is specified, and a country
is shown to be on the "wrong side" of its debt Laffer curve only if it is
on the wrong side of its tax Laffer curve. The analysis indicates that
strong assumptions about the domestic tax system are required to ensure
that the investment disincentive effects of debt are so large that a
reduction in debt increases repayment.
The model gives rise to the possibility of multiple equilibria,
suggesting that the debt Laffer curve may not be a simple functional
relationship between the stock of debt and the expected present discounted
value of future repayments. Thus, estimation of the debt Laffer curve as
a functional relationship could be misleading.
As an extension of the model, the possibility of capital flight is
incorporated into the framework. Multiple equilibria are again possible,
and, for some levels of debt, capital flight and default obtain in one
equilibrium, and full repayment (with no capital flight), in another.
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"A Cross-Country Analysis of the Tax-Push Hypothesis"
by Fiorella Padoa Schioppa Kostoris
This paper tests the relevance of the tax-push hypothesis of wage
formation for nine Western European countries. It presents a microeconomic
theoretical model of optimizing union behavior from which a macroeconomic
testable model of union wage setting is then derived. According to the
model, the union optimally chooses the nominal wage so as to maximize an
objective function that depends positively on the net real wage and
employment.
The trade-off between the net real wage and employment is a function of
both the weight assigned to employment relative to the net real wage and the
progressivity of direct taxation. Two variables--the progressivity and the
compensation effects--are shown to account for the influence (if any) of tax
rates on wage formation. The progressivity effect--which may be positive,
negative, or zero--explains the wage movements caused by changes in the
marginal direct tax rate for a given average. The compensation effect-which may also be positive, negative, or zero--explains wage movements
caused by changes in the indirect tax rate and in social security
contributions as well as in the direct tax rate to the extent that the
average indirect tax rate may vary without affecting the marginal tax rate.
Empirical analysis is necessary to determine the sign and importance of
these two effects.
The paper examines data for nine European countries during 1960-88.
These seem to show three robust regularities as follows:
In general, small open economies, such as Austria, Denmark, and
the Netherlands, show zero compensation and progressivity effects.
In larger, less open economies, indirect and social security tax
rate increases tend to be transferred in the long run to the real labor
cost, and a rise in direct tax rates raises the steady-state gross real
wage.
All countries show a weakening of the tax shifting onto real labor
costs starting in the late 1970s or the early 1980s. The changing union
attitude implied coincides with the introduction of some form of fiscal
indexation and decreasing progressivity.
The paper thus indicates that the tax-push hypothesis is confirmed but
that the tax push varies across countries, time periods, and different
fiscal policies.
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"Assessing Eastern Europe's Capital Needs" by A.R. Boote
This paper assesses the capital Eastern Europe will require to catch
up to the average standard of living of the EC countries. Per capita GDP
figures for 1992 for Eastern European countries, based on purchasing power
parity estimates, are used to derive the annual GDP growth rates necessary
to achieve defined targets by 2002: for Czechoslovakia and Hungary, two
thirds of the average per capita GDP projected for the EC; for Bulgaria,
Poland, and Romania, one half. The required growth rate for the region as
a whole is about 12 1/2 percent. The capital needs required to generate
these growth rates are estimated with a CES (constant elasticity of
substitution) production function model, parameterized on the EC.
This approach underscores the importance of improvements in efficiency
in determining the capital needs associated with any growth path. Thus,
assuming no efficiency gains from 1992 on, the postulated growth rate for
Eastern Europe as a whole would require ratios of investment to GDP of
over 100 percent--which is clearly unrealistic. Alternatively, if all
inefficiencies (compared with the EC) could be eliminated by 2002, the
cumulative investment needs for the region would be about $2.5 trillion, or
30 percent of projected national income over this period.
The policy implication is that rapid growth requires the rigorous
implementation of reform policies, including market liberalization, the
establishment of effective ownership, and institution building in such
areas as legal, statistical, and accounting systems. Such reforms are
essential for promoting both efficiency gains and investment.
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"Does Sequencing of Privatization Matter in Reforming Planned Economies?"
by Aasim M. Husain and Ratna Sahav
Rapid privatization in the reforming planned economies of Central and
Eastern Europe has become a popular policy prescription among economists.
A primary virtue of private ownership, they argue, is that it enhances
firms' ability to respond to market signals, thereby helping the economy
achieve an efficient allocation of resources. However, simultaneous
privatization of all economic sectors in a short time is largely precluded
by these countries' limited administrative capacity. Under these circumstances, some sectors will necessarily be privatized before others. A
relevant question to ask, then, is whether privatization can be optimally
sequenced in different sectors.
This paper assesses allocative efficiency gains that accrue under
alternate sequences of privatization of different sectors in an economy.
Specifically, it analyzes an economy linked vertically with two sectors-an upstream sector producing intermediate inputs and a downstream sector
producing final goods. Two types of market signals--the market price of
raw materials (reflecting their scarcity) and the market price of final
goods (reflecting consumer demand)--are introduced in the model. A
distinction between public and private firms is made by assuming that
private firms are more responsive to the market signals than are public
firms.
Efficiency gains are shown to be maximized when the sector facing
relatively less uncertainty is privatized first. Thus, if shocks to the
demand for final goods are more critical than those to the supply of raw
materials, it is optimal to privatize the upstream sector first. On the
other hand, if supply shocks are relatively large, the downstream sector
should be privatized first.
An important characteristic of the formerly centrally planned economies is the high concentration of firms in almost all sectors. This gives
rise to fears that privatization could potentially lead to the creation of
monopolies or oligopolies. Thus, distortions that may be introduced by
privatizing highly concentrated sectors must be considered when determining
the optimal sequencing of privatization.
When oligopolistic markets and inflexibilities associated with state
ownership are considered jointly, the optimal sequencing of privatization
depends on market structure considerations--the number of firms and the
elasticity of demand and supply in the two sectors--as well as on the
relative variability of the shocks the two sectors face. If the market
structures of the two sectors are similar, the choice of which sector to
privatize first should be based on the variability of supply shocks relative
to demand shocks. On the other hand, if the variability of the shocks in
the two sectors is comparable, the sector with the less concentrated market
structure should be privatized first.
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"A Quantitative Examination of Current Account Dynamics in
Equilibrium Models of Barter Economies" by Enrique G. Mendoza
A frequent topic of debate in open-economy macroeconomics is the
response of the external balance to exogenous fluctuations in the terms
of trade. The sharp fluctuations in relative prices of traded goods that
followed the oil-price shocks of the past two decades, and the subsequent
sharp fluctuations in world trade, emphasized the importance of this issue
and served to stimulate new research. Innovative theoretical models
analyzed the relationship between terms of trade and the trade balance from
a perspective based on intertemporal optimization and provided new insights
into the nature of the optimal policy response to fluctuations in the terms
of trade. The purpose of this paper is to provide some evidence of the
empirical significance of some of these models.
The classic work of Harberger (1950) and Laursen and Metzler (1950)
argued that the trade balance worsens in response to adverse developments
in the terms of trade because the latter induce a decline in real income
and savings--measured in terms of the international purchasing power of a
country's exports. They viewed the decline in savings, which, in the
absence of investment, is equivalent to a worsening of the balance of trade,
as an implication of Keynes' proposition that the marginal propensities to
save and consume are less than unitary. Their policy recommendation was,
therefore, that policies aimed at inducing an improvement in the terms of
trade would result in a strengthening of the balance of trade. In the
early 1980s, the Harberger-Laursen-Metzler effect was questioned by
Obstfeld (1982) and Svensson and Razin (1983), who argued that, because
the motive behind the less-than-unitary marginal propensity to save is the
individual's desire to smooth consumption, the Harberger-Laursen-Metzler
effect should be explored in a framework of explicit dynamic optimization.
In such a framework, the response of the balance of trade to changes in the
terms of trade depends on the public's perception regarding the persistence
of fluctuations in the terms of trade. In general, if individuals expect
a decline in the terms of trade to be purely transitory, the HarbergerLaursen-Metzler effect follows; if they expect it to be permanent, the
effect on the trade balance is smaller and, under certain conditions, can
be neutral. Hence, policies aimed at improving a country's terms of trade
do not necessarily improve its trade balance.
This paper examines an intertemporal equilibrium model of a small
open barter economy that is subject to random shocks affecting endowments,
the terms of trade, and the real interest rate. Equilibrium stochastic
processes for macroeconomic aggregates are computed, and their properties
are compared with observed stylized facts. The model mimics the HarbergerLaursen-Metzler effect but cannot account for a countercyclical trade
balance, the variability of the real exchange rate, and the income
elasticity of imports.
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"Theory and Policy: A Comment on Dixit
and on Current Tax Theory" by Vito Tanzi
In a recent paper, Professor Dixit criticized the argument that when
collection lags characterize tax systems, recourse to inflationary
should be minimized.

finance

He argued that, in such a case, rather than minimizing

recourse to inflationary

finance, the rates of the commodity taxes should be

adjusted to maintain them at an optimal level so as to minimize welfare
costs.

This paper shows that the requirements for following Dixit's policy

prescription are almost impossible to meet.

The paper argues that tax

theorists should pay more attention to the constraints under which tax
reforms are made.
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"A Tax on Gross Assets of Enterprises as a Form of
Presumptive Taxation" by Efraim Sadka and Vito Tanzi

Taxes on enterprises cannot generally be relied upon during periods of
high inflation, when otherwise viable enterprises often declare losses to
the tax authorities, thereby reducing the contribution of the corporate
sector to total revenue. Recently, Argentina and Mexico introduced taxes on
gross assets, partly to ensure that enterprises contribute to the Treasury
and partly to enhance the efficiency of these enterprises. Several other
Latin American countries are considering introducing a similar tax.
This paper analyzes the tax on gross assets and relates it to more
traditional forms of presumptive taxation, going back as far as the
seventeenth century, when a version of this tax, as applied to agricultural
activities, was introduced in the principality of Milan. Some Italian
economists credit the tax with stimulating the prosperity that followed its
introduction in that region. A version of the tax on gross assets was also
advocated by two important European economists, Luigi Einaudi and Maurice
Allais, whose work unfortunately remains unknown in the Anglo-Saxon world.
The historical introduction is followed by an evaluation of the
incentive effects of a tax on gross assets, which, it is argued, would spur
economic agents on to greater efforts since the implicit marginal tax rate
on additional income would be zero. The paper also discusses how the
taxable base and the tax rate might be determined. On administrative
grounds, it is argued that the tax should focus on measurable assets and
should tax gross rather than net assets. In determining the tax rate, the
paper assumes that all assets are financed by debt. The proposed rate would
depend on the existing statutory corporate tax rate, on the expected
(average) real return on capital, and on some measure of the long-run real
rate of interest. For practical reasons of international tax policy, the
paper suggests that the tax base be a minimum tax against the tax on the
income of enterprises, although this would reduce its efficiency.
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"From the Debt Crisis Toward Economic Stability:
An Analysis of the Consistency of Macroeconomic Policies
in Mexico" by Liliana Rojas-Suarez
The interrelationship between fiscal, monetary, and exchange rate
policies in Mexico from the late 1970s to mid-1991 is examined for the
purpose of critically evaluating the consistency of the macroeconomic
policies that were undertaken since the emergence of the debt crisis in
1982 and of analyzing key policy issues that arose during the subsequent
stabilization efforts.
A major finding is that the interaction between the actual implementation of economic policies and economic perceptions about the sustainability of those policies has played a central role in the dynamics of
major macroeconomic variables since 1982. In particular, the paper shows
how concerns of economic agents about the sustainability of stabilization
programs increased the cost of adjustment by requiring tighter stabilization policies. Indeed, the analysis suggests that the restoration of
credibility evident since 1989 was associated with adjustments in the
fiscal, monetary, and exchange rate variables greater than those consistent with price stability in the long run.
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"Reserve Requirements on Bank Deposits as Implicit Taxes:
A Case Study of Italy" by Lazaros Molho

Italy's system of relatively high reserve requirements on bank
deposits is a legacy of a long period of weak public finances. In light
of the Government's automatic access to a current account facility with
the central bank, the monetary authorities have in the past had to rely on
coercive means of monetary control. During the 1980s, they made substantial
progress in moving toward a more market-oriented system of monetary control,
but the pressures from the monetary financing of the budget deficit did not
abate, and the domestic banking system remained burdened by a rising average
reserve requirement. The need to alleviate that burden has recently been
heightened by the liberalization of international capital flows and by the
move toward a single European market.
This paper analyzes the quasi-fiscal effects of reserve requirements,
with a view to assessing their importance in the process of Italy's fiscal
consolidation. Compulsory reserves constitute an implicit tax on the
banking system insofar as they provide the public sector with an indirect
source of financing at below-market rates. To assess the relative
contribution of the reserve requirement tax to the overall revenue effort,
the paper develops an integrated accounting framework to measure implicit
and explicit taxes on the banking system.
The evolution of the associated receipts during the 1980s highlights
the shortcomings of implicit taxes. The yield and incidence of the reserve
requirement tax are influenced by difficult-to-predict nonpolicy factors,
and a lack of transparency hampers coordination with explicit tax policy.
These considerations reinforce the case for lowering Italy's taxation
through reserve requirements toward the EC average, provided that this
effort is coordinated with a reform of the Treasury's current account
facility. In light of the already small budgetary contribution of the
reserve requirement tax, and with existing explicit taxes remaining in
place, a halving of reserve requirements would cost the budget no more
than 2/10 of 1 percentage point of GDP.
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"Theories of Policy Accommodation: The Persistence
of Inflation and Gradual Stabilizations" by Jose De Greeorio
Because inflation exhibits a high degree of persistence, once it rises,
it is likely to remain high for some time. The early literature on rational
expectations demonstrates that persistent inflation arises whenever governments adopt accommodative monetary policies. Carrying this premise one step
further, the paper examines a framework in which the government and the
public dislike inflation as well as deviations of output from full employment, but their inability to coordinate their actions generates the incentive for accommodation. The paper highlights elements of the economic and
informational structure that may induce governments to adopt accommodative
policies, using as examples three different cases where monetary policy ends
up being accommodative.
The paper uses as its basic model a monetary policy game, whose
analysis it extends to models that predict persistent inflation rates and
gradual stabilization. The underlying reason for accommodation is a bias
in people's expectations about inflation. Although the government has no
inflationary bias, the three models show that people have inflation expectations above zero. This expectational bias induces the government to accommodate in order to avoid the severe recessions associated with inflation
that is lower than expected.
The models presented in the paper provide different explanations for
the upward bias in inflation expectations. The first points to indexation
as the principal reason for government to accommodate inflation expectations rather than to reduce inflation over a short period. The second
model, a simplified version of a model developed by Cukierman and Liviatan
(1990), focuses on how uncertainty as to a policymaker's preferences leads
to accommodative policies. The last model considers a policymaker who faces
a fixed cost each time he decides to reduce inflation. Public uncertainty
as to whether the current economic conditions are such that the policymaker
will bear the fixed cost results in inflation persistence. The paper also
presents some cross-country evidence on inflation persistence in a sample of
29 countries during 1970-90.
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"Exchange Rate Flexibility, Volatility, and the Patterns
of Domestic and Foreign Direct Investment" by Joshua Aizenman
This paper analyzes the implications of exchange rate flexibility
for the patterns of domestic and foreign direct investment. It considers
a model for two countries, two periods, and two classes of goods. The
economy is subject to productivity and monetary shocks, and the supply
side is characterized by the presence of a short-run Phillips curve.
In the first period, entrepreneurs face investment decisions. The paper
assumes that labor is immobile and that installed capital is locationand sector-specific. There is a lag between the implementation of
investment in productive capital and the availability of the productive
capacity. Foreign direct investment is motivated by the multinational
producer's attempt to increase the flexibility of production: a producer
can reallocate employment and production toward the more efficient or the
cheaper plant. This flexibility gives the producer the option of adjusting
its international production pattern to the realization of shocks, at the
cost of creating the extra productive capacity. The investment is implemented by risk-free entrepreneurs. The model assumes free entry; thus,
equilibrium requires that the expected economic rent be dissipated.
The key outcome of the analysis is that a fixed exchange rate regime
is more conducive to foreign direct investment than a flexible exchange
rate; this conclusion applies for both real and nominal shocks. It is
shown that, for a given characterization of shocks, the resultant foreign
direct investment is higher in a fixed exchange rate regime. In the case
of monetary shocks, the concavity of the production function implies that
volatile nominal shocks will reduce expected profits under a flexible
exchange rate regime. Fixed exchange rates are better at isolating real
wages and production from monetary shocks and are thus associated with
lower volatility and higher expected profits. The higher expected income
is, in turn, supporting higher foreign direct investment. For real shocks,
flexible exchange rates are associated with lower volatility of employment
and lower expected profits. This conclusion stems from the observation that
a country experiencing a positive productivity shock will tend to experience
nominal and real appreciation, which will mitigate (and may even eliminate)
the resultant employment expansion. In a fixed exchange rate system, the
nominal appreciation mechanism does not work; hence, employment will have
a greater tendency to expand in the presence of a positive productivity
shock than under a flexible rate. The greater reallocation of employment
toward the more efficient country in a fixed exchange rate regime will tend
to increase expected profits, thereby encouraging investment. The paper
also demonstrates that under a flexible exchange rate regime, more volatile
real shocks will increase investment and international trade, whereas a
higher volatility of nominal shocks will reduce investment and trade.
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"A Note on Burden Sharing Among Creditors"
by Michael Doolev. Richard D. Haas, and Steven Svmanskv

This paper examines the issue of burden sharing among creditors.
The introduction of market-based debt-reduction programs has made the
financial relationships between debtor countries and their various creditors both complex and important in analyses of debt issues. Because
official, multilateral, and private creditors typically hold very different types of financial claims on debtor countries, it is difficult
to evaluate their contributions to a given financing package. This
paper provides a simple framework that can be used to address this
important issue.
The need for such a framework is most apparent in cases where the
debtor requires additional financing. In this case, the values of the
different types of credits are interdependent, and each creditor must
consider the behavior of other creditors before committing to any
financing plan. It is necessary to have some criterion by which debtors
can make partial payments--or, equivalently, receive partial financing-when their feasible payments fall short of their contractual obligations.
The "sharing" among private creditors is typically spelled out in their
contracts but is generally not made explicit between official and private
creditors.
The framework developed in the paper provides a mechanism for the
quantification of the consequences of different sharing rules among different types of creditors. The approach necessarily abstracts from some
important aspects of the problem, among them the assumptions required
about the relative seniority of creditors and about the relationship
between financing arrangements and expectations of the debtors' ability
to pay.
Nevertheless, the methodology presented sheds some light on how an
appraisal of burden sharing might be derived. The measure suggested is
based on the idea that each creditor's relationship with a debtor country
during a financing program is summarized by the rate of return earned on
the market value of the creditor's initial claims on the debtor. Where
there is no observable market value--principally official debt--the
analogous measure is the expected present value of payments to the
creditor relative to the contractual value. The rate of return includes
capital gains or losses as well as all payments and receipts generated by
financial transactions among creditors and the debtor. These transactions
include not only debt-service payments, but "new money" lending and debtand debt-service-reduction operations.
A creditor is said to suffer a burden if the calculated rate of
return is less than the market rate. Creditors earning the same rate of
return are said to share any burden equally.
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"Target Zones and Forward Rates in a Model with
Repeated Realignments" by Leonardo Bartolini and Gordon M. Bodnar

This paper examines the implications of the imperfect credibility
of an exchange rate target zone for the term structure of forward premia.
The relationship between spot and forward exchange rates of different
maturities is developed in a model of exchange rate target zones with
possible realignments. The term structure of forward rates is obtained
as a function of the intervention rules and the realignment probabilities
describing the credibility of the target zone.
Various sets of intervention rules at different levels of credibility
are discussed. Standard target zone models are consistent with a wide
variety of relationships between forward premia and spot exchange rates
when allowance is made for imperfect credibility of the band. When the
credibility of the target zone is low, for instance, the forward premium
is a broadly increasing function of the position of the exchange rate in
the band; a bimodal pattern arises when the devaluation probability at the
upper boundary of the band differs from the revaluation probability at the
lower boundary, a likely characterization of real-world target zones.
The credibility of the target zone implicit in forward market data
can be calculated by estimating the model. Application of the model to
French and German data since the start of the EMS indicates that the model
is capable of matching observed patterns of interest rate differentials
while yielding estimates of the credibility parameters that accord with
the experience of the FF/DM exchange rate during the 1980s, including a
significant increase in the credibility of the FF/DM target zone from the
end of 1986. Tests of the hypotheses of full credibility of the target
zone and of linearity of the relationship between the spot exchange rate
and exchange rate fundamentals point to the empirical relevance of realignment risk and the potential gains from estimating target zone models from
forward market data.
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"Fiscal Revenue, Inflationary Finance, and Growth"
by Nurun N. Choudhry
This paper analyzes the optimal rate of monetary expansion when the
government resorts to inflationary finance to support public investment
for enhancing growth. When there are collection lags in the tax system,
use of the inflation tax erodes real fiscal revenue, leading to a deterioration of the government's current account balance, and reinforces
inflationary pressures. As a result, the amount available for government
investment is reduced, which impedes the process of capital accumulation
and, in addition, increases the welfare cost of inflation, owing to the
reduction in real balances. The analysis demonstrates that the optimal
rate of monetary expansion and the corresponding capital-labor ratio,
as well as output and consumption, are lower, while the marginal cost
of using inflationary finance is higher than it would be without
collection lags.
Simulations using the empirical evidence on collection lags and
the demand for money indicate that the scope of inflationary finance
is rather limited, and that it is further diminished with higher rates
of private saving and the social discount. As indicated by the shadow
price of capital, the marginal cost of inflationary finance is substantially higher than it would be without collection lags. In contrast,
the use of taxation to finance government investment leads to higher
growth with efficiency and price stability.
These results have important implications for fiscal policy and
tax reform. A government that chooses the option of inflationary
finance to generate additional investment must take into account the
possible effect of real fiscal revenue erosion on the budget deficit.
In general, the use of inflationary finance can threaten the objectives
of growth with efficiency and price stability. These considerations
substantially strengthen the case for improving tax administration and
increasing reliance on fiscal revenue to finance an expansion in government expenditure, rather than relying on resources generated through
inflation.
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"Can the Release of a Monetary Overhang Trigger Hyperinflation?"
by Shoukang Lin and Kent Osband

It is widely feared that, once prices are decontrolled in the formerly
centrally planned economies, the release of financial assets accumulated
by households will touch off hyperinflation. This paper finds, instead,
that the money stock typically has little influence over whether or not a
country's fiscal, monetary, and labor market policies are destabilizing.
High inflation is fundamentally a flow problem, not a problem of an initial
money stock. Admittedly, an initial inflation can elicit more inflation,
but the responses tend to be damped rather than explosive.
However, the money stock does bear directly on the dimensions of the
initial price surge and on the consequent shock to real wages. The real
wage compression must allow consumer markets to absorb over time not only
the initial overhang but also the subsequent rounds of monetary emissions it
induces. To permit recovery of future real wages, as required by labor
market pressures, present real wages must bear most of the shock. The
larger the initial holdings of cash and bonds or the weaker the stabilization policies pursued, the greater the shock.
Measures to soften the initial wage shock demand careful scrutiny.
Social expenditure measures should be limited to the neediest or be
phased out over time. If this is not politically feasible, a monetary
overhang may indeed become "too big to work off" unless other stabilization policies are made more stringent. By spreading the adjustment
burden over time, temporary wage controls (or reductions in guaranteed
indexation) may be particularly helpful in easing the immediate shock.
Another possible remedy is monetary reform, whose merits should be
weighed against the likely further diminution of households' confidence
in domestic money.
These theoretical findings appear to be borne out by the recent
Eastern European experience with price liberalization. The initial
price surge quickly gave way to manageable rates of inflation, albeit
at the cost of substantial labor unrest. In the former Soviet republics,
stabilization appears to be endangered less by the existing monetary
stock than by the attempts to peg minimum wages and social benefits at
unsustainably high levels.
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'Sovereign Debt Relief Schemes and Welfare" by Aasim M. Husain

Although investment disincentives associated with an external debt
overhang have become a popular explanation for the collapse in investment
in heavily indebted countries, the conditions required by previous authors
for efficiency-enhancing debt reduction appear not to be satisfied for most
of these countries. In addition, market-based debt-reduction instruments,
such as buybacks, have been criticized on the grounds that they are unlikely
to improve the welfare of the debtor, who is forced to pay the average value
of outstanding claims for a reduction in the buybacks' marginal value.
Despite these considerations, however, several countries have moved ahead
with debt reduction and restructuring under the Brady initiative.
This paper models an economy with an external debt overhang. The model
captures two types of investment inefficiency--a disincentive effect caused
by the existence of the future debt burden and a liquidity effect arising
from a shortage of current resources. Two types of relief schemes are
considered: debt reduction, which involves reducing current resources in
exchange for a reduction in future obligations; and liquidity relief, which
increases current liquidity and the stock of debt.
The appropriate relief scheme depends on which of the two effects
dominates. It is shown that, except under special circumstances, mixed
policy packages involving both debt and liquidity relief are not worthwhile.
Furthermore, debt reduction is shown to be Pareto-improving even when the
debtor country is not on the "wrong side" of the debt Laffer curve. This
result widens the scope for debt reduction on efficiency grounds.
The paper also discusses the price of a concerted debt-reduction
operation, finding that its price must be above the marginal value of
outstanding claims but may or may not exceed their average value. Hence,
even if a concerted debt-reduction operation improves welfare, a market
buyback may not.
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"Contracts, Credibility, and Common Knowledge:
Their Influence on Inflation Convergence"
by Marcus Miller and Alan Sutherland
In recent years, European Monetary System (EMS) countries have pegged
their exchange rates to the deutsche mark in an attempt to reduce their
inflation to German levels. Although there have been no realignments since
1987, inflation rates have nevertheless been slow to adjust. This paper
examines three possible reasons for a sluggish inflation response such as
that observed in the EMS.
In the first part of the paper, the role of overlapping contracts is
examined. While some inflation persistence does arise when contracts are
of the Taylor type, the period of persistence following the switch to a
fully credible exchange rate peg is never longer than the contract; and
overlapping contracts of random length, as described by Calvo, are found
to generate no inflation persistence at all.
In the second part of the paper, lack of full credibility of the peg
is allowed for by assuming that the private sector expects random realignments of the exchange rate. For convenience, the model with Calvo contracts
is used, which implies that all the inflation inertia must come from this
lack of credibility. How fast inflation adjusts depends on how quickly
people come to believe the exchange rate peg.
The third section of the paper analyzes the idea that inertia in
inflation during a stabilization program might be due to a lack of "common
knowledge." The usual rational expectations assumption is weakened by
supposing that each agent fully believes in the peg but assumes that other
agents do not and will take time to learn. The paper concludes that while
inflation inertia may arise from this lack of common knowledge, it is less
than indicated in Section 2 (because each agent knows the true path of the
actual exchange rate).
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"An Analysis of the Process of Capital Liberalization in Italy"
by Leonardo Bartolini and Gordon M. Bodnar
During 1985-90, Italy progressively removed the system of capital
controls that had been in place during the previous decade. At the same
time, it strengthened its commitment to the exchange rate mechanism of
the European Monetary System (EMS) and registered a strong increase in
gross capital flows, with a positive and increasing net inflow through
mid-1991. This paper reviews the developments in exchange regulations
in Italy during the 1980s. Using simple indicators of the effectiveness
of capital controls and target zone credibility, it assesses the pace
and sequencing of the policies of capital liberalization and exchange
rate stabilization.
The paper concludes that Italy achieved virtual integration of its
domestic capital market with the offshore market well before achieving
credibility of the exchange rate commitment. Nevertheless, the process
of capital liberalization developed within a relatively stable financial
environment. Furthermore, after binding restrictions on capital outflows
were eliminated, a large net capital inflow took place, a development
that is difficult to interpret on the basis of standard models of portfolio choice. These events suggest that capital liberalization may
have played an indirect role in the development of the Italian capital
account in the second half of the 1980s: by raising the potential costs
of exchange rate instability, the removal of capital controls increased
the credibility of the commitment to the EMS and therefore contributed
to calming devaluation expectations. This allowed the Italian system
to borrow increasingly on the world market without paying the price in
terms of higher interest rates. This interpretation is consistent with
the reduction of net capital inflows observed since mid-1991, along with
the slowdown of progress toward exchange rate stabilization.
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"Tariffs, Optimal Taxes, and Collection Costs"
by Dubravko Mihaliek
When discussing the choice among alternative commodity taxes, economists have traditionally been concerned with excess burdens, considered to
be the efficiency costs of taxation. Because tariffs distort production as
well as consumption, they have been considered inferior to domestic consumption taxes as a revenue-raising device. However, the optimal taxation
literature has ignored the administrative costs of taxation--the considerable collection costs, which differ substantially from one commodity to
another--and the fact that some taxes are easier to collect than others.
The tax policy literature has noted that although tariffs are less
efficient in allocating resources than are domestic consumption taxes,
they constitute a major revenue source for countries with poorly developed
tax administration because they are relatively easy and inexpensive to
collect and, therefore, administratively more efficient than retail sales
taxes or value-added taxes. However, the nature of the trade-off between
the resource-allocation and budgetary effects of tariffs has never been
clarified. Instead, the trade and development literature has emphasized the
positive resource-allocation and long-term welfare effects of tariff
reductions, neglecting their potentially negative medium-term budgetary
effects.
This paper integrates collection costs into the standard open-economy
model of optimal commodity taxation and develops an analytical framework
that rationalizes the use of tariffs as a second-best revenue-raising
device. A simple optimal tax problem is set up for a small open economy
where collecting taxes is costly. It is shown that, in the presence of
collection costs modeled as an increasing function of the tax rate, the
standard rules of optimal commodity taxation (the Ramsey, the inverse
elasticity, and the Corlett-Hague rules) may no longer be valid: tariffs
may replace domestic taxes as a second-best revenue-raising device; and the
optimal tariff/tax structure may be uniform rather than differentiated.
The empirical relevance of these results is discussed, and it is argued
that for plausible values of parameters, there is a nontrivial probability
that trade taxes may become part of (or the only element in) an efficient
tax-revenue package in a small open economy.
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"Financial Markets and Public Finance
in the Transformation Process" by Vito Tanzi
It is by now evident to most observers that the successful economic
transformation of the centrally planned economies will require major institutional reforms. To pursue policies associated with market economies, new
institutions will need to replace existing ones. This process will require
considerable time and effort, in particular, the reform of the financial
sector and the creation of Western-style fiscal institutions. However
desirable it might be to introduce reforms in a certain sequence, reality
and the limited availability of certain skills will impose on the process a
time sequence that may not necessarily be ideal. Eventually, however, these
countries will achieve a kind of "social ecological balance" that will allow
them to operate fully as market economies.
Because the subject of this paper is broad, it deals with major issues
in broad strokes. It first discusses the very limited role that financial
markets and fiscal institutions played under classical central planning.
It also highlights the fragility of the traditional financial and fiscal
establishment and explains why it could not survive the transition to a
market economy. It then considers the main changes that must take place
in financial institutions and investigates the role of commercial banks in
mobilizing and allocating savings. The banks' current problems, especially
nonperforming loans, are addressed, and the fiscal implications of following
a Chilean-style solution are detailed.
The paper then looks at the changes needed in fiscal institutions.
This section briefly discusses the establishment of Western-style tax
administrations, the main elements of the reform of the tax system, social
security reform, the implementation of a modern budgetary system, and the
reform of public expenditure, which will be conditioned by an almost
inevitable fall in tax revenue. The paper cautions that simply transplanting Western institutions is likely to lead to disappointing results.
Finally, the paper calls attention to the many fiscal-monetary
links that exist in these countries and to how difficult it is to pursue
pure fiscal or pure monetary policies in isolation from each other. It
explains that governments will be faced for some time with a choice between
abandoning specific policy objectives and achieving them with relatively
inefficient tools. Thus, fiscal objectives may have to be achieved with
monetary instruments and monetary objectives with fiscal instruments.
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"Stabilization and Reform in Eastern Europe:
A Preliminary Evaluation" by Michael Bruno
The paper examines the lessons that can be learned from the stabilization and price reform programs adopted with IMF support in five Eastern
European countries--Hungary, Poland, Czechoslovakia, Bulgaria, and Romania-during 1990 and 1991. While the paper addresses common issues, it also
discusses variations in performance, particularly if these reflect disparities in initial conditions. Unlike Hungary, which had already made considerable strides in the reform and opening-up of its economy, Bulgaria,
Czechoslovakia, and Romania followed the earlier "big bang" approach of the
1990 Polish program. That is, besides following the "heterodox" approach to
stabilization (as Israel and Mexico had in earlier programs), their programs
were also very far-reaching and ambitious in their attempts to move quickly
from the initial production equilibrium of the old system to the desired
market-based productive structure.
The initial stabilization results have been impressive, although the
price shock has turned out to be larger than expected, occasionally leading
to inflation persistence. Likewise, in some cases, the balance of payments
improvements may be transitory rather than permanent. Moreover, a fiscal
problem has emerged within a year of the start of all programs because of
the erosion of the enterprise profit tax base and increasing social pressures on the expenditure side.
The main surprise to policymakers and to the initial IMF forecasts
has been the sluggish response of the productive system to the new price
and incentive signals. The collapse of the Council for Mutual Economic
Assistance led to a massive decline in output in almost all countries,
but the contraction of internal demand and supply also helped to depress
economic activity. The response on the supply side may, in turn, be
related to the slow speed of structural adjustment and to the sluggishness
of the privatization effort--both crucial to the timing of the output
and employment rebound.
In this connection, the analysis suggests that price and exchange
rate levels can be stabilized relatively rapidly. The adjustment of the
production structure and of investment and ownership patterns to sharp
changes in relative prices is of necessity much slower. Moreover, market
failure may persist for a while, raising the vexing problems of sequencing
and the need for residual government involvement in the transitional stage.
In this context, issues relating to the financial fragility of the enterprise and banking systems as well as to the appropriate production, trade,
and financial regimes for state-owned enterprises during the transition
are also discussed.
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"A Framework for the Analysis of Financial Reforms and
the Cost of Official Safety Nets"
by Peter Isard. Donald J. Mathieson. and Liliana Roias-Suarez
This paper builds an analytic framework for analyzing the effects
of financial reforms in developing countries and the costs of maintaining
official safety nets under the financial system during such reforms. A
multiperiod general equilibrium framework is used to explore the interactions between three types of economic agents--firms, which borrow to
finance production; households, which provide labor and hold deposits;
and banks, which accept deposits and make loans--in the presence of production uncertainty, financial repression, and an official safety net
that encompasses deposit insurance provided (explicitly or implicitly)
by the authorities. Both the credit risks incurred by banks and the
expected deposit insurance obligations of the official sector that arise
during a financial reform are linked explicitly to the degree of production uncertainty, the financial positions of nonfinancial firms, and the
nature of prudential supervision.
The analysis suggests a number of policy conclusions. First, the
macroeconomic effects of a financial liberalization will depend critically
on the perceived creditworthiness of the nonfinancial sector. If banks
regard lending to firms as highly risky, for example, then increasing or
removing ceilings on loan interest rates may reduce both the scale of
financial intermediation and economic activity. Second, even with strong
prudential supervision, financial liberalization may increase the
authorities' expected deposit insurance funding obligations, especially
when the credit-worthiness of the nonfinancial sector is low. Third, given
the distortions that are likely to exist in a repressed financial system,
an increase in the required capital-asset ratio may have the perverse effect
of increasing the expected funding obligations associated with deposit
insurance, particularly when the debt-servicing capacity of nonfinancial
firms is low. The paper finds that, even with good prudential supervision
and enhanced capital adequacy requirements, countries undertaking financial
reforms may confront a trade-off between financial efficiency and the risk
of larger safety-net-funding obligations.
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"Anticipated Exchange Rate Reforms"
by Pierre-Richard Agenor and Robert P. Flood
Exchange rate reforms in developing countries have often consisted in
floating the exchange rate in an attempt to unify the official and parallel
markets for foreign exchange. This paper examines the behavior of output,
prices, foreign reserves, and the trade balance in anticipation of such
reforms.
The analysis is first conducted in the context of a simple model that
explicitly accounts for leakages between foreign exchange markets and
examines their effect on official reserves. The model indicates that a
future unification leads, at the moment the announcement is made, to an
immediate depreciation of the parallel exchange rate with no change in the
stock of foreign reserves. During the transition, the parallel exchange
rate keeps depreciating (and the premium keeps rising), while net foreign
assets keep falling--both at an accelerating rate. No "jumps" occur when
the reform is actually implemented, at which point the parallel market
premium drops to zero.
The model is then extended to incorporate sticky prices and forwardlooking wage contracts and to endogenize output and the real exchange rate.
The analysis indicates that the implications of the simplified framework
regarding official reserves and the parallel market premium remain largely
unaltered. In addition, the extended model suggests that, during the
transition, a preannounced reform may be associated with an appreciation
of the real exchange rate and a fall in output.
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"Currency Substitution and Inflation in Peru"
by Liliana Roias-Suarez

This paper deals with dollarization and its role in the dynamics of
inflation in Peru from January 1978 through December 1990.
The paper uses an error-correction model to show that a long-run
relationship exists between the expected rate of depreciation in the black
market exchange rate and the ratio of domestic money to an indicator of
holdings of U.S. dollars; that is, the hypothesis of currency substitution
can explain the behavior of real holdings of money in Peru.
The paper also shows that the importance of currency substitution as
a transmission mechanism through which domestic fiscal and monetary policies
affected the short-run behavior of inflation varied during the period under
study. In fact, the estimation of a dynamic equation for inflation suggests
that while the importance of the mechanism was relatively small during the
period of high but relatively stable inflation (January 1978-85), currency
substitution became more important during Peru's recent hyperinflation.
The paper then highlights the policy implications derived from the empirical
results.
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"The Monetary Approach to the Exchange Rate:
Rational Expectations, Long-Run Equilibrium and Forecasting"
by Ronald MacDonald and Mark P. Taylor
This paper re-examines the monetary model of the exchange rate from
a number of complementary perspectives. Using data for the deutsche markU.S. dollar exchange rate during 1976-90, the paper demonstrates the
following: First, the static monetary approach to the exchange rate is
valid when it is considered as a long-run equilibrium condition. Second,
when the exchange rate fundamentals suggested by the monetary model are
assumed, the speculative bubbles hypothesis is rejected. Third, the full
set of rational expectations restrictions imposed by the forward-looking
monetary model can be used to generate a dynamic error-correction exchange
rate equation that has robust in-sample and out-of-sample properties and is
superior to a random walk (the usual benchmark) in post-sample forecasting.
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"Growth, Productivity, and the Rate of Return on Capital"
by Charles Adams and Bankim Chadha

An important public policy question in the United States is whether or
not increasing the saving rate will lead to an improvement in the economy's
long-term growth performance. Alternative views of the relationship
between investment and the economy's growth rate suggest different answers
to this question. According to the traditional neoclassical growth model,
an increase in the investment (saving) rate raises the medium-term growth
rate (and the level of the path of output thereafter) but has no long-run
effect on the economy's growth rate. Conversely, in some recent models of
endogenous growth, strong externalities associated with an individual firm's
investments imply that the returns from raising the investment rate could
be much larger than suggested by the neoclassical model and that a higher
investment rate might place the economy on a permanently higher growth path.
This paper attempts to shed light on which (if either) of these views
on the relationship between investment and growth is most applicable to the
U.S. economy. It quantifies--in terms of the level and the growth rate of
future output--the potential returns to the United States from raising its
investment rate. After outlining the salient features of the two alternative classes of growth models, the paper examines the long-run growth performance of the U.S. economy with a view to ascertaining the contribution
of capital to growth. It presents evidence on growth accounting measures
of the contribution of capital and the time-series relationship between
investment and growth and discusses whether the rate of return on capital
has been consistent with the predictions of alternative models.
Based on the growth experience of the U.S. economy, the paper argues
that there are no strong reasons for rejecting the central conclusion of
the neoclassical model that shifts in investment will have no long-lasting
effect on the economy's growth rate. Moreover, given the income share of
capital, the effects of shifts in investment on growth in the short to
medium term can be expected to be small relative to the U.S. economy's
underlying rate of growth. The predictions of endogenous growth models,
which suggest a larger contribution of capital to growth and long-run
effects of investment on the growth rate, do not seem to be supported by
the data. This conclusion does not imply that efforts to raise the saving
(and investment) rate would not lead to an improvement in economic performance in the United States. The payoff from such efforts would include,
in particular, a faster growth rate in the transition to a new, long-run
equilibrium and a permanently higher level of output and labor productivity.
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"Aggregation of Economic Indicators Across Countries:
Exchange Rate Versus PPP-Based GDP Weights"
by Anne Marie Guide and Marianne Schulze-Ghattas

Aggregation of economic indicators across countries frequently
involves the calculation of weighted averages. A widely employed approach
is to define countries' weights as their shares in total GDP of the group
considered. In order to ensure that these weights reflect shares in real
output and not differences in price levels across countries, conversion
factors based on purchasing power parities (PPPs) should be used to convert
data in national currencies into a common numeraire currency. Nonetheless,
for practical reasons, market or official exchange rates are widely used to
convert real GDP.
The paper examines GDP weights based on exchange rates and on PPPs
and discusses the implications of alternative weighting schemes for the
derived aggregate economic indicators. A brief review of the literature
on the relationship between exchange rates and prices suggests that market
exchange rates are poor proxies for PPPs as conversion factors. The results
from time-series analyses indicate frequent and prolonged deviations from
PPP in the postwar period, and cross-country comparisons have revealed a
systematic bias in GDP data converted at market or official exchange rates.
Moreover, weighting systems based on exchange rates often involve a rather
arbitrary choice of the base year and--as in the weighting system currently
used in the World Economic Outlook--frequent ad hoc adjustments to account
for large discrete changes in official exchange rates or changes in the
exchange rate regime. The paper shows that these relatively arbitrary
decisions can have a significant impact on the weights and, hence, on the
derived aggregates.
The estimates of PPP-based GDP produced by the International Comparison
Program (ICP) for a significant number of countries and several benchmark
years are a possible alternative to conventional exchange-rate-based GDP
weights. The paper summarizes the methodology underlying these estimates
and discusses problems relating to the extrapolation to non-benchmark years
and non-benchmark countries. Aggregates of real GDP growth based on PPP
weights are compared with the corresponding aggregates based on the current
WEO weighting system in order to illustrate the implications of using PPPs
as conversion factors. The main conclusion of the paper is that GDP weights
derived from the available estimates of PPPs, while not perfect and in some
cases subject to substantial errors, are a closer approximation of real
output shares than weights based on exchange rates.

©International Monetary Fund. Not for Redistribution

- 37 JEL Classification Numbers
E42, E52

Summary of
WP/92/37

"The Optimal Rate of Money Creation in an Overlapping-Generations
Model: Numerical Simulations for the U.S. Economy" by Javier Hamann

This paper examines the optimal rate of money creation in a firstbest world. For this purpose, a multiperiod overlapping-generations model
is constructed and calibrated for the U.S. economy. The model is first
used to find the inflation rate that maximizes welfare in the steady state.
Because of the positive relationship between inflation and the capital
stock, the steady-state welfare-maximizing inflation rate is not the rate
of deflation recommended by Friedman; instead, an annual inflation rate of
3 percent seems to be optimal. However, because a wide range of inflation
rates leads to similar welfare outcomes, the paper finds this rate not to
be robust. Moreover, it is shown that, when starting from a lower rate of
inflation, raising the inflation rate to 3 percent is not a Pareto-efficient
policy because the transition to the new steady state leads to a reduction
in the welfare of some generations. In other words, the increase in steadystate welfare brought about by the increase in inflation is achieved at the
expense of some of the generations alive during the transition to the new
steady state.
The issue of the optimal rate of money creation is then re-examined,
using an optimality criterion that takes into account the welfare of all
generations. The objective of this exercise is to find a Pareto-superior
inflation rate such that, starting from any inflation rate, the transition
to the new regime imposes no welfare losses on any generation and permits
all successive generations to enjoy higher levels of welfare in the new
steady state. It turns out that implementing Friedman's rule is the most
efficient policy and that the efficiency gains obtained with such a rule are
quite substantial.
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"Fiscal Impulses and Their Fiscal Impact" by Sheetal K. Chand
Fiscal impulse measures such as those employed in the World Economic
Outlook (WEO) have long been used to assess the changing impact of the
budget on the economy through removing the impact of the economy on the
budget. In the WEO variant, any expenditure growth that exceeds the
potential growth rate of the economy, expressed in comparable nominal terms,
is deemed expansionary, while a growth in revenue that exceeds the actual
rate of growth of the economy is treated as contractionary. Such excesses
or deficiencies in expenditures and revenues are combined in a single
formula, which is equivalent to comparing the actual change in the budget
deficit with a normative or neutral change. One may infer that if the
actual deficit is growing more rapidly, the fiscal impulse is expansionary,
in the sense that the primary, or first-round, effect of the budget adds to
aggregate demand.
Among the questions that have arisen about the fiscal impulse measure
are why expenditure should be tested against the potential output growth
rate when revenue is tested against the actual growth rate; whether or not
the measure is useful for drawing inferences about the impact on the
economy; and whether or not it would be a useful instrument in a compensatory fiscal policy. A powerful criticism is that the measure lacks an
analytical justification, which, if true, would render it inoperable.
However, this paper shows that it is possible to use a simple framework to
derive the measure analytically.
The derived measure is contrasted with some alternative measures that
have recently been proposed and found to be superior. It should, however,
be used judiciously. In particular, while the measure is indicative of the
changing impact of the budget on aggregate demand, qualifications are needed
depending on the underlying circumstances of the economy. Attempts are made
to relate the performance of the economy to the fiscal impulse. However,
using it to facilitate a compensatory fiscal policy should be carefully
circumscribed. The need for fiscal consolidation, for example, may override
the need for a compensatory fiscal policy.
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"A Theory of Optimum Currency Areas: Revisited"
by Joshua Aizenman and Robert P. Flood

The academic debate concerning cross-country currency arrangements
started in earnest with Milton Friedman (1953), who argued for a worldwide
flexible exchange rate system. He was joined by Robert Mundell (1963), who
made an elegant case for a worldwide mixture of fixed and flexible rates.
Since Friedman and Mundell, the debate has continued to rage, with those
advocating cross-country currency arrangements arguing that their success
depends on considerations ranging from countries' production structures to
the credibility of their monetary authorities. The complexity of the
arguments has far outstripped the ability of policymakers to apply the
principles developed in the arguments. Indeed, the countries for which
these arguments may be relevant are often among the less sophisticated in
terms of market development and data collection.
This paper provides an explicit model of Mundell's optimum currency
area argument, which indicates that Mundell somewhat understated the case
for fixed exchange rates between two areas of labor mobility. whereas
Mundell assumed that the relevant macroeconomic shocks were demand-side
shocks, the model in the paper includes supply-side shocks. The paper
concludes that such shocks can give rise to strong efficiency gains for
a fixed-rate system when labor is mobile and prices are sticky.
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"Currency Substitution in Developing Countries:
An Introduction" by Guillermo A. Calvo and Carlos A. Vegh

This paper selectively reviews policy and analytical issues related to
currency substitution in developing countries. The paper examines, first,
whether or not currency substitution should be encouraged; second, how the
presence of currency substitution affects the choice of nominal anchors in
inflation stabilization programs; third, how changes in the rate of growth
of the money supply affect the real exchange rate; fourth, the way in which
inflationary finance and currency substitution interact; and, finally,
issues related to the empirical verification of the currency substitution
hypothesis.
Views differ substantially as to whether or not currency substitution
should be encouraged, with some arguing for higher interest rates on
domestic money to induce people to hold it, and others making the case for a
"full" dollarization of the economy (that is, adopting a foreign currency as
the only legal tender, as in Panama). The paper concludes that while there
does not seem to be a strong case for either encouraging or discouraging the
use of foreign currency, the extreme measure of full dollarization might
leave the domestic banking system without a lender of last resort.
As far as inflation stabilization programs are concerned, the presence
of currency substitution does not alter, qualitatively, the choice between
"recession now versus recession later" when comparing money-based and
exchange-rate-based stabilizations. Quantitatively, however, the presence
of currency substitution aggravates the initial recession in a money-based
stabilization and makes the initial boom more pronounced in an exchangerate-based stabilization.
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"Specification of Policy Rules and Performance Measures
in Multicountry Simulation Studies" by Bennett T. McCallum
Many recent studies of international monetary and fiscal policy
issues, such as the choice of an exchange rate regime or the design of
a policy coordination scheme, have been conducted with the aid of multicountry econometric models. These studies generally consider alternative
policy rules that call for a policy instrument to deviate from some
"baseline" reference path in proportion to the deviations of a specified
target variable from its own baseline path. This paper argues, however,
that the standard rule form is seriously defective and that typical
associated measures can be misleading in important cases.
The rule form is defective because it endows policymakers with more
information than is available in operational situations and because the
baseline reference paths used in such rules are usually model-specific.
Policymakers have up-to-date information from financial markets, but highquality information from goods markets is actually available only with a
lag. The paper illustrates the potential difficulties and inappropriate
policy conclusions that might follow from typical evaluations of such
rules. One example, involving the "assignment problem" of optimally
pairing instruments with policy objectives in an open-economy setting,
illustrates how the inappropriate choice of performance measures can
lead to policies that might appear to satisfy the unsuitable measures
but that actually work very badly.
The paper concludes with a discussion of some policy rules that do
not suffer from the above defects.

©International Monetary Fund. Not for Redistribution

- 42 JE1 Classification Numbers
Gl, H3

Summary of
WP/92/42

"Market Discipline" by Timothy D. Lane

Under what circumstances can market forces prevent unsustainable
borrowing? Market discipline implies that lenders penalize excessive
borrowing, first, by requiring a higher interest rate spread and,
ultimately, by excluding the borrower from the market.
For market discipline to work effectively, capital markets must be
open; information on the borrower's outstanding liabilities must be readily
available; there must be no bailout anticipated; and the borrower must
respond to market signals provided by interest rate spreads.
This paper explores these conditions, focusing on four examples.
The first is fiscal policy in a currency union, such as the planned
Economic and Monetary Union in the European Community, where there is
concern that, unless binding fiscal rules are imposed, member countries
may incur excessive deficits. Another instance is sovereign debt: can
private lenders provide sovereign borrowers with adequate incentives to
pursue policies consistent with solvency? Yet another instance pertains
to the regulation of financial institutions: can markets induce intermediaries to make prudent lending decisions, or is some direct supervision
necessary? Finally, there is the soft budget constraint facing state enterprises in socialist economies: how can these enterprises be induced to
behave in a manner consistent with their long-run solvency and to continue
to operate only if they are solvent?
The latter part of the paper reviews some empirical evidence on market
discipline. First, the experience of federal unions ranges from tight
central control of borrowing by lower levels of government to virtually
complete reliance on market forces, with no apparent corresponding pattern
in the effectiveness of fiscal discipline. While evidence regarding
sovereign debt suggests some weakness in market discipline, it also
indicates that lenders do discriminate among borrowers on the basis of
information regarding their solvency. Models of optimal fiscal policy imply
that a government uses its borrowing to smooth tax rates despite variations
in economic conditions and expenditure requirements; empirical tests of
these models support this implication but also suggest that borrowing is
systematically influenced by the political structure. The evidence
therefore suggests that although market discipline is an important force,
it is not always strong enough to prevent unsustainable borrowing.
In the diverse cases examined, the conditions required for market
discipline to be effective are essentially the same, as are the conditions
likely to undermine market discipline. The "no-bailout" condition, in
particular, is often the Achilles' heel of market discipline, especially
because of the difficulty of making such a condition credible. The
solutions are also similar: market discipline may have to be reinforced by
some kind of direct controls or rules, but it is also important to implement
measures to strengthen market discipline itself.
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"Trends and Future Directions in Tax Policy Reform:
A Latin American Perspective" by Parthasarathi Shome
This paper reviews the Latin American experience with tax reform during
the 1980s. It also discusses selected tax reform issues likely to be in the
forefront of Latin American debate and discussion during the 1990s.
Fundamental tax reform can take many years to be fully implemented,
and it effectively constitutes an aggregation of many annual discretionary
changes. On the whole, tax reform in the 1980s de-emphasized steeply
progressive rate structures of income and property taxes that were
conceptually optimal from the point of view of equity and stabilization
objectives but were difficult to administer. It emphasized, instead,
broadly based, low-rate taxes on domestic consumption, such as the valueadded tax (VAT), for their administrative ease based on a self-monitoring
feature, as well as for their ability to raise revenue (as seen in terms of
their ratios to GDP).
Between 1980 and 1991, the number of countries that operated a VAT
increased to 15 from 8; they usually supplemented the VAT with a list of
excisable items. The top marginal personal income tax rate in these
countries fell from 48 percent on average to 35 percent. The average
exemption level increased from about half of per capita GDP to one and a
half times per capita GDP. The average corporate income tax rate fell to
36 percent from 44 percent, even though many countries continue to maintain
progressive rate structures. The top marginal personal income tax rate
approached the corporate income tax rate. Withholding taxes on foreign
companies fell, on average, to 11 percent from 17 percent.
The tax-to-GDP ratio across countries has increased by 1 percentage
point, on average, since the 1980s. However, tax reform is not always
carried out with a revenue objective nor does it necessarily push a country
to a significantly higher tax-to-GDP ratio. Similarly, a country with a
high tax burden does not always represent one that has undertaken fundamental tax reform. Nevertheless, countries that have undertaken tax reform
have, in general, experienced a greater revenue gain in terms of GDP than
the overall sample of countries. Consumption tax revenue has increased in
terms of GDP in reforming countries, while income and social security taxes
have remained stagnant. Reliance on international trade taxes has declined
slightly--with wide variations across countries--while property tax revenue
has remained insignificant.
Latin America has pioneered many ideas in tax reform over the past
decades and is likely to introduce and debate new ideas during the 1990s.
These are likely to include a minimum income tax; alternative forms of
corporate taxation, such as a cash flow tax or an assets tax; ways of
capturing bases that are difficult to tax, such as financial intermediation and property; environmentally oriented taxes; the extension of
withholding as a taxing mechanism; and tax harmonization across countries.
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"Price Liberalization in a Reforming Socialist Economy:
A Search Equilibrium Approach" by Domenico Fanizza

This paper examines the effects of price liberalization in the former
centrally planned economies. To this end, a "search equilibrium" of the
commodity market is proposed as an analytical framework, in the tradition
of Diamond (1984) and Mortensen (1989). The existing literature interprets
price liberalization in transitional economies as the removal of price
distortions in a context in which demand and supply schedules do not differ
substantially from those in a market economy. This paper is motivated by
the observation that, in reality, price liberalization in transitional
socialist economies represents only a step toward the introduction of
markets. In refuting the assumption that markets are functioning, albeit
distorted by "wrong" prices, the paper is able to examine the basic exchange
mechanism independently of the institutions and resources that characterize
market economies.
The main premise of this paper is that price liberalization in transitional socialist economies could produce substantial output losses unless
accompanied by the elimination of existing supply rents because such rents
restrict entry and thereby preclude a positive supply response to price
liberalization. At the same time, on the demand side, consumers participate
less in the search process because of price increases. This paper describes
the conditions under which this mechanism could lead the economy to stall at
a low-output equilibrium, and points to the added danger that complicated
dynamic paths might arise, depending on the features of the trade
technology.
It is widely recognized that eliminating supply rents is more difficult
and time-consuming for transitional socialist economies than is liberalizing
prices. An important conclusion of the model presented in this paper is
that policy plays an important role in limiting output losses during the
transition period. In particular, a tax-cum-subsidy policy could improve
the equilibrium outcome. Policies that encourage consumer participation in
the search process--transferring rents from the suppliers to the consumers-could succeed in preventing a low-output equilibrium.
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"Bank Risk and the Declining Franchise Value of the
Banking Systems in the United States and Japan"
by Steven R. Weisbrod. Howard Lee, and Liliana Rolas-Suarez

The recent rise in problem loans extended by banks in the United States
and the decline in profitability faced by Japanese banks are a source of
concern for policymakers, who associate these events with a significant
decline in the franchise value of wholesale banks in those countries.
In contrast with the conventional view that the franchise value of
banks stems from their informational advantage over other financial
institutions, this paper identifies the franchise value of a bank with the
business of providing liquidity and payments services to bank customers.
In this regard, the decline in the franchise value of wholesale banks in
Japan and the United States is attributable to a reduction in corporate
demand for bank liquidity. This paper also maintains that the decline in
franchise value has led to increased risk taking on the part of American
wholesale banks and to a decline in earnings at Japanese wholesale banks.
An important conclusion is that proposals to reform the banking
industry that concentrate on broadening the powers of banks may not solve
the fundamental problem of wholesale banks because they do not deal with
the origin of the problem. Instead, wholesale banks are faced with two
choices: First, banks could reduce the scale of their business to a level
consistent with the reduced demand for liquidity of their customers. A
second option may lie in the expansion of businesses that permit banks to
exploit better their traditional skill of reducing the cost of liquidity.
The building of swap markets is a case in point.
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"Liberalization of the Capital Account: Experiences and Issues'
by Donald J. Mathieson and Liliana Rolas-Saurez
This paper reviews the experience with capital controls in industrial
and developing countries, considers the policy issues raised when the
effectiveness of capital controls diminishes, examines the medium-term
benefits and costs of an open capital account, and analyzes the policy
measures that could help sustain capital account convertibility. Since
World War II, many countries have maintained restrictions on capital account
transactions in an attempt to limit capital flows that could lead to sharp
changes in foreign exchange reserves; to ensure that domestic savings are
used to finance domestic investment; to maintain revenues from taxes on
financial activities and wealth; and to prevent capital flows that would
disrupt a stabilization and structural reform program. Empirical studies
suggest, however, that capital controls have often been ineffective in both
industrial and developing countries when incentives for moving funds abroad
have been substantial.
In addition, the effectiveness of capital controls
appears to have eroded more rapidly in the 1980s than in earlier periods.
As the effectiveness of capital controls has eroded, new constraints have
been placed on the formulation of monetary and fiscal policies. Moreover,
capital flight during the 1970s and 1980s created large holdings of external
assets by the residents of many developing countries. The initial phase of
recent stabilization and structural reform programs has often been characterized by partial repatriation of these external assets. Sterilization of
these inflows has often proven difficult, and tightening capital controls
to limit these inflows has at times interfered with normal trade financing.
Experience suggests that countries can attain the benefits of capital
account convertibility and reduce the financial risks created by an open
capital account if they adopt macroeconomic and financial policies that
minimize the differences between domestic and external financial market
conditions; avoid imposing taxes that create strong incentives to move
funds abroad; strengthen the safety and soundness of their domestic
financial system; take measures to increase price and wage flexibility;
allow residents to hold internationally diversified portfolios; and employ
modern hedging and risk-management practices.
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"The Macroeconomic Effects of Counterpart Funds and
the UnderlvinE Foreign Aid" by Christian Mulder
Counterpart funds generated through foreign currency or commodity
aid have again become an issue of interest as a result of the substantial
buildup of these funds in developing countries, notably in Africa. Previous
studies concluded that counterpart funds have an inflationary impact on the
economy and that tied and irregular aid should be avoided. Those conclusions were derived in a partial equilibrium context and implicitly assumed
that governments do not react optimally.
This paper develops a small general equilibrium model that includes not
only the key government instruments and constraints but also a wide range of
effects that counterpart funds and the underlying aid exert on the economy
(supply-side, money demand, money supply, and balance of payments effects).
It demonstrates that credit to the government adjusted for counterpart funds
is relevant for the inflation rate, the foreign reserve position, and other
variables in the economy. Counterpart funds have no independent role to
play and hence do not give a government any extra degree of freedom or room
to maneuver. This implies that, if the role of counterpart funds is well
understood, they need not harm, nor provide any leverage to, donors.
The aid underlying the counterpart fund creation has real effects.
For foreign currency aid, the effects on the economy can be delayed because
the aid can effectively be "stalled," just as if it is held in a foreign
account. Commodity aid, however, cannot be stalled once it is sold or
handed out in the recipient country. If donors want counterpart funds
resulting from the sale of commodity aid to be spent on earmarked targets
not included in the standard government budget, they should be spent when
the commodities are sold, and not later, when the resources in the economy
are expanded and government revenue increases. The establishment of a
regular, well-planned aid process is required. Irregular, nonfungible, tied
commodity aid poses a problem in that it might lead to an irregular budget
deficit and thereby to irregular taxation or credit to the private sector.
Various practical issues that are sometimes seen to obscure the impact of
counterpart funds do not substantially alter these conclusions.
The model developed in this paper also yields some conclusions
regarding unexpected aid and program design. Reducing credit ceilings by
the amount of unexpected aid, a requirement sometimes included in Fund
programs, is found to be suboptimal. In this model, a different set of
contingency rules or program requirements is derived, which allows the
recipient country some freedom in using unexpected aid if other
circumstances permit it, and makes it more enticing for donors to give
additional aid.
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