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1 INTRODUCTION

This chapter draws inferences from the recent literature on open-economy
macroeconomics about policies to achieve sustainable economic growth
with stable external account balances and low inflation in small de-
veloping countries. The policies to be examined include nominal ex-
change rate adjustment, monetary intervention, fiscal policy, trade policy
and incomes policies. This chapter suggests how they might be com-
bined under varying circumstances.

The economies we have in mind are in the middle-income range,
with systems of financial intermediation that are quite well developed.
Savings are largely channelled through a banking system to which
most people have access, capital is highly mobile between the dom-
estic economy and the rest of the world, informal credit markets are
small, and systems of international trade are highly developed. We
need not be concerned with informal credit markets, but the possi-
bility of capital flight is a critical consideration.

This chapter is organized around the following topics: exchange
rates, policy constraints, policies to promote growth, external debt
and the importance of monetary unions for small countries. The ex-
change rate is singled out for special consideration because it has been
an especially controversial element of the policy package in many
countries, and a wealth of economic analysis has been devoted to its
causes and effects. The crucial issue in open-economy macro-economics
is the way policy choices are limited by the economy’s exposure to
external influences. With a few notable exceptions, growth has been
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elusive for most developing countries in the past decade, so the need
to identify those policies which will promote growth has risen to the
top of the agenda. External debt burdens have become a major road-
block in the way of economic expansion for many countries. For
small economies the possibility of integration among themselves or
with larger neighbours has been of ongoing interest; moves towards
European integration have stimulated a recent outpouring of research,
particularly on the issue of monetary union.

2 EXCHANGE RATE CAUSES AND EFFECTS

The effects which economic theory predicts from exchange-rate changes
relate to the real exchange rate, which for small economies is best
defined as the ratio of the price of tradables to the price of non-
tradables. The small economy is a price taker for tradable goods but
not for non-tradables, which, even in the most open of economies,
will account for more than half of the national product. Major non-
tradable sectors include government services, personal services other
than tourism, public utilities and real estate. There is no straightfor-
ward relationship between nominal and real exchange rates in open
economies; the effect of the nominal on the real rate depends on the
dynamics of wage—price interaction, the elasticities of supply and de-
mand in the non-tradable sector, the extent of factor substitutability
between tradables and non-tradables, the effects of fiscal policy on
credit markets, and a variety of such factors.

It is useful to think of exchange-rate policy as being targeted on an
equilibrium exchange rate (Edwards, 1989; Aghevli, Khan and Montiel,
1991; also Williamson, 1983) which reflects the fundamental econ-
omic parameters that determine comparative advantage. Comparative
advantage depends on the country’s endowment of labour, skills and
knowledge, the development of public utilities and infrastructure, the
natural resource endowment, and the social, political and business
climate, all in relation to competing countries.! The equilibrium rate
changes over time as these factors change at home and abroad, as
well as with changes in tastes and technology. In practice the equilib-
rium rate is proxied by the small subset of these factors which is
measurable.? For policy-makers operating in the real world where ‘non-
quantifiable’ does not mean ‘unimportant’, the results of such exer-
cises must be used with judgement and discretion.

The immediate impact of a real exchange-rate change is not a good
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indicator of its long-term effect, either in direction or magnitude. A
bewildering variety of scenarios for the evolution of the exchange
rate is possible, depending on such parameters of the economic sys-
tem as the degree of international mobility of capital and labour, the
characteristics of the production functions for tradables and non-
tradables, the structure of imports, the savings propensities of differ-
ent income groups and the applicable rates of time preference.® The
pattern of evolution of the exchange rate may also be influenced by
monetary and fiscal policy. Exchange-rate policy is country-specific,
and the policy-maker must choose the scenario which most closely
represents the circumstances of his or her country.

The analysis of reputation and credibility as important factors in
the reaction of forward-looking agents has contributed to improved
exchange-rate management. Models have been developed to show how
the exchange rate may evolve over time under varying assumptions
about economic structure and expectations formation (Calvo and Végh,
1993; Lai and Chang, 1990; Frydman and Goldberg, 1993). One needs
to specify the initial conditions, including the government’s history
of anti-inflation policy, the extent of external disequilibrium, levels
of inflation and output, and employment conditions. For example, a
government with a strong reputation for anti-inflation policy may ensure
a real exchange-rate depreciation by devaluing the nominal rate, but a
government without such a reputation may provoke an appreciation
of the real rate by the same devaluation, because the capital markets
anticipate an increase in the money supply.

The conditions for devaluation to engender growth in output become
more demanding in the presence of credibility factors, uncertain ex-
pectations and exchange-rate dynamics. The substitution effects, which
stimulate output, depend not only on the long-run elasticities of re-
sponse to the real exchange rate, but also on the dynamics of the evolution
of the real exchange rate. The real balance effects, which depress out-
put, depend on the credibility of monetary and fiscal policy, on the
income distribution and on saving propensities.* Close examination of
markets further complicates the issue, when firms ‘price to market’ so
that some of the expected market incentive is absorbed by shifts in the
supply curve, a topic examined in greater depth in Donnenfeld and Zilcha
(1991) and Metcalfe and Steedman (1981).

In view of the variety of possibilities scepticism is growing about
changes in nominal exchange rates as a policy tool for small open
economies, whether industrial or developing (IMF, 1990; Argy and
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De Grauwe, 1990). It is usually more effective to change the real ex-
change rate by using fiscal and monetary policy and to use the nom-
inal exchange rate as an anchor for expectations. There is no convergence
of view on how to adjust if the nominal exchange rate is not cred-
ible; the field is still divided between those who favour shock treat-
ment (deliberate overshooting) and those for gradualism through some
form of phased adjustment.

3 POLICY CONSTRAINTS IN THE OPEN ECONOMY

The constraints on domestic policy which are imposed by external
influences are a principal focus of the literature on the open economy.
Because policies affect transactions with the rest of the world as well
as local markets, the choice of strategy must be guided by the para-
meters that define the openness of the economy, as well as by dom-
estic economic circumstances. The mix of fiscal and monetary policies
depends on the choice of exchange-rate strategy. That matrix of choices
is in turn largely determined by the degree of factor mobility. The
outcomes depend on the degree of product mobility, and governments
have attempted to create additional policy leverage by means of trade
and commercial policy, affecting the movements of goods. In many
circumstances the range of choice for orthodox policies seems too
narrow, and countries have had to resort to unorthodox policies such
as wage and price interventions. In this section we look at the combi-
nation of orthodox policies, the importance of factor mobility, the use
of commercial policy and the use of heterodox policies.

3.1 Co-ordination of Orthodox Policies

The Mundell-Fleming (MF) conclusions about the interaction of monetary
policy, fiscal policy and the exchange rate have proven to be robust in
models which incorporate expectations and portfolio shifts. With a
variable exchange rate regime, monetary policy is relatively more
effective, whereas fiscal policy is more powerful with a fixed exchange
rate regime.

Changes in the nominal exchange rate are usually viewed as the
most effective way to respond to real external shocks, while mon-
etary and fiscal policies are targeted on domestic and monetary shocks.
If there is a fundamental change in the terms of trade, for example,
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the old exchange rate will not be credible, and a devaluation is needed
to sustain the adjustment to the new external environment.

This conventional story proves much less robust when the model is
adjusted to take account of realities such as imperfect information
and moral hazard. In a small open economy the exchange rate is the
principal anti-inflation policy, and a devaluation is inflationary. If
market agents are able to anticipate devaluation portfolio shifts will
create unintended real balance effects. If devaluation is unexpected
the credibility of policy-makers will probably be undermined. More-
over, even when devaluation may reasonably be anticipated it is difficult
to conceive of circumstances in the real world where there will be a
sufficient concurrence on the target level of the new rate to ensure
stability.

The implication, which economists and policy-makers have been
slow to accept, is that exchange-rate policy is not particularly useful
in small open economies, even when fundamentals of the external
economic environment have changed. That implies that a fixed exchange-
rate regime is best for such economies, and that there will be limited
scope for monetary policy. The burden of adjustment, whatever the
source of the external shock, falls on fiscal policy.

Exclusive reliance on fiscal policy makes macroeconomists nervous
because we subscribe to the notion of a match between instruments
and targets. However, the difficulty is purely semantic, since there are
s0 many levers for adjustment subsumed within the fiscal indicators
in macroeconomic models (ECLAC, 1992). For example, one may
change the real exchange rate, and therefore the relative prices of
tradables and non-tradables while leaving aggregate demand unchanged
by choosing an appropriate reconfiguration of taxes, government spend-
ing and the size and financing of the fiscal deficit. In cases where
fiscal policy proves inadequate, small open economies should resort
to heterodox policies.

Our practice of reducing fiscal policy to a single indicator has en-
couraged a considerable literature on Ricardian equivalence.’ The notion
of crowding out, which is the issue at stake, itself becomes elusive
when one admits the variety of taxation, spending and financing op-
tions available to government, an issue elegantly treated by Buiter
(1985). This literature reminds us that the outcome of policy depends
on how that policy is interpreted by those affected by it, but it seems
to offer little else of value to the policy-maker.

T
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3.2 Factor Mobility

Policy-makers often operate with too little guidance on the degree of
factor mobility. The MF results are durable because finance proves to
be highly mobile, even in the presence of capital controls. But capital
is not perfectly mobile, and there may be asymmetries in the direction
of flows. In practice this always leaves useful possibilities for mon-
etary policy, even in a fixed-rate regime, but the policy measures will
often not have symmetric effects. For example, if capital movements
are not such as to ensure that interest rates are fully arbitraged there
is scope to dampen domestic demand by a modest increase in dom-
estic interest rates. However, too drastic an increase may provoke capital
inflows to augment the domestic money supply and frustrate the
contractionary policy.

A range of theoretical tools is available to address these issues,
including portfolio balance models; Peter Spencer’s chapter in this
volume (Chapter 4) is relevant, along with the large literature on cur-
rency substitution and the circumstances that provoke it.> Factor mo-
bility and policy credibility interact to determine the scope and outcome
of policy (Lane and Rojas-Suarez, 1992). The interest rate increase
described above could produce an unexpectedly large contraction in
domestic demand if it were taken as a signal that government ex-
pected high levels of inflation and was taking steps to ensure posi-
tive long-term interest rates. In this case capital would be exported to
a low inflation haven, depressing the money supply and aggravating
the real balance effects of the increase in interest rates.

International capital movements are somewhat inhibited by the in-
formation costs which are now recognized as an important factor in
market behaviour in the financial system. Because of problems of
adverse selection, domestic firms and households are not able to bor-
row abroad with the same facility as they may lend abroad, a factor
which accounts for much of the asymmetry in capital flows. More-
over, there may be sluggishness and lags in the responses of capital
flows to interest rate differentials, because banks and their customers
are reluctant to incur the switching costs involved in responding to
the interest differentials. To return to the interest rate example, no
capital movement would take place if bankers and their clients thought
that the interest rate increase would be temporary, but the capital ex-
port would be irreversible if the interest rate increase were believed
to be permanent, even if, in fact, the increase were subsequently re-
versed. The implications of these factors for monetary management
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in the small open economy have not been worked through in any theor-
etical model of which I am aware.

Capital mobility may also constrain tax policy, and there has been
keen interest in the effects of differential taxes on capital on the flow
of investment across national borders. The results are complex and
country-specific, because of the detailed specifications of the tax sys-
tem which determine the final incidence of any tax. The actual inci-
dence is usually quite different from the nominal rate, and there is no
straightforward relationship between them.

The mobility of human capital has received attention in the litera-
ture, principally as it affects tax policy. Inferences from studies of the
effect of tax incidence on labour mobility in industrial countries by, for
example Bovenberg, Kremers and Masson (1990), may offer helpful ideas
for the design of tax policy in small open economies. Bhagwati (1985),
on the other hand, has shown how suggestions for tax policy to com-
bat the brain drain have had little impact on the design of tax systems.

Skilled and knowledgeable workers are more highly mobile than
others, and their mobility may constrain all policies affecting income
distribution. The extent of tax progressivity may be limited, depend-
ing on the structure and eligibility criteria for social services. Exchange-
rate policy should be assessed for its effects on income distribution,
and interest-rate policy may also have an effect on the distribution of
income between the more- and less-skilled segments of the labour force.
In practice, human capital mobility appears not to be an issue for in-
cremental policy changes, but there is strong casual evidence of their
crucial importance in circumstances of severe shocks. The theoretical
apparatus for examining these issues is not so well developed as for
movements of finance.

3.3 Trade and Commercial Policy

Both theory and recent experience reinforce economists’ aversion to
non-tariff trade barriers which encourage rent-seeking behaviour and
distort market signals. However, the case for trade intervention re-
mains strong because the requirements for a perfect market are un-
attainable. There is a strong theoretical case for nurturing infant industries,
for subsidizing external costs, for the provision of social goods, for
interventions to temper the exploitation of monopolies and to take care
of environmental concerns (Falvey and Kim, 1992). These concerns
assume special importance for growth prospects, an issue to which we
shall return later in this chapter.
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Economists are rather agnostic in their recommendations about trade
policy. Most studies, including Newbery and Stern (1987); Gillis (1988);
Ahmad and Stern (1991) and Khalilzadeh and Shah (1991) have shied
away from suggestions on the interventions that would address the
issues in the last paragraph, and recommendations on tariff reform
tend to conclude that the preferred strategy — one that takes account
of elasticities of demand, for example — is too problematic, and that
countries should adopt a tariff that is as close to uniform as possible.
That may well be the best that we can do, but it is far from satisfactory.

3.4 Price and Incomes Policy

The theory of price and incomes policy remains in a rather nebulous
state. In the open economy only the prices of non-tradables are within
the control of the domestic authorities. Of these, only a few — such
as the prices of utilities and other monopolies — are suitable for direct
intervention. Other domestic prices must be determined by using fiscal,
monetary and exchange-rate mechanisms for controlling aggregate de-
mand.

Once the structure of the economy is specified, one may determine
a path of wage movement to ensure stability of prices and the balance
of payments. If, for example, the tradable sector is relatively labour-
intensive, the wage good is tradable and there is no money illusion,
the wage rate that is required for stability is directly related to the
exchange rate. Depending on the nature of the wage formation pro-
cess, the labour market may not converge towards the required wage
trajectory. Backward-looking labour contracts may continue to inflate
wages even after stiff anti-inflation policies have been put in place. A
similar outcome results from a lack of credibility of the anti-inflation
policy, where there are forward-looking contracts. This problem com-
monly arises because the government has a history of failed anti-infla-
tion policies. The proclamation of wage guidelines under these
circumstances is the most common form that incomes policies take in
current economic strategy in many countries (Kiguel and Liviatan,
1992).

There is probably a useful role for incomes policies, framed on the
above lines, in restoring the credibility of government policy, particu-
larly in countries with a history of high inflation. However, the policy
is likely to remain effective only in the short run and its impact will
depend on such labour market characteristics as the length of con-
tracts, the size of the government workforce, the bargaining strengths
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of employers and labour, the extent of unemployment and the factor
intensities in tradables and non-tradables. In the longer term the in-
comes policy is unlikely to be useful; if it serves to restore the credi-
bility of official policy it becomes superfluous, and if it does not it
will be overcome by economic instability.

3.5 General Observations on Policy Co-ordination

The nature of the policy mix is largely determined by the country’s
starting point. Countries with chronic disequilibria have fewer options
than countries where only mild policy adjustment is indicated. In the
latter case, the government’s credibility is usually unimpaired, and fiscal
and monetary policies have fairly predictable outcomes. Where chronic
disequilibria have undermined policy credibility, orthodox tools must
often be supplemented by heterodox measures.

There are too many variables for generalization about the suite of
policies that small open economies should use to address any contin-
gency. One must take account of the nature of shocks, the extent of
factor mobility, the strength of the information base, the cost of informa-
tion, the fiscal structure, the competitiveness of the labour market,
the formation of expectations, and other factors noted in this section.
We do, however, have a better understanding of how policies are inter-
related in dynamic models. There is one strategy that may be recom-
mended in circumstances where it is available: to anchor the nominal
exchange rate as a commitment to a stable money supply, and to absorb
shocks through fiscal policy, However, this option is not always access-
ible, particularly when fiscal policy and the exchange rate are not
credible to begin with.

Crucial questions in the design of policy go beyond the scope of
this chapter, most importantly the distributional impact of the policy
mix, and the social and political constraints on the range of options.
In view of the number of adjustment programmes in the 1980s which
were threatened or derailed by social and political upheaval, econ-
omists can no longer be oblivious to these factors, a topic discussed
fully in Nelson (ed.) (1989).

4 GROWTH-ORIENTED POLICIES

In the development literature there has been a strong focus on saving
as the engine of growth, and this has resulted in a large literature on






