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PATANCE AT PAVIINTT STABILISAZION POLICT TN DEVILOTINS

couTToTns

The balance of payments is a prime examnle of an area in which govern-
ments have to makte policy decisions in an environment of uncertaintv.

To policy makers the uncertainty must at times seem alrost totally
pervasive. At present there is mo agreed and consistent tody of theory
ypon which it is possilile confldentlv to base policy, instead there are

a ranze of often anpzreqtly con‘lzctlnv theoretical approaches available
to rolicy makers including the elast1c1t1es approach, the absorption
approach and the monetary épproaéh.‘ To these, and oart:cularly though
not erclusively in thé contéxt of develoning countrles, may be added the

2]
rFa
structural approach.

Althongh there is a larce and croving literature which deals with these
various annroaches in isolation there is a scarcity of work which
comrares, evaluates, and indeed attempts to intecrate the alternative
an~roaches. Tae nroblem of choosing the apnropriate ?olicy or pclicies
is made movre difficult by the fact that the theories differ not only

in terms of emphasis or the <uantitative importance attaclied to certain
relationshins = thourh differences of this kind do exist - but also

in terms of the directional or rualitative relationships irnlied
betreen variables. These differences can he gquite fundanental, Thus,
for examnle, according to the conventional absorption apnroach rising
national income tends to be associated with a deterioration in the
balance of payments, vhile accordinsz to the monetary arproach it will

3
esult in a balance of payments improvenment.’

1. This paper constitutes a chanter of a nroject entitled The IIF
and Economic Managemeut in Teveloning Countries hased at ORI in
London. Xt is therefore desirned to he read not in isolation but
in conjunction witl. the other chapters. Particularly relevant

pa )

are Chanters 3 and 4,

ran

Thirlwall (1972) has, for instance, provided a well reasoned and
largely structural exnlanation of halance of mavments v»roblems
in the Ynited Fingdom,

™

3 To be more precise the absorption approach predicts that economic
rrovth will lead to a deterioration in the current account,
should the capital account imrrove sufficiently the overall
balance of payments may improve and the wnredictions of the two
theories may he reconciled. The monetary annroacu, as will be
seen later, does not see any significance in the distinction
between the current and capital accounts,
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The purnose of this charter is not, hovever, to perform such a
integrating exercise., Much less ambiniously it sets out, in the
context of tle different theoretical models, to examine the various
policy options that are aveilable to developing countries in attempts
to achieve balarce of payments ecquilihrium, The policies include
devaluation, denand manarement, and controls of various tyres, all

of whicl: have frequently featured in T'¥ prograimes, either in terms
of their encouragenent or disc‘:ouragement.4 Prior to this examination,
fection I rerinds us of some of the definitional problems associatéd
with the halance of paymentss and relates balance of pavments concepts
to the various theories, while Section II examines the underlyving
nature of the policy problem, The chanter sets out to provide a
tl.eoretical and ewpirical backdrop to sul'sequent chapters vhich

investinate the T'T's involvenent with payments policy in developing

countries.

4 Pfee Chapter &, illick (1271), for details of the contents of
Fund prograrmes, see also Reicamann (1772) and Peichmann and
Ctillson (1970},

These were explained and discussed in Chapter 2, ¥illick (L°70).

[ ]
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I DEFDITTIONG END THEORRTICAL COWMITENPARLS

As noted'in Chaptér 2, overail the bélance of payments alwavs

balances. Payﬂents proﬁlems are therefore eésentially commositional

in nature. The balance of rayments is usually divided into the current
account and the capital account, with the latter Feing subdivided into
long terr and short term accounts, Different theories tend to focus

on different components Qf the balance of payments. The elasticities
approach, for example, focusses on the current account, where changes

in relative nrices exert their impact on the flow of soods and services,
Ephasis i1s placed on the share of the demand and supply schedules

for foreign exchange withovt much attention beins niven to the effect
that policies such as devaluation may have on the location of the
sciiedules, To a éignificant thouxh perhaps lesser extent the absorption
ap?roach also emphasises the current azccount concentrating on the
relationshin tetween income and imrmorted poods and services, theugh

in this case attention is focusse” on the location of the demand and
supply schedules for foreirn exchanne rather than their elasticities.
The structural anproach highlights the distinction betieen trade and
capital flos, raying rarticular atteution to the structure o7 production
and trade., In sharp contrast, the monetary anproach stresses the
irrelevance of decormosing the Lalance of navrents and therefore makes
little distinction between the current and capital accounts., The
monetary anproach does not concern itself with such nartial halances
vhich are left largely unexnlained, Under this anprecach 'accormodating'
flowe, which under other annroachkes have an onlv minor sisnificance,
becore the centre of attention. The balance of navments is seen as
reflectins the interaction between the demand for and supply of nouney
with reserve changes beingz the means bty which nonetary equilibrium is
maintained., The monetary apnroach is then both broad and narrow,

It is broad in terns of the level of acgrepsation used but is narrow
in terms of its identification of the causes of halance of nayments

rroblems,

From the viewpoint of most policy reakers in developing countries
the lack of comern over the conposition of the halance of payments
may be a weakness of the monetarvy arproach, To them the distinction

between the current and capital accounts is a valid and useful ome in



assessing the foreipn exchanse gap, required capital inflows,
indel'tedness, debt service ratios, and the capacity for economic

growth and structural change within the economy,

thile stronglw influenced by the monetary approach the I'F is not
indifferent about the composition of the balance of payments. The

Fund has set specific tarpets fér the current and basic balances in

its nrograrmes as well as imposing limits on the extent to vwhich
countries may take on additional debt, (see Chapter 5). It is primarily
concerned 'ith encouraging countries to achieve a 'viaible' balance

of nayments whereby any current account deficit may be financed 'on

a sustainable hasis, by net capital inflows on terms that are comratible
with the developvent and ecrowth prosvects‘of the country' (Guitian
1980}, ‘rithin the capital account the Fund takes into consideration

the availability of both long term and short term canital inflows,
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IT TUE DATURE OF TR PCLICY PROBLIM

The basic policy choice between adjustment and financing

In princibie, a payﬁents deficit mayv initially either be financed

by running dovm domestically held iuternational reserves and by
international borrowing or be corrected through the nursuit of
adjustwent policies, "hilst financing is approoriate when the

deficit is transitory it is inappropriate as an exclusive policy

when the deficit is persistent and reflects fundamental disequilibrium;
in this circumstance financing constitutes only a short term.palliative
and adjustnent is also required. Financing and adjustment are, of
course, by no means mutually exclusive and it is likely that a
combination of them will be pursued. The gréater the degree of

financing the less rapid need be the rate of adjustment.

The economic theory underlving the choice of the combination of
financing and adjustment speed has been developed in the literature
(see, for examnle, Clark (1970) and %ird (19°0) and has been
summarised Ly illiamson (1%73) and by Zird (1772). 1In brief the
optinum combination of financing and adjustment vwill be achieved
where the marginal rate of substitution between current and future
expenditure equals their marginal rate cof transformation. Given a
deficit of sirmilar size this may not lead to the same combination
of policies in an ldc as it would in a developed country. Gince
ldcs encounter relativelv high financine costs, other things heing
equal, they will be encouraged to make relatively greater use of
adjustment. On the other hand, if the social marginal productivity
of resources is higher in ldes this will act to reduce the net costs
associated with financing and vill therefore encourage them to make
greater use of it this will also be the case if ldcs possess a

relatively strong preference for current expenditure.

Hovever ldcs may be nrecluded from using their theoretically

optimum combination of financing and adiustment by the existence

of a constraint on the availahility of finance and they may therefore
be forced to adjust more rapidly than they would wish. Case study
evidence collected by Dell 2nd Lawrence (1920) is relevant here

since ‘it does seem to confirm that the sneed and cost of adjustment
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are inverselv related to the availability of international finance.
Furthermore, the rudimentary nature of financial systems and the

large perceived uncertainty in most ldcs does not easily pernmit
ronetary nolicy to be used as a means of inducing capital inflows

to offset current account deficits., In this context the position

of the U is intricsuing. On the one hand the Tund provides an
additional source of finance and therefore, in principle, enables
countries to defer adjustment; at the same time, however, a proportion
of its resources ave availatle only on condition that a suitable
adjustment strategy is approved and put into effect., As reported in
chapter 5, there is evidence to suggest that such conditionality
deterred ldcs from making drawvings on the Fund during the 1970s, This
reluctance mav reflect: the belief either that the speed of adjustment
heing requested by the Tund is too rarid, given the other macroeconoric
policy ol:jectives that a country may have, or that the specific
adjustiient nolicies favoured by the IIff are regarded as inappropriate,
In either case, the countries concerned will vhere nossible tend to opt
for alternative sources of finance and for a slower speed, or a
different pattern of adjustment. If other sources of international
finance are unavailable the option of a slower rate of adjustment is
forfeited - indeed without Fund finance the speed of adjustment will,
in princinle, have to be even more ranid than it would be with it -

and the only benefit from rejectin~ the Fund as a source of finance
will be felt in terms of the freedom of choice with respect to tle
nature of the corrective policies adopted. Any belief that adjustment
may be avoided is illusory. Countries which postrone payments correction
will eventually be forced to adopt policies which are likely to have

a high welfare cost,

The objectives and costs of adjustment

It is one of the inescapable aspects of balance of payments theory that
in a situation where real domestic outrut cannot be increased the
correction of a deficit entails a reduction in domestic absorption

i.e. consumntion and/or investment. This will be the case even if

the demand by foreigners for domestic output rises, since this

demand mav te met, in conditions of low short run supply elasticity
only if the resources demanded by foreigners are freed by residents.

Creater ahbsorntion of domestic and foreifn output by foreigners
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clearly involves lower absorption of domestic and foreign output

by residents, Irrespective of whether the initial impact of any
halance of payments nolicy is to reduce domestic expenditure ot

to s7itch exnenditure from abroad, correction of the deficit will,

in these circumstances he achieved only if there is a reduction in
real domestic expenditure. If this reduction in domestic expenditure
is not acaieved, the deficit will not be corrected. Thus unless
domestic outnut can he increased it is misguided to imagine that the

correction of a halance of paynents deficit may in some sense e costless.

A reduction in domestic expenditure may be achieved by means of
pursuing a range of 'exvenditure reducing' policies‘such as contractionary
monetary and fiscal policy vhich, v lowering domestic income, serve to
reduce exnenditure on all goods, traded and non-traded. The ereater the
income elasticity of demand for traded gooda, the smaller will be the
fall in incoume that is needed in order to bring about the required fall
in payments to foreirmers. Ixpenditure-reducing policies, in as much
as ' thevy reduce the demand for immorts, can he sufficient on their own
to correct a deficit. In addition, and to the extent that expenditure-
reducing policies also induce a fall in the price of domesticélly
produced goods, they will encourage a switch in domestic and foreign
expenditure away from foreign output and towards domestic output,

The rescurces necessary to meet this extra demand for domestic cutput
=7i11 have been freed bv the reduction in domestic expenditure, provided
only that the expenditure reductions affect traded goeds and not
exclusively non-traded goods, However, in the case of ldes there may
be a low derree of substitutability between export goods, import goods
and non traded poods; demand reduction may therefore not immediately
release exportable outnut in 1ldcs where the »attern of exports does
-no; match that of domestic absorntion. This will slow dowvm the process
of adjustment since chanftes in the sectoral pattern of output will be

required from the non traded sood:z to traded goods sectors.

4 transfer of expenditure from residents to foreigners is more
conventionally engineered hy means of 'expenditure-switching' policies
such as devalvation, vhich are desisned to lower the incentive for
residents to bLuy foreirn goods and raise the incentive for both

residents and foreigmers to Luy domestic poods. Such a switch in



real expenditure may e encouraged by changing the price of
domestic output reletive to that of foraien output, Unlike expenditure-
reducing policias, however, exmenditure~sitchine policies on their
ovn may be insufficient to correct a deficit. Although, in conditions
where there is usable spare capacity the additional demand for exports
and import  substitutes induced by a fall in the relative price of
domestic output may be met in real terng in conditions of full capacity
utilisation any extra demand created by the evpenditure-switching
policies will simplv generate inflation, unless action is simultaneously
taken to free the resources needed to meet the extra demand., iowever,
as will be seaun later expenditure-swvitching policies mav themselves
be demand-deflationary,

.
Accordine to the mometarv annroach, a raynents deficit will be
‘corrected only if the monetary disecuilibkrium associated with it is
also corrected, This necessitates either a reduction in the real
supnly of money or a rirce in tiie real demand for money. A fall in
the real sunnly of noney may be hrought about either by a fall in the
nomingl supnlv of monev or by a rise in the teneral price level.
A fise in the real demand for monev may be brought about through a rise
in the level of real natiomal income or through a strengthening in

any preference for money as opposed to other assets.

The monetary appnroach thus concurs with the absorption approach that
unless real income is rising fast enough to induce an adequate increase
in tlhe real demand for money the deflationary implications of a deficit
will have to be accepted if the balance of nayments is to be improved.
It emerges that any government setting out to gtkigve payments
adjustment at zero cost is likely to be thwarted in all but limited
circumstances. Ar Crockett (1991) ohserves 'balance of payments
equilibrium is a constraint which cannot be escaped, even if its
achieverent requires sacrifices in terms of economic development',

The more apnropriate objective of policy makers is to achieve a
specified improvement in the balance of pavments at minimum cost

and with an acceptable distribution of this cost., It is not enough
that policies should work in the narrow sense of reducing the

deficity thev should do this while imposing the least possible

damage or: economic growth, emplovrent and income distribution. In
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practice it is at this Juncture that disagrecient over balance of

payments policy tends to arise.’

The causes of balance of pawments disequilibrium

In order to assess the anpronriateness of alternative policy measures
it is clearly inportant for rolicy makers to know something about the
causes of the problem, As will be seen later this is not to argue
that policies unrelated to the fundamental causes will fail to work
in the narrow sense of imnrovinc the balance of payments but simply

that thev mav not Le the most apnronriate omnes,

For the purpose of classification the causes of disequilibria may be
divided into those that are, in essence, eundogenous to the individual
countrv and those that are exogenous. Alternatively a distinction may

be drawn bet-reen thosa causes that relate to the structural characteristics
of the ecorony and impinge rmainly on supply, and those that relate to

domestic absorption or financial policy and impinge mainly on demand.

. A 7
Structural : export instakility and terns of trade.

Structural causes basically relate to the tyme and nature of non traded
and, in particular, traded poods and the efficiency with wliich these
are nroduced. Two central aspects of the structural explanation of
balance of payments disequilibria in ldcs are first, commodity
instability and the associated instability of export receipts and

import payments, and second, adverse riovements in the terms of trade.

Export instatility comprises both variations in the prices of primary
conmodities, and the level of export concentration on these products.
Tvidence does seem to confirm that many primary products are subject to
a high degree of instability, and that a peculiar feature of ldcs is
their relatively high degree of export conceuntration on a few primary
products., Furthermore, althoush the rrecise details derend on the
rarticular instabilit; index used and the.countries and time period
studied, ldcs, as a group, cenerally do seem to encounter greater

instability in their export earnings than do developed countries,

& Again Croclkett (1981 ) argues that "tlie choice of demand manacement
measures vill be the prlnC1na1 factor determining the transitional
'loss of output imvolved in a stabilisation progran@e.

7 This section draws heavily on Chapters 3 and 4 of Rird (1278)
which contains a nuch fuller exposition of the issues raised here.



10 -
and, as a result, their Lealance of pavrments tends to te relatively

8
unstatle,

Turning to trends in the terms of trade there is a commonly held

beliel that those of ldce have Leer subject to a long run deterioration
reflecting the fact that on halance 1ldcs are exnorters of primary
'products and ifimorters of manufactured final goods, and that primary
product nrices have fallen relative to those of manufactured soods.
Such a £all could te generated by differential income elasticities

of demand for primarv and manufacturad roods. By assuming that the
income elasticity of demand for manufactures 15 egreater than the income
etasticity of demand for nrimary »reducts, it mi=ht be anticipated
that, other thinss beins constant, the nrices of manufactured goodls
would rise faster than the prices of primary commodities in the wake

of worid income erowth, althouzl to sone evtent, the differential
affects of vorld income growth cn the nrices of primary commodities
and wanufactured goods mav Le terrmerad by differential price
elasticities.?

Since vosi ldcs exert little control over either the demand or

supuly determinants of thelr comwodity terms of trade these

become. a largely axogenous variable in the short runm.

Furtliermore since differential movemerts in the terms of trade

amongst ldes reflect the different commodity comnosition of their
exports and imports and the differential price movements of these
commodities it mi;ht be anticirpated that empirical evidence would
fail to »rovide an unambizuous picture. 3ird (1979) reports just

such amdbi-uity, with sienificant variations to be found

o There 35 a larre literature on all asmects of exrort instability.
Doth the theory and evidence relating to export instability has
heen reviewed irore fully uv the author elsewhere, see Bird (197€).
fome discussion is also undertaken in Chapter 2 of this book. The
treatment wiven heve is therefore correspondingly cursory; the
relativelv small amount of _space devoted to the topic should not
however be internreted as iwplving that it is relatively

unimportant,

9 Tor this to be possib 1e, however, the income elasticity of demand
for »rimarv pr roducts would have tc be nositive,
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depending on the particular terms of trade measure used, and
countries, cormodities and time neriods studied. The conclusion
is reached, hovever, that a substantial numher of ldes have exnerienced
adverse movements in their commodity terms of trade. The implications
of this for their balance of pavments deprends on the particular
configuration of the deterioration as well as on the values of foreign
trade elasticities. Uroadly speakins where import and erport demand
is price inelastic a deterioration in the commodity terms of trade
=ill be translated into a deterioration in the balance of payments.,
As far as price elasticities are concerned evidence confirms that
very much hangs on the narticular commodity involved though it does
seem to be the case that the price slastitity of demand for imports
into developed countries becomes greater the less 'crude' and the
mere processed are the imports. Given that ldes' exports are largely
made up of 'crude' comiodities it mizht be concluded that their export
price elasticities will be relatively low., Vhan (1274) confirms the
xistence of price inelastic demand for exmorts, finding elasticity
to bte greater than 1 for onlv four of the fifteen ldcs he studied.
llowever, he also discovered the often assumed price inelasticity of
demand for ldes' imports to be largely unfounded. Tor ten ldcs price
elasticitv was one or more. In addition to having an indirect effect
on nrices the income elasticity of demand for exports will have a
direct effect on the income termsof trade. Indeed some structuralists
argue that it is differences hetween the income elasticity of dermand
for exports and that for imports that is at the heart of ldcs'
paynents problems. This will have an important bearing on the potential
success of adjustment policies such as devaluation aimed at altering
relative prices. Though relatively hish price elasticities maybe a
necessary condition for balance of payments immrovement they may not
be sufficient. Pesources need to be shifted into nroducinr goods for
vhich the income elasticity of demand is also relatively high.
Evidence sugrests that with few excertions the incorie elasticity of
demand for ldcs exports is generally less, and often considerably less
than one, and that it is rather bhelow the income elasticitvy of denand

for imports, 10

10 See Tird (1973) for fuller discussion and attribution of the
evidence.



Other stractural causes

Attemrts to alter the structure of production and trade 5o 23 to
remedy any secular deterioration in the bhalance of payments or ito
reduce its vulnerahility to exorencusly-senerated instabilities
resulting from shortfalls in export demand or sunply vicissitudes

are likely o be hamrered by the low defree of structural mobility
that is usually associated with ldcs; added to which trading patterns
may reflect well defined historical and nolitical ties vhich are
difficult to break and which may vieléd other benefits for the countries
concerned, Lven vhere such cihanpes can be achieved it is unlikely
that they will be brought about during a short time span except in

a minority of cases, and even where a shift away from the nroduction
of primary products and towards the production of manufactures is
achieved, it may not automatically improve the halance of payments.
Yhether it <does depends crucially on the efficiency with which the
zoods are produced. hile wany of the nevly industrialising countries
(I1C8) have demonstratedbconsiderable ability to produce competitively
and to reap the benefits in terms of their halaucz of pavments, this

need not always be the case,

Other domestic structural weakneszes may generate pavments difficulties.
Freruently singied out are deficiences in the fiscal system that
encourage a misallocation of resources, for exammle between agricultural
and industrial sectors, exchange controls that encourage high cost
import substitution and penalise exports, and the activities of
multinatiorals which throuch the use of technolonv inappropriate to

the conditions found in lder and tranzfer pricine policies which
minimise domestic government revenue, exert negati#e effects on host
countries. liowaver, without getting embroiled in these diverse

and complicated issues, it is difficult to see how domestic

structural features of this kind can be eazgily used to explain
instability in the balance of rayments. They seem more suited

to an explanation of general payrents weakness,



The monetary approach

By contrast the monetary approach nays little attention to such
structural features., Instead this apnroach explains the balance

of nayments exclusively in terms of domestic monetary disecuilibrium,
In comrarison to the absorption apparoch, which may be presented

in purely 'real' terms and to vhich monetary asvects may be anpended
if desired, the monetarv anproach views such aspects as the essence

of the matter, WHost cormonly presented on the assumption of fixed
exchanpe rates, the ronetary approach assumes that the nominal

demand for money is a sta~le and linearly homogceneous function of
nominal income. It goes on to point out that the nomiral sunnly of
roncy is the product of the money wmultinlier and the monetary base,
with the latter corprisine a demestic component consistine of domestic
credit created by the monetary authorities and an international
component consisting of the domestic holdings of international reserves.
Given a tendency toward equililriun in the monetary sector of the
economy and assuming a constant money multiplier, it follows that
changes in reserves {taken as the measure of the state of the halance
of paynents) strictly reflect any imbalance between the change in

the domestic demand feor money a2nd the chanse in the supply of

domestic credit. 4An excess demand for money will bhe met by a net
inflow of reserves, i.e. a halance navments surplus, while an excess
creation of domestic credit will be reflected by a pavments deficit.
It is the change in reserves which restores monetary equilikriumg

once stock equilibrium has heen restored the flor of reserves will
cease, The nonetary approach therefore views balance of payments
rroblems as essentially transitory and self-correcting, providing ouly
that the authorities do not sterilise the effects of changes in reserves
b means of comrensating chances in domestic credit creation. In

this =zence balance of pavments policy as such i not requiréd apart
frow the striet control of credit creation. 'easures such as
devaluation and exchange controls arz viewed as only influencing the
balance of rayments via their monetary renercussions., Treir only
rositive contribution will be to speed up a corrective process that
would have taken place in any case., {learly, whether a payments
imbalance will correct itself and how long such correction will take

are crucizlly important policy questions.
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Furthermore the monetary annvrcach suggests that the correlation
coefficient of changes in reserves on domestic credit creation is
unity., The implication is that excessive domestic credit creation
will have no positive long term effect on output and employment and
will instead be completely offset bv a loss of reserves., Similarly,
it follows that to reduce the rate of credit creation in order to
improve the balance of nayments will have no adverse effect on these
variables, though an improvement in the balance of pavments will
clearly imply a reduction in the net importation of roods and
services and therefore reduced domestic absorption. Again, such

issues are highly relevant to policy makers,

At this stage it is relevant to drav a distinction between work

done on the monetary arnroach by the I'T' and by outside academics,
Gignificantlv a great deal of research on the monetary approach

to the balance of paments has enmznated from the IMP's Research
Department and has been conducted in the context of developing
countries. Ithomberg and ileller (1977) suggest four reasons for
this, First, many ldcs lacked the detailed natioral accounts

needad for the application of Yevnesian analysis, while financial
data srere fairly easily availalle. At the same time only aggregative
payments data could be obtained and this ruled out an approach

based on elasticities, The monetary approach therefore csupsested
itself alwost by default. Second, analvsis based on monetary
acgrecates as not excessively comnlex and could be undertaken
swiftly. It was therefore suitable for the short duration of visits
%ty Fund missions., Third, the scope for ldcs to adopt sterilisation
nolicies was limited, and fourth, many ldcs, particularly in Latiun
America, already relied heavily o6n monetary policy as a maior

instrument of payments control.

it is an interesting cuestion as to vhether the Fund's version of
the monetaryv arproach may be lepitiumately differentiated from

versions presented by academice, as sumnarised, say, in the volume

edited by TFrenkel and Johmson (1976). This issue merges into the
wider one, Jiscussed in Chapters 5 and 6, of whether the Fund may

fairly be described as 'monetarist'. Unfortunately neither issue
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is clear cut, not least because there may be differences Laetween the
research writings of Tund staff and hat is done by the Fund in
nractice. To the extent that it is wise to impute an analytical
framework to the nolicies sunnorted by the Fund, these would seem

to fit into tre hroad tradition of the monetary approach {see
chapter 6) under vhich, on the basis of forecasts for thke demand
for.mohey, domestié credlit creation is fixed at a level consistent
with the attainmeﬁt of a srecific balance of naments target.
Powever, it seems to be the case that the Fund's approach is rather
more eclectic than that of academic monetarists and may also fit
into othrer {(Xevynegian) analytical framewvorks. The Fund has alsc
shovm si&niflcantly_more concern with the short run and with adjustment
pathé than have other versioms ,which have concentrated on long ternm
equilibriwn nodels. The Fund version is therefore of considerably

more relevaice to policy makers, as indeed is its intention.

Cf central sicnificance tere is the transmission mechanism through
«hich dorestic credit exransior. affects the balance of payments.

In nrincinle there are a number of nossitilities, Starting from

a situation of yonetary equili“riw., the creation of creditc at a
rate in excesz of the erovth in demand for ronev will have the irmediate
effect of creating axcesgs real cash balances; the irmplications of
this situation +ill derend on the way in which individuwals and firms
attempt to disrose of their excess holdings. The options are to s-end
then on domestic and foreign real and financial assets., Spendine
them on foreirm assets will have a direct impact on the balance of
nayments, either on the currght account vhere exmenditure is on real
assets or on the canital account where expenditure iz on financial
assets. Spending them on_&omesﬁic real assets vill either raise
real outnut tthere there is spare canacity or will raise the domestic
price level., In the latter case an adverse effect on the current
account wiil also he implied {(assumine a fixed exchange rate).
Spending than on dorestic financial assets will, in the short run

at least, tend to reduce interest rates, and this will have an
adverse effect on the capital account and perhaps on the current
account as vell, The monetary approach conventionally concentrates
on the direct impact on imports and plays down any lasting influence

on real output and employment. This is particularly true of the
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academic versions associated with Mundell and Johnspn: but it also
applies to the early work in the Fund (see, for example, Polak,
1957). More recent Fund research, for example by Khan and Knight
(1980), emphasises that attermpts to improve the balance of payments
by credit policy may impose significant and undeel-.able effects on
output, employment and factor income, particularly in the short

run. Aghevli and Rodriguez (1979) further confirm that monetary
restraint may have a negative influence on real variables and they
also suggest that this may still be significant even in the long

run. There are some similarities, then between this work and the
conventional Keynesian view which, while not necessarily at odds with
the basic analytical approach uaderlying monetary models, tends

to emphasise those aspects of the transmission mechanism that relate
to the effects on output and employment. The rather more, and
perhaps increasingly, eclectic interpretation of the balance of
payments to be found in the Fund is clearly reflected in a recent
review of the monetary approach published in the IMF Survey
(Blackwell, 1978).11 Full cognizance is shown here of the criticisms
that may be made of the strong and restrictive assumptions underlying

conventional monetary models. In particular, Blackwell critically

i1 Significantly the title of Blackwell's article is 'Monetary Approach
to Balance of Payments Needs Blending with Other Lines of Analysis'.
Blackwell specifically argues that the elasticities and absorption
approaches should not be discarded, ‘on the contrary, the experience
of the Fund suggests that, while an almost overriding priority must

often be given to monetary considerations in particular circumstances,

balanced diagnoses and prescriptions vsually require close attention
to the problems of resource use on which the absorption approach
focuses, as well as emphasis on realistic exchange rate policies
based (in part) on judgements regarding elasticities.' He also
points out that while, ‘prices and wages have become much more vari-
able, even under conditions of considerable slack, than would be
implied by a ''pure” Keynesian model...real output and employment
clearly remain more variable in response to policy actions or other
exogenous factors than a ‘'purd monetary model might suggest.

Thirlwall (1980) provides a particularly cogent summary critique of
the monetary approach. He argues that balance of payments
disequilibrium is quite consistent with ex ante equilibrium in the
money market. When these points are combined with what he feels are
the unrealistic assumptions made concerning the demand for money
function, the determination of cutput, the absence of sterilization
and so on he concludes that there is little of merit left in the
monetary approach that was -not .lready available implicitty in the
absorption approach, and that it is ‘not very useful and almost
certainly misleading, for the understanding of the causes of balance
of payments difficulties.’
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investigates six premises underlying the monetary approachs

(1) the time dimension of the theoretical mechanism;

(2} the asswwtions with resnect to the inconie velocity
o monev;

(3) the unduly sharp Jdichotorny hetween "wonev'
financial claims; 4

(4) the analo~ous distinction betireen “"reserves" and other
external assets;

(5) the broad assumptions usually made about capital
mobilitv, the substitutability of coods and services
produced in different countries or sectors, and the
existence of full employment counditions;

and {6) the scope for symmetrical apnlication of "sterilisation"
policies.

' and other

He finds all such assurptions wantirg in certian respects and argues
that there is conziderable need for gualitative judgement to
supplement the use of econometric models, to allow for such factors

as 'socio=political accentability'.

Fvidence already revieved in chapter 2 by Sharnlev (1980) confirms
that such criticism i3 not without empirical surport. However, any
idea that the theoretical debate over the causes of payments
disequilibria may quickly he resolved by emnirical investigation hag
been shown to be erroneocus. Much itork has hieen carried out on testing
monetary models in the context of develoring countries but as vet

no clear consensus has emerged. Folloing a comprehensive review of
all the najeor errirical studies up to 1977 Kreinin and Officer (1978)
conclude that the evidence is inconclusive, even though, interestingly,
the Fund has in the nast shown a tendency to view most of its owm
research findings as veing broadly supportive of a monetary approach
(Phomberg and Tleller, 1977)., Part of the difficulty is that
consistency with the nonetary approach doss not automatically imply
inconsistency with alternative approaches. A given set of results

is therefore open to more than one interpretation. Indeed, even

the extent to which 2 riven set of results supports the wonetary
anproach is often unclear - for instance the often nepative inter-
pretation given by Kreinin and 2fficer to specific findings does

not always tallv with that given by the original authors. Turther-
more, there is the »sroblenm that even where a strong connection

i
is discovered between the suoply of credit and the balance of payments
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this does not of itself immly the direction of causation:
domestic monetary disenuilibrium may simply he a symotom of bzlance

of payments disequilibrium, {(Thirlwall, 1878).

. . . . 12 . .
Even where causation is established,” the more fundamental question
of why a policy of excess credit was nursued in the first place is
not explaired., 7The implication is that anv policy not based on an

understaniing of these underlying factors will itself fail.

In terms of the prime causes of balance of payments problems in ldes
there is some evidence to support the argument that thesas have been
relatively little to do with domestic monetary excesses and much more
to do with exorencus factors beyond the control of ldes (Dell and
Lawrence, 13780 and chapters 2 and 6)13. This view contrasts sharply
with the one that, at least until recently, was .apparently held hy the
Fund, namely that overly expansionary domestic demand policies are

the most comiion cause of payments Aeficits., These conflicting views
may, of course, zirinly reflect the different time periods and different
countries studied, but if this is the case the conclusion cannot

te avoided that there is no unique cause of disecuilibria. IUnless

one believes that the approrriateness of policies is independent of

the causes of the problem, this clearly has significant implications.

The IMF has generally seemed to view the distinction between exogenous

12. Hlaving studied certain causal relationships iwmplied by the
nonetary approach to the balance of payments for four ldes,
Zincaid and Nakajima (1978) conclude that 'for the time periods
tested, the assunption of a unidirectional causal relationship
leading from domestic credit expansion to changes in net foreign
assets ... is valid for Arrentina, the Philippines, and Thailand,'
while, 'the evidence for MNexico does not support the aforementioned
causality'.

I3. It is interestine to note that under the monetary approach an
exogenously gcenerated increase in prices will raise the nominal
demand for monev and, if unaccompanied »y an esuivalent increase
in domestic credit, will lead to a balance of pavenents surplus
and not the deficit that is more traditionally sucgested. Note
also that as Xreinin and OfZicer {1972} voint out, 'the traditional
prediction refers strictly to the current account component of
the balance of payments and can be raconciled with the monetarist
resvlt via the capital account'.
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and endogencus causation as rather unhelpful and has preferred
to emphasise the distinction between temporary and permanent
pavments problems, Althoush the duration of a deficit is
clearly not independent of its causes, such emphasis apnears to

give only a secondary iuportance to causation.

In conclusion of this sub section there would nrobably be a consensus
that the monstary approach has estahlished that rapid credit exransion

is likelv to result in payments deficits and that sound financial

ke

policy is necessary for the avoidance of balauce of payments

o]

disequilibria. There would be less anreement, however, on ‘thether
monetary poiicy is sufficient to achieve a givern payments target
and on whether it represents a least cost solution in terrs of
logses of emnloyment and output, There 15 a growing amount of

evidence, much of which sirnificantly comes from the Fund's o'm

Zesearch Department, which suggests that it may not.



IIT 3BALANCE OF PAVIENTS STARILISATION POLICIES: THEORY

AL EVIDRENCEH

This section examines a range of srecific Lalance of payments
policies available to ldes. fince devaluaticnm has featured as a

conronent of LT rrogravmes and hias been the source of considerable
public discussicn between the IMF and ldcs a cood deal of attention
is focussed on this particular instrument, thoush other policies

such as domestic demand nanagement (reviewed wore fully in chapter 3)
and controls arc also discussed, It will ke seen that economic
theory does net provide an unarmhiguous guide to the ways in which
the various wolicies will affect the balance of nayments or even

a clear indication of whether they will 2ffect it at all, Indeed,

as already noted, one conclusion that emerges from the monetary
ayproach given the assumptiomson which it is based, is that in

the long run no nolicvy 1s required since bhalance of rpayments disequili~-
bria are self-correcting. The oniy relevant cuestiop in the context
of this arnroach is whether covntries have enough time to permit

the automatic adiustnent mechanism to work.

Davaluation: the elasticities apnroach

Devaluation has traditionally been defined as falling into the
caterory of expenditure-switching nolicies. In many cases, therefore,
if it i3 anticiiated that devaluation will fail to correct a deficit
it is to be anticirated that other forms of exrenditure-switching
policy will also e ineffective; it may be useful to Lear this point

in mind.

Devaluation operates in a way which increases the domestic currency
nrice and/or reduces the foreign currency nrice of exports, It
penarates price inceuntives vhich tend to lower domestic demand for
immorts, raise dorestic demand for and suorly of import substitutes,
increase foreign demand for exports, and,/or lower the domestic
derand for and increase tle production of exports., The responses

to these price changes denend on a range of demaund and suprly

elasticities,
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A prime issue of interest is vhether devaluation in ldes will

cause the theoretically anticirated nrice chaages., ™ith rerard to
imports it is hichly improbakle that any individual lde vill be able
to influence the foreign price of its immorts, since its demand for
any partienlar iumort vill represent only a small fraction of the
total world demand for the rroduct. IEven sc, ihe domestic price of
imports mav not rise to the full extent nf the devaluation, or may
even fall if devaluation isg accompanied o7 the removal of import
controls that nrior to devaluation served to maintain import »rices
at artifically hish levels, TIndecd the overall impact of devaluation
has been found to dereud significantly or the precise characteristics
of controls (Xrueger, 1973). Controls are, of course, very common

in 1dcs.1A Krueger confirms on the basis of studies of ten ldes

that devaluation results not onlv in increased 'liberalisation’, i.e.
the use of tie market mechaniem in rlace of quantitative restrictious,
bhut a greater wise in the nrice of exportables as cormared with
importables an. therefore a reduction in the irport substitution bias

often associated with controls {see the later section on exchanpe

controls),

14 Tor a full catzlogue of the import controls used by ldes, see the
L 's Annual Rerort om Exchange Restrictions, Over recent years,
quantitative irport controls have been used by, inter alia,
Argentina, Bangladesh, Chile, Jolombia, Jaraica, Iudia, Mexico,
Niperia, Peru and Takistan; import surcharges and taxes bv Dolivia,
Irazil, Caneroon, Costa Tica, Ecaador, Ghana, Israel, Malawi,
Hexico, Pakistan, Fanama and Urupuay; systems of advance import
dercsits by Bolivia, Brazil, Chile, Colomtia, Greece, Korea,
Jlauritius and Zaire: controls over import pavments by Argentina,
Chile, the Iominican Republic, Ethiopia, Indonesia, Peru, Sierra
Leone and Yaire; restrictions on current invisibles by Afghanistan,
Arzentina, Eangladesh, Brazil, Chile, Colombia, Cyprus, Esypt,
Guana, Guvyanma, Israel, Jamaica, Lesotho, lialta, Pakistan, Peru,
the Thilinpines, fierra Leone, Tanzania and Zaire: and some form
of multiple-currency practice by Argentina, Afchanistan, Brazil,
Burma, Colomkhia, Ghana, Indonescia =nd llepal.




With repard to exports, much depends on the significance of the ldc

as a supplier of the‘barticular export. Where it accounts for only a
small pronortion of the total world supoly of a Qroduct, it is unlikely
that the foreign-currency export price vill alter as a result of
devaluation, since this nrice will e largelv determined by the
interplay of supply and demand in the world market. In these circun-
stances devaluation will instead teund to raise the nrice of exrorts in
terms of the relevant domestic currency. 4Again, however, a rise in the
domestic~currency price of an export which is also consumad domestically
is not automatiéally implied by the constancy of the foreign-currency
price. Tor instance, the ewxchange authorities may allow exvort
rroducers a less beneficial exchange rate, thus effectively taxing the
windfall increase in rrofits that would otherwise have been associated
writh devaluation, or the authorities may directly impose an export

ta};.l5

Even where producers do have some control over the foreign currency
price of a cormnodity their pricing policies will be influenced by the
estimated size of demand aud suprly elasticities, as well as by
institutional arrancements, such as the existence of international
commodity agreements, which discourage signatories from expanding their

market share through price competition,

if, as seems likely in all but rather excentional cases, relative

price changes do result from devaluation, such that domestic output
becomes cheaper in relation to foredgn output, the success of the
devaluation in improving the halance of payments denends on the resnonses
to these price changes., In the case of irmorts, the demand in ldcs

is often assumer to be price-inelastic, reflectinp the develonmental
nature of imports thourh, as noted earlier, empirical evidence challenges

this assumction.

On the export side, the Foreign~currency wrice of exporis will not
nsually fall as a result of devalution. "here the foreign~-currency

nrice of exports remains constant, the domestic—currency equivalent

15 For example, during 1976~7 Burma established an export-price
equalisation fund into which is paid the revenue from taxes levied
on the surnlus of exnort earnings over domestic export costs. The
fund is used to finance losses on unprofitable exports,
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will rise and the issue of crucial significance in assessing the
relevance of devaluation hecomes the elasticity of sunply of exports.16
This elasticity, which iz of course liable to vary over time, will
depend on a nuwmher of factors: it will tend to be hipher the shorter

the cestation period of production, the creater the domestic consumption
of the pnod, the sreater the decree of unutilised canacity, the greater
the availahility of investment finance, and the zreater the mobility of
resources, Cilrcumstances vary as between individual ldecs, but there

i3 sone reason to believe that short run surply elasticities mav be

fairly low in 1(1(::4.1-'7 Supﬁly inelast1c1ty therefore constitutes a
major irpediment to the efficacy of devaluation and, indeed, any form
of expenditure~suitching policy, as a methed of payments adjustment,
Such inelasticity does not imnly full employment but reflects .-
general difficulty in expandine the output of exports and import

substitutes, for exarmle -ecause of structural inflexibilities.

Even thourh the success of all expenditure-switching measures

denends on the same basic factors, a2 sienificant distinction may be

made with respect to the selectivity of various such instruments,

In most ldes devaluation will initially exert a fairly universal
influence upon the domestic—currency orice of all traded poods.

Leaving aside nossi%le influences on the capital account the irpact

of devaluation on the demand for foreign exchanse depends on the
domestic-price elasticity of demand for immorts., The impact on the
supply of foreign exchange denends in the first instance on the foreign-
price elasticity of demand for exports if the devaluation causes a
change in the foreign price, and on the elasticity of supnly with respect
to incressed profits in the erport secter if it is onlv domestic nrices
that cuange, Tor commodities subject to very small elasticities

devaluation will do little to imnrove the foreipn—exchange position,

16 The abcence of a foreign-nrice effect need not preclude an expansion
in exnort denand where the increased profits of domestic suppliers
finance an improvement in the quality of the exnort pood. Such
quality effects are, hawever, unlikely to be relevant to many of
the primarv-rroduct exrorts of ldes,

17 Nashabibi (1290) draws attention to the snecific instance where a
quite larse increase in the selling nrice of a piven crop which
however still leaves its production less nrofitable than that of
alternative crons may have less effect on output than a smaller
price increase that changes the profitability ranking.
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Such limited empirical evidence az is available on ldc price
elasticities suprests that elasticity nessimisnm may be misplaced.
As mentioned earlier, in a study of fifteen ldcs over the period
1253169, Ehon {1274} found that the values of foreirn trade
elasticities were consistent with devaluation imnreving the balance

of payments., This conclusion does not, of course, necessarilv nean
that devaluation will actually imnrove the trade Yalance, since

success in these terms reauires the satifaction of a number of other
conditions., The first is that devaluation will gcenerate changes

in the relative prices of traded and non—traded goods, Evidence

on this matter is rrovided Lwv Coorer {1°71a and t) and Connolly

and Taylor (1976h). 7Tn a studv of twenty~four devaluations in ldcs
over the nericd 125%-{5, Cooper notes that in twenty cases devaluation
vag accomranied hy some substantial measure of sxchance reform or trade
liberalisation, with the vresult that the effect’ve devaluation differed
fromn, and was usually less tusan, the nomiral devaluation. Even

though the effective devalnation usually varied as hetween imports

and exnorts, a8 confirmed by Fruever (1272}, reflecting different

rates of tariffs and export subsidies for different traded goods
devaluation practically alwavs renerated a relative rise in the domestic
nrice of traded socds as a vhole, at least initially, Connolly

and Tavlor confirm this findine, "Thilst devaluation appears to bring
about a moderate increase in the overall price level, the rise it
causes in the nrices of traded goods is substantial, For the eisht
Jevaluations studied by Connolly and Taylor, over the two-vear post-
devaluation period the prices of traded p:oods rose by an amount
anproaching the extent of develuation, whilst prices in general rose
less than half as much. CJecond, the substitution effect away from
imports may e neutralised if additional exrort earnings cause income,
and therefore imports, to rise, MNo doubt it is for reasons such as
these that an increase in irmorts has been observed following,
devaluation (Rhaewat and Onitsuka. 1974), and why the ultimate improve-

ment in the balance of payments is small vhken compared with 'partial

enuilibrimm' elasticities (Behtmam, 1976).

Ciearly, the success of develuation in increasing earnings of

foreisn exchange is crucially dependent on the elasticity of export

supply. Unfortunately, there is little precise emnirical evidence
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felating to export sucnly elasticities in ldes. In a study,

carried out by Bhagwat and Onitsuka (1374), of vost—devaluation
export nerformance in a nurher of non-industrial countries, it
cmerged that in the majority of cases export earninge and volumes

did grow following devaluation. W%here little or no expansion in
exports resulted, or vhere a decline occurred, syecial circumstances
were usually found to exist., The response of exports to devalnation
_aprears, however, to depend verv much on the level of development,
the tyre of exnort, and the concentration and structure of trade.
For the small, least~develoned countries which export little other
than tree crons, the export=-siupply resronse to devaluation is not very
apparent and earnins: seem to be more responsive to variations in
eather and extraneous fluctuations in vorld demand. FYor the more
developed ldcs vthich export apricultural goods with shorter gestation
periods, minerals or manufactured goods, the supply response of
exvorts to devaluation appear: to be somewhat greater, Significant
intermediate~teri: resnronses to changes in real effective exchange
rates are coufired by virtually all contributié:~ to the Krueger/
BLagati project, with the responses of non-traditional exports
usually being stronger than those of traditional exnorts, It is
noted, however, that a realistic exchange rate does not provide a

sufficient explanation of rapid and sustained export growth,

Devaluation: the absorntion and monetary approaches

While the elasticities approach focusses on the exrenditure switching
aspects of devaluaticn, the absorption apnroach focusses on its effects
on the level of real exbenditure. The monetary approach concentrates

on the monetary repercussions of devaluation.

tiolding other things constant, there is empirical evidence to support
the view that devaluation will reduce real expenditure (Cooper, 1271).
First, it is possil:le that a demand-deflationary influence will
emanate from the trading sector. "here exprort earninss do not
resvond to devaluation, but, at the sawe time and because of
inelastic demand domestic currency expenditure on imports ircreases,
there will be a net reduction in apgrecate demcrnd for domestic

outnut, Yhere, howeaver, the domestic-currency value of export
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earnings rises then the increese in domestic-currency export
receints will tend to offset the increase in domestic~currency

imoort payments and there will be no net demend-deflationary effect.

fecond, devaluation has a redistributive effect on income. This
may cccur both betireen the trading and non~trading sectors and
betveen the factors of production. Its precise results will depend
on a range of variahles and mav change overtie. The key variables
inclute: the resnonse of monev wares in the trading and non~tradinge
sectors to the extra nrofitability which devaluation induces in

the trading sector; the import content of traded and non-traded
goods; the responce in the non~tradine sector to higher warce and
import costs; the factor intensities in and the ovmership of the
various sectors; and the degree of factor mobility. A number

of scenarios may be imagined. Since wage and profit recipients

may differ in their maveinal propensities to spend, different
scenarios will have different immacts omn demestic ewnenditure.
Assuming, for imstance that. monev wages in both the trading and
non~trading sectors rise less. than the general rrice level,

perhaps Lecause of money illusion, real wages will fall, Assuming.
further that tlere is a lower rropensity to srend cout of profits
than out of vapes, dowestic exrenditure will also fall, This
deflationary redistributive effect of devaluation seems to have
operated to a varticularly mar%ed degree in the case of the Argentine
devaluation of 1959, vhere the shift of real income to landowmers,
wito had a lover propensity to spend than the urkan workers, from
whom the real income was diverted, served to generate a decline in
import demand additional to the pri%e—induced declinelg and there
is little doubt that a deflationary redistributive effect has also
operated in other devaluations, althoughiinvestment stimulated by
higher »rofite in the traded-poods sector may tend to neutralise
it. OFf course, the increase in profits may be transferred to the
rovernrent, and the effect on apgregate demand will then depend on

how governrents use their increased revenue.

Redistribution apart, rhe higsher the average nropensity to import
and the lower the urice elasticity of demand for ilwperts, the
greater will tend to ke the deflationary impact of devaluation. If

expenditure reduction is necessarv in order for devaluation to he

12 Tor a thorcugh exposition of this, see Diaz-Alelandro (1965).
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successful, the extent to which higher imnert prices are deflationary
7ill be significant., Increased expenditure vay, however, result from
attermts 1y ernorters to expand their canacity in order to produce more
exnorts, and this may t0 a certain extent offset the deflationary imract

of higher import prices,

hird, if there are ad valorem taxes on exrorts and imnorts, devaluatiom
will tend to redistribute income from the private sector to the
government and if, as Erugman and Tayler (1278) argue, the government
has a saving prooensitr of unity, ageoregate demand will £all in the

short run.

Apart from its ‘mpact on the overall level of treal factor rewards,
devaluation may also cause a change in relative factor rewards, depending
on the factor intensities of different sectors, and may thus generate a
movenent of factors Letween secters. In the case of ldes wvhere factors
tend %o be rather irmobile the initial redistribution of income towards
profits in the export sector mayv percevere, The permanence of the
redistribution will erucially depend on whether those experiencing a

relative loss recognise vhat has haprened, and have the power to reverse
1

it.‘ﬂ 1f, felloving a devaluation, all factor rewards are maintained at
their nre-devaluation real levels, then devaluation will fail to exert

an immact on expenditure,

A fourth notential and increasingly significant source of demand deflation
whiich might be induced by devaluation arises from debt-servicing,
Devaluation will reise the domestic costs of servicing any given

external otlifation expressed in foreign currency and, other thines
remaining constant, will exert a reducins effect on domestic exrenditure.
Krugman and Taylor {127%2) reach the conclusion on the basis of theoretical

analvsis and 'casual emniricisn' that in ldcs a deflationary impact on

aggrecate demand and real output from devaluation is 'more than a remote

possibility; it ie close to a rresumption'. They raintain that this

12 For a full discussion of the income redistributive effects of
devaluation in ldcs, see Pnight (1976). Inight argues that an
approach which emphasises sectoral income differences and "non-
market pressures Ly socio-economic grours' is appropriate to 1ldcs.
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view is at odds with theoretical treatments of currency
devaluation which 'penerally conclude that it stimulates economwic
activity', largely as a result of the assumed export responsiveness
vhich in fact does not seem to exist in ldes. A simulation model
for Malaysia conatructed by Ahlwralia and Lysv (1927) confirms that
devaluation may have a deflationary rather than expansionary effect
on economic activity, though the model also confiymaz that whether
this is so depends on the values assumed for the relevant demand
and supply elazticities. Coorer {14671) also fiads evidence of a
deflationary effect. Certainlv it would seem less than axiomatic
then that devaluation will u1v€¥g ransionary effect on economic
a.ctivitf;.ZO “There exnenditure reduction is recuired devaluation

uay then be douhly blessed,

Although, for the reasons just identified, devaluation might be
expected to have an axpenditure-reducing iupact, real expenditure
reduction will bde achieved only if the aprropriate monetary policy
is simultanecusly pursued. The monetary approach sees the monetary
implications of devaluation as beinz crucial, though, as already
noted, it also sees devaluation as unnecessary nrovided enough

time {i.e. financing) is available for automatic correction to
occur. According to thisz apwroach the mechanisit by which devaluation
affects the balance of paymentz is by raisine the domesgtic price
level and thereby increasing the demand for nominal money halances.
The real csupply of domestic credit is reduced and rionetary sector
equilitrium is maintained by an inflow of reserves, To the extent
that devaluation induces a payaents surplus it may tirerefore lead
to problems vwithh inflation via its effect on the money supn

as evidence drawvn from Brazil (Fishlow referred to in {rUngr 1978)

Chile {Behrman 177&) and Israel (Michaely 197%) confirms. Dowever,

"P

Starting from a position of stock equilibrium the wonetary

approach denies that devaluation can brin;; about a lasting improve-
ment in the balance of paymepnts since anv related increases in

the demand for money will te perfectly offset by an equivalent
increase in the supnly of monev via additional international
reserves. Prices rise in proportion to the supply of money

leaving Loth monetary sector equilibrium and the halance of
payments, in real terms, as they were before the devaluation.

[
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in theory, once stech ec:
"1
ceases, = rs a result the effect of devaluation ig nurely transitovy.,

elative price chenres plav no simificant vole in the venetary
approach. The “omestic rrices of traded goods are assumed to rise

by the full extent of the devalwation, = and o the eutent that there
is any switching effect in the contewt of the mouetary apvroach this

is intermnal anl is hatween traded and ron traded coods rather than
betiveen inmorits ard emnorts, The monetarv anproach theresfore contrasts
Gy ity the elasticities annroach., It nav, however, be more
easily reconciled with the absorption apyroach since “nth point to the
effect of devaluation on rezl evpernditure, the Jormer relyine on this

kein~ nroduced via a reduction in real balavnces,

o] 1 r'jﬁl,,

1 it not to arpue that devaluation will naver e an.Oﬂlared

»ith aconomic prowt ., nor so fDrockett 11781} meintains is it the case

that strong nezsures to iwr the raymenie situation, backed by

adacuate congensus, vill ne rilw cruse develowuent to suffer.

e arnues rather that 'following
8 d

i

the 127374 01l price increases,
a nuler c¢f countries in Asia adorted firm wsasures to restrain
domentic demand, and sought to avitceh outout to exports Zhrouthi

e to depreciate. A3 a result:
Oh 11&, Thailand and Siagapore
tes in the neriod 1974-77,"

atlowing thelry effectlte anchance rate
‘o italies}), Torea, the ) 7
°11 maintained satiafactory srovwth rafes

Yruecer (L2777 also discovers that the eZfect of devaluation on

econonmic rowth denends crucially on what harpens to exrort earnings
thounh she finds verv little evidenc, o suprwest that develuation

leads to 'severe recezsiocn of prolonred duration.' “Hﬁ points out

taat the inmedicZza period folloving devaluation tends to be narticularly
difficult end sirnificant since rhe 1libe ralisation of imnorts tends

to aave a nulcker effect on the Lalance of naymente than does the

extra incentive to ewrert. Fzilure to survive thin difficult
period frecuently results in the re-imresition of cuantitative controla
amt a ratreat from liberalisation. Yruerser advocatasn the use of a
crarling nee followinr devaluztion o vetain the switching incentives

creared by it,

22 The 'lav of cne nrice' sometimes invoked within the monetary
arproanh denies countries the rossibility of 'makine' their owm
price level. Hreinin and Cfficer 71973) horever found no evidence
to sunport thic zo-called "law'; on this sea alse Plackwell (1978).



rmissive of all
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In general the rmunetar” approach is agually Ji
expenditure—oritchine rinasuras, incluvding tariffs, quotas and enxchange
controls, since thev are all sesn as 2uerting only a transistory impact

on the balavce of peyients by raising the poninal lewand for money above

i
its domestic supply., Teriffs clearlv raise dowestic nrices directly,

kut even auotas and exchange controls, bw restricting the volume of
imports indirectly tend ro raise the domestic »rice of imports and,
through suhstitution, the «eneral price level. The traditional view

that devaluation is inherentls inflatiomary, Tather than merely raising
the price level once and for all, has, horever, heen challensed s

Trueger (1£78). Tvidence in man cases sugsests that there are factors
working in i opposire divection, particularlyr vhere nrior te devaluation
exchanre controls have teen used, HWruecer concludes that for the ten

counftries ctudisd in her nreiect "the contrilmiion of exchange rate

wes es very small commared to othex times of inflationary

»

~rasoures’. lesws

[

ne cove inflanicuary iopetas {rom devaluation,

three other .juestions velnie te fipst, the size of this iaflationary

.,:.

impetus as compared witl the cize of the devaluazion, second, the
comnarative effacts on woney wanes and rrices and therefore real wages,
“and third, the effect on the real sunnly of ronev,

it is difficult o isolate the susntitative influence of devaluation on
prices and wazes. Hvidence rresented by Cooper {177la and b) dees,
howevar, anvecr to substantiate the clair that, for the first twelve
nontis after 2 devaluation, tie rise in prices and wages is comsiderably

e
e findin~ is confirmed by

less than the size of the devaluation, 0
Gonuolly and Taylor (177703, It alae seems that vzal -races fall

evalustion coneuner

rrices rove v Z2.9 ser cent vhilet manufacturing wages rore by 17,7

ner cent. On the asswwtion that, follovinc devaluation, menev wapes
g

in the wanufacturineg sector rizse tather fastar than in other sectors,
T

in :art because of zthe surerior orpanirzation of vorkers in manufacturing,

.

P

it saeun reasonable to couclude that Jevaluation iz freguently

v

)
&

ssociated with z eipnificant fall in weal wages,

0% course, vhere an idc make: extensive use of vrare indexation real

vages vill Yecome dommuardly inflevible aad this will reduce the

elfectiveness of davaluation. Tn terms of its imract on mounetary
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variables it seems almeost unbnovn for the nominel s »ly of woney

t
to fall follewiur~ ovaluation {Coomer 1771ia snd b}, I+ does ammeer,

=

hovever, that in certain cases the real sunply of nerey falls after

devaluaticn, and in about half the cases iavestiypated by TJonnolly

and Tavlior decreazes in the rate of rrowth of donmestic credit expressed
as a nercentaze of the monev stock occurred in the year after devaluation.
Indéed, in a elear majority of devaluations they studied there occurred,
over the tvo vears followine devaluation, decreases in the rate of

arowch of dcmestic credit. Taking the money sup “]y as a vhole, however,

=

-

rusger {197 7\ finds that increases in the reote of expansion of the
money sunnly followine devaiuation exceeded reductions and that in

pany cases this was an immortant factor in 2x~laining the suhsequent

accelaration In the rate of inflation nartir occurred a5 a
direct respemse to a nayments irarevement induced by deyaluation,
Lut it may also result vrhere devaluation, ercmecizllv in combination

isation reduces ~overnrent revenve relative to

Dy

exrenditura, thareky increacing the fiscal deficit., Whether the

aifect on the izcal Lalance is_ﬁusitive or netativa denends, hnowever,
t

Tevaluatious the direct evidence

Devaluation in ldes may be evalusted empirically at two levels, At th

first and as above tiwe potential success of davaiuation way te

investissted by eramining whether the conditlions vequired for cueccessful

devaluation exis it the second, and more directly, the actual imwact
devaluation on the balance of payuents ol those ldecs which bave

made use of it may Le examined. Coonazv {(1%71a and b} diccovers that

cases ‘the halance of nayrents on current account,

. . <
v atout 75 per cont o
T

nessured in fovelsn currency, improves in the vear follewrino devaluationy

and that ‘n 20 ver cent of cares either the current sccount or the carital
23 . . - . . " .
account or kboth iumrove Ip the few instances where devaluatilon

f21led to hrine ahouf an irrrovenment snecizal Jeaturesz, such as extensive

a

import lieraliczation, seered *o he sirnificant,

22 The inflow of capital mihuf he resnonsive to devaluation where
cevaluation serves o imnrove confidence, exrand owportunitics
for inves twert, and reduce the level of import and related controls,
An expansion in investoent wight hovever also tend to increase the
import of canital roods, whilst a 1ifring of imort controls would
\

tend tc have a generally expancive impact on importation,

239
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Merely to observe that in most cases the balance of nayments improves
after a devaluation does not of course nececsarily imply that the
payments position alwvays improves because of the devaluation; other
factors may lie at work, Tn some cases the balance of payments in the
neriod »receding devaluation might, for instance, have been particularly
noor hecause of a had harvest in a key cash cron, a temnorary phenomenon
or even because of anticirated devaluation. Again, the balance of
payrents mipght have improved as a result of the nursuit of deflationary
domestic policies rather than devaluation, or hecause of an expansion

in vorld demand. In ceneral however it is hard to believe that thes2

factors can explain the systematic statistical relationship discovered.

Ln estimate of the influence of devaluation on the balance of payments
may te nade by trving to forn an orinion on what the navments position
would have been in the absence of devaluatioen. £ it is right to assume
that ldes would have maintained their pre~devaluation market shares in
the world markets for their exports, and would have exnerienced an
expancion in imports as determined ty the interaction hetween the growth
in real income and the income elasticity of demand for imrorts, it would
anpear thst- in most cases devaluation resulted in hicher exnorts and

lower :imports (Cooper 1%71a and b),

An alternative approacl: to evaluating the impact of devaluation is to

ezress changes in the balance of payments on the rate of devaluation.

H

fuch resrescions sugrest that devaluation does cause a sipnificant
irmprovement in the balance of pavments of 1ldes, but that the balance

of paymente fails to improve to an extent even approaching the nominal
extent of the devaluation over a one or two-year post-devaluation
reriod, Regression analveis furtlier sunrestis that devaluation will be
consideratlv nore effective in irprovins the balance of pavments if
accompanied Uy 'contractionary' monetary nolicy (Connolly and Taylor,
1276}, This is a varticularly interestine observation when it is
commpared vith the conclusiow reached by Krugman and Taylor (1973) that
devaluation should in many cases he accomnanied by measures to increase

demand.

Altervative switching instruments

The princiral »urnose of devaluation as conventionally presented is

to generate relative »rice changes which svitch expenditure away fronm
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imports and switch nroduction into exrerts and import substitutes

with the intention of improvinns the balance of raymentc, As already
noted, significant in determining the success of devaluation is a

range of demand and supnly elasticities., lowaver devaluation is hut
one means by vhich relative price chanpges may be broucht about, and
has been criticised as being insufficiently selective in its effects
since it fails to discrininate between individual sectors or industries,
Otler expenditure switching rolicies are availal:le which can, in
rrincinle, exploit the notential gains from price discriwmination
arisin~ from differential elasticities These alternatives include
tarifis and overt multinle exchange rates as well as domestic taxes

and subsidies vhich, in effect, create multirle rater. From a
theoretical angle such apnroaches have considerable anpeal since it
seems hi~hly improbable that similar elasticities exist across all
sectors, Thus, even for a develonine country where overall nrice
elasticities are low = sursesting that devaluation will %e unsuccessful -~

sore form of multiple exchance practice mavybe a*le to improve the
pavments position., Furthermore, it might be expected that selective
measures may be more effective as a means of mevinr resources into
sectors vrith hich potential erovth, as reflected by incore elasticity

of demand.

Takine the examnle of formal rultinle exchanpe rates in circwistances
where the price elasticity of demand for a narticular import is low,

a relatively high exchange rate would be applied to transactions
involving this imnort. ¥For transactions involvinz an import for which
the nrice elasticity of demand iz high, the exchange rate would be
relativelv lov and fewer units of foreiga currency would he acquired

v sacrificing one unit of Jomestic currency,. “here the foreign

price of a commodity is fired from the point of view of any individual
1dc then a relatively hinsh exchannce rate ould be anplied to transactions
iavolving cormodities which pogsess lov supply elasticities with

resnect to the domestic currency »rice, and a relatively leow exchanre
rate would he anplied to transactions involving cormmolities which
possess high supply elasticities,

The alternative is to achieve a creater degree of discrimination

through using the fiscal svstem (Echydlowsky, 1981). However, where



incentives to certain kinde of import substitution and export
promotion are nrovided in this way there is the irmwortant question
of the effect on the fiscal balance, This clearly depends on the
precise confiruration of subsidies and taxes, but even if the scheme
initiallyinvolves. net exnenditure on suhsidiea this mav be offset by
future tax revenue if exnort led economic growth is encouraged as a

result, -

The argzument that a tax/subsidy scheme is inferior to devaluation
beczauge it ig likely to be arnlied onlvy to a sul:gset of current account

transactions and ‘s unlikelw to he anplied uniformly (Lalker 1921)

is illegitimate 1w «2vx - _,atext since the whole purpose of effective
multiple rates is to .. @ the perfect ciaulation of devaluation,
However, other criticisms of efTective rwultiple rate schemes are
legitimate., First, there is the nroblem of identifying the optimum
number and level | rates, or taxes and suhbcidies. Second, there

are the administrative costs of imnlementing the schemes., Laker,
draving on the evicerce of Bhaguati and Desai (1970), quotes India's
experience as a model of the administrative cumbersomeness of such
schemes, illustrating his noint by noting that, "the reculations
covering the schizmes for engineering goods and chemical products,

for example, comrrised 22 vages.' To minimise the practical difficulties
with multiple exchanpe rates Streeten (1771) has susgested that it
wonld te feasible to establish a system of dual exchangze rates under
wiailch one relatively high exchange rate vrould he established for trade
in traditional primarv exports and essential irmorts, both of which
he assunes are subiect to inelastic demands; and a lower rate would
be used for trade in mannfactured, infant industry exports,

and for 'inessential' imports where the price elasticity of demand

is high. T7Third, there are opportunities for curruption, evasion and
misuse to which the use of effective multinle rate schemes give rise,
4lthoush often difficult to document there is enough evidence to
confirm the existence of such problers and that their significance
increases over.times {Bhapwati and Desai, 1970, Bhagwati, 196%&, see
also Willick, 1978)., Problems of the type listed above seem to

be sufficiently immortant as to lead to the frequent abandonment

of multiple rate schemes where they have been tried, (Laker, 1%981).



The choice retween switclinr and credit controls

me
b

The monetary annrcach clearly views devaluation az, in effect, an
instrurent of wonetary peolicy. According to this view devaluation
=ill only improve the short run Lalance of pavments if it is

acconipanied by doniestic measures which ~revent an offsettine increase
in the creation of domestic credit, Indeed, in nrinciple, a similar
imnact on the Lalance of payments could be induced T a reduction

in the su-ply of douestic credit or an increase in the demand for
money. In this sense monetary policy mav he seen as not ouly a
coraplenent to devaluation hut 2s an alternative to it. As already
noted, there is a strons theoretical argunent that over the long run
credit control will induce an irmrovement in the halance of payuents.
Cf greater practicael relevance, however, are the cuestions of the
lencth of time required for such a policy to work, and the availahility
of alternative »olicies which will speed up the process of adiustment

or reduce the welfzre costs associated with it.

Basically, in circurmstances vhere the marsinal social cost of

reducing the nominal sumnly of credit is creater than the mareina

-
&

social cost of increzsing tre nowiral demand for rioney by means

of devaluation, devaluation will ke the preferred policy, Muildine
on this, although in theory devaluation and a reduction in the nowinal
supnly of money provide alternative mechanisms for reducine the real
supnly of woney, countries are unlilkelvy to be indifferent abouvt which

olicy the use., One reason for this relates to the structural and

3

N

i
distri»utional consecuences of davaluvation as compared with those
associated vith a reduction in the rordiial supply of money. IDevaluation
may encourace grovth o be led by the foreiesn trade sector. A
reduction in the norminal supnly of monmev, on the other hand, is
likelv to leave relative n»rices unchanred and is therefore unlikely
to bring about structural changes. Ctructural chanies way still
occur, however, ipasmuch as reliance an hani credit varies across
sectors and firms:aun increase in the cost of credit will create
problerc for those Firms reliant on ir. If they are domestic as
oprosed o international, arnd are concentrated in say infant
nanufacturing industry, contractionarv credit volicies may have

marled adverse consecuences for economic develornent, as discussed

in chapter 3.



A second reason why governments are unlikely to Le indifferent
betreen devaluation and cradit restrictions relates to the effects
of eachfgutnut, emnlovment and inflation., If devaluation is successful
in sitching ovnendlture towards domestic output, it will tend to
raise emploviient., In comparison hy reducing acererate demend monetary
contraction causes outnut to fall and unerm loyment to rise. On
the other hand,vw 1ilst according to the moretary annroach devalnation
rvorks by reans of raisine the nrice level and reducin~ real halances,
monetary countraction tends to lower the price lewel, 24 It
follows that the choice between devaluation and mone_g.] contraction
rill te influenced by the current ratec of unenrlovment and inflation
and the govermients nriorities with resrect to policy o"::«jective.s.'5
To nome extent the cost inflationary effects of devaluation wav bhe

4

neutralised Ly opting for a sradual or cravling devaluation and

by accovsanvine this with incomes nolicy., fimilarly any demand

inflationary conseruences may, in rrinciple, he dealt with through

the anproupriate management of doiestic demand. The most efficient
policy from an economic noint of view may of course unot be the one
tliat is chosen., The political and technical feasibilit? of the
alternatives must alsc be councidered. If the socio=nolitical
counsenuences of devaluation are not -rell understood, it may prove
more accentable wolitically than monetary contraction which may
in an; case Ye technically difficult in ldes because of the low
evel of central control over the rate of domestic credit expansion

~

1
(see chapter 3).

~t

rionetary contraction is, of couwrse, not the only alternative
monetery policy to devalution., All thet is recuired in order to

hat the excess real supply of money in

bnd
D
l-;l'.
o]
[
ot
[0
w
fny

correct the 4
reduced and this way he Achieved ecually well by hbldiny the money
gupnly at a siven level and allowine the demand for monev to rise,
or bv allovipes the demand for momey to rise more rapidly than

the money sunply. Since econcmic crovth will normally cause an

increase in the demand for noney, the faster the economy is growing

24 It may be nofé& »ovevar, that“tbevreleGaﬁ% mogetary aggrepate will
depend on whetl:er the focus of attention is the balance of nayments
or inflation. 1n the former case it till be domestic credit
creation while in the latter ik vwill be the money supply defined
to inciude foreipn assets neld Ly the bankin~ svstem.

25 These nreferences mav he inter—temporal in the case of a zero
long~tern trade-off,
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the less likelv it is that nonetary contractiocn or devaluation

will be recuired. In this way the structural and monetary anproaches

A

to the Lalance of nayments becone intesrated. The issue becomes

one of choosiag betizeen a policy of reducing monetarv demand to a

level consistent with real output and one of raising production to

meet nominal demand., The structural aprroach »laces emphasis on the

deficiency of donestic output in devieing balance of payments

nolicy. The question then is vhetber output is indewnendent of

nonetary factors. Biven the exogeneity of output in the rmonetary

model, a structural solution to a balance of nayments reficit is

cuite cousistent with the monetarvy aprroach. /7t the same time,

according to the structural apnrcach finmancial policy vhich does

nothing to remedy structural Jeficienciss will simnly conceal the

uaderlying pavments problerm since it foregoes the cnportunity of

achieving ecuilibrium at a hipher level of outrut, Iven where

~md

economic sroweh is slor/ cannot he accelerated the demand for

e
monev may still Ye increased for exarple by increasing the rate

’)'.
of interart on monev Lnldines,”
25 ALccording to the monetarv anproach, of course, the real rate of

interent is seen as effectively siven. Iliclinnon (1773) and

Tapur (197%) have surcested that in ldcs and especially during
the initial stages of a stapilisation programme, a nolicy of
increasing the intersst rate paid on money holdines misht be

a better way of creating monetary equililirium than would Le a
policy of reducing the rate of gro~th of the money rcupply. Tha
reason they zive iz that, whilst a reduction in the money surply
{or rate of grouth of the wone7 surply) will adversely affect
real output, through its impact on firxms which rely on the
availability of bLank credit, a rise in the interest rate on

money holdings will induce an increase in the demand for real
monav hHalauces, a related increase in the supply of real bank
creiit available to firms, and lence an increase in real outputy
This argument In fact begs a series of nuestions. ¥For exangple,
whilst ar administered increase in the rate of interest on money
holdines may Incduce an increase in the real supply of banl credit,
it wmay also, if reflected in 2n increase in the cost of bank credit,
lead to a reduction in the demand for Lank credit. Furthermore,

~girice an increase in monev holding implies a reduction in domestic

consumption, the demand for bank credit mav fall. Again these
issues are revieved in Chapter 3. '
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Of course, even where the demand For money would eventually rise

to equality witlh t.e supply or where the surplv of wmonev could, over
time, be reduced to eguality with demand, for as long as the supply
of mone” exceeds the derand a r~aments deficit vill exist, and this
will have to be financed. The choice of adiustment policy is then
importartly related to the time-scale of adiustment. In 1ldcs'
circumstances the knowledre that adiuztwent would eventuallv occur
automatically assuming only that countries desist from sterilisating
the wonetarv renercussions of a deficit, 13 of nurelv academic
interest, Cfuch countries do not have the option of waiting for the

iong run to cone,

Another important asvect of the control of monetarv agorefates from

the viermoint of the lLalance of naments relatex o the nrecise methods
and instrumeats Bv vhich tarpets are achieved. Different instruments
may have different structural ramifications and therefore different
implications for the halance of payrents., Thus limiting credit to

the government hans direct implicarions for fiscal policy since the
government is li%ely to be reliant on the bankinz system to finance

its budget deficits. Indeed as vas shovm in chapter 2 in certain
respects Fiscal disequilibrium may e viewed a= a more fundamental
cause of balance of ravments deficits than monetary disequilibrium.27
Teyond the social and political dimensions of fiscal actions the choice
between various taxz and expenditure measures will have an impact on

he balarnce of payments through their effects on the distribution

of income, the pattern of demand and relative prices. Furthermore,

by maintainine the 2wvailability of credit for investment rather than
for consurmtion a more marked‘improvet@nt in the balance of pavrents,
angd indeed the rate of econori.c srowth, mav be induced than would

he the caze if rolicy were to shou no discrimination in the use of
finance, *tihourh a policy of this tyne mav he more difficult to

implement politically,

¥

27 Tor further analysis of the fiscal arproach to the balance of
paynents sce fhar-lev {12£1) and Mile (1975). Lalter (1921) shows
how fiscal nolicy may be used to generate both nartial and

P

zeneral equilibrium effects similar to those of devaluation.
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It is then clearly a mistake o regard monetary control as a one-

imansional, unsubtle and inflexihle approach to the balance of

o

payments.,

Exchange controls

Controls have been extensively used bty ldes in atterpts to deal with
their nayments difficulties, though they are unpopular with the Fund
wiich uees them as interferins with the pursuit of a liberal system
of trade and »nayments, and as discouraging adjustuent. Cenerally
sreaking the phrase 'controls' refers to some form of exchance
control wherety foreign exchangs receipts have to be surrendered to
the monetary authorities *ho, in addition, have to sanction all
foreign eichange payments. Exchangé controls may also he imposed on

4

capital account transactions such as overseas investrent.

27 Krueger {1978} catalogues a variety of instruments that may be
used in operatinrg "R regimes, these include :

Guarantee denosite, varying in armount for different categories
of import licenses.

Tariffs and surcharges.

Licenses for different catecoriea of imports allocated hy different
criteria and procedures.

Prohibited lists, free lists, and srecial exemptions,.
fegulation and licensing of exports.

Various incentives, sometimes proiect—zpecific, to encourage
private capital inflous,

Restrictions on the repatriation of profits and dividends of
forei-n-ovned firms.

Toport replenishment schemes applyin~ Zo some exvorts.
Rebates on import duties for esports.

Rights pranted to exnorters to resell part of their foreign
exchan~e earnings.

Special ragines for government emterprises,

Multiple exchange rates, including special tourist rates,
exrort subsidies, and srecial import catepories subjesct to
~ exchange auction,

Subgidies for carital goods imworts,

Lov=interest loans for certain classes of tramsactions.
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The debate over controls ultimately hinces on an assessment of the
efficiency of the nmarket wechanism and raises the whole range of
issues associated w{th sovernment intervention. Those who believe

in the relative efficiency of the rrice svstewt as a wray of allocating
scarce resources oppose controls and orefer market related policies,
while those who emphasise market failure in the area of monopoly,
externalities, and income distrib:ution, are more likely to favour

controls,

More snecifically, controls are seen Ly their advocates as having a

p
nunber of advantares over other nolicies such as devaluation or demand
deflation, of which the folloing are the mest significant. TVirst,
controls exert » prompt, direct and predictable effect on imports,
They do not rely on the irtermediation of a price change and therefore
on the existence of prica elastic demand to improve the bHalance of
pavments. SCecond, thev nay he imposed selzctively, allowing the
authorities to discrininate hetween imports. Tormally discrimination
will be exercised against the importation of 'inessential' consumer
goodls which are regarded as making a minirmwn contribution t-

econonmic Jevelopnent, Trom the vievmoint of development, therefore,
controls aprear as a means of maling the most efficient use of

scarce foreign exchanre, Third, as commared vith demand deflation,
controls do not rely on a £211 in national income to induce a fall

in imports and to bring about an improvement in the halance of
pavments, furthermore, the allocation of import licences may he uced
to snsure that a given improvement in the balance of payments has the
minimum adverse effect on the woor.

Apoinst this apvarentlv strong case a nuiber of couniter—-arguments

mey be presented. Tirst, in many ldes there nay be little scope

fer cutting <ovn on inessentials even if it were possible toidentify what

imports are inessential., Second, controls irmly a complex

-

administrative svstem which, even if it wcrxs as. intended, will be
erpensive in rasource costs, Furtler, there is tle danger that ir
will not worl. as intended and that in practice "mational ohjectives'
will not te served. Tart of the problem hare is that the system
encouragzs corruntion and the provision of iraccurate information

{¥illichk, 1278, Turthermore, it *vill tend to lengthen the lag
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between the need for narticular imports sricing and. that need

actually heing met. Such delavs will cause shortages and the under

utilisation of canital. The latter may also result if controls

indirectly encourase firms to build larper than ontimum scale plants
in order tc ohtain extra allocations of foreinn euchance; evidence

again suggesnts that some firms in ldes have behaved:-in such a way

(Stern and Falcon, 1%70). Turthermore bv adverselv affectine the

groth of erport earninps controls may in particular accentuate
excess caracity in the inmdustries using imnorted materials,
(Thagwati, 127827,

of

However, Bhazrrati concludes that the overall effect

may not bhe suthstantinl,

controls on excess canacity

The mosct fundamental criticism of control« is that tley suppress

25 .

rather ‘than cure a payments nrobler., &n irmlication of thiz is

that, should the controls be removed, the ~votlem will again hecome

apparent; as a result, once introduced contrels are rarely ahanloned.

Fven 1f there i
to

& an underlying ivmrovenient in the balance of payments

due, saxv, an imcrovement iu the commodity terms of trade, other

factorz encourape their retention, such as the protection of local

industry or the continuation of tue benefits which controls may

zenerate for powerful interest groups. The situation nay more

vorrying still if controls, far from improvinc the underlving

parments nosition, actually make it worse. The chief purnose of
controls 15 to reduce imports below what they wrould othervise have

?

been at a given exchanpge rate to shift dowmrrards the demar? for

<

.

foreign exchaunge. This effect is achieved not by reducing the

incentive to imnort but by frustrating it. “either do controls

do amytbinq to raise the incentive to export. Indeed, bhecause

serve to defend on ovar-valued exchance rate they

hy Lkeering

arzinst exports
domestic currency,

Alel

erzpressed

exchange rate. nough, in nrincinle,

exrort performance might be neutralised

helow wrat it vould be with a

the nrofitatility of exporting,
lower
the adverse effect on

throush a svstem of export

27 Umpirical evicdence suggests tuat tne
controls will improve the Lalance of

naxralts
(1275) found that in the case of Turkey the bLa

rantee that
de d Krueger
nce of payments

'\) ve {Q
m ,,.\.

1

actually deteriorated following the irmosition of controls,



- 4D -
subsidies evidence susgrests that, in practice, these are themselves
problematical, not least because they often tend to discriminate in
favour of hish cost and relatively inefficient exports, and against

more efficient traditional exports (Staelin, 1574 , Frankena, 1975).

The apparent advantase of controls to discriminate against inessential
imnorts may turn out to be a mixed hlessing since, although such
discrimination may help to keep down the rrices of 'essentials' and
therefore bYe of at least short term benefit to consumers, bty effectively
raisin? the relative price of inessentials through reducing their

sunply their domestic production will be encouraged, As a result
controls have an 'import substitution bias' pushing an economy tovards

L%

imnort substitution rather than export exnansion.” This is the major
underlying theme of the Bhapwati’® and Krueger’ volumes where it

also found that imrort sulstitution is not the best development strategy
since exnorts are a more efficiernt engine for sustainable growth.
Howvever, it may ke that the potential success of an exnort expansion
strateqy for any individual ldc may decline as more ldecs try to

follow it,

Again, as far as distributional consequences are concerned, evidence
from the Bhaewati-Kruerer nroject suggests that controls have the
effect of nromotiny capital inteusive import substitution, raising
the capital-labour ratio (as duties on the importation of capital
goods are kent low to nrotect investment) and increasing unemployment.
While, in princirle, controls may narrowv income inecualities by
discriminating against staple agricultural exports derending on
whether these exports are based on large or small landholdings, the
same source suggests that such instances are in fact quite few and
that income distribution is in the long run determined largely by

variables other than the trade and nayments recime,

At the same time, licences have the effect of cranting an economic
rent to those receivine the licences, a rent that, according to

some observers, recipients will be willing to share with officials

3 YHomever there is evidence to suggest that in the case of South
Vorea the extensive use of exnort subsidies imparted an export
tias, (Trank, Kim and Testphal).
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vho issue the licences. The rent to licencees reflects an

additional cost to consumers and militater acainst competition,
efficiency and equality. To offset tlese distrihutional

consecuences other measures may, in principle, be introduced,
including price controls, taxes on immort licences, or the auctioning
of licences so that the rent is transferred to the govermment.
However, there is no guarantee that price controls will be effective
and they are certainly not unvroblematicj taxes on licences will not
do anything to reduce the final price raid by consumers; neither

will the auctioning of licences which is also subjcéf to other difficulties
as evidence on their use im Brazil confirms (Killick, 1980).

Structuralist prescriptions

Structuraliéts rut emphasis on improving the balance of payments

by raising agpregate supply and by chanving the comvosition of
agorecate demand rather than by reducing the level of ageregate
demand. Thus attention is focussed on vrolicies that will raise
productive potential and the efficiency with which resources are
used, Ry their very nature such policies tend to he micro-

economic rather than macroeccnomic, and relate generallv to relative
prices and individual sectors of the economy, such as a~riculture,
where sunply Lottle necl.s are seen as a najor cause of disequilibrium,
Structural policies may involve changing; the ownershir of the

factors of produétion, factor mobility, wage bargaining, the
derree of competition and monopoly, the activities of multinationals,

and the distribution of outyut hetween consumption and investment.

A nrol:lem with policies of this kind is that they tend to exert
their impact on the balance of payments only in the long run, and
may, indeéd; have an adverse effect in the short run. Structural
policies therefore need to be)aqcompaﬁied by. demand nanagement
policies to ensure that agnfegafé.demand does not exceed any given
level of agsregate supply, (see cﬁapter 3 fér further discussion

of structural policies).



- 44 -
IV CONCLUSIONS

In trying to devise a balance of payments policy a government

first has to determine whether the deficit is temporary or permanent,
This, in turn, entails asséssing the causes of the deficit,

Although different theories lay emphasis on different aspects of
causation ~ and in the case of the monetarv approach exclusive
emphasis on one aspect — it is sensible for a country's authorities
to look at all dimersions of thlie halance of payments. Vhere the
deficit appears to be temporéry corrective measuras may not be
needed and the deficit may be financed., Illowever, for many ldcs
sufficient financing is not available so that correetive policies

L=

will have to be pursued even for temporary deficits,

Generally speaking corrective policies will be required either

if the deficit is permanent or if self correction is likely too be
slow given a country's access to finance. Thus, while some versions
of the monetaryv anproach stress the long run automatic corrective
mechanisi constituted by the financial flows induced by payments
disecuilibria, the IMF's attention fo short run adjustment paths

and policies is of more practical relevance.

The next issue relates to the choice of nolicy. Inough has been
said in this paper to supgest that a standard policy or package of
policies is unlikely to he appropriate for all 1ldes in all circumstancesg
nolicy should be made to match snecific country conditions.
Similarly, however, in an enviromment of slow economic growth no
1nd1v;dual nolicy or packape of nolicies will improve the halance
of pavments unless the country accepts that adjustment involves
real costs in terms of consumption and/or investment. In very

.

few circumstances is there a zero cost option., The nollcy problem
is to mininize the costs of adjustment vhile still achieving the
necessary inprovement in the balance of payments. 7This leads on

to the debate over 'gradualism' versus 'siiock treatment’

Graduoalists argue that by spreading adjuctment over a relatively
long rertud of time the associated welfare costs mav he kept to

a mininum. By contrast those vho favour rapid adjustment argue
that this will in fact minimise costs over the long run, especially

vhere expectations are rationmal rather than adaptive.
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Turning to specific policies few would deny that monetarv restraint

is necessarv to bring about an improvement in the balance of payments.
All balance of payments theories suggest that an overly rapid

expansion in domestic credit will have an adverse effect on the
erternal balance and there does not arpear to he any evidence .inconsistent
with this view, The imvortance of sound monetary policy is then not

at issue, Gimilarly, there is little doubt in principle that credit
nolicies may bhe conceived that will improve the balance of payments,
The stricter and more restrictionary are these policies the more

rapid will tend to Tre the inprovement. Instead, what is at issue is
the degree of reliance that should be piaced on monetary policy alone.
This issue involves trro inter—related aspects: whether monetarv nolicy
is capable of dealing with the basic causes of the problem; and
whether there are alternative instruments which would be wore efficient
in achieving the irnrovement at lover coste Accordine to the monetary
anproach credit policy does strike at the root cause of the problemn,
According to the structural ap»roach, hovever, it will do little to
improve the underlying econonic situation; and may make it worse by
initially discouraging hoth the importation of developmental goods and
the expansion of exports., Cince monetary policy exerts its prime
effect on absolute rather than relative brices it will create little
incentive. for the reallocation of resources, though the manner in which
monetary policy is operated will have structural consequences. A
structural apvroach is in one sense consistent with the monetary
anproach since if structural changes raise real output and income

they will also raise the demand for monevy, The structural approach
only hecomes inconsistent with the monetary approach where such
structural changes renuire additional government exnenditure, a larger
fiscal deficit and a more rapid rate of credit creation in the short
run, The nroblem is then that structural rolicies mar take more trime
to have their effects than in availahble. Attention then focusses on
mininising any structural damage that nay be dore nerhaps by introducing

preater discrimination or =nualitative control into credit policy.

Some structural chance will bLe encouraged throuch the relative nrice
effects of devaluation which raise the profitability of nroducing
traded goods, At the same time there are circumstances in which

denand
devaination will exert a short run/deflationary effect, although the
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effect of devaluation in raising prices is concistent with at least

a mild version of the monetary approach. Poth in terms of theory

and evidence devaluation appears on bélance to be a useful instrument
in developing countries. DNomestic inefficiency and structural
immobility, as well as a failure to adopt appropriate expenditure
meésﬁres, may, however, frustrate its beneficial impact on the balance
of payments, and its effectiveness will vary betveen countries.

Ls with all forms of demand management, the negative effects on real
variables may be minimised by measures directed towards increasing
aggregate supply, and in th’s sense manapgement of demand and supply

are complementary and not alternative nolicies.

Controls may exert a significant short term irmpact on the balance of
pavments, However, they do little to resolve the underlying causes of

a pavments deficit and seen indeed often to militate against export
exnansion, Various policy tocls suchi as exnort cubsidies, tariffs,
nultiple exchange rates and preferential credit may also be used to
correct structural nroblems, but these mav involve certain microeconomic
distortions and resource misallocations - thoughi it should be remembered
that sacond best solutions may be approoriate in ldc conditions -

and in any case are difficult to irmlement successfully.,

Underlying all discussion of the balance of payments are two
relationshiprs: first between financing payments and the speed of adjustment:
and second hetween the speed and costs of adjustment. Zalance of payments
policy in 1ldes is usually conducted in a situation where the amount

of finance available dictates relatively rapid adjustment. This in

turn tends to rule out certain slower acting nolicies and the

problem becomes that of minimising adjustment costs.and attracting

the necessary finance., If ldecs' balance of payments nproblems are long
tern they need long term finance. In many cases what they have got is

the IF. GHovever, finance from the Tund is eésentially temporary, and

the balance of nayments therefore has to he made viable over a short
reriod of time, and this immediately imnoses strict constraints on the

range of stabilisation pdlicies which may be used,
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