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ABSTRACT

The paper investigates the process of inflation stabilization under
conditions of international capital mobility. A first part looks at
the traditional view of inflation and payments problems as a reflection of
fiscal problems and deficit finance. From there the analysis proceeds to
the macro-dynamics of inflation stabilization under alternative polciy regimes.

Inflation stabilization is studied in an open economy model of inflation
and output determination with high but imperfect capital mobility. The policy
regimes considered range from a monetary growth rule combined with constant
real exchange rates to a prefixed path for the nominal exchange rate com-
bined with active money for external balance.

The mnalysis identifies three main problems in the stabilization effort.
First and foremost, the problems of stubborm inflation. Because inflation
does not collapse in the face of good intentions inflation stabilization
requires a protracted reduction in the level of demand. The inflation
process is modelled along two different lines, each emphasizing inertia.
Second, the velocity problem which arises from the fact that a reduction in
inflation and nominal interest rates raises real demand. This implies that
in the adjustment process inflation has to average less than money growth and,
indeed, has to fall transitorily below the new rate of money creation. Third,
the real exchange rate problem. This arises from the fact inflation stabili-
zation reduces output and raises real interest rates, thus improving the
balance of payments, creating a sterilization problem and/or putting upward
pressure on the exchange rate. An initial real appreciation might be welcome
as it provides help in the disinflation process, but it must be recognized that
the benefit is transitory and must ultimately be repaid when the real exchange
rate, with adverse inflation effects, returns to its equilibrium level.
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INFLATION STABILISATION AND CAPITAL MOBILITY

Rudiger Dormbusch
Massachusetts Institute of Technology

The problem of stabilisation policy in high-infla-
tion countries has, over the last ten years, undergone a substantial-
develo;:xrent. The traditional view takes stabilisation policy to be
primarily a fiscal issue. While recognizing, and indeed emphasizing,
that stabilisation involves a cut in the standard of living, this
view attaches no great transition costs to stabilisation. It hardly
perceives stabilisation as a macroeconanic issue. The view is even
@ied to the point of arguing that disinflation has been made to

lock more painful than the historical record will bear cut.l

The new elements in thinking about inflation stabi-
lisation in high-inflation countries, whether they be industrialized
or semi-industrialized, include the following: First, although fiscal
policy certainly sets the trend rate of inflation when there is defi-
cit finance, inflation may be quite independent of the budget in the
shortrun and enjoy a life of its own. Second, reinforcing the first
cbservation, stabilisation encounters the serious obstacle of inflation
inertia. Inflation, other things equal, is what it was and fiscal sta-
bilisation, or expectations thereof, will not lead to a collapse of

the prevailing rate of inflation. Third, manéged real appreciation

lSee A.Harberger "The Inflation Syndrame” in J.Flanders and A.Razin (eds.)
Inflation in Developing Countries,Academic Press,1980.




ay prove a g +mg tocl in the stabilisation
process, Fourth, capital flows, responsive to irnternational irnterest

differsntials, ray become at various stages of the cycle an aide and

n to the stabilisation effort. Fifth, espsctatione prove suo-

oy

stantizlly rore irportant in the capital account of the balance of pay-
Tents than in the labor market. Sixth, there exists a possibility that
nengtary restriction ingaces, in the shortrun, an adverse effect on
inflation.

The first part of this paper sketches a simple version
of the traditional model and draws the principal lessons. Tne discuss-
ion ig followved by two points of qualification. One concems the cuss-
tion vihether the system is overdetermined - essantially the structuwra-
list view of fiscal policy. The cther concarns the cuesticn of terms
of tracds shocks and inflation. In the second part, the stanilisaztion
prcblem is approsched fram the perspactive of racroeconomic dymamics.
Erphasis is placed there on the inertia of the inflaticr process and
on the interaction between stabilisation rules for money, interest rates,

and exchange rates and the resulting paths for output, real exchange ra-

— S S R =4
28 ana e Da.anlte oI




I. INFLATION ,FISCAL POLICY AND TERIMS OF TRADE SHOCHS

l. Fiscal rolicy and Inflation

A first model of the oper economy focusses on
the goods market and the current account. Two key variables
are highlighted: the real exchange rate G&=zEP*/P and the

budget deficit ratio &, expressed as a fraction of GDP.

In the goods market fullemployment equilibrium
obtains when the demand for home output, determined by the
deficit ratio and the real exchange rate, ecuals the avail

able supply,y :

(1) y = J(s,¢) Je,J¢>0

In Figure 1 we show the goods market equilibrium schedule 1I1I
along which internal bezlance prevails. The schedule is
negatively sloped since a real depreciation raises | demand
for home output sc that for fullemployment we require an
cffsetting deflationary cut in the budget. Points above the
schedule correspond to overemployment and points below to

tnemployment.

Along FF the current balance is inegquilibrium.
A real depreéiation improves the current balance (given
elasticity conditions). To maintain external balance a
real depreciation must be offset by a demand eXpansion

through an increased budget deficit.



4.
The budget deficit is financed by money crea-
tion or by the "inflation tax". With the demand for real
balances, x, a function of the rate of inflation,b, the
budget financing implies:
(2) .. _
px(p) = gy
With an inflation elasticity of less thanunity the eguation
implies that an increased deficit ratio calls for a higher

inflation rate to finance the budget. This relation is shown

in the lower vanel of Ficure 1.

Eguilibrium obtains at point A where the
ecconomy is fully emploved with a balanced current account
or a current acccunt financed by exogenous flows of lending,
direct investmentvand aid. Correspondingto the eguilibrium

of the real economy is an inflation rate bo'

What precepts does this model yield? The model

has three implications:

i. inflation is a purelv fiscal phencmenon

ii. trade problems reguire for their cure both a real

depreciation and fiscal restraint.

iii. With trend inflation, as an implication of the fiscal
situation, the appropriate exchange policy is to
have mini-devaluations that stabilize the real ex-

change rate.

Suppose past policies had moved the economy to
a position of fullemployment with an external deficit at

pcint A'. The conventional advice is to reduce the. budget
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ceficit and hence akbsorption and to generate ar increase irn
net exports through a real depreciation. This would restore
internal and external balance at point A. The policy mix
would also lead to a reduction in the rate inflation. In
particular with a highly nonlinear inflaticn-budget rela-
tion the czin in terms of reduced inflation - may prove
substantial, particularly so if the go*:f:mcnt collects

. 1
only & minzr fracti on of the seignorage

2. The Overdetermined Sy:

A first complication to the program of sta-
bilisation s the recognition of further constraints. The
model is nct only one of internal snd external balance and of
budget finz-ce, it also includes constreints on policies impos
ed by sociel relations. These may take any oi a variety of

forms: rigid real waces and hence a corstraint on the real
exchange rate, a distribution of income, or a relation be-
tween the r=al exchange rate and the budgét. A brcad
charactericsztion of these constrainst is shown in Figure 1

as the schefule cc. The. schadule su: a real
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depreciaticn, because it lowers the standard of living, must
be offset ki an increased budget deficit that provides a real
income suvpleament to some sector: food subsidies, credit

subsidies, =tc.

lSee R.A. Mund=ll, Monetary Theory, Goodyear Publishing Co.,1971, S.Fischer,

"Seignorage en2 the Case for a National Money",lassachusetts Institute of
Technology,19¢7 and R.Dormbusch, Inflatlon, Capital ané Deficit Finance."

Journal of Meney,Credit an 3 Banking,February 1876,
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It is apparent that the further constraint
makes it impossible, except by good fortune, to attain
internal and external balance. Tyﬁically the real exchange
rate consistent with full balance leaves the public with a
standard of living below the level acceptable and hence there
is pressure to fiscalize the aspirations by moving to a
deficit point such as A", with occaéionél return to external

balance whenever external financing crises coe to dorinate.

It 1is apparent that under these conditions
stabilisation policy is not only a technical issue of restor
ing the right real exchange rate and stopping deficit finance.
More likely some structural policies such as tariffs or
employment subsidies are reguired to help reconcile the

overdetermined system.
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The inflation stabilisation problem is freguently

rencdered more difficult, and indeed obscured, by the presence of

-+

high underlyincg inflation combined with terms of +trade shocks.
‘These courmplications make it essential to introduce the distinc-

tion between szrvices and manufactures where wage-price forma-

tion is "macroeconomic" and

prices of which are susceptible of snkOCls | Chasces in the world
prices of commodity exports or imports, relative to those of
manufactures, exert important effects on the inflation process

through severzl channels:

i. Direct input cost effects.

ii. To the extent that the commodities are wage goods the
reguired real wage in terms of manufactures rises.
With home manufactures priced by a mark-up on wages
this implies a pressure for a real appreciation to
compensate for the loss of real income in terms of
commodities by increased purchasing powar in terms of
manufactures imborts. This is, of coursé,‘a real wége
resistance argumeht. It 1is particular forceful when
the price shock occurs in commodity exports since in
that event the economy can actually afford, from a
current account point of view, the real appreciation.
Of course, for manufactures it represents a loss in

competitiveness.

iii. Closely related to the preceding argument, changes in

commodity prices, in the presence of sticky relative



sectoral wages, can lead to a rise of wages in industry.
Agair. with mark-up pricing inflation and real apprecia

tion will result.

iv. Chanczs in the real price of commodities affect real

i

inccme and hence aggregate demand for industrial output.

A rising real price of commodity exports leads to real

appreciation for manufactures and conversely for an

ncrzzse in real commodity import price.

In trhe remainder of this paper I will abstract {rom
these ccmmodity inflation issues. They are introduced here mainly
because in recsznt history they may have been an important aspect

of the stabilisation problem.l

1See Ba=~0 Centrzl de la Republica Arcentina Anticipio Memoria rnuzl 1879 ,

Mercado (Arcenti-a) January 10,1980 pp.20-27 and, for theoretical issues:
w.Buiter"Snortren. end Longrur Effects of External Disturbances Under &
Floating Exchancs Rate" ,Econamica,45,1978,E.Cardoso "Oferta de Alimentcs €

Inflagac ",Pesciisa e Plane-arento,10,1980 and R.Flood and N.Peregrim Marion,

"The Trz-smissicrn of Disturbances Under Alternative Exchange Rate Regines

With Or=imal Infsxing.",lational Bureau of Econamic Reszarch,1580.



II. THE DYNEMICS OF INFLATION STABILTISATION

In this part we investigate the dynamics of inflaticn stabilisa-
tion. We start with a brief discussion of our macrocconomic model

and then sketch alternative policy arrangements. After identif.-

ing three key problems in the stabilisation effort we discuss
the adjustment process under @lternative rules.

1. The Model

We consider an economy that produces and exports a
single commodity, facing a downward sloping demand curve in the
world market. Demand for domestic output dspands on income,
relative price of competing importables in terms of dJdomestic
goods, %, and of the real rate of interest, r. Output, y, is
demand cdetermined. Ecuilibrium in the home goods market reguires

L - 5 ‘ - 5 s 1
the ecuality of output and demand , or in reduced form:

(3) y = at - br

rium, in the manner of the standard 1M

o

Monetary eguili
curve, determines the interest rate, i, as &a function of real

balances and real inccme:

(4) i = ¢cy - dx

where x denotes the 1oz

i
@]
[}

real balances, x=m~-p with m and p

Here y and 6 are the logs of output and the real exchange rate. Furthermore
by choice of units y can be interpreted as the deviation of cutput from the
fullemployment level y = Q.



the logs of nominal morey and prices.

The balance of payments depends, via the current account,
on real income and the real exchange rate and,
via the capital account, on the interraticnal interest

diiferential adjusted for anticipated depreciation, é:
(3 B = £f6 - gy + h(i-é)

Noting the definition of the real exchange rate, £ = e-gp,

we can rewrite the capital account as a function of the real in

ol

. [ -
terest rate, r =1 -p and the real depreciation rate, § e -

(=9 E = f¢ - gy + h(r-5%)

Ir. defining the capital account of the balance of payments we
nzve, already, imposed the perfect foresight assumption in that
we identify expected inflation and depreciation with the actual

reces.

is as vet incomplete in that neither the in-

=2

The mode
flation process mor the monetary and exchange rate policies have
been specified. Even so we can look at equilibrium of the goods mar-
¥#t  and the balance of payments, to gain some understanding of
the real 1interest rate-real exchange rate relations. In Figure 2
we plot as the II schedule the combinations of real interest rates

real exchange rates
and /compatible with fullemployment internal balance. Higher real

Note that for simplicity the foreign nominal interest rate is set equal to
zero. With e the nominal exchange rate; e represents the raté of deprecia-
tion and i-é the interest differential in favor of the home country.



interest rates reduce demand and thus must . be compensated by

Sl

real depreciation that shifts demand toward domestic goods.Her =

IT is upward sloping.

The schedule FF shows external balance. The schedule
is drawn for a zero rate of real depreciation.z higher level cf
the real exchange rate (a real depreciation) improvesthe currerc
account and thus must be offset by a capital account deteriorz-

n due to lower real interest rates. Thus FF is negatively

b
0]

ti

mn
o]
(8]

ped. Points to the right of FF correspond to external balarce
with a depreciating real exchange rate, and points to the 1le’:
to an appreciating real exchange rate. Lonorun eguilibrium obtains
at point Z where internal and external balance obtain, combirzd
with a constant real exchange rate.l We observe that the longrun
real equilibrium in Figure 2 is independent of the rate of i=n-
flztion. 1In the shortrun, though, inflation stabilisation typically
involves a move from a point like A to B: a reduction in demand
below potential output,due to both real appreciation and increas
ed real interest rates,and a payments surplus? Beyond the real
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We entirely abstract from the effect of current account imbalance on zsset
accumulation. For references to the extensive literature on this question
see R. Dornbusch Open Economy Macroeconomics, Basic Books, 1980.

=~

There is now an extensive literature on this question. See in particular A.
Martirenz Mantel "Devaluacion, Inflacion Y Desempleo" Eccnomica, January-
August, 1568 and "The Argentina Experience with the Crawling Peg" in J.
Williamson (ed. The Crawling Peg: Experience and Prospects MacMillan, 1981.
Carlos Rodriguez "El Plan Argentino de Estabilizacion del 20 de Diciembre"

CEM&, July 1979, G. Calvo "Stabilisation Rules and the Managed Float: A
Search for Essentials" Columbia University, 1979, C. Diaz - Alejandro
"Stabilisation Policies in the Southern Cone'", Yale University, 1979,Nissan
Liviatan '"Rnti~Inflationary Monetary Policy and the Capital Import Tax."
Hebrew University, 1979, D. Mathieson "Financial Reform and = Capital Flows
in a Developing Country" IMF Staff Papers, N? 3, 1979  and Krugman, P,
"Speculation and Inflation with a Crawling Peg. " MIT, 1979.
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biliseztion rolicies have typically enccuntered three specific

. The velocity problem: In the transition to a permanent
red:ction in the rate of inflation the demand for real
balznces rizes. If the price level is not instantaneocus-
ly Zlexible, this reguired cain in real balances must

be zorne in mind in designing stabilisation rules. 1In

el
m
=
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o
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ular ,a fixed money growth rate rule imposes ur-

e
1

3
o
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£sary costs in terms of output lost.

1

=

Tris probler is well-familiar fram Chicago prelims. For a recent dis-
cussion see !M.Simonsen "Rational Expectations and Inflation Stabilisation”
Funcéagao Get:lio Vargas,1980 and M.Khan and M.Knight,"Stabilisation Programs

in Developing Countries:A Formal Framework".International iionetary Fund,1980.



ii. The recal appreciation problem: In the early stages of a
stabilisation program real appreciation is often welcon-
ed as suppofting directly the disinflation effort
throught a "cooling” of the home inflation procecss,

caT is neciected is the fact that acrcoss steady state

the eguilibrium real exchange rate remains unchangec,

~ny shortterm gzin through real appr
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iii. The stubborn inflation problem: Because of a lack of
credibility,because of longterm contracts, and/or be-

catse of real wage resistance,the inflation process is

stuzborn. The price level is not instentanacusly
flexible, nor is even the rate of inflatiorn.

There is a wide varisty of policy mixss that can
be used tc stzbilize inflation. Pdssibilities rande from fully
fle~ible nomizal exchange rates with a constant money growth rat

1 exchan

)

rule to a constant real interest rate with a managed re

")
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combined with constant money growth. We limit our analysis to
only a few recimes, tryinc to highlight the interaction of the

inflation prccess and the policy rules.

2. R Monetarv Rule and a Constant Real Exchange Rate

In this section we assume that the covarnmrnt setes

a fixed growzs rate of nominal money, 'm, and that the exchange

lReal appreciaticn is of course being used in the U.K, stabilisation effort.
See the discussizn in House of Camons,Enguiry on Monetary Folicy,H.M.S.

Staticnary Cffics,July 1980.
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rate is pegged along purchasing power parity lines so that € =g,
or €= 0. These assumptions describe the policy regime.We furtizr
need to specify the inflation process. As our first example we

take an inflation process that highlights the sluggishness with

which expectations of trend inflation adjust to actual chancs

n

in monetary growth. Specifically , we assume that inflation Is
determined by exchange depreciation, expected trend inflaticn,

z, and the output gap:
(6) p=rve+(l-1)z + cy

where 2z is anticipated trend inflation that is form=d adaptively

on the basis of observed money growth:
(7) z2 = ¢(m-z)

The model, of course, implies that a sustained reduction in

monetary growth will ultimately be reflected in lower actual and

trend inflation.

Our zssumption about the exchange rate rule, ¢f=¢&,
implies that inflation just depends on trend inflation and the

gap.

-

(6) b=z +

From the definition of the real interest rate i-p, and equations
(3), (4) and (6)' it is readily shown that output is an increas-

ing function of real balances and trend inflation while the real



interest rate is a decreasing function of these variables, as is

the balance of payments:
(8) y=y (x,2) r=r(x,z) B=B (x,2;8)

In Figure 3 we show the schedule II along which output is at the
fullemployment level and the external balance is in equilibrium,
given the purchasing power parity exchange rate rule. The schedule
is negatively sloped since an increase in real balances Ilowers
real interest rates thus raising oﬁfput and deteriorating the
balance of payments. To restore balance a reduction in expected

inflation is required.

Figure 3 also shows the schedule x = 0 defined by

equation (9).

(9) X I m -p = m-z2 -—%?—y(x,z)

The position of the schedule is explained as follows: If actuél
money growth falls short of trend inflation real balances are
ﬂfalling unless a sufficently 1low level of activity helps danmpen
the inflation rate. The arrows in Figure‘3 define the adjustment
of real balances and trend inflation, the latter being determin-

ed by ( 7).

Suppose now that the authorities permanently reduce
money growth ffom an initial level at point A to the lower rate,
m, indicated by the line through point A'. How will employment,
inflation and the balance of payments respond to the stabilisa-

tion ? When money growth is first reduced, there 1is no impact



effect at ail. Real balances start declining, as money grov:n
now fails short of trend inflation expectation and thus of
actual inflation. Only as real balances actually have declin-
ed,do we start having an effect. The real interest rate is
rising and herice output starts fazlling., Together with the fall
in output, which improves the current account,the rise in real
interest rates improves the capital account. There is accord-
ingly a balance of pavments improvemént or net re&aﬁe inflcws.

Inflation is cecelerating.-

As trend inflation 1is revised in the light of
actual money growth ,this, in combination with the inflation
damper.ing of the recession, helps stop the decline in real
balances.. From here on,actual inflation further declines, and

real balances grow.

The inflation trend is being revised downward in
the light of actual money growth. The output gap danpens in-
flation and the combination of the two effects tends to lower
inflation to the level of money growth. Real balances at first
attair a poirt of constancy andé then start rising. Only after
real zalances start rising, at a point like C,do real interest
rates stop increasing and then start falling. The turning points for
output and the balance of payments thus occur after roint B,
the turning point for real balances. The turning point for in
flation and depreciation, finally, follows that of output and

real income. These relations are shown in Figure 4.

The exercice shows some of the principal lessons

of the stabilisation problem. First that inflation stabilisa-
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tion will involve transitory unemployment. Second that in the
adjustment process real interest rates rise,which in combira-
tion with the decline in output, leads to a balance of payments
surzlus. Third, that in the transition, inflation and deprecia-

tion decline below the new rate of monetary expansion so as to

raise real balance and accommodate the change in desired velocity.

3. &n_ Alternative Inflation Model

The preceding analysis captured the stickiness of
inflation by the assumption of a slowly adjusting expectation
of trend inflation. An alternative assumption is that inflation
is what it was, except for the i¢ccelerating effects of real

decreciation or overemployment:

(10) p = v(é-p) + uy

In this formulation, compatible for example with
inéexation, real depreciation exerts upward pressure on infla-
tion because it raises input costs amicmtsrealvmges.Conversely,

real appreciation exerts a campening influence on inflation.
Dorestic cyclical considerations affect inflation in that un-
emplovment leads to a deceleration of inflation while overemploy
ment promotes an acceleration. What is special about this formula-
tion of inflation is that only a period of sustained unemploy-

ment or real appreciation will achieve a reduction in inflation.

4., Manaced Nominal Exchange Rates and Real Interest Rates

The next exercise considers the inflation model in



2C.

A -

(10) and a policy regime where the naminal exchange rate is decclerat-
ing according to a ;ﬁe—set table . The real rate of interest ard
nence nominal money growth, are managed SO as to maintain balance
of payments equilibrium. The model is difficult to present, bt
it is sufficently important as a policy setting do deserve spell

ing out.

The exchange rate rule is specified in (11) as a
rate of deceleration of the depreciation rate proportional tc the

discrepancy from the longrun target, e':

(11) &=-k(é-e")

Balance of payments eguilibrium, from (5)' and (3) specifies -ne
real interest rate as a function of the level and rate of charce

of the real exchange rate.l

(12) r = at - BE a,E>0

i
—.C

Yerom balance of payments ecuilibrium in (5') we cotain an equation for
real interest rate: r=i-p = -((f-ga)® -h8)/(h+gb) where (f-ga) is assumed
positive.,thus giving us (12). We can also translate the real interest rate
required for external balance into a real balance requirement by solving Ior
the real interest rate fram (3) and (4) to cbtain: i-p=(cab-p-dx)/(l+bc) and,
equating the two real interest rate expressions to ensure goods and noney
rarket equilibrium as well as payments balance, we solve for real balances:
X = x(8,8,p) . The real money stock required for external balance will be an
increasing function of the real exchange rate and a declining function of

the rate of rsal depreciation and the rate of inflation.

]



Figure 5 illustrates the stabilisation process in
this model. We show the internal balance schedule II and the
external balance FF, corresponding to a constant real exchange
rate. We also show the schedule p=0. The schedule lies in be-
tween the FF and II schedule — to maintain inflation constant
real depreciation (to the right of FF) must be offset by un-
employment, Whether the schedule is positively or negatively
sloped depends on the relative effects of depreciation and employ-
ment on the acceleration of inflation. The case shown in Figure

5 reflects a relatively strong employment effect. (Sze Appendix)




The arrows in Fiéure 5 indicate the adjustment
path under a policy that implements a deceleration of inflation
starting from full equilibrium at point A. We note that as the
policy is first set up, inflation does not, as yet, respond.
The nominal exchange depreciation starts decliring, thereby
causing the real exchange rate to start appreciating. The tencency
for the real exchange rate to start appreciating in turn reguires
oolicy makers to offset the balance of payments improvement Ly
lowering the - nominal and real interest rates. The first
effect then is an appreciating real exchange rate and a declin-
ing real interest rate. In terms of Figure 5 it is apparent
that the initial real appreciation and real interest decline may
be such that output rises and inflation accelerates. This need

not, however, be the case.

The subsequent path of the real interest rate and
the real exchange rate involve continuing real appreciatiocon, as
inflation deceleration lags on the deceleration of exchange
depreciation. But now the worsening of the current account
‘requires a rising real interest rate. After the ' path crosses
the FF schedule the real exchange depreciation startg being
undone. Inflation deceleration continues,supported by the high
level of unemployment, but gradually Dpeters out. The real
depreciation now improves the current account and thus allows

real interest rates to be lowered.

The stabilisation problem differs here fram
the preceding analysis in , three respects: First,

there is throughout balance of payments equilibrium. Second,



because monetary policy maintains payment equilibrium it is
possible that inflation in the first instance accelerates. Third,
in the transition process the real rate first appreciates and
then depreciates. It is important to recognize that the cumulative
change in the real exchange rate is zero and that,‘accordingly,
by (10) the cumulative disinflation is entirely due to an output

level that is on average below potential .

5. Fixed Real Interest Rates and Managed Real Exchange Rates

The last applicatiorn of our model looks at the
case of a2 pegged real rate of interest,r=r, combined with an
active real exchange rate management. The real rate of exchance
is manaced so &s to reduce inflation. The particular ruvle for
the exchange rate is to depreciate at the rate of inflation,but
with an adjustment for the discrepancy between actuval inflation

and target inflation,g':

D .
i

I

|
~
go)

(13) e =p - ki(p-p') or
where we have assumed that the target rate é'=0. According to
(13), the nominal and real exchange rate is actively managed to

achieve disinflation.

Combining the exchange rate policy with the infla
tion model in (10) and the output eguation in (3) yields an egua

tion for acceleration of inflation:

(14) p =-vkp + p(a€-br)

where r is the given real rate of interest.



24.
In Figure 6 we show the schedule p=0 along which
inflation is constant. A real depreciation, Sy raising output,
leads to an acceleration of inflation. To maintain inflation
the level of the inflation rate must be higher so as to induce
a more vigorous real appreciation rate. Points to the left of

p=0 correspond to decelerating inflation.

We also have in Figure 6 the schedﬁle IT that shows
the re;l exchange rate at which fullemployment prevails (given
the real interest rate). The schedule FF, finally, shows the
combination of inflation rates and real exchange rates that
ensure balance of payments equilibrium. Higher inflation, via
the exch&nge rate policy,implies a more rapid rate of real
appreciation and therefore a higher return on domestic assets.
To maintain payments balance the'favorable capital account
must be ofiset by a current account deterioration through a real

appreciation.1 Points to the left of FF correspond to a pay-

ments deficit and points to the right to a surplus.

Suppose now that the stabilisation program is
implemented from an initial position at point & where there  is
overemployment (following a demand expansion) and the inflétion
rate is éo' The excessive rate of inflation leads the government
to start appreciating the real exchange rate, by depreciating
the nominal rate below the prevailing rate of inflation. The ba-
lance of payments immediately shows a surplus as the real return

on home sscurities , compared to foreign securites,r-6, rises.

1 Combining (13) and (5'), and setting the balance of payments equal
zero vields: p = - ((f-ga) 6+(bg+h);)/kh,where (f-ga) is assumed positive.
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Over tire,zs the real appreciation gradually

builds wup: the declining cocrpetitiveness starts reducing output,
while the current account deterioration begins to reduce the
payments surplus. Entering into region II output has fallen be
low potential, as a consequence of real appreciation, Now the

external balance approaches equilibrium, but the policy of real
appreciation continues because inflation, while declining,still
rerains excessive. 1In passing to region III we arrive in the

policy maker's trouble zone. Output has fallen substantially

below normal through deliberate appreciation. The current acccunt
has deteriorated and is no longer offset anymore by capital inflows
Inflation has declined a lot, although it has not yet reached the

zero target.If policies are continued we now see in region IV



Zn undoing of the real appreciation. With unemployment now

ampenirc the inflationary impact of the real depreciation

[eN

-

-e real exchange rate reverts to its equilibrium value. of

ct

course, to make this possible, inflation must fall below the
target level. The early disinflationary efiects of real appre-

ciation are thus repaid in regions IV and V.

Again, as in the earlier examples, dnemployment
is the chaxznel through which disinflation is achieved. What
i1s specizal here is the balance of payments and real exchance
rate cycle. The model highlights the stabilisation problem in

region III and IV where unemployment and a deficit make it

-
N
-

~ard to zelieve that real appreciaticn is the appropriate policy.
-t is important to recognize that an attempt to return to A'
through rapid real depreciation or a devaluation might cause a

sharp acc

{0

leration of inflation. At the same time such a move
would lead to dramatic capital outflcws (The FF schedule would

snift to the right)as the public recognizes the possibility of

large capital losses on home assets. This point emphasizes the

link between the capital account and actual and prospective

IIT . CONCLUDING REMARKS

This paper has analyzed inflation stabilisation
policy by studying a number of alternative policy mixes, We

scarted off with the recognition that the important issue in

“The discussion here alludes to the "peso problem" — the possibility of a
change in rules which is taken into account in speculators calculaFi?n of
the prospective return. See S. Salant and D. Henderson "Market Anticipa -
tion of Government Policies and the Prices of Gold" Journal of Political
Economy, 4, 1978 W. Krasker "The peso problem in Testing the Efficency of
Forward Exchange Markets." Journal of Monetary Economics, April 1?§O and
J. S. Lizondo "Precios a Futuro de Divisas bajo Taxas de Cambio Fijas y
com Expectativas de Devaluation" Unpublished Manuscript, ITAM, Mexico,March
1980.
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stabilizing inflation is not only the inevitable fiscal sar:ta-
tion, but more particularly the macroeconomic dynamics. With in
flation stubborn or with inflation inertia, be it because of
contracts, relative wages, real resistance or credibility, reduc-

ing irflz-icn involves inevitably a protracted reccss:ion.

The fact that inflation stabilisation poses inevitably
the neec for a protracted recession raises sane issues. The
first is ‘n.ow to avoid any excess cost that arises from the
velocity problem or from an overappreciation of the real ex-
change rate. This suggests thaf: a purchasing power parity ex-
change rate policy might be preferable ,although it may imply a
slower process of disinflation. The ‘velocity problem, in turn
suggests that anythingin the nature of a constant morney growth

rule is particularly undesirable.

The chief concern, of course, remains the proposi
tion that inflation stabilisation involves irzvitably a protract
ed recession. All the evidence suggest that there is not
sufficient inflation flexibility to allow for a collapse of prevail
ing infiaztion rates simply because money grov)th has fallen. Ee-
cause the costs of a protracted recession are vast compared to
the allocational costs of policy activism,one cannot but return
to the suggestion that an effective stabilisation program,along
with fiscal sanitation and some contraction of demand should in-

N , fq 1
clude wage Controls and real interest rate ceilings.

Real.interest rate ceiling are required to avoid the inflationary effects
of T.Zlgh.t money. See D. Cavallo "Stagflationary Effects of Monetarist Sta
bilization policies in Economies with Persistent Inflation." in J. Flanders
and A. Razin Inflation in Developing Countries Academic Press, 1980.




In section II.2 we Cistuss the turning points of real balences, real interest
rates and the rate of depreciation., The discussion is based on the following
equations:Fram the definition of the real interest rate,i-f:, the interest rate
equation (4),the incame equation (3) and the inflation equation (6') we have:

?

z-1 r =(vad -dx-z)/(1+bv) v=(c-¢ /(1-m))> Oby assumption.

Differentiating A-1 with respect to tine,and using (7) and (9) yields:
2-2 r= - (& -+ girz))/ (14bv)

Since mz is negative the real interest rfate is still rising at the point x=0,
ettaining its raxirum lavel only after real balances have started already rising.
Feal income and the balance of payrments,given the real exchange rate, share the
turming points of the real interest rate. The inflation and cdepreciation rate,fran,
(6)' has the following acceleration:

=3 i) =z + :;/O'/(l—’ﬂ) = g(h~z) - bo;:/(l—vr)
Now usiiyg 2-2 to sumstituie for r we have:

-4 P =2z+ Dbix + bz ; b= b/ (1+bv)
= z + bi{dx + z)

Thus inflation initially decelerates.Comparing A-2 and A-4,when the real rate
is constant inflation is still decelerating. Only after the real rate starts ,
falling,so that the term in brackets becarmes positive, and sufficently so, does

inflation stop éecelerating and turn around toward the tarcet level.

In section II.4 we introduce the p =0 schedule.Fram the balance of payrents equation
we can solve for € and substituting fram the goods market equation in (3) yields the
slope of the schedule:

A-5 dr/d8l  =(v(f-ga) + ahu)/(v(goth)- ubh )

=0
the slope is positive as assumed if (vg-ph )3 0 |
Differentiating (12) ,using (10) and (11) we obtain the evolution of the real interest
rate: ' ‘
A6 - r=-ck(e-e') -(qu+8)0 - apy dr/de' = ok
At the initial ecuilibrium,with y=0 and 6=0 at point A, the real interest rate is
being lowered.Then, as unenployment develops and real appreciation proceeds,interest
rates start being raised.



