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World in the time of the Cold War
1 9 8 5 GeoDuchy | Three-world model, based on ideology not economy

Name: Establishment:
" First World | NATO and Allies Washington DC, USA

I second World | USSR and Allies Moscow, USSR
ﬁﬁ'\ P Third World | Non-Aligned countries Belgrade, Yugoslavia
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Trade reform wave of 1985-95

e Unilateral
e Developing countries (Latin America, South Asia, Africa)
e Eastern Europe and former Soviet Union
e China, Vietnam

e Regional

e EEC — 1986 — expansion & single market act
e NAFTA —1994

e Multilateral
e Uruguay Round (1986-94) — creates WTO 1995




Trade openings
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Trade/payments reform process

e Devalue overvalued currency and unify the exchange rate
e Eliminate quantitative restrictions on imports

 Reduce import tariffs



Average tariff rates, by country's level of
economic development
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World trade/gdp ratio
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Trade reform wave of 1985-1995

* What happened?
* Why did it happen?

e Consequences? Future?



Why?

e Standard political economy analysis - economic interests
* Import-competing producers versus exporters & consumers - Olson (1965)

* Problem:
e special interests account for status quo bias, but not why reform takes place

* “Because of their neglect of ideas, political economy models often do a poor job
of accounting for policy change” (Rodrik 2014)



|deas about balance of payments adjustment

e Adverse shock:
e Terms of trade, loss of aid, loss of foreign lending
e Shortage of foreign exchange

e Adjustment:
o deflation, depreciation, or import controls

e Early postwar view: don’t devalue or change exchange rate
e Exchange rate ineffective at maintaining external balance (elasticities condition)
e Adverse terms of trade effect
* Increase inflation
e Undesirable income redistribution

e But — does nothing to increase export earnings



1950 draft




The Friedman Trilemma




The Case for Flexible Exchange Rates*

uE Western nations seem committed to a system of interna-
Tt{unal payments based on exchange rates between their na-
tional currencies fixed by governments and maintained rigid except
for occasional changes to new levels. This system is embodied in
the statutes of the International Monetary Fund, which provides
for changes in exchange rates of less than 10 per cent by individ-
ual governments without approval of the Fund and for larger
changes only with approval; it is implicit in the European Pay-
ments Union; and it is taken for granted in almost all discussions
of international economic policy.

Whatever may have been the merits of this system for another
day, it is ill suited to current economic and political conditions.
These conditions make a system of flexible or floating exchange
rates—exchange rates freely determined in an open market pri-
marily by private dealings and, like other market prices, varying
from day to day—absolutely essential for the fulfilment of our
basic economic objective: the achievement and maintenance of a
free and prosperous world community engaging in unrestricted

multilateral trade. There is scarcely a facet of international eco- ~

nomic policy for which the implicit acceptance of a system of
rigid exchange rates does not create serious and unnecessary dif-
ficulties. Promotion of rearmament, liberalization of trade, avoid-
ance of allocations and other direct controls both internal and ex-
ternal, harmonization of imerpal monetary and fiscal policies—
all these problems take on a different cast and become far easier
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Balance of payments shock

Terms of trade deterioration
Loss of foreign aid

Loss of foreign lending




Balance of payments shock

Terms of trade deterioration
Loss of foreign aid

Loss of foreign lending

Import repression

Maintain exchange rate
Ration foreign exchange

QRs on imports




406 Sebastian Edwards and Julio A. Santaella

[ ) [ ]
| a e S I St a n C e to d e Va | u a t I O n guay, and Guatemala. Many countries rapidly adapted to their new circum-
stances. The exchange rate ceased to be a sacrosanct variable linked to the

nationalistic destinies of countries; during the late 1980s, a large number of
economies had become increasingly comfortable with managed exchange rate
regimes.

Recently, however, a number of observers and experts—including promi-
nent members of the IMF Executive Board—have argued that the enthusiasm
for devaluation and an active exchange rate policy has gone too far. It has been
pointed out that, by relying too heavily on exchange rate adjustments, and by

. . * allowing developing countries to adopt administered systems characterized by

8 DE\fall.lathH COHtI'DVeI'SIeS 1n the frequent small devaluations, Fund programs have become excessively infla-
. . . tionary. According to this view, exchange rate policy in the developing coun-

Developing Countries: Lessons wies should move towand greater rigidity—and even complete fixity—as a

way to induce financial discipline and reduce inflation. This position, which

from the Brettﬂn WUOCIS EI’EI'. is steadily gaining new supporters, has largely been influenced by current

macroeconomic views that emphasize the role of expectations, credibility, and

Sebastian Edwards and Julio A. Santaella institutional constraints (see, e.g., Aghevli, Khan, and Montiel 1991; Agenor

and Montiel, 1991; and Burton and Gilman, 1991).

It would be illusory, however, to think that a return to greater exchange rate
fixity will completely eliminate situations of “fundamental disequilibrium.” In
fact, most supporters of nominal exchange rate anchors concede that, under
conditions of severe exchange rate misalignment, it is generally advisable to
implement adjustment packages that combine fiscal and credit restraint with a
discrete nominal devaluation (see Burton and Gilman 1991). What is perhaps
paradoxical is that precisely this type of pegged arrangement, where the cur-
rency may be occasionally devalued by a large amount, was extremely contro-
versial during the Bretton Woods period. In fact, the “devaluation issue™ was

In 1973, the international monetary system forged in Bretton Woods experi- the International Monetary Fund. Even under conditions of obvious “funda-

enced a final collapse, as the industrial nations abandoned all efforts to sustain mental disequilibrium,” the economic authorities in the developing countries
a fixed exchan ge rate rcgimc and decided to 3dnpt freely floating exchange tended to resist devaluing their currencies. Instead, they often imposed trade

. . e . . . . and exchange controls in an effort to avoid a balance of payments crisis.! This
rates. In spite of this significant change in the international financial system, historical resistance to devaluations had its roots in a deep skepticism about

throughout the 1970s most of the developing countries continued to rely heav- the effectiveness of exchange rate adjustment. In fact, it has been common-
ily on fixed exchange rates, mainly pegging to specific countries within the T T O O A e e T i 2o R T T e Gyt o
spirit of an optimum currency area. For example, the December 1979 issue of and especially devaluations implemented within the context of IMF pro-

. . . 5) Teports d : gmrns—haw‘: no effect on the external sector, result in output contractions,
Imcrwmmﬂi F iat Statistics (F5) that 85% Uf.[hﬂ eveloping and worsen income distribution. (see Denoon 1986; Buira 1983; and SELA
countries had some sort of fixed exchange rate system at that time. 1986)

An important question in the current debate regarding the desirability of a

1. There has traditionally been a sense among some observers that LDCs have been forced by
third parties—and in particular by the IMF—to devalue their currencies (se¢, e.g., Denoon
1986),
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Figure 2a: Share of countries within each range of black market premium



Open economies review, 7: 437-468 (1996)
© 1996 Kluwer Academic Publishers. Printed in The Netherlands.

Why Clashes Between Internal and External
Stability Goals End in Currency Crises,
1797-1994

MICHAEL D. BORDO
Rutgers University, U.5.A., National Bureau of Economic Research, U.S.A.

AMNNA J. SCHWARTZ
Mational Bureau of Economic Research, U.S.A.

Key words: fundamentals, self-fulfilling prophecies, currency crises

Abstract

We argue that recent currency crises reflect clashes between fundamentals and pegged
exchange rates, just as did crises in the past. We reject the view that crises reflect self-fulfilling
prophecies that are not closely related to measured fundamentals. Doubts about the timing of a
market attack on a currency are less important than the fact that it is bound to happen if a gov-
ernment’s policies are inconsistent with pegged exchange rates. We base these conclusions on a
review of currency crises in the historical record under metallic monetary regimes and of crises
post-World War |l under Bretton Woods, and since, in European and Latin American pegged
exchange rate regimes.



Balance of payments shock

Terms of trade deterioration
Loss of foreign aid

Loss of foreign lending

Import repression Export promotion

Maintain exchange rate Devalue & adopt flexible ER

Ration foreign exchange Eliminate QRs

QRs on imports Reduce tariffs




)

FOREIGN TRADE

REGIMES & e, e
/ DEVELGIMENT Do e
LIBERALIZATION ANATO
ATTEMPTS AND CONSEC];?}I,E@ES
CONSEQUENCES OF EXCHANGE
Anne O.Krueger CONTROL
REGIMES
Jagdish N.Bhagwati

A Special Conference Series
on Foreign Trade Regimes
and Econamic Development Volume X1

A Special Conference Series
on Foreign Trade Regimes
and Economic Development Volume X




* The heart of liberalization is the conversion from using trade policy for
payments balance to using the exchange rate.” — Paul Collier

* Why no reform in 1970s?

e “foreign exchange reserves kill the will to reform”

e Why reform in 1980s?

e Era of scarce foreign exchange — all three BOP shocks
e Goal: increase foreign exchange earnings by increasing exports!
e Learning from experience — cost of import controls, benefit of exports
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Share of countries with multiple exchange rates
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Figure 2a: Share of countries within each range of black market premium



Drivers of reform

e Shift from import repression to export promotion to overcome
foreign exchange shortage

* Not special interests, but economists in central banks & finance
ministries

* |dea
e import controls are costly and don’t promote exports
e Exchange rate adjustment promotes exports and saves on imports



POLITICAL ECONOMY OF POLICY REFORM:
IS THERE A SECOND BEST?*

Secrets of Success: A Handful of Heroes

By ArnoLp C. HARBERGER™

This paper has its origins in my long-
standing conviction that successful eco-
nomic policy in developing countries is very
far from being the product of pure forces of
history—something that happens when it
happens because its time has come. Far
from it, in every case about which I have
close knowledge, the policy would in all
likelihood have failed (or never got started)
but for the efforts of a key group of individ-
pals, and within that group, one or two

outstanding leaders.

pay tribute to a small number of such lead-
ers, to each of whom his country owes an
enormous debt, and 2) help readers see the
process of reform from a different, perhaps
more intimate perspective than our litera-
ture typically provides. 1 draw my stories
from Latin America, not because this region
particularly calls to be singled out, but rather
because this is the area I know most about.
I wish I had the background information to
tell you similar stories about Taiwan, Korea,
Singapore, Hong Kong, and Malaysia at the
very least, all of which represent economic
miracles that Latin America has yet to
match. But since I don't, I won't.

It is often the case in economic policy
that the field is plowed by one team and the

"Discussanes: Rudiger Dornbusch, Massachusetts In-
stitute of Technology; Deepak Lal, University of Cali-
fornia-Los Angeles; Stephan Haggard, University of
California—San Diego.

*Professor of Economics, University of California,
Los Angeles, CA 90024-1477. 1 am grateful to all those
who helped assemble information for this report, espe-
cially Juan Andrés Fontaine, Cristidn Larrouler, Og
Francisco Leme, Armando Pérez-Gea, Francisco
Rasende, Carlos Vegh and Juan Antonio Zapata,
Meedless 1o say, full responsibility for facts and inter-
pretations rests with me.
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harvest reaped by another. Such was the
case in Brazil in the mid-1960's. There is
today a substantial consensus that much of
the credit for the so-called “Brazilian Mira-
cle,” an average growth rate of some 10
percent per annum from 1968 through 1974,
belongs to Roberto Campos, whose term as
planning minister ended before the miracle
started. Og Leme, one of Campos’s collabo-
rators, affirms that his actions were guided
by conviction, courage, and determination
and were carried out in spite of adverse
circumstances and at high personal cost.
Inheriting an economy on the brink of chaos
in April 1964, Campos set in motion a series
of reforms, all of them needed under the
circumstances, but each one adding another
group that was out for his head (this, in
spite of his successfully reducing the rate of
inflation by one-third in each successive year
and restoring the economy to a path of
economic growth).

Leme describes Campos's prescriptions as
consisting of medicine, dicts, and surgery;
things that he says nobody likes to take, and
certainly not the Brazilian public. Campos
cut public expenditures sharply, turning
other ministers plus governors and mayors
against him. He raised public-utility rates,
together with the ire of those who had to
pay them. He raised fiscal revenues, particu-
larly through more effective tax administra-
tion, to the dismay of taxpayers, He ended
rent controls on offices, shops, and dwelling
units, making vet another set of cnemies.
And so the story goes on. A new wage
policy, a new policy of severance pay, adop-
tion of a system of monetary correction for
tax and other purposes, a devaluation of
the currency to achieve an appropriate equi-
librium real exchange rate, a thorough re-
duction of tariffs and other trade restric-
tions, a major reorganization of Brazils




Cases

e Taiwan (1958) —S. C. Tsiang

e Korea (1964) - USAID

e Chile (1975) — Sergio de Castro & the Chicago Boys
e Sri Lanka (1977) — J. R. Jayawardene

e Turkey (1983) — Turgot Ozal

e Mexico (1985) — Manuel Mancera

e Vietnam (1989) - IMF

* India (1991) — Manmohan Singh

* China (1994) — Zhu Rongji



Mexico

e 1982: debt & BOP crisis - import repression
e 1985: still in crisis = shift to freer trade

 What changed? The economic team
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Mexico’s Cambridge Connection

Ajit Singh, a Cambridge
economist advising Mexico

T M ¥y Thomes © Sedees | o ares

The country’s new
policies reflect
radical thinking

of faraway gurus.

By STEVEN RATTNER

CamarIinGE, England
TRICT controls on imports. Forelgn
S exchange curhs. Big bedget defi-
cits Mationalization of the banks
Vast foreign borrowings. They are all
part of & radical economic axperment
under way in Mexico, an experiment pul
inta place by Mexicans but one that re-
flocts the startling ideas of a group of
economists here al Cambridpese Unlversi.
1
rln part, the experimant |s pragmatic —

brought on by aconomic crisis. Bul as
Mexico negotiales with the International
Monetary Fund over 84 hillion in new
loans 10 ease its financial bind, the coum-
try has attracted widespread altention
for its insistencs on maintaining rts inter-
ventionist policies and s drive for
growth,

That intractabiliry s being cheared on
by the Cambridge economists, who have
in recent years commuted tirclessly be-
tween the university on the Cam River
and govermment offices in Mexico. The
Canmbrigians vehemenily object to the
1.M.F.'s devotion o the free-marioet and
to restrictive lscal and monetary sirsie-
gles The Mexican experiment, &8 bong as
it jasis, represenis the mosi broadly
based test 8o far of thelr redicel theories

To the Cambridge group theré can be
mo substitute for heavy governmen! inter
ventlon in economic matters, such as
Meslco ks pursuing. They espouse a form
of mationalism that emphasizes ndus-
trial growth, which for developing coun-
ires, ihey say, reguires prolectiomsm
A X PR HOnE ry Sconomic policles

Indesed, the Cambrdpge scOnOMISLE See
themselves as spiritual descendants of
another Cambridge (nteflectual, Jokn
Maynard Keynes, whose controversial
idens of the 1830's helped spark an earlier
wave of governmen! intervention

“If you simply apen your borders, you
simply get wipsd out,” said Ajit Singh, =
fellow at Queens College and a member
of the undversity's economics depari-
merd, who I8 the most active of the Cam-
bridge group invalved in Mexico. ““The
potion of efficlency that says you should
compete with (he best in the world i8 non-
serme.  Japan didnt suddenly start
producing cars for the world markst;
they prodtected cars and leamed to

Continued on Page 10




Strong words of that sort have elicited an equally strong response
from advocates of unhampered trade, long the credo and goal of
most industrial countries. Martin Wolf, director of research at
London's Trade Policy Research Center, called the Cambridge
position "deeply dangerous and motivated by most dangerous
ideas.”" The Cambridge economists, he said, "'are basically
preaching catastrophe."

"Industries are always very inefficient at the beginning and they
become efficient as a result of expansion and growth," said the 74-
year-old Lord Kaldor, in the solarium of his comfortable home here.
"For a country like Mexico it was impossible under conditions of

free trade. They cannot compete."



Mexico — share of imports covered by licensing
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Mexico’s battle of ideas

e President Jose Lopez Portillo (76-82) ¢ President Miguel de la Madrid (82-88)

e Ajit Singh, Nicholas Kaldor e Balassa, Harberger, Dornbusch
e Carlos Tello — head of central bank e Manuel Mancera — head of central
* Jose Andres de Orteyza, Ministry of bank (Yale)
National Patrimony and Industrial e Francisco Gil Diaz — central bank
Development (Chicago)
e Vladimiro Brailovsky, director- e Pedro Aspe (MIT)

general of the Institute of Industrial
Planning



Mexico — share of imports covered by licensing
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Reduction in foreign aid — reform

e Greece (1953)
e Taiwan (1958)
e [srael (1962)
e Korea (1964)

e Vietnam (1989)
e Tanzania, Kenya (1992)

 Michael Bruno (World Bank): “We did more for Kenya by cutting off aid for
one year than by giving them aid for the previous three decades”



Figure 3
South Korea’s exports and imports as a share of GDP, 1953-75
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Figure 1
Black market premium on the Korean won, 1956-70
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Figure 4 | Import Liberalization (Percent)
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Source: Kim, Kwang Suk (1988), The Economic Effect of Import Liberalization and the Industrial Adjustment
Policies (Seoul: Korea Development Institute], Table 5.
Note: “Liberalization ratio of the import duties” is calculated as 1/[1+import duties|, where “import duties” is
the weighted average of general and special tariff rates plus foreign exchange taxes. “Liberalization of
the quantitative restrictions” is calculated as the number of freely-imported items divided by the total

number of items.



Figure 3
South Korea’s exports and imports as a share of GDP, 1953-75
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India’s FX reserves (months of imports)
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Vietnam’s trade

percent of GDP
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Conclusions

e Rationale for controls
e Reluctance to devalue & use trade policy for BOP purposes

e Reform
 Need to earn more foreign exchange, not just conserve it
e Use exchange rate for BOP, devalue to realistic exchange rate

Not driven by special interests
Circumstances and economists in governments from mid-1980s

Also — democracy plays a role

* Future
 Reform more difficult: exchange rates reformed, reserves high, democratic recession
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