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A General-Equilibrium Approach
to the Analysis of Monetary
and Fiscal Policies
ANDREW FELTENSTEIN*

MAJOR TASK CONFRONTING policymakers in recent years
has been to predict the effects of changes in the various
A
parameters under their control. Typically, the changes being

examined are small—a slight shift in a tax rate, or a minor
devaluation, for example. In such cases, partial-equilibrium
models have normally been used for prediction, on the underlying assumption that the effects of the proposed changes are
relatively minor and do not have reverberations throughout the
economy. Such an assumption cannot be considered valid,
however, when there are parameter changes that are specifically
intended to bring about structural shifts in the economy. A
country that decides to carry out a complete liberalization of its
trade regime by relaxing tariffs would be such a case, since
opening the economy to foreign competition is intended to bring
about a restructuring of the domestic production technology. A
long-term adjustment program, such as the extended Fund
facility, is also intended to bring about major structural changes
in a country's economy, and thus does not lend itself to analysis
by partial-equilibrium methods.
The aims of this paper are to construct a general-equilibrium
model of an open economy and to develop a computational
technique for deriving a market-clearing solution to the model.
The model will allow for disaggregated commodities, taxes, and

* Mr. Feltenstein, economist in the Special Studies Division of the Research
Department, received degrees from Harvard and Yale Universities. Before
joining the Fund staff, he taught at the University of Massachusetts at
Amherst.
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tariffs, so that the individual parameter changes that are often
considered by a government may be examined. The model
includes a government that is an active participant in the
economy as a producer of public goods and that may influence
the rate of savings by its actions. The model allows for different
rates of substitution between capital and labor in each sector, so
that a precise analysis of the impact of government policies on
the relative shares of scarce factors can be made. Because of its
general-equilibrium nature, the model can cope adequately with
the type of large changes that would be considered in a program
designed to bring about major adjustments.
As will be discussed, the main innovation of this paper,
compared with other disaggregated general-equilibrium models,
is to incorporate financial assets. The large-scale computational
models currently in existence either ignore money altogether or
include it in such a way that it is neutral, that is, has no effect on
any real variables. Thus, it is not possible to investigate, for
example, the impact of changes in monetary policy on real
output. Conversely, those models that do allow the inclusion of
nonneutral financial assets are unable to cope with large numbers of commodities and differentiated taxes.
Although this paper is purely theoretical, the eventual aim is
to carry out an empirical version of it to be applied to the United
States. This model could be of use to countries other than the
United States, since some governments attempt to manage their
currency's exchange rates so as to maintain some type of parity
between domestic and U. S. prices; for those countries where
the rates are preannounced or are expected to be maintained for
some time, it is important to be able to predict the effect of
anticipated shocks or policies on future U.S. price movements.
Because the relevant U. S. price level may not necessarily be
the official consumer price index, it is important to be able to
predict individual equilibrium nominal prices, so as to construct
a suitable price index for the country in question to follow. Such
prices will be the output of the model.
Section I discusses the strengths and weaknesses of various
existing models of the open economy and gives a brief verbal
description of the model to be developed here. Section II
develops the technical structure of the model, while Section III
summarizes the analysis and suggests directions for future
research.
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An Intuitive Description

The extensive literature on models of open economies falls
into two categories. The first type, in the Walrasian tradition,
focuses on the real side of the economy, while the second type
deals with both the financial and real sectors of the economy.
In the first type of model, there is generally no monetary
asset, or a neutral one that will have no impact on any real
variables. In addition, there is no price level, as such models
typically deal only with relative prices of commodities. The main
advantage of recent versions of this type of model is that,
because their mathematical framework allows the inclusion of a
large number of commodities, and disaggregated groups of
consumers, such models can be used to analyze the welfare
implications of changes in complex tax and tariff systems. l The
attempt to introduce a monetary asset into the Walrasian system
leads to a number of difficulties, which have been dealt with
rather successfully within the context of a pure exchange
economy but which are still essentially unsolved in the context
of an economy with production. 2
In the second type of model, the emphasis is on the interaction
between the financial and real sectors of the economy. In such
models—unlike Walrasian models—financial assets are not necessarily assumed to be neutral with respect to their influence. In
such models there are normally three items—typically, commodities, money, and bonds—from which the consumer
chooses. Unlike the Walrasian system, these models include
determination of a price level, of capital flows, and of government monetary policy and, in particular, allow the consideration
of intertemporal choice between current and future consumption. Since they generally assume one or at most two composite
goods, they cannot be used for calculating the effects of differential tariff or tax changes. 3
1
The theoretical foundations of the modern versions of this model are given
in Debreu (1959), while recent computational examples, some with empirical
content, are given in Dervis and Robinson (1978). Feltenstein (1979; 1980),
da Fonseca (1978), Miller and Spencer (1977), Richter (1978), Shoven (1976),
and Whalley (1977).
2
A survey of the attempts to introduce money into the Walrasian system is
given in Grandmont (1977).
3
This is, of course, a great oversimplification of the characteristics of and
differences between these types of model.
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Recent papers by Clements (1980) and Dornbusch and Mussa
(1975) have moved in the direction of combining the Walrasian
and monetary/Keynesian approaches. Clements, in particular,
allows the theoretical possibility of disaggregated commodity
prices, although for empirical work he considers only a single
good. In this model, however, there are neither mobile factors of
production nor taxes of any type, and thus he is unable to
analyze fiscal policies. In addition, there is not an explicit
government agency, so that domestic credit expansion is purely
exogenous with respect to public sector expenditure and revenues, 4 and government behavior cannot affect the overall
savings rate. Finally, the Clements model takes the country in
question to be a price taker for all traded goods, an assumption
that is of doubtful validity when applied to the United States—
the focus of his empirical analysis.
From the point of view of a government policymaker who
wants to be able to estimate the impact of both fiscal and
monetary policies, where the fiscal policies may include, for
example, differential taxes, the shortcomings of the Clements
(1980) and Dornbusch and Mussa (1975) models are apparent.
The purpose of this paper is therefore to set forth a model of a
disaggregated open economy that is similar in its general structure to the modern version of the Walrasian model, as formulated by Debreu (1959), but includes monetary variables. The
model, which extends Feltenstein (1980), goes considerably
beyond Clements in allowing mobile factors of production, many
commodities, and an explicit tax structure. The interaction
between fiscal behavior and the expansion of domestic credit is
also considered, so that simulations reflecting different government policies may be carried out.
Private firms are assumed to have linear technologies in
intermediate and final goods (an assumption that could easily be
changed to one of smooth technologies), but have the possibility
for substitution among the scarce factors that enter their value
added, and are assumed to maximize profits at given market
prices subject to taxes on profits, defined as returns to capital.
These taxes are collected by the government, which also levies
income and sales taxes and which uses them to finance its
4
Aghevli and Khan (1978) and Tanzi (1978) have constructed monetary
models that incorporate endogenous public sector deficits. They do not,
however, consider differentiated commodity types.
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production of public goods. The composition of these public
goods is not specified, but they are simply treated as a single
commodity produced by a smooth production function. 5 The
government decides in advance on a particular level of the
output, in real terms, of public goods. It receives no revenue
from the sale of these public goods but must finance their
production from tax revenues and the issuance of financial
instruments. At an arbitrary set of prices, the government
revenues may differ from the cost of producing the specified
level of public goods. If the revenues are more than the cost,
then the government surplus is distributed to consumers as
subsidies, but if there is a deficit, the government will issue a
combination of money and bonds. These bonds will pay a fixed
return, that is, a coupon in terms of money, one period hence
and will have a current price determined by the market. It is
assumed that the government finances a fixed fraction of the
deficit by selling bonds or by borrowing abroad, that is, selling
bonds to foreigners, while the remainder of the deficit will be
covered by the issuance of money, the numeraire in the model. 6
Thus, domestic credit expansion will be endogenous to the
model, as will the rate of growth of the national debt. There will
be no private creation of debt, that is, private enterprises issuing
equity, since the problem of modeling private debt creation in an
economy with production has not yet been dealt with in the
general-equilibrium literature and is not essential for the purposes of this paper. Thus, by issuing a fixed quantity of bonds,
the government authorities will know the nominal value of its
debt creation, but because they do not know the eventual
structure of relative prices or the price level, they do not know
what the real value of this indebtedness will be. Similarly, they
cannot anticipate the inflationary impact of their creation of
money,
There are two types of consumer in the model—domestic and
foreign—and there may be a large number of different domestic
consumer categories distinguished by demand characteristics.
Consumers are assumed to have constant elasticity of substitu5

Richter (1978) has constructed a computational general-equilibrium model
that
emphasizes the production of public goods.
6
This particular financing rule is not essential to the model; the government
might instead, for example, choose to set the quantity of bonds that it will
issue, while letting the market price fluctuate.
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tion (CES) utility functions, and domestic consumers require
their money holdings to be a constant fraction of the value of
their consumption in order to cover transactions costs. Transactions costs have not, however, been modeled explicitly; it has
only been assumed that their existence is reflected by consumer
demand for money—a good that yields them no direct utility. 7
Consumers demand bonds that may be viewed as being essentially a proxy for future consumption and in the consumer's
utility will be discounted by whatever his rate of time preference
may be. The consumer knows what the coupon payment will be
on the bond that he purchases, but, of course, he does not know
its real purchasing power. There are two types of bond—
domestic and foreign—each with its own coupon payment; both
domestic and foreign consumers choose between these types to
store a portion of their wealth for future consumption. If both
types of bond were truly perfect substitutes in the eyes of the
consumers, then they would purchase only the bond yielding the
higher rate of return. In actual practice, however, domestic and
foreign bonds are not perfect substitutes for a variety of reasons.
Therefore, a choice mechanism has been specified for consumers, by which they always select a positive amount of each bond,
according to their relative prices, while the relative weights
given to each bond reflect the consumer's underlying uncertainties with regard to risk.
Finally, there is only a single type of money—a world currency—so that this model is formally equivalent to one with fixed
exchange rates. The home country is viewed as influencing
world prices for its exports, and hence as facing downwardsloping demand curves for these exports, while it is a price taker
for its imports. A modified version of the Armington (1969)
assumption is used, in which goods are distinguished both by
type and by place of origin, so that imports are imperfect
substitutes for corresponding domestic goods as inputs for
production. 8 Trade will not change the total world money
7
Hahn (1971; 1973) and Kurz (1974) are the basic papers introducing
transactions costs into the general-equilibrium framework. Grandmont (1977)
offers a survey of the current state of the subject. The treatment of transactions
costs in this paper is admittedly ad hoc, as it is not derived from axiomatic
reasoning.
8
Ideally, one would like to be able to consider imported goods for which the
country is a price setter, but doing so would require the specification of a world
supply function for that good, a task that one might wish to avoid.
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supply; thus, the only changes in this money supply will be
caused by the deficit of the home country's government. It will
be demonstrated that there exists an equilibrium in this economy
at which there may be deficits in both the balance of payments
and the government budget.
II. The Model: A Technical Description
It is the normal procedure in work on general-equilibrium
models to deal separately with the supply and demand sides of
the economy in question, and to then construct excess demand
functions. The goal in this paper is also to construct excess
demand functions, but because of the interaction that takes
place between production and consumption, it is not possible to
treat these two sectors as being independent of each other.
Therefore, in the next two subsections, the structure of the
production technology and the characteristics of public and
private consumption, respectively, are described, while an excess demand function is constructed in the third subsection by
simultaneously deriving supply and demand functions. 9
PRODUCTION
It would be possible to use virtually any standard representation of the production technology of the economy in question:
smooth production functions, activity analysis, or input/output
are possible choices. Since the model should be applicable
empirically, a particular version of the supply technology is
constructed that is closely related to the availability of data. It is
therefore assumed that the model has three types of physical
commodity: scarce factors, which include all nonproduced
goods and, in addition, capacity constraints; intermediate and
final goods, which are the outputs of, and inputs for, production
activities; and imported goods, which may include both inputs
for production and consumption goods. Intermediate and final
production are represented by an input/output matrix, so that
there are fixed coefficients and no joint production for each
activity that produces an intermediate or final good. I0 It is
9
This
10

is also the procedure developed in Feltenstein (1980).
The production coefficients are not, actually, completely fixed, since a
certain degree of substitution is allowed between domestically produced inputs
for production and their imported counterparts.
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supposed that there are Μ > 0 such goods, so that the input/
output matrix is of dimension Μ x M.
Each input/output activity requires inputs of scarce factors, of
which only three types are considered: capital, labor, and
capacity constraints. There may be several categories of each of
the first two, so that, for example, one may have sector-specific
partially immobile capital and different categories of skilled
labor. These scarce factors are combined into a single output—
value added—via neoclassical production functions, {/¡},
i = 1, . . ., Μ, the parameters of which will differ from sector to
sector. Although it would once again be possible to use any
number of such functions, for the sake of being specific it is
assumed that they are Cobb-Douglas, hence of the form:
(1)

such that

where VAj is the total output of value added of the jth sector, K¡
and LÍ are the different categories of capital and labor, oj are the
relative shares in production of capital and labor in thejth sector
(and hence are sector specific), and there are k > 0 types of labor
and q > 0 types of capital. Each sector requires a certain fixed
number of units of value added to operate at unit level, but the
mix of capital and labor required to produce this value added will
vary according to changes in relative prices. u
In addition to physical inputs of value added, certain sectorslet us say the first c ^ 1—may have capacity constraints, that is,
maximum levels at which they are capable of operating because
of some unspecified limitation. When the sector operates at unit
level, it is viewed as using one unit of capacity constraint, a
scarce resource. The production technology may thus be
thought of as a set of smooth production functions plus capacity

11
A similar methodology is described in Whalley (1977). It is not true that
scarce factors will have a constant share in the value of final output, since
relative prices will change.
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constraints "sitting on top of an input/output technology, and
may be represented in the following form: 12

One modification remains to be made in this discussion of the
domestic production technology. Let us consider a particular
good that is an input for production and that may be both
imported and produced domestically, oil being an obvious
example. Using a modified version of the Armington (1969)
model, in which it is assumed that traded goods are distinguished
by both their physical characteristics and place of origin, domestic and foreign versions of an input for production are treated as
being imperfect substitutes, so that the domestic manufacturers
will purchase a combination of the domestically produced good
and its imported counterpart. The reason for doing so could be a
degree of product differentiation; Saudi Arabian oil may have a
lower sulfur content than domestic oil, for example, causing it to
be purchased even if its price is higher than that of domestically
produced oil. 13 Conversely, domestic producers may hesitate to
buy foreign oil, even if its price is lower than that of domestically
produced oil, because of uncertainties about the foreign supply.
Because it has generally been true, at least in the United States,
that relative shares of imports and domestically produced goods
have not been constant in production, it is assumed that their
inputs are combined in production via CES functions in the
12
The input/output matrix referred to is I~A, so that negative entries
represent inputs for a particular sector, while positive entries represent net
outputs.
13
At the degree of aggregation that would be used in any empirical study, the
price indices for domestic goods and their foreign counterparts are different,
indicating that they are not perfectly comparable.
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following way. Suppose that the /th commodity in the input/
output matrix has a foreign counterpart, denoted by if, that can
be imported. If 0# is negative for some j, then the /th good is an
14
input for production in the jth sector. Suppose then that ytj
represents inputs of the /th domestically produced good and yifj
inputs of its foreign counterpart. Total inputs of good i to the
/th sector, #//, are given by
.. = [¿i/* yj*-n/« + ¿i/* y^-1)5^1-1)
(2)
α
The demand for domestic inputs as a function of/?,· and pfh the
domestic and world price of the /th good and its foreign
counterpart, and of ay, the total input requirements, will soon be
derived, but suppose for the present that this is given by y^{p). 15
The lower matrix of domestic production is then modified so
that the jth column has coefficients (αυ·, . . ., α/-ι ν , y///?),
αί+\φ . . ., aMJ). The firm's demand for the foreign input for
production is treated separately from the input/output technology in a manner to be described in the subsection, EXCESS
DEMAND FUNCTIONS, but note here that the firm requires a
constant amount, a/,, of the composite commodity.
One other production agent has not yet been mentioned,
namely, the government, which produces a single public good,
again via a smooth production function that will, for simplicity,
be taken to be Cobb-Douglas. This function requires inputs of
capital and labor, and so is of the same form as specified in
16
equation (1), while its output does not enter into production.
Finally, several types of good in this model do not enter the
productive process, these being the three financial assets: money, domestic bonds, and foreign bonds. Both money and domestic bonds are produced costlessly by the government in a manner
that is described later, but suffice it to say at present that the
supply function that produces money and bonds will depend on
14

Here, a// represents the total input requirements of the /th type of good to
the jth sector, a requirement that may be made up from foreign and domestic
sources.
15
These are considered functions of ρ—domestic prices—only, since world
prices of imports are taken to be exogenous. In equation (2), it is assumed that
for a particular commodity the coefficients and elasticity of substitution are
constant across sectors, since in any empirical work it would generally be
possible
to estimate these parameters only on an economy-wide basis.
16
Thus, the government's role in, for example, training human capital or
building highways is ignored. Such roles, although obviously of great importance in the modern economy, are not germane to this model.
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the size of the government deficit. This model thus goes beyond
Clements (1980), where the rate of growth of the domestic
money supply is exogenous. There are also foreign traded goods
that are not used as inputs for domestic production; since the
country is assumed to be a price taker for all imported goods, the
supply function for all imports, including those used for domestic production, is chosen so that the supply of these goods is
always equal to the domestic demand for them.
CONSUMPTION

There are / > 0 domestic consumers and one foreign consumer. Domestic consumers are assumed to have positive initial
holdings of all scarce resources and financial assets and no initial
holdings of any intermediate or final good, while the foreign
consumer has holdings of financial assets only. All domestic
consumers are assumed to have CES utility functions of the
form:

(3)
where Ul is the ith consumer's level of utility, xy his consumption of they'th good, s¡ his elasticity of substitution, and dy are
constants. In addition, j ranges over those goods that are
consumed (primary, intermediate, final, and imported) but does
not include financial assets, which the consumer does, however,
demand. Although transactions costs are not explicitly introduced into the model, the claim is made that the consumer must
hold an amount of money equal to a fixed fraction of the value of
his consumption to cover the costs of transactions. 17Thus, if ρ
is the vector of market prices, for all goods (primary, intermedil
ate, final, and imported), and x the vector of the ith consumer's
consumption of the corresponding goods, then if there were no
taxes the consumer would demand k(p - x*) : 0 < t < 1, units of
domestic money, where k represents the fraction of the value of

17

This admittedly ad hoc introduction of money has appeared in somewhat
different form in various macroeconomic models of trade. See, for example,
Weiss (1980). In Weiss's model, however, the nominal stock of money is given
exogenously, so that there is no possibility of analyzing changes in the money
supply.
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consumption needed to be held in the form of money and is
assumed to be constant across consumers.
The consumer is assumed to demand bonds to finance part of
his consumption during the next period, and his demand for
bonds would presumably depend on his anticipation of future
salaries, rate of inflation, etc. Suppose then that a coupon price,
Q, and a corresponding principal value, pd, are announced for a
domestic bond. This principal value will typically be different
from the market price, pmd, of the bond, and the value of the
income that the consumer receives from this bond for the next
period is then/?,/ + cd. If the consumer's rate of time preference
is δ, assumed to be constant across domestic consumers, then,
ignoring for the moment foreign bonds and dropping the superscript i, he will choose a quantity, jc¿, of domestic bonds such

that

(4)

where WE is the consumer's expected wage for the nextΕ period,
rL is the amount of labor that he can offer, and π is the
18
anticipated rate of inflation. If, in addition, foreign bonds with
nominal price /?/, coupon payment c/, and quantity demanded xf
are also included, then equation (4) becomes

The consumer is also subject to sales taxes on the goods that he
purchases. The tax is paid by the consumer upon his consumption of all intermediate or final and imported goods; he does not
directly pay income taxes, since these are withheld at the
19
source. If f denotes the vector of sales tax rates, then the total

18

E

Both W and ττ^ might, in practice, be generated in a variety of ways. For
the purpose of this paper, as is explained in greater
detail in the next section,
E
the consumer will be perfectly myopic, so that W = (1 + j f ) w, where w is his
current
wage and ττ^ is equal to the current rate of inflation.
19
Here, income taxes are paid by the firm when it purchases labor and
capital from the consumer.

©International Monetary Fund. Not for Redistribution

EQUILIBRIUM APPROACH TO MONETARY AND FISCAL ANALYSIS

665

cost to the consumer in purchasing the bundle χ is then given
by 20

(6)

where the dot denotes vector multiplication. Consumer demand
for money will thus be given by
(7)

Thus, the consumer requires money to cover transactions costs
but does not require money to pay his income taxes, as the tax is
withheld at the source. 21 Letting pmd and pmf represent the
prices of domestic and foreign bonds, respectively, 77? represent
whatever transfer payments the government may make to consumers, and s represent this consumer's share in those payments, then his overall budget constraint can be expressed as
(8)

so that the consumer's maximization problem is
max U(x)

(9)

such that

where AVA7, the change in the consumer price index, is derived
shortly.
Since domestic and foreign bonds do not enter the consumer's
utility function directly, how is one to determine his relative
demand for them? It is supposed, quite simply, that
20

c

Thus,/ = (0, . . . , 0, if, . . . , & , . . . , & + F), if there are F imported
goods,
while the zeros correspond to primary goods and financial assets.
21
An empirical study of the impact on money demand of withholding at the
source
has been made by Tanzi (1974).
22
It has been assumed that the consumer includes sales taxes, at their
current rates, in evaluating the cost of his future bundle of consumption.
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(10)
so that the consumer chooses that his domestic bonds and
foreign bonds be maintained as constant fractions of the value of
his total holdings of bonds. One could, of course, claim that the
consumer would buy only the bond with the lower relative price,
but it is asserted that, because of various uncertainties, he
always wishes to hold at least some of each type of bond. If a >
1, then the consumer prefers domestic bonds to foreign bonds,
all other things being equal, while if a < 1, the opposite is true. 23
Let us now consider the foreign consumer, who has an initial
holding only of money and domestic and foreign bonds. It would
be possible for the foreign consumer to be a replica of his
domestic counterpart, but that would imply the construction of a
world model, which is beyond the scope of this exercise.
Therefore, there is a highly simplified representation of the
foreign consumer, who has a utility maximization problem that
consists in the choice of goods exported by the home country
plus his own demands for financial assets. The home country is
taken to be a price setter (actually an influencer of prices) for all
goods that it exports, so that the foreign consumer will play a
role in determining the level of output of exports. To represent
the foreign demand for exports from the home country, a simple
elasticities approach is used, rather than a complete demand
function, so that the foreign demand for exports of good /, E¡, is
then given by
(11)
where n¡ is the world elasticity of demand for exports of good /
from the home country, /?,· is the current domestic price of good
/, PÍQ is the price of good i in some previous base period, and EiQ
is the demand for exports of good ι in that base period. The value
of consumption will thus represent a changing fraction of the
foreign consumer's holdings of money, and the theoretical
possibility that he may demand a value of exports greater than
the value of his initial holdings of money is eliminated in the
following way:

23

If there were a possibility of a change in the exchange rate, then parameter
a would presumably reflect the consumer's perception of exchange rate risk.
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(12)

where r/is the vector of the foreign consumer's initial holding of
financial assets and Μ is the income that he receives from
24
exports sold to the home country. Thus, foreign demand for
each export will be scaled uniformly in case the value of the total
demand is greater than the initial holdings of money. For any
empirical application, where the foreign consumer would represent the rest of the world, this would not, of course, take
25
place.
Since there is no attempt to describe foreign consumption of
foreign goods, the foreign consumer's demand for money cannot
be treated in the same way as that of the domestic consumer,
namely, as a requirement for transactions. Rather, a two-part
choice mechanism is specified in which the foreign consumer
first chooses a consumption bundle of domestically produced
exports in a manner defined in equation (12) and then divides the
remainder of his income among money and domestic and foreign
bonds. Suppose that gh i = 1,2,3 are the demand parameters (as
a percentage of income) of the foreign consumer, for these three
assets, respectively. The foreign consumer's demand for these
assets, FÍ9 i = 1,2,3, is then given by

(13)
Thus, the foreign consumer spends a constant fraction of the
remainder of his income on each of the three financial assets. 26
Obviously, there would be many other ways to represent the
24

Here, ρ refers only to the prices of the financial assets.
Because the foreign consumer receives income from his sale of exports to
the home country, his own levels of demand are subject to a wealth effect. This
specification of foreign demand for exports is given in Boadway and Treddenick26(1978).
When / = 1 (i.e., when the asset in question is money), pl·= 1, since money
is the numeraire.
25
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foreign consumer's demand for financial assets, but this simple
formulation is used for the sake of being specific.
TAXES AND THE GOVERNMENT

The government in this model has several functions. It collects taxes from businesses and consumers and uses these taxes
to finance its production of public goods. Since it cannot
determine in advance what the precise level of its tax revenues
will be, it cannot be sure that they will cover the cost of its
expenditure on public goods. The government therefore also
functions as a central bank and a treasury in that it finances
whatever deficit it may incur via the sale of bonds and the
emission of money. If the government runs a surplus, this
surplus is distributed to consumers in the form of transfer
payments. Let us first consider the structure of taxes.
There are three types of tax in the model, the first of which is a
profits tax that is levied on returns to capital and on inputs of
labor. 27 If this tax rate is denoted by if for thejth sector when
applied to capital (so that different sectors may be subject to
different profits tax rates), and by if when applied to the z'th type
of labor, 28then suppose that (y\, . . ., y{+q, yi+q+j) represents
the inputs of capital and labor, as in equation (1), to the value
added of the jth sector, while yí+q+j represents usage of the 7 th
sector's capacity constraint. The total cost to the firm of
producing this level of value added is then given by

(14)
and the corresponding tax paid is given by Tj where

(15)
The second general type of tax in this model is a consumption
tax that is paid by the individual consumer and was mentioned
27
When the tax is levied on inputs of labor, it represents the income tax
withheld at the source that was mentioned earlier; when it is levied on capital,
it can
be interpreted as a profits tax.
28
There is thus the same tax rate applied to different types of capital, while
different rates may be applied to different types of labor, although the rates will
be uniform across sectors. Progressive income taxes are not introduced here
for reasons of simplicity.
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briefly in the previous section. In this case, a tax rate / / i s levied
on consumption of the ith good, so that if thejth consumer's
consumption of that good is xjh then the tax that he pays on his
consumption of the /th good, c{, is given by
(16)
The ith commodity referred to here may be either an intermediate or final, or imported, good.
The third type of tax is one that is levied on imports, that is, a
tariff. A tariff is treated as a consumption tax, hence paid by the
consumer, and is levied on the sales price of the imported good,
which is fixed in terms of domestic currency. Thus, tariffs may
be formally represented as in equation (16). It is assumed that no
taxes are levied on exports, 29 so that total taxes collected by the
government, Γ, are now given by

(17)
where j in the second summation ranges over all intermediate
and final and imported goods.
Let us now turn to the government's role as a provider of
public goods, and suppose that it produces an output of public
goods via a Cobb-Douglas production function using capital and
labor as inputs. Clearly, other types of production function
could be used, but this was chosen for simplicity. Thus,

where O is the physical output of public goods and

Suppose then that the planners decide on a fixed level Q (fixed
in physical terms) of the output of the public good. 30If p¡: i = 1,
. . ., k + q are the prices of capital and labor, then by the usual
conditions of marginality
29
The introduction of export taxes (or subsidies) would pose no technical
problem,
but they are not currently in use in most industrial countries.
30
One notion of public goods is defense.
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(18)
Substituting, one obtains

(19)
so that the cost of producing Q is given by G where

(20)
The government deficit is then given by D where
D =G - Τ

(21)

so that if D is negative, the government runs a surplus. The
government finances a deficit through a combination of bond
sales and the creation of money. No distinction is made between
a central bank and a treasury, but rather it is assumed that they
are both in the same government body. In actual practice (in the
United States, for example), the treasury would sell a certain
number of bonds at the market price. If the revenues from this
sale were insufficient to cover the deficit, the treasury would
have another round of bond sales, driving the price of bonds
lower and the interest rate higher. If, at the same time, the
central bank felt that the interest rate was becoming too high—
higher than its target for the rate of inflation—then it would
purchase bonds by issuing money until the interest rate fell to
the desired level. Since this paper deals with a static model,
however, it is not possible to capture this dynamic mechanism.
Instead, it is assumed that the planners decide to finance some
fixed fraction of the deficit, if there is one, by selling bonds,
while the remainder of the deficit will be covered by issuing
money. Suppose that the fraction of the deficit to be covered by
the creation of bonds is given by /, and the market price of
domestic bonds is pm^ Then, the quantity of domestic bonds
that the government will put up for sale, yd9 is given by
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(22)
while the quantity of money that it issues, yM.9 is given by

(23)
if we recall that money is the numeraire. If, at a particular set of
prices, there is a surplus, then the money and bond-creating
activities do not operate, and the surplus is distributed among
consumers. 31
Formally, the government in this model operates as both a
consumer and a producer. It purchases capital and labor from
the market and is treated as a producer in doing so, and its
income, as a consumer, is made up of the taxes that it collects. If
one views the creation of bonds and money as the outputs of
costless production, then the profits, that is, the total value of
the money and bonds created, will go to the government. Thus,
the cost of government expenditure will be covered, and Wairas's law will hold.
EXCESS DEMAND FUNCTIONS

This section develops excess demand functions for the model
just described. The section is of more than technical interest,
since a considerable portion of the model is developed here.
As stated in the previous section, this model consists of three
types of good: primary, which includes financial assets, intermediate and final, and imported.
The set of primary goods is numbered in the following way:
Goods 1 , . . . , &
= types of capital
Goods k + 1, . . ., k + q
= types of labor
Good k + q + 1, . . ., k + q + 3 = money, domestic bonds,
and foreign bonds, respectively
Goods k + q + 4, . . .,
k +q+ 3+ c
= capacity constraints on
the first c ^ 0 activities
(24)
31

Thus, the introduction of a government allows the existence of a central
bank that creates money. Unlike Grandmont and Laroque (1975), the author
does not allow consumers to borrow directly from this central bank, thereby
creating their own indebtedness.
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In addition, two more commodities will be defined that will be
proxies for transfer payments and the value of imports used as
inputs for production. Let H, the total number of primary goods,
be defined by

(25)
and let ρ = ph . . .,pH be an arbitrary vector of market prices for
these primary goods.
Suppose now that the jth sector (i.e., column) in the input/
output matrix requires VAj physical units of value added to
operate at unit level, and as recalled from the previous section,
the jth sector is subject to a tax rate t] on its capital inputs,
corresponding to taxes on profits. The cost-minimizing inputs of
capital and labor can be derived as in equation (19). Hence, the
j
total cost, that is, nominal value added va (p), to thejth sector is

(26)
There is now nominal value added for each column in the input/
output matrix A, and if this matrix were composed entirely of
constant coefficients, it would now be possible to calculate
corresponding Leontief prices. Recall, however, that allowance
is made for substitution between certain domestically produced
and imported inputs for production, so that the coefficients
corresponding to these goods must be formed first. It is supposed that domestic producers "follow" the world price of imported inputs for production in the following sense. Let ΔΧ denote the percentage change in the variable X, and let w/: Σ Wj =
1, Wj? ^ 0 be the exogenously given weight of thejth good, and
hencejth sector, in the domestic price index. Then one can form
j
a proxy for the domestic price index by weighting {va (p)} by
33
these {wj} to obtain VAI(p), defined by

(27)
32
Recall that goods k + q + 3 + l, ...,k + q + 3 + c are capacity
constraints
on the first c sectors. Thus, pk + „ + 3 + j = .0 if j > c.
33
Because of the possibility of substitution between domestic and imported
goods in production, VAI(p) is not a totally satisfactory substitute for the
domestic price index, as would be true if there were completely fixed
coefficients in intermediate and final production. The justification for using this
proxy is that producers look at, for example, changes in domestic labor costs in
making initial decisions concerning the purchases of inputs.
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Suppose that the consumer price index at time 0 is given by
VA/o, so that the proxy for the rate of inflation at prices /?,
AVA/(/?), is defined by
(28)

Suppose also that ε/ is the price elasticity of demand for imports
of the /th good as an input for production, assumed to be
34
uniform across sectors. It is assumed that changes in demand
for imported inputs for production are functions of changes in
the real price of the good; so let pf¡ be the exogenously given
world price of the yth commodity, and let kpfj denote the
corresponding rate of increase from period 0 in this price. Recall
that it was assumed that the aggregate requirements, ay, for the
combined domestic and foreign inputs of the /th commodity to
thejth sector are given by equation (2), and it is assumed that b^
- bif, $ij = sy, that is, that coefficients and elasticities are
uniform across sectors. 35 If y·}, y-y represent the domestic and
imported inputs for production of the /th good in sector j in
period 0, then

(29)
so that the percentage change in use of imports of the /th good as
an input for production is given by the real change in that good's
world price. Since ay is a constant, it can easily be shown that
Thus, an increase in the real world price of the imported
counterpart of good / will lead to a decrease in that good's use as
an input for production and an increase in the use of the
corresponding domestically produced good. The new coefficient
in the input/output matrix, a^{p)9 is then given by
(31)
Let A(p) represent the input/output matrix formed by these
variable coefficients. Since the enterprise must purchase the

34

Such elasticities are typically estimated in econometric studies. See, for
example, Goldstein and Khan (1978).
35
This assumption is not a technical necessity but rather is motivated by
empirical considerations.

©International Monetary Fund. Not for Redistribution

674

ANDREW FELTENSTEIN

imported input for production, the total cost of thejth sector's
value added
plus nondomestically produced inputs for production, vaj(p) is given by

(32)
where the summation is taken over all goods for which there is a
corresponding import used as an input for production, and
vaj(p) was defined in equation (26).
Define va(p) as
The Leontief prices, pL(p), corresponding to this set of value
addeds and foreign prices can now be calculated by

(34)
These prices will then be such that each sector in A(p) earns
exactly zero after profits taxes. Let ~p denote the set of factor
prices
augmented by Leontief and pF, imported goods prices, so
that 36

(35)
There is now a complete set of prices for all goods, including
financial assets, and imports, and each domestic consumer's
demand for real and financial assets can now be derived. The
consumer's utility maximization problem as given in equation (9)
can be reduced to
such that

(36)
where

36

Recall that prices of imported goods are exogenously given in terms of
money, the numeraire.
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Let //(/?) denote the RHS of the constraint in equation (36). It is
then straightforward to show that the consumer's demand for
37
goody, xitj is given by
(37)

where

and where the summation is taken over all goods.
In particular, the consumer's demand for imported goods is
now well defined; hence, the total value of imports, M(/?),
demanded by domestic consumers is given by

F is the set of all imported goods
(38)
The foreign consumer will receive income from the home
country from two sources. He will receive M(p), the value of
those imported goods used for final consumption, and the value
of those goods imported for use as inputs for production. Let S
stand for this value, which is taken to be the Η + 2nd price in the
38
set of factor prices. The total wealth, that is, income of the
foreign consumer at prices /?,//+ \(p), is then given by
(39)

where
is his initial holding of thejth financial asset. The
demand oí the foreign consumer for the ith immediate or final
good is then defined by equation (12), while equation (13) defines
the foreign consumer's demand for domestic and foreign financial assets. The aggregate demand for intermediate and final
goods, jcL, can now be derived by
37

Recall that TR, total transfer payments, is being treated as the Η + 1st
price.
38
These are not really factor prices, since domestic financial assets may be
produced. Rather, they are the set of prices on which an equilibrium will be
calculated.
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(40)

Given these levels of demand, the activity levels, z, needed to
satisfy them can be derived by

(41)
so that ζ is a (1 xM) vector of activity levels corresponding to the
matrix A(p). Recall that in equation (3) the capital and labor
requirements for a particular activity to produce at unit level
were derived, corresponding to the prices p. Let y$·: i = 1, . . .,
k + q be these requirements for the jth column. Then the
aggregate supplies of capital and labor can be derived as
(42)
where z/ is the activity level defined in equation (41), and r,· is the
aggregate initial holding of good i. The supplies of each of the
capacity constraints are given by
(43)

since these activities are defined to use one unit of scarce
capacity when operating at unit level. Total tax revenues paid
out can now be calculated, defined by Τ in equation (13); hence,
the value of the deficit (or transfer payments), D, defined in
39
equation (21), can also be derived. The "production" of
money and domestic bonds, goods k + q + I, k + q + 2, has
been described in equations (22) and (23), and in the terminology
40
of this section is given by

(44)

39

Where D < 0, the transfer payments going to consumers, -D, are not, in
general, equal to TR, the Η + 1st price that enters the consumer's budget
constraint, as in equation (30). At the equilibrium that may be shown to exist,
they
are, in fact, equal.
40
Here,
refer to the total initial holdings of money and of
domestic bonus, respectively.
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where D is the government deficit. The aggregate supply function, y, can now be augmented by the negative of the value of the
government transfer payments, Z), and the negative of the value
41
of total imports used as inputs for production, F. This
augmented supply vector,
, is thus given by

(45)
The augmented demand function, x(p), is similarly defined as

(46)
where TR and 5 are the price proxies for transfer payments and
the value of imported inputs for production, and χ is the vector
of aggregate demands for primary and financial assets. The
aggregate excess demand function u(p) is then defined as
(47)

It can then be shown that there is some value of/?(/?*) for which
w(p*) ^ 0, that is, for which supply is equal to or greater than
demand, and the amount paid out in transfer payments and
revenues going to foreign consumers is equal to or greater than
42
the amounts actually collected.
III. Summary and Conclusion
This paper has discussed the general features of the Walrasian
and the macroeconomic approaches to modeling an open economy, and has briefly considered their relative strengths and
weaknesses in coping with certain questions that might be of
interest to a government policymaker. A model has been constructed of a disaggregated open economy that is a price taker
for some goods and a price setter for others—an advance over
the most recent macroeconomic general-equilibrium models,
41

As in equation (32), this amount can be calculated as

where the inner summation is taken over the set of all domestically produced
goods
for which there is an imported substitute.
42
A proof of this result is available upon request from the author, whose
address is Research Department, International Monetary Fund, Washington,

LJ.\^, Z\)^TJ ι,
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which assume the country to be a price taker for all goods. There
is an active government that produces public goods and pays for
its purchases of factor inputs from the tariffs and taxes (income,
profits, and sales) that it collects. Since these taxes will not
necessarily be sufficient to finance the cost of the public goods,
the government issues a combination of money and bonds to
finance whatever deficit it incurs, so that the rates of change of
both the nominal money supply and the level of public indebtedness are endogenous. This endogenicity is an advance over the
current Walrasian general-equilibrium literature, which, with
rare exceptions, has not considered economies with production
and financial assets. Current macroeconomic models, on the
other hand, which have provisions for disaggregated commodities, also require the money supply to be exogenous, thus
precluding any investigation of the impact of government behavior on the financial sector. The model also contains foreign
consumers and foreign bonds and can therefore generate endogenous capital flows.
The model can address a number of policy questions. What
will be the impact on the savings and consumption behavior of
the economy if the government changes its output of public
goods? How will a differential change in tax rates affect the
output and welfare levels of the economy through its direct
impact on relative prices? How will a change in the government's method of financing its deficit, that is, changing the
proportions financed by money and bonds, change the overall
balance of payments? Since the model allows for substitution
between domestic and imported inputs for production,, depending on relative prices, it can also investigate the impact on the
economy of an exogenous change in the world price of an
imported good. A number of other questions that might be of
interest to a government could be examined within the context
of the model.
An algorithm has been constructed that calculates a numerical
solution to the equilibrium of the model, so that explicit policy
simulations may be carried out. 43 Unlike existing large-scale
43

The algorithm used here is based on Merrill (1971) and Scarf and Hansen
(1973). Manne and others (1980) and Eaves (1976), among others, have
constructed somewhat different algorithms to solve similar problems. A
different approach, based on Newton's method, has been employed by a
number of other economists.
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numerical models, such as Wharton and DRI, this model has
market-clearing mechanisms that permit almost unlimited substitution and relative price changes, so that the impact of large
exogenous shocks may be better estimated. There is thus an
obvious appeal in attempting to construct an empirical version of
the model; such a version, applied to the United States, is
currently being undertaken, with the aim of addressing questions
that are of interest not only to the United States but also,
because of its central position in the world economy, to other
countries. Foremost among these questions, from the point of
view of this study, is how U. S. relative prices will change in
response to changes in exogenous parameters, such as tax rates
or prices of traded goods for which the country is a price taker.
Since many countries attempt to manage their exchange rates in
order to maintain parity with some relevant measure of the U . S .
price index, the prediction of changes in U. S. relative prices is
an essential ingredient in their exchange rate policies.
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The Divergence Indicator: A
Technical Note
JOANNE SALOP*

JULY 1978, the heads of government of the members of the
Iof NEuropean
Economic Community agreed to the establishment
a "scheme for the creation of a closer monetary cooperation

(European monetary system) leading to a zone of monetary
stability in Europe." l On March 13, 1979, the European Monetary System (EMS) came into existence and replaced the previous snake arrangement. 2 More than a regional zone of fixed
parities, the EMS is intended to further economic alignment
among participating countries. An element in achieving this
alignment is the operation of the divergence indicator, "designed to detect Community currencies that happen to deviate
upward or downward from the Community average as represented by the ECU." 3 When a currency crosses its threshold of
divergence, there is the presumption that the authorities will
implement corrective measures. Appropriate responses include
diversified intervention in the foreign exchange market and
domestic economic policy measures.

* Ms. Salop, economist in the Eastern European Division of the European
Department, is a graduate of the University of Pennsylvania and Columbia
University. Before coming to the Fund, she was on the staff of the Board of
Governors of the Federal Reserve System and the Federal Trade Commission.
The author would like to thank Patrick Honohan, of the Central Bank of
Ireland,
for his useful comments on an earlier version of this paper.
1
In the language of the "Conclusions of the Presidency of the European
Council on 6 and 7 July 1978," issued after the meeting in Bremen and
reprinted
in Bulletin of the European Communities (No. 6, 1978), pp. 17-18.
2
See "The European Monetary System: Structure and Operation,"
Deutsche
Bundesbank, Monthly Report, Vol. 31 (March 1979), pp. 11-18.
3
Henri Baquiast, "The European Monetary System and International
Monetary Relations," in The European Monetary System: Its Promise and
Prospects, ed. by Philip H. Trezise, The Brookings Institution (Washington,
1979), pp. 49-59, especially p. 52.
682
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In principle, the divergence indicator allows the burden of
balance of payments adjustment to be distributed more symmetrically under the EMS than it was under the snake arrangement.
Under the latter, two countries were obliged to intervene
mutually to prevent the rate of exchange between their currencies from deviating from parity by more than 2.25 per cent, but
unless the central rate was to be changed, the prospective
depletion of the reserves of the deficit country would require it
to accommodate its policies to the rate of inflation in the surplus
country. While the requirement to stay within the parity band
continues under the EMS, the associated bias toward the policy
stance of low-inflation countries is tempered by the operation of
the divergence indicator, which is supposed to favor the policy
stance most widely adopted by member countries. Accordingly,
under EMS rules a country—either surplus or deficit—with a
"divergent" currency must accommodate its policies to those of
its partners.
Although the basic principle underlying the divergence indicator is clear enough, it is less clear how the actual specification of
the indicator leads to the identification of "divergent" currencies under various circumstances. Here, there are two questions
of general interest that this paper addresses. First, does the
design of the divergence indicator lead to unbiased treatment of
all member countries? Second, how does the design further the
EMS objective of greater "economic alignment" among participating currencies? The issue of bias is handled by comparing the
divergence indicator's treatment of large versus small countries.
Specifically, while it has been argued that the method of
computation ensures that the triggering of the indicator is
"independent of the relative weight of each currency in the
ECU," 4 it is not clear in what sense this is true. The paper
investigates whether and precisely how the conditions that
trigger the divergence indicator can vary with the size of the
country.
The efficacy of the divergence indicator in promoting greater
economic alignment is assessed in terms of the divergence
indicator's treatment of coalitions, that is, two or more member
currencies whose exchange rates tend to move together vis-á-vis
other member currencies. Presumably, some favoring of coali^Ibid., p. 52.
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tions—in the sense of allowing them relatively more divergence—would be consistent with the aim of the EMS to foster
greater monetary cooperation. Based on this view, individual
currencies moving in tandem might be "rewarded" by being
allowed more divergence than the sum of their weights would
otherwise warrant. The associated diminution in the requirement that coalition members take adjustment measures would be
mirrored in an increase in this requirement among noncoalition
members, and would, in effect, give coalition members a greater
voice in setting the pace of economic activity within the EMS.
The sequence in which these questions are analyzed is as
follows. Section I reviews the basic elements of the divergence
indicator, that is, how the country weights are determined, how
divergence is measured, and how a country's threshold of
divergence is defined. Section II considers the proposition that
the triggering of a country's divergence indicator is independent
of relative country weights. To make intercountry comparisons
of the conditions under which a country's divergence indicator is
triggered, a method for quantifying these conditions is developed. The analysis in Section II indicates that while some
conditions would trigger the divergence indicator of either a
large country or a small country, other conditions would trigger
the divergence indicator for a small country but not for a large
country. Section III considers the implicit treatment of coalitions of member currencies and shows that the formulation of
the divergence indicator favors coalitions. Section IV summarizes the analysis and briefly sketches its implications.
I. Mechanics of the Divergence Indicator
At the center of the EMS is the European Currency Unit
(ECU). The ECU is a composite unit consisting of specified
amounts of the currencies of all member countries. The following equation illustrates the valuation of the ECU in terms of
Netherlands guilders. (See Table 1 for notation.)
(1)
All currencies are expressed in terms of their central values in
guilders. Thus, in equation (1) and in all subsequent equations,
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TABLE 1. COMPOSITION OF THE EUROPEAN CURRENCY UNIT
Currency

Deutsche mark (DM)
French franc (F)
Pound sterling (£)
Netherlands guilder (f.)
Italian lira (Lit)
Belgian franc (BF)
Danish krone (DKr)
Irish pound (£Ir)
Luxembourg franc (Lux F)

Units of Currency

a\ = 0.828
a2 = 1.15
a3 = 0.0885
a4 = 0.286
a5 = 109.0
3.66
#6 =
a7 = 0.217
as = 0.00759
a9 = 0.14

Weights'

34.50
18.63
2
W3 = 14.58
W4 = 10.74
W5 = 8.38
we = 8.98
W7 = 2.74
ws = 1.11
Wg = 0.34
Wl =

W2 =

1
2

As percentage shares, on the basis of central rates.
The United Kingdom does not participate in the exchange rate and
intervention mechanism of the EMS, but sterling is included in the calculation
of the ECU. Its weight is based on the notional central rate agreed to on
October 4, 1981.

ECU stands for the central guilder value of the ECU, DM for the
guilder value of the deutsche mark, Ffor the guilder value of the
French franc, etc. The central value of the guilder in terms of
guilders is, of course, one.
The a's in equation (1) represent the number of units of
currency included in the valuation of the ECU. By dividing both
sides of equation (1) by ECU, it is possible to derive the EMS
weights, that is, the shares of the respective currencies in the
ECU. Thus,
(2)

where the country weights (i.e., the w's) are defined as follows:
(3)

While the a's (i.e., the number of units of each currency) are
subject to review every five years, they are not adjusted in
response to changes in the configuration of central rates of
member currencies. Consequently, the w's rise and fall pan
passu with the currencies' central values. Table 1 gives the «'s
and w's for the participating currencies. The same schedule of
0's has been in effect since the inception of the EMS in March
1979. The schedule of w's included in the table was agreed to on
October 4, 1981.

©International Monetary Fund. Not for Redistribution

686

JOANNE SALOP

Under the snake arrangement, there was no explicit treatment
of divergence. Rather, the intervention rules allowed a currency
to deviate from parity vis-a-vis any and all other participating
currencies by just under 2.25 per cent; when the parity band was
crossed, currency intervention was required. Under the EMS,
the obligation to intervene in support of individual intrasnake
parities is explicitly buttressed by a limitation on the sum of a
currency's deviations from parity vis-á-vis the other member
currencies.
Formally, a currency's actual divergence can be expressed as
the weighted sum of the percentage deviations from parity of
each participating currency with the currency in question.
Letting At stand for the ¿th country's actual divergence, one has
(4)

where the c//s are the respective percentage deviations from par.
The rules of the EMS require corrective action in the event that
a currency's actual divergence, as calculated by equation (4), is
greater than or equal to its
threshold of divergence (Γ,·), as
5
calculated by equation (5).
(5)
Note that the formulation of the threshold of divergence in
equation (5) implies a measurable restriction on currency behavior beyond that embodied in the snake arrangement. Specifically, under snake rules, if a currency were to have departed from
parity vis-á-vis all other member currencies by just under 2.25
per cent, its actual divergence as calculated on the basis of
equation (4) would have been
(6)
5

The calculations of equations (4) and (5) include all countries in the EMS,
even though sterling does not participate in the exchange arrangement and the
lira is allowed to differ from parity with other participating currencies by 6.0
per cent rather than 2.25 per cent. The influence exerted by a currency's
movement vis-á-vis these two currencies on its divergence indicator is taken
into account in interpreting the currency's measured divergence. Essentially,
deviations from parity with the lira and from the notional parity with sterling
are limited to 2.25 per cent for the purposes of equation (4). See "A Guide to
the Arithmetic of the EMS Exchange-Rate Mechanism," Central Bank of
Ireland, Quarterly Bulletin (Autumn 1979), pp. 76-100, especially pp. 92-93.
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and as long as the parity band vis-a-vis another snake currency
was not penetrated, no corrective action was required. Visual
comparison of the right-hand sides of equations (5) and (6)
indicates that the maximum amount of divergence tolerated by
EMS rules is 25 per cent less than the maximum that was
implicitly tolerated by snake rules. Moreover, since the EMS
retains the parity-grid requirements of the snake arrangement, it
is unambiguously more restrictive than its predecessor.
II. Importance of a Currency's Weight
in Signaling Divergence
As quoted in the introductory part of this paper, 6 it has been
argued that the method of calculating the threshold of divergence ensures that the appearance of the divergence signal is
independent of the relative weight of each currency in the ECU.
On the face of it, this assertion appears fairly straightforward in
that the formula for calculating a currency's threshold of divergence—equation (5)—excludes its own weight, as, under certain
circumstances, does the formula for calculating a currency's
actual divergence—equation (4). 7 Thus, for example, if any
currency moves against all other participating currencies by 75
per cent of 2.25 per cent, its divergence indicator will ring
regardless of the size of its weight. Nevertheless, the right-hand
side of equation (6) (i.e., the formula for calculating the maximum potential divergence that was consistent with snake rules)
shares the property that the currency's own weight is excluded,
suggesting that perhaps all such formulas are characterized by
this property. This line of reasoning raises two questions about
the meaning of the statement that the triggering of the indicator
is "independent of the relative weight of each country in the
ECU." First, could an indicator be designed that would be more
biased in favor of large countries? Second, does the design of the
divergence indicator remove the entire influence of a currency's
weight from the conditions under which its indicator is triggered?
6
7

Baquiast (cited in footnote 3).
If all currencies deviate from parity with currency i by an equal percentage,
equation (4) can be written as
A¡ = dj (1 - wt)
(4')
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DIVERGENCE INDICATOR COULD BE MORE BIASED IN FAVOR OF
LARGE COUNTRIES

It would be possible to construct indicators that tolerated
relatively more divergence by larger countries. For example, if
the divergence threshold were defined by
(7)

for all participating countries, a country would be more constrained than under snake rules if its weight were less than 0.25
(compare the right-hand sides of equations (6) and (7)) but less
constrained than if its weight were greater than 0.25. Compared
with EMS rules, equation (7) would permit greater divergence
by all member countries, but with a larger country being allowed
a disproportionate increase. This becomes apparent if equations (5) and (7) are compared. For all currencies with nonzero
weights (i.e., all participating currencies), Γ/* > T¡. Moreover,
the larger the currency's weight, the larger is the amount by
which TÍ* > Tt. The bias toward large size associated with
formulations that do not allow for the exclusion of a country's
own weight arises from the principle that a currency cannot
depart from parity vis-a-vis itself. Accordingly, leaving a currency's own weight in the formula for determining the threshold of
divergence increases the tolerated amount of divergence vis-avis other countries; furthermore, for currencies with larger
weights, the never-to-be-used allowance for divergence vis-a-vis
themselves translates into a relatively greater scope for divergence vis-á-vis other currencies. 8
8
An alternative example of an indicator that would be biased in favor of
larger countries is given by Γ/** in equation (7'):

(7')
Note that, like Γ/* in equation (7), Γ/** is identical for all participating
currencies, and that a country's threshold of divergence would be greater than
under EMS rules only if its weight were larger than the average weight of all
participating countries. This is apparent if equations (5) and (7') are compared.
Thus,
(7")

which simplifies to
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DOES DIVERGENCE INDICATOR REMOVE ENTIRE INFLUENCE OF
A CURRENCY'S WEIGHT?
Having shown that other formulations of the threshold of
divergence would have been possible that would have afforded
greater divergence to currencies with larger weights, the question now is whether the entire effect of size is removed by the
particular formulation that the EMS employs. Whether or not a
situation, in which two currencies depart from parity with each
other by just under 2.25 per cent, will trigger either or both
countries' divergence indicators depends on the magnitude and
direction of the accompanying movement in third-country exchange rates. 9For example, if third currencies depreciate fully
with the "weak" currency, the divergence indicator of the
strong currency will ring. If third currencies appreciate fully
with the "strong" currency, the divergence indicator of the
weak currency will ring. And if third currencies depreciate
somewhat vis-á-vis the strong currency and appreciate somewhat vis-á-vis the weak currency, in principle, the divergence
indicator of either, both, or neither of the two original currencies
could ring. Whether or not a currency's divergence indicator
does ring under these circumstances depends on the actual
magnitude of the associated movement in third-currency values.
Hence, to show how a currency's own weight affects the
conditions under which its divergence indicator is triggered, this
section investigates how the magnitude of the movement in
third-currency values required to trigger a given currency's
(7'")

Note also that the formulation in equation (7'), while biased toward currencies
with larger weights, permits the same overall amount of potential divergence as
the EMS, in that for both equations (5) and (7') the sum of the respective
thresholds over all participating currencies is given by
(7"")
9
The cross-currency arbitrage conditions require that the values of third
currencies change when the exchange rate between any two currencies
changes. For example, in terms of French francs, deutsche mark, and
Netherlands guilders, it must always be the case that FIDM = F/f. · f./DM.
Thus, if the franc appreciates vis-á-vis the deutsche mark, the guilder can
either appreciate vis-á-vis the deutsche mark, depreciate vis-á-vis the franc, or
move in some intermediate fashion.
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divergence indicator varies with the given currency's weight in
the EMS.
To this end, let currencies A and 10
Β differ from parity with each
other by just under 2.25 per cent. For currency A, the actual
divergence (AJ is calculated as follows from equation (4):
(8)
where wb is the weight of the currency with which it diverges the
most, wc is the combined weight of all third currencies, and χ is
the weighted average percentage departure of these third currencies from their central values vis-á-vis currency A. A's threshold
of divergence (TJ can be calculated from equation (5) as follows:

(9)
and its indicator will ring if

Such is the case if

(10)
or in simplified terms if

(11)
To see how A's weight influences the magnitude of jc, differentiate equation (11) with respect to wa

(12)
The sign of
is determined by the sign of the expression in
parentheses, which, in turn, depends on whether the posited
increase in wa is at the expense of w¿>, in which case
,
or at the expense of wc, in which case
However,
for the purpose at hand, it is appropriate to assume that
since the concern here is only with the implications of variations in the magnitudes of A's and #'s weights.
10
While the exercises are carried out in the text under this assumption, it is
only to simplify the algebraic presentation. The same qualitative results obtain
if A and Β differ from parity by any amount that exceeds 1.69 per cent (i.e., the
product
of (2.25) and (0.75)).
11
Under the alternative assumption that
.the
sign of dx/dwa becomes negative. Accordingly, as A's weight rises at the
expense of C's weight, less departure from parity between A and C is required
to penetrate A's divergence threshold when A and Β diverge from parity vis-á-
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The resulting positive sign for dxldwa implies that the larger
A's weight—and the smaller /?'s weight—the greater is the
required departure from parity between A and C in order for A's
threshold of divergence to be crossed. This suggests that, under
the circumstances in which A and Β diverge by just under 2.25
per cent, third currencies would have to move relatively more
against the large currency for its divergence indicator to ring
than they would have to move against the smaller currency to
cause its divergence indicator to ring. For example, it is possible
that a movement of 1.5 per cent in third-currency values away
from the smaller currency would trigger its divergence indicator,
while the same percentage movement of the third currencies
away from the larger currency would be insufficient to trigger its
indicator. While in both situations the respective currencies
depart from parity by 2.25 per cent vis-a-vis each other and by
1.5 per cent vis-á-vis third currencies, for the smaller country
the relative weight attached to its 2.25 per cent difference from
parity with the larger country is larger than the respective
relative weight attached to the larger country's 2.25 per cent
difference from parity with it. Moreover, this conclusion follows
directly from the fact that the country weights are not all equal.
Although it is true that the smaller country's divergence
indicator can ring under conditions in which the larger country's
divergence indicator cannot ring, it is not possible for the
divergence indicator of the smaller currency to ring when third
currencies are closer to it than to the larger country's currency.
To pursue the example cited above, if third currencies are 1.5
per cent away from parity with the larger currency, they will be
0.75 per cent from the smaller currency, I2 and this will be
insufficient to trigger its divergence indicator. This property is
vis each other by just under 2.25 per cent. In this case, since B's weight stays
fixed and A and Β depart by almost the full 2.25 per cent, less and less
additional divergence is needed from C in order for A's divergence indicator to
be triggered.
12
Taking logs and differentiating the cross-currency arbitrage conditions
cited earlier, one has
In words, the percentage change in the franc/deutsche mark rate equals the
sum of the percentage change in the franc/guilder rate plus the percentage
change in the guilder/deutsche mark rate. Thus, if the franc depreciates by 2.25
per cent vis-á-vis the deutsche mark, the sum of the percentage depreciations
of the guilder vis-á-vis the deutsche mark must equal 2.25 per cent.
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due to the configuration of weights within the EMS, which
makes it impossible for a currency's divergence indicator to ring
if third currencies are closer to it than to the other currency; 13
since third currencies must be at least 1.125 per cent away from
a currency for its divergence indicator to ring, there can be no
reversals in which the divergence indicator rings for the currency to which third currencies are closer.
This line of reasoning also suggests that the divergence
indicator cannot ring simultaneously for two opposing currencies. Because the divergence indicator cannot ring for a currency if third currencies are within 1.125 per cent of parity and
because third currencies must be within 1.125 per cent of one of

13
The proof of this proposition is as follows. Assume that the exchange rate
between the currencies of the two countries with the largest weights in the
EMS (i.e., France and the Federal Republic of Germany) differs from parity by
just under 2.25 per cent. One can then calculate for each currency the minimum
percentage deviation from parity vis-a-vis third currencies needed to trigger its
divergence indicator, by following the steps laid out in equations (8)-(ll) in the
text. Letting the French franc be A, the deutsche mark be B, and all other
currrencies be C, and substituting the weights from Table 1 into equation (11),
one has

(11')
(11")
To show that x¡ > 1.125 for all /, differentiate equations (11') and (11") with
respect to wa. For this calculation, wb is held constant but wc can vary.
(Essentially, neither wa nor wb can rise, since they are the largest in the EMS.
Hence, one can consider only decreases in wa or wb that are offset by increases
in wc. Moreover, since the algebraic equivalents of xa and xb are symmetrical
with respect to wa and wb, both

Hence, one needs to see only how the jc's change with respect to either wa or
wb.) Differentiating and simplifying, one has

(12')
and

(12")
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the currencies that depart from each other by 2.25 per cent,
15
the divergence indicator cannot ring for both at the same time.
III. Coalitions of Currencies

In this section, the divergence indicator is examined from the
perspective of coalitions of currencies. As in Section II, the
basic scenario posits two currencies A and Β whose exchange
rate vis-á-vis each other differs from parity by just under 2.25 per
cent. In contrast to Section II, however, the other currencies
participating in the EMS are assumed to move in tandem with
either currency A or currency B. It is shown that the design of
the divergence indicator favors coalitions, in the sense that
exchange rate behavior that would trigger the divergence indicator for a single country would not necessarily do so for a
coalition whose weights sum to the weight of the single country.
To this end, let wa and w/, denote the weights of A and B,
respectively, and w'a and w'b denote the respective weights of A's
allies and jB's allies. A's threshold of divergence is given by

(13)
If A moves by y per cent against Β and its allies, but stays
constant against its own allies, the actual divergence registered
by A will be

This indicates that the xa and xb calculated in equations (1Γ) and (11") are
minima for the EMS, since if the calculation is performed for smaller countries
(involving reductions in wa and wb as in equations (12') and (12"), the
respective
;t's rise.
14
See footnote 12.
15
This point was made in 'The European Monetary System: Structure and
Operation" (cited in footnote 2), p. 15. Moreover, the same point can be made
directly from footnote 13. Specifically, the sum of
when the
French franc is substituted for currency A and the deutsche mark for currency
B. Moreover, it was found that for these countries xa and xb are at a minimum.
Accordingly, for all A and B,
This means that the divergence
indicator cannot ring simultaneously for two currencies on opposite sides of
the parity grid, since the actual sum of third-currency percentage deviations
from parity vis-á-vis the two currencies A and B must be exactly 2.25. To meet
this condition, for at least one currency A or B, the third-currency deviation
from parity with it must be below the level that would trigger its divergence
indicator.
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(14)
Its threshold of divergence will be penetrated if
Substituting

(15)
in equation (15) gives
(16)

Note that if
(i.e., A has no allies), y is smaller than if
This implies that A can diverge by more vis-á-vis the Β
currencies without its divergence indicator being triggered if it is
in a coalition of currencies than if it stands alone. This is so
because ((0.75) (2.25) = 1.69)
, is the minimum percentage of overall divergence for which A's indicator is triggered. If
it has allies, then it can diverge more vis-á-vis the others (i.e., its
rivals) without crossing its overall threshold. It is likewise true
that a coalition with the same total weights as A would be
allowed more divergence—in the sense that y is larger—than
would be allowed A by itself.
Equation (16) is interesting in several other respects as well.
First, the divergence indicator, if it is to ring for any currency in
a given situation, will ring for the one for which y is the smallest.
In turn, this will be the currency for which
is the
smallest (Le., the currency for which the ratio ot its allies'
weights to the sum of its rivals' weights is the smallest). Thus, it
rings for the largest member of one of the coalitions. However,
once this currency, A for example, responds to such adjustment
measures as are required and its value moves closer to parity
with J5's coalition, the divergence indicator of one or more of its
former allies may ring.
Second, if 2.25 is substituted for y in equation (16), it can be
solved for the relationship between the weights of A's and 5's
allies that must prevail if A's threshold of divergence is ever to
be triggered by movements in the values of the currencies in the
A and Β coalitions. If y > 2.25, A's divergence can never ring,
since the parity-grid constraint will require bilateral currency
intervention before the threshold of divergence is ever crossed.
Making the afore-mentioned substitution, one can simplify equation (16) to
(17)
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Thus, A's threshold can be penetrated only if the combined
weight of Β plus its allies is at least three times the weight of A's
allies. If the combined weights of Β plus its allies is less than
three times the weight of A's allies, A's threshold of divergence
can never be crossed by interbloc currency movements, since
the parity-grid intervention point would be crossed before A's
divergence indicator were ever triggered.
Third, because of the omission of A's weight from the righthand side of equation (17), there is some built-in preference for
coalitions of countries with equal weights. For example, if the
sum of the weights both in A's coalition and in/?'s coalition were
to equal 0.5, A's indicator could be triggered if its weight were
larger than 0.33 but could never be triggered if its own weight
were less than 0.33. At the same time, it should be understood
that the more equal in size the members are, the more likely it is
that the divergence indicator, if it rings at all, will ring simultaneously for more than one country in the coalition. Thus, for
example, if A's coalition were to include itself and another
country of equal weight, keeping constant the sum of the weights
in A's coalition, it would be less likely for A's divergence
indicator to ring than if A's share in the coalition were larger; on
the other hand, if A's divergence indicator were to ring under
these circumstances, it would also ring for A's ally.
IV. Summary and Conclusions
The principal contribution of this paper is its construction of a
measure of the conditions under which a currency's divergence
indicator is triggered. This measure can be used to make
intercountry comparisons of the degree to which the divergence
indicator impinges on a country's ability to pursue its desired
economic course. The idea behind the measure is to posit a
specified percentage deviation from parity between two member
currencies and to calculate, for each of these currencies, how
large a departure from parity vis-á-vis third currencies would be
required for each currency's divergence indicator to be triggered.
In comparing the divergence indicator's effect on a large
versus a small country, it was found that relatively mqre
disparate third-currency movement is tolerated for large countries than for small. Specifically, there exist configurations of
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deviations from central rates that would trigger the divergence
indicator of the small country if the deviations were vis-á-vis its
currency, and that would not trigger the divergence indicator of
the large country if percentage deviations of the same magnitude
prevailed vis-á-vis its currency. However, it was also shown
that, with the present distribution of currency weights, the
divergence indicator cannot be triggered for a country—even the
smallest—if third currencies are closer to its currency than to its
opposite's currency—even if its opposite is the largest country
in the EMS. Moreover, this conclusion, in conjunction with the
requirement derived from the cross-currency arbitrage condition
that the sum of third-currency deviations from parity vis-á-vis
two currencies that differ from parity by 2.25 per cent must also
be 2.25 per cent, implies that the divergence indicator can ring
for at most one of two currencies on opposite sides of the parity
grid.
Although it was found to be true that the divergence indicator
of a small country can be triggered under conditions that would
not trigger a larger country's divergence indicator, it was also
established that there are situations—if all member currencies
deviate from parity with the currency by the same critical
percentage—under which the divergence indicator would be
triggered for a country regardless of its size. Furthermore, it was
concluded that the design of the divergence indicator is less
biased in favor of large countries than it might have been, with
the existing bias being a natural consequence of the differences
in the weights of EMS participants.
The analysis also established the existence of a certain preference for coalitions of currencies. One interesting finding in this
respect was that for two or more currencies moving in tandem
vis-á-vis another currency or group of currencies, greater thirdcurrency deviation from parity is tolerated than if the coalition
were a single country whose weight equaled the sum of the
weights of coalition members. Another finding is that if the
divergence indicator were to ring for any coalition member, it
would ring for the largest. However, the inference that this
entails a bias in favor of small countries that counteracts the
afore-mentioned bias against them is valid only in a formalistic
sense, since the small country's ability to pursue its "divergent"
economic course depends on its being shielded by its larger ally.
If the ally's divergence indicator is triggered (necessitating a
change in its policies), the small country's policies will similarly
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have to change—either to prevent its divergence indicator from
being triggered or in response to the subsequent triggering of its
divergence indicator.
That the divergence indicator favors the policy stance adopted
by larger countries and by coalitions of countries seems appropriate in view of the composition and the objectives of the EMS.
Larger countries account for a larger share of the economic
activity in the European Economic Community, and it seems
quite reasonable that they have a larger vote in determining the
pace of economic activity within the EMS. Moreover, in view of
the role that the EMS is to play in furthering the course of
European economic integration and the political difficulties
inherent in achieving monetary coordination, it seems wise to
reward coalitions of countries achieving such coordination by a
relatively greater vote as well.
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Real Responses Associated with
Exchange Rate Action in Selected
Upper Credit Tranche
Stabilization Programs
DONAL J. DONOVAN*

N FORMULATING an economic stabilization program, the use
Isource
of the exchange rate as a policy instrument is frequently a
of considerable controversy and debate. It has been
argued that, in certain circumstances, depreciating the currency
can be a direct and powerful method of reducing real domestic
expenditure and relative prices so as to divert economic resources toward the external sector, thereby improving the
balance of payments, reducing inflationary pressures over the
longer run, and laying the ground for sustained economic
growth. It has also been suggested, however, that the behavioral
responses to relative price changes may be slow and uncertain in
many countries. At the same time, the potentially disruptive
effects of abrupt changes in relative prices may be significant; in
particular, the once-and-for-all rise in the cost of living resulting
from a depreciation, and the consequent implications for the
distribution of income, may have serious social and political
repercussions.
By now, a considerable body of literature exists dealing with
various theoretical and empirical considerations underlying

* Mr. Donovan, economist in the Stand-By Programs Division of the
Exchange and Trade Relations Department, is a graduate of Trinity College,
Dublin. He received his doctorate from the University of British Columbia.
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these issues. This paper is not intended to add to this general
body of knowledge, but rather to focus specifically on evidence
provided by a selected set of stabilization programs supported
by upper credit tranche stand-by arrangements in which exchange rate action played a major role. In designing these
programs, it was felt that the positive results expected from a
depreciation outweighed some of the potential shortcomings
mentioned above. The paper's purpose is to examine, for the
programs in question, the actual outcome in relation to the
intended effects for certain key variables, namely, real growth in
exports and imports, growth in gross domestic product (GDP),
and the rate of domestic inflation.
The experience with Fund-supported programs of balance of
payments adjustment has been reviewed by Fund staff on a
number of occasions. (See Reichmann and Stillson (1978) and
Johnson and Reichmann (1978).) These reviews generally assessed the overall objectives, design, and outcome of a group of
Fund-supported programs within different historical periods.
The approach in the present paper is similar to that of Bhagwat
and Onitsuka (1974), who examined actual ex post movements in
exports and imports for three groups of countries that adopted
different exchange rate policies. Their results indicated that
significant differences in outcome were present between countries that carried out independent devaluations and those that
did not. The present investigation follows the Bhagwat and
Onitsuka approach by focusing on specific effects associated
with exchange rate action. However, it differs in that, first, the
analysis is confined to the experience of a selected set of Fundsupported programs and, second, the empirical analysis is
extended to consider, in addition to movements in exports and
imports, trends in real GDP growth and inflation.
It should be recognized that the analysis undertaken here
needs to be interpreted with caution because "special factors"
(such as adverse weather, to cite one example) may influence
actual outcomes in ways unrelated to exchange rate policy or the
other policy measures contemplated in the programs. To reduce
the possible biases emanating from this source, first, a reasonably large group of programs (12) was chosen, so that the
average outcomes measured for the entire group would reflect a
mix of special factors working in different (and to some extent
offsetting) directions. Second, to control for the effects of
exogenous events, such as the world recession and the oil crisis
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of the 1970s, countries' performances in respect of key variables
were assessed not only in relation to their own past performance
but also vis-a-vis average trends in those same variables for
similar groups of countries during the corresponding periods.
Finally, to allow for the effect of short-run distorting shocks,
comparisons were undertaken both for the program period itself
in relation to the immediately preceding period and for threeyear periods preceding and following the program period.
Longer-run comparisons of the latter type are also of particular
relevance in assessing the lag with which any effects resulting
from exchange rate action may become felt.
The paper is organized as follows. Section I provides a brief
overview of the theoretical and empirical considerations underlying the use of exchange rate policy. Section II discusses the
choice of the programs to be investigated and the main characteristics of the exchange rate action involved. Also, the principal
features of the design of the various programs are summarized,
including the nature of the economic problem and the evidence
indicating that the exchange rate was "out of line," the intended
effects of the exchange rate action, and the principal supporting
policy measures contemplated. Section III analyzes the actual
outcome for the volume of exports and imports, inflation, and
real growth in GDP. The comparisons in this section are
undertaken both for short-run and longer-run periods and in
relation to average "world" performance. Also, in some instances, the performance of certain subgroups of program
countries is analyzed separately. Section IV contains a summary
of the principal conclusions.
I. Role of Exchange Rate Action
By now, a considerable literature exists dealing with the
theoretical underpinnings of exchange rate policy; this section
only summarizes briefly some of the principal issues involved. !
Essentially, a currency depreciation brings about a reduction in
the ratio of the stock of money to the domestic-currency value of
goods 2 and simultaneously a change in the relative prices of
traded and nontraded goods. The former is expected, via the real
1
2

For a thorough treatment, see, for example, the survey by Lanyi (1980).
"Goods" in this discussion also includes services.
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cash balance effect, to lead to a decline in domestic expenditure
on all goods, including imported goods (the "expenditure reducing" mechanism). In turn, the shift in relative prices brought
about by the depreciation will tend to shift domestic demand
away from traded toward nontraded goods (the "expenditure
switching" effect), while the domestic producers of traded goods
(exports and import substitutes) will experience increased supply incentives.
For an exchange rate action to be successful, it is essential
that supporting demand management and pricing and wage
policies be implemented so as to ensure that the immediate
reductions in real balances and the changes in relative prices
resulting from the depreciation are not subsequently offset. As
Lanyi ((1980), pp. 8-9) has put it, "Such real effects [from a
depreciation], however, can only take place so long as at least
one nominal variable (such as money supply, prices, wage rates)
has not adjusted to its predevaluation real value."
The desired effects of a depreciation described above could in
principle be obtained by reducing the nominal money supply,
which would also serve to decrease real money balances and to
bring about changes in the relative prices of traded and nontraded goods. However, in some circumstances, exchange rate
policy, together with supporting monetary policies, may be
easier to implement successfully than would be true for monetary measures alone. For instance, in situations where the
external imbalances are relatively large, a reduction in the
nominal money supply, and hence in nominal expenditure, may
be both technically and politically difficult to implement to the
extent required. On the other hand, a policy mix consisting of a
depreciation and monetary policy measures that do not reduce
nominal demand (or even that permit it to increase) but that
succeed in lowering real demand may represent a less costly and
more feasible alternative. In this regard, the choice would
depend largely on the degree of rigidity present in nominal
variables, such as wages and prices. Moreover, exchange rate
action involves an immediate signal, as a result of a large onceand-for-all change in relative prices, that encourages a switch of
resources toward the external sector. Such a shift, if it could be
accomplished rapidly, would help to minimize the extent and
duration of the potential loss in real output that might occur
during the adjustment process. On the other hand, by its very
nature, such an outcome often implies a significant change in
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income distribution, which may also have considerable political
and social implications. 3 Finally, much of the discussion regarding the effects of exchange rate policy centers around the effects
on the current account (especially for developing countries).
However, in certain instances, the "announcement effect" of a
depreciation may help to promote a rapid revival of external
confidence in the economy and may contribute to increased
availability of financing and a rise in capital flows. In particular,
the development of import substitution and export-oriented
industries may lead to an inflow of direct investment, especially
over the medium term. From this viewpoint, the role of the
exchange rate in promoting an adjustment of the overall balance
of payments may be of central importance.
From an empirical perspective, much of the discussion of the
efficacy of exchange rate policy has been concerned with an
important part of the transmission mechanism, namely, the size
of the supply and demand responses of both imports and
exports, respectively, to changes in relative prices. For developed countries, there is by now a substantial body of evidence
indicating that the behavioral responses (for both imports and
exports) can be quite significant. 4 For developing countries,
almost all the 15 countries examined by Khan (1974) exhibited
price elasticities of import demand close to or greater than one.
However, in situations where quantitative import restrictions
were extensive, Brillembourg (1975) showed, as one would
expect, that observed price elasticities were somewhat less.
Regarding the supply elasticities for exports by developing
countries, the work of Teigeiro and Elson (1973), for example,
suggests that the rapid growth in nontraditional exports in
Colombia was influenced largely by exchange rate movements.
The high export growth rates experienced by those Asian
countries that pursued an active exchange rate policy designed
to promote exports also indicates some support for this hypothesis. For primary commodities, available evidence indicates that
significant volume responses also are likely to be forthcoming as
a result of increased domestic producer prices, although, depending on the commodity in question, the supply elasticity may
3
For example, in many non-oil developing countries, a "successful"
devaluation may well have an income-redistributive effect away from the
politically
sensitive urban population to the rural areas.
4
See, for example, the references in Goldstein (1980), pp. 51-58.

©International Monetary Fund. Not for Redistribution

EXCHANGE RATE ACTION IN STABILIZATION PROGRAMS

703

be significantly greater in the long run. (See, for example, the
evidence referred to in the papers by Elson (1973), Singh (1975),
and Okonkwo (1978), which deal, respectively, with traditional
exports in Argentina, rice production in Asia, and cocoa production in West Africa.) In this context, the responsiveness of
producers to increased domestic producer prices is not reduced
by the fact that most developing countries are price takers in
world markets for primary commodities. Rather, being a price
taker in world markets would normally facilitate the sale, at an
unchanged market price, of additional domestic production
stemming from increased financial incentives.
In sum, a priori theoretical considerations as well as available
empirical evidence suggest that, although its use may have
significant social and political consequences, exchange rate
policy, in conjunction with other policy measures, can in some
circumstances contribute significantly to the adjustment process. The evidence presented in the remainder of the paper
seeks to shed some light on the actual experience in terms of
movements in the volume of exports and imports as well as
trends in real growth in GDP and inflation for a selected group of
Fund-supported stabilization programs involving a choice of
policy mix of this nature.
II. Design and Content of Programs Examined

5

CHOICE OF PROGRAMS

The programs to be analyzed were chosen with a number of
considerations in mind. First, it was desired to analyze a
sufficiently large number of programs so as to avoid biases
inherent in the choice of a very small group. On the other hand,
too large a group would make meaningful analysis of the
characteristics of individual programs (or groups of programs)
too unwieldy a task. Second, the desire to analyze the experience of recent programs needed to be balanced against the
objective of investigating both short-run and long-run responses.
This condition required that sufficient time had elapsed since the
exchange rate action contained in the program had been under5
The discussion in Sections II and III relies on information contained in
papers prepared by the Fund staff for the Executive Board and in published
Fund documents.
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taken. Third, many programs contained a commitment (often
monitored via a balance of payments test) to adhere to an
appropriate flexible exchange rate policy during the period of the
program. It was felt that for these programs (which involved, in
effect, unspecified exchange rate action to be taken during the
program period if necessary) it was more difficult to compare the
intended consequences of a specified exchange rate action with
the actual outcome. Moreover, in many of these instances, the
role of short-term capital flows in conjunction with exchange
rate policy and interest rate policy was of considerable importance. Since, as indicated earlier, the purpose here is to focus on
the outcome for real exports and imports (as well as GDP and
inflation), it was felt that such programs involved issues going
somewhat beyond the scope of this paper.
With these considerations in mind, it was decided to examine
the experience of those upper credit tranche stand-by arrangements implemented during the period 1970-76 in which a onceand-for-all exchange rate devaluation played a major role. Thus,
programs in which there were commitments to adopt a flexible
exchange rate policy and/or which had balance of payments tests
were not considered. These criteria provided a group of 12
programs for 12 separate countries, after excluding an additional
3 programs undertaken by Indonesia during this period. 6
MAIN CHARACTERISTICS OF EXCHANGE RATE ACTION

Summary characteristics of the exchange rate action contained in the 12 programs reviewed are given in Table 1. All the
programs considered were supported by second or third credit
tranche arrangements except the program with Bangladesh,
which involved a marginal use of the fourth credit tranche. Six
programs involved devaluations of unified fixed rates that,
6
During the period 1970-76, of 62 upper credit tranche stand-by arrangements approved by the Fund, 29 involved exchange rate action. Among the
latter group, 13 programs involved a commitment to flexible exchange rate
policy. Among the remaining 16, the program for Korea contained a balance of
payments test, while it was decided to exclude the 3 programs undertaken by
Indonesia (in 1970, 1971, and 1973) on the grounds (a) that a rapid succession of
programs made it extremely difficult to analyze coherently preprogram and
postprogram performance and (b) that the oil boom in 1973 significantly
distorted the postdepreciation outcomes for that country. The extended
arrangement approved for Mexico (in 1976) also contained exchange rate
action; however, this case was not considered, owing to the large impact of
additional oil revenues on the program's outcome.
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TABLE 1. TWELVE STABILIZATION PROGRAMS: SUMMARY CHARACTERISTICS OF EXCHANGE RATE ACTION, 1970-76

Year

Country

Projected Fund Holdings
of Country's Currency at
Expiration of Stand-By
Arrangement
(As percentage of quota}

1970

Ecuador

168.2

1971

Yugoslavia
Pakistan

142.8

Sudan

146.0

Afghanistan

126.0

Bolivia 2
Jamaica

150.0
150.0

1974

Burma

150.0

1975

Bangladesh
Israel
South Africa
Zambia

175.4
150.0

1972

1973

1976

153.9

5

172.5 6
206.5

Nature of Action

Depreciation/
Unification
Depreciation
Depreciation/
Unification
Depreciation/
Multiple rates
Depreciation/
Multiple rates
Depreciation
Depreciation/ 3
System change
Depreciation/ 4
System change
Depreciation
Depreciation
Depreciation
Depreciation

Size of Depreciation '
(In terms of units of local
currency per unit of
foreign currency)

16.0 per
28.0 per
20.0 per
20.0 per
40.0 per
15.0 per
5.0 per

cent (exports)
cent (imports)
cent
cent (exports)
cent (imports)
cent (exports)
cent (imports)

Timing

Prior action
Prior action
Prior action
Prior action

m
X

o
ffi
>

o
tfl
5»

25m

>

3

. . .

Prior action

δ
ζ

68.4 per cent
18.5 per cent

Prior action
Prior action

3
3
>

33.0 per cent

During program

58.2
42.8
28.1
18.9

Prior action
Prior action
Prior action
Prior action

per
per
per
per

cent
cent
cent
cent
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Sources:
Individual country data.
1
Where relevant and available, the effective depreciation (i.e., the actual depreciation adjusted for accompanying changes in exchange taxes/subsidies) is given.
Also, where a number of exchange rate actions took place in the one-year period prior to the commencement of the program, the figure shown refers to the
cumulative effect of such actions. Finally, exchange rate actions taken during the period of the program (but not envisaged at the time that the stand-by arrangement
was
approved) are not shown.
2
While the arrangement was approved in early 1973, the depreciation occurred in late 1972.
3
Involved
simultaneously a switch from a floating to a fixed system.
4
Involved simultaneously a linkage of the kyat to the special drawing right.
5
Corresponded to use of the enlarged second credit tranche policy then in existence.
6
Corresponded to just under full use of the enlarged third credit tranche, which was equal to 208.75 per cent of quota at the time.

Ξ
r

706

DON AL J. DONOVAN

measured in terms of the number of units of local currency per
unit of foreign currency, ranged in size from 18.9 per cent
(Zambia) to 68.4 per cent (Bolivia). The other six programs were
more complex and included instances of the devaluation/introduction of multiple exchange rates, devaluation accompanied by
unification, and devaluation accompanied by a change in the
exchange system, such as switching from a floating to a fixed
regime, or changing from a unitary currency peg to a basket peg.
In many of these latter cases, the exchange rate action implied
different effective devaluations for exports and imports. Finally,
with one exception (Burma, where exchange rate action was a
performance criterion), the devaluation was undertaken prior to
approval of the stand-by arrangement by the Fund's Executive
Board.
NATURE OF ECONOMIC PROBLEM AND EVIDENCE THAT
EXCHANGE RATE WAS "OUT OF LINE"

In all the cases under consideration, a marked deterioration in
the balance of payments had taken place in the period immediately preceding the adoption of the program. The deterioration
reflected a combination of inappropriate domestic policies as
well as (in many instances) adverse developments in world
markets. Generally, the growth rate of exports had been considerably below expectations, while simultaneously the growth of
imports increased markedly, causing the emergence of serious
trade balance and current account pressures. Depending on the
degree of openness of the economy, in about half of the group,
increased demand for foreign exchange led to rapid loss of
reserves and, to varying extents, to the onset of an "exchange
crisis." These difficulties tended to be compounded for most of
these countries by speculative capital outflows. For the other
half of the group, trade and/or exchange restrictions were
intensified to protect the external reserve position, thereby
tending to exacerbate domestic inflationary pressures, causing
further strain on the current account position.
In all cases, the major reason for undertaking exchange rate
action was the emergence of significant balance of payments
pressures reflected in many instances in increased restrictions
on trade and payments. In some countries, owing largely to
restrictions, the impact of excessively expansionary demand
management policies had tended to be reflected more in intensified domestic inflationary pressures than in increased absorption
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through the balance of payments. Programs in those countries
referred to domestic costs rising at a faster rate than foreign
prices as an indicator of overvaluation. In this regard, the recent
behavior of domestic inflation vis-á-vis foreign rates was described quantitatively in 5 of the 12 programs investigated. Also,
in 5 programs, reference was made to specific industries or
sectors that, it was suggested, had become uncompetitive; with
one exception (namely, Bangladesh, where specific figures were
cited), the discussion involved a qualitative assessment. Finally,
in 2 programs (Afghanistan and Pakistan) that involved a depreciation cum unification exercise, in addition to emphasis on the
generally weak balance of payments position, stress was laid on
the allocative distortions inherent in the maintenance of the
multiple exchange rate system.
In general, the quantitative analysis presented in Fund staff
papers (mentioned in footnote 5) concerning the overvaluation
of the exchange rate did not explicitly discuss the behavior of
real effective exchange rates (i.e., movements in nominal exchange rates weighted by trading partners and adjusted for
relative inflation rates). The use of these indicators involves
many well-known conceptual and empirical difficulties. For
example, in addition to the choice of an appropriate base period,
there are often serious problems of measurement in a situation of
administered prices. More fundamentally, the adequacy of any
level of the exchange rate should be viewed not so much in the
context of a "backward-looking" approach (i.e., whether the
exchange rate is "out of line" relative to some base period) as
from a forward-looking perspective, in the sense of the potential
contribution that altering the rate might make to the adjustment
process. Notwithstanding the above qualifications, since analyses of exchange rate policy often present this type of evidence as
one of a number of approaches to assessing the appropriateness
of the level of the exchange rate, it is of some interest to examine
the actual behavior of real effective exchange rates for the
sample countries in the period prior to the depreciation (Table 2). 7
7
The series for real effective exchange rates were calculated in a uniform
manner for all countries using an average of end-period monthly importweighted and export-weighted nominal exchange rates deflated by relative
consumer price indices; the trade weights were based on data referring to the
eight largest trading partners in each case for the year immediately prior to the
depreciation.
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TABLE 2. TWELVE STABILIZATION PROGRAMS: BEHAVIOR OF REAL EFFECTIVE EXCHANGE RATES, 1970-76 l
Rate Three
Years Prior to
Depreciation
(1)

Rate
Immediately
Prior to
Depreciation
(2)

Rate
Immediately
Following
Depreciation
(3)

Rate Three
Years
Following
Depreciation
(4)

1970 Ecuador

75.5

76.1

100.0

101.0

1971 Yugoslavia

93.9

83.5

100.0

102.9

1972 Pakistan
Sudan

41.2
81.3

43.2
94.3

100.0
100.0

74.7
83.6

1973 Afghanistan
Bolivia
Jamaica

...
64.5
96.7

7Í.Ó
94.2

1ÓO.Ó
100.0

73*.4
86.6

1974 Burma

99.4

72.3

100.0

76.1

1975 Bangladesh
Israel

115.6
106.9

60.5
80.0

100.0
100.0

117.8
96.5

1976 South Africa
Zambia

88.0
94.3

83.6
82.0

100.0
100.0

105.4
99.1

Year

Country

...

...

...

Sources: International Monetary Fund, International Financial Statistics;
individual
country data.
1
Average of real import-weighted and export-weighted exchange rates,
expressed in units of local currency per unit of foreign currency, that is, a
higher value indicates a real depreciation. Series indexed at date immediately
following the depreciation =100.

During the three-year period before the depreciation (columns 1 and 2), the real effective exchange rate had appreciated
in 7 of the 11 programs for which a series could be constructed;
in most cases, the appreciation had been of a significant amount
and reflected the domestic inflationary impact of excess demand
pressures. The 4 remaining programs were instances where the
imbalance between the supply of and demand for resources had
tended to be reflected to a relatively larger extent in balance of
payments deficits than in extremely high domestic inflation
rates. 8 In a majority of cases, however, the evidence from
effective exchange rate calculations would have been consistent
with the view that the exchange rate was overvalued to some
extent.
8

This group also included at least one country (Bolivia) where, although
relative competitiveness had not deteriorated in the three-year period immediately prior to the depreciation, during earlier periods the economy had
experienced inflation rates in excess of those of its trading partners without any
exchange rate adjustment taking place.
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It is also interesting to observe that in five of the seven
programs in which the depreciation action could be viewed
partly as seeking to counteract a prior real appreciation of the
currency, the immediate result of the exchange rate action was a
somewhat more depreciated value for the real exchange rate
than the value prevailing at a point three years previously.
(Compare columns (1) and (3) of Table 2.) However, it is
recognized that these types of calculation are not intended to
produce precise conclusions, especially considering the difficulties in assessing an appropriate "equilibrium" base period.
Also, it should be borne in mind that there is a likely need to aim
for a slight "overshoot" initially, in view of the partial offset to
the initial gain in competitiveness even with appropriate supporting policies that would occur, as a result of the effect of the
depreciation on domestic costs and prices.
INTENDED EFFECTS OF EXCHANGE RATE ACTION

All the programs viewed exchange rate action as facilitating a
reallocation of resources into the sector producing traded goods.
Most emphasized the trade balance effects, although in some
cases other effects were considered to be of sufficient importance to be mentioned specifically, for example, the positive
budgetary impact (Burma and Ecuador), the effect on remittances (Pakistan and Yugoslavia), the stimulus afforded to
capital flows and direct investment (Bolivia and Jamaica), and
the overall allocative improvements that were expected to result
(Afghanistan and Pakistan).
As regards the trade account, all programs anticipated a
significant improvement in export performance, measured in
real terms, as a result of the increased incentives and profitability provided to the external sector. In roughly half the cases,
however, the programs expected that the improvement would
take some time and cautioned against expecting early results;
this was particularly true for Afghanistan, Burma, and Zambia,
where an important objective was to encourage the production
and export of nontraditional exports. In the remaining countries,
however, a more immediate turnaround was hoped for, in some
instances reflecting such factors as a previous buildup of speculative stocks and a slowdown of export deliveries.
As regards imports, the expected outcome varied widely
between the programs, reflecting the different structural and
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institutional characteristics of the economy. In six countries
(Bolivia, Ecuador, Israel, Jamaica, South Africa, and Yugoslavia), the programs tended to stress the "expenditure reducing"
effect of the depreciation causing a reduction in real incomes and
real import demand. Also, in these cases, an important short-run
aspect involved the anticipated running down of speculative
stocks of imported goods accumulated in the period prior to the
depreciation. For another group of developing countries (Bangladesh, Burma, Pakistan, and Sudan), the depreciation was to
be accompanied by a major liberalization of imports; thus, the
net intended effect of the depreciation cum liberalization measures was to raise the level of actual imports in the immediate
postdepreciation period. These programs, however, stressed the
longer-run benefits in terms of improved allocation of import
demand that would result. Finally, two programs (for Afghanistan and Zambia) contained characteristics present in both of the
preceding two subgroups and could not be said to belong
predominantly to either category.
It is interesting to note, in view of the discussion in Section I
concerning the channels through which exchange rate action
might work, that the programs generally did not appear to place
large emphasis explicitly on the possible import-substituting
effects of the depreciation. In two countries, the likelihood of
increased import substitution was dealt with specifically, namely, South Africa (where reference was made to the overall effects
on the import-substituting sector) and Zambia (where the domestic production of import-competing agricultural commodities
was analyzed). This relative lack of explicit emphasis could
reflect, first, the continuation of high levels of import protectionism in many of the countries under consideration and, second,
the major data difficulties involved in analyzing explicitly in a
quantitative way the timing and extent of the possible response
of import-competing firms.
All the programs, noting that the purpose of the exchange rate
action was to facilitate the redeployment of domestic resources
into the external sector, stressed the crucial importance of
implementing suitable supporting measures so as not to vitiate
the initial impact of the depreciation. Accordingly, all programs
contained detailed supporting demand management measures,
including (in most cases) pricing and wages policy measures.
Also, as noted above, a commitment to liberalize imports was an
important feature of many programs and was viewed as a further
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measure to improve resource allocation in the domestic economy.
Concerning demand management policies, attention focused
largely on the rate of expansion of credit and money, and in most
instances, a sharp reduction in the growth rates of these variables was envisaged. Major emphasis was given to the implementation of fiscal measures (in addition to those instances in which
the depreciation per se would exercise a net favorable impact on
the budget). Typically, a reduction in real budgetary expenditure
was contemplated (most notably in the area of current expenditure) so as not to allow the cost-increasing effect of the depreciation to be offset by corresponding higher nominal expenditure,
especially on wages, salaries, and subsidies. Many programs
also contained additional discretionary revenue measures, as
well as, in relevant cases, commitments to significant improvements in tax administration.
In the area of pricing and wages policy, most programs
intended the higher export prices to be reflected in increased
incentives in the export sector and also the higher import costs
to be passed through to retail prices. In the majority of cases, the
intention to implement this policy was specified in a general
way. Regarding wages policy, four programs (for Bolivia, Israel,
South Africa, and Yugoslavia) discussed explicitly the policy
intentions of the authorities and their consistency with the
achievement of the program's objectives. However, even in
these latter instances, there was generally some uncertainty as
to how firmly (and for how long) the wage guidelines intended by
the authorities could be adhered to.
III. Outcome
In this section, the outcome of the programs is examined from
the perspective of the actual performance of certain specific
variables, namely, the volume of exports and imports, real GDP,
and inflation. In examining these issues, the analysis is conducted on both a short-run and a long-run basis and in relation to the
"average world performance" for the variables in question. 9
9
"Average world performance" was taken to be that of the average non-oil
developing countries, except for Israel and South Africa, where the comparator is the average performance of industrial countries.
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Table 3 presents summary information on the extent to which
program countries experienced an improvement in their real
export growth, a major objective of all the programs investigated. Comparing the one-year periods immediately prior to and
following the depreciation, one finds that the results are mixed.
In both absolute and relative terms, an improvement occurred
under only half the programs. n However, when comparisons
over the three-year predepreciation and postdepreciation periods are undertaken, of 11 programs in the sample, 12 8 experienced an absolute improvement in real export growth. Of the 11
programs, 8 also experienced a relative improvement, adjusting
for the "world average" growth rate. This evidence thus would
be consistent with the view, explicitly expressed in many
TABLE 3. TWELVE STABILIZATION PROGRAMS:
COMPARATIVE EXPORT PERFORMANCE
Absolute Comparison '

Relative Comparison 2

Total
Programs

Programs
experiencing
improvement

Programs not
experiencing
improvement

Programs
experiencing
improvement

Programs not
experiencing
improvement

One-year
comparison

12

6

6

6

6

Three-year 3
comparison

11

8

3

8

3

Sources:
International Financial Statistics', individual country data.
1
That is, comparison of annual average growth rate of real exports during
predepreciation
and postdepreciation periods.
2
That is, comparison of difference between annual average growth of real
exports of program country and "world" average during predepreciation and
postdepreciation
periods.
3
Excludes Pakistan, owing to unavailability of sufficient data for the
predepreciation period.
10
For most countries, export volume changes were calculated on the basis
of data for export value and average export unit value given in International
Financial Statistics (IFS). For countries for which such data were not
available, volume indices were constructed directly from disaggregated export
data
contained in papers prepared by the Fund staff.
11
The "relative" comparison was undertaken by comparing, for each
program, performance in the postdepreciation period with average world
performance
during that same period.
12
Pakistan is excluded, owing to the unavailability of sufficient data for the
predepreciation period.
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programs, that the beneficial effects on exports resulting from a
depreciation would tend to be more significant in the longer run.
On the question of the magnitude of the changes in trend,
Table 4 presents quantitative information on the actual average
growth rate of the volume of exports experienced by the
program countries. Based on a simple unweighted arithmetic
average of individual growth rates, and considering all programs
together, the data indicate that a very significant improvement
occurred on average. For example, the average real growth rate
rose from -1.3 per cent in the year prior to the depreciation to
9.2 per cent in the first postdepreciation year. Relative to world
performance, a similarly marked improvement was registered; in
TABLE 4. TWELVE STABILIZATION PROGRAMS: COMPARATIVE EXPORT PERFORMANCE—ANNUAL AVERAGE CHANGE IN EXPORT VOLUME
(In per cent)
Before Adjustment

After Adjustment
Program
countries'
average

Program
countries'
average

World
average '

-1.3

7.2

9.2

7.6

2.3
-2.5

8.7
6.6

7.0
9.9

9.3
7.0

-2.7

7.6

75J

8.6

0.3

7.6

6.5

6.1

2.0
-0.3

7.7
7.6

-2.1
10.1

5.5
6.3

-8.9

8.1

6.3

5.6

World
average '

ONE-YEAR COMPARISON

All programs
Bolivia, Jamaica, and
Zambia
Others
Of which,
Import-liberalization
programs 2
THREE-YEAR COMPARISON

3

All programs
Bolivia, Jamaica, and
Zambia
Others
Of which,
Import-liberalization
programs 4

Sources:
International Financial Statistics', individual country data.
1
Average non-oil developing countries' export growth for the corresponding
period(s), except for Israel and South Africa, where the comparator is the real
export growth of industrial nations. Averages differ, owing to varying periods
associated
with different program groupings.
2
Bangladesh, Burma, Pakistan, and Sudan.
3
Excludes Pakistan, owing to unavailability of sufficient data for the
predepreciation
period.
4
Bangladesh, Burma, and Sudan.
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the postdepreciation year, average real export growth for program countries rose by almost 11 percentage points and exceeded by a considerable margin the real growth in "world" exports,
which rose only slightly. This performance was sustained during
a three-year period, where a substantial absolute and relative
improvement also was recorded.
These averages conceal important differences between individual countries. When the countries are examined separately, it
is apparent that three countries in particular failed to exhibit any
significant export improvement. In Bolivia, Jamaica, and Zambia, the volume of exports declined on average during the threeyear postdepreciation period. 13 Accordingly, Table 4 contains
adjusted calculations for the subgroup of what might be described, in terms of achieving the export objective, "more
successful" programs, at least in a relative sense. In both the
one-year and three-year comparisons, as one would expect, the
improvement for this subgroup is more marked than for the
group as a whole. For instance, on a three-year comparative
basis, export performance increased from a roughly stagnant
situation of zero growth on average to an annual growth of more
than 10 per cent, while world export growth actually declined
over the same comparative periods. Finally, it is of interest that
for the group of programs identified in the preceding section as
"import-liberalization" programs, 14 the extent of the real export improvement was noticeably higher than the average for the
group of more successful programs. Thus, for this group, the
growth of export volume rose by 18 and 15 percentage points,
respectively, on a one-year and a three-year comparative basis.
These trends should also be viewed against the actual outcome
for import growth in these programs, which is discussed in the
following subsection. However, such an outcome is not a priori
surprising, as the input shortages resulting from the prior
restrictiveness of the import system in all probability had
hitherto exercised a major restraining effect on exports.
It is worth remarking, in view of the discussion in Section I
regarding the response of primary commodities to price incen13

For Bolivia, real exports also declined in the first postdepreciation year,
while for Jamaica, a decline in the growth rate was recorded (although it still
remained positive). Exports rose sharply in Zambia, however, during the first
year,
before declining thereafter.
14
Bangladesh, Burma, Pakistan, and Sudan.
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lives, that for most of the countries in the sample, primary
commodities comprised a very large proportion of their total
exports. For example, considering 9 of the 12 countries for
which data are readily available 15 and including only those
commodities that can be identified separately, one sees that the
share of primary commodities in total exports in the year prior to
the depreciation averaged more than 85 per cent. Thus, it
appears most likely that primary commodities contributed significantly to the overall average improvement that took place.
The preceding comparisons are subject to many distortions,
and, in particular, the numbers cited should be treated only as
qualitative indicators. Nevertheless, the results are quite striking. The evidence presented would be consistent with the
conclusion, first, that on average, exchange rate devaluations
were associated with a significantly improved export performance for the programs under consideration and, second, that this
improvement, to the extent that it occurred, was more in
evidence over a longer period.
IMPORTS 16
As discussed in the subsection, INTENDED EFFECTS OF EXCHANGE RATE ACTION, the intended effects of the depreciation
on imports varied widely between programs. In some, the
depreciation was expected to lower import demand directly,
mainly via the "expenditure reducing" effect; in others, although that effect was also expected to exert some influence,
there was a possibility that it might be outweighed by the impact
of the intended import liberalization. Thus, generalizations are
difficult to draw for the program group as a whole.
In Table 5, data on the behavior of real imports are presented.
The behavior of imports alone, however, is less interesting than
their behavior in relation to other variables. Accordingly, Table 5 also contains data on the differential growth rates between
imports and exports, so as to examine the significance of one

15
Afghanistan, Bangladesh, Bolivia, Burma, Ecuador, Jamaica, Pakistan,
Sudan, and Zambia.
16
As with exports, for most countries, import volume data were based on
IPS data. However, in some instances, where an import unit-value index was
not available, the average import unit-value index of all non-oil developing
countries was used to deflate the import value series.
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TABLE 5. TWELVE STABILIZATION PROGRAMS: ANNUAL AVERAGE CHANGE
IN REAL IMPORTS (M) AND EXPORTS (X)
(In per cent)
Before Adjustment

After Adjustment

Μ

Μ

Μ -X

Μ -Χ

ONE-YEAR COMPARISON

All programs
Of which,
Import-liberalization
programs l
Import-restraint
programs 2
Excluding Bolivia and
Jamaica

1.1

2.4

3.5

-5.1

-0.9

1.8

17.3

2.0

1.4

0.4

1.5

-2.8

0.3

1.8

3.0

-4.8

3.2

2.1

4.0

-2.5

>-i r»
-7.8

1.6

Λ Λ ^
11.3

8.4

3.8

2.5

-5.0

10.4

5.9

-0.4

-12.3

THREE-YEAR COMPARISON

All programs 3
Of which,
Import-liberalization
programs l
Import-restraint
programs 2
Excluding Bolivia and
Jamaica

Á r\
4.9

Sources: International Financial Statistics-, individual country data.
Bangladesh, Burma, Pakistan, and Sudan.
Bolivia, Ecuador, Israel, Jamaica, South Africa, and Yugoslavia.
Excludes Bangladesh and Pakistan, owing to unavailability of data.

1
2
3

important factor, namely, an increase in imports related directly
to higher exports. 17
Ignoring first the question of program heterogeneity, when the
entire group is considered, one finds that average real import
growth was somewhat higher in both the short-run and long-run
postdepreciation periods than in the corresponding predepreciation period. This is not an unexpected outcome, given the
import-liberalization elements contained in many programs and
the easing of the foreign exchange constraint. However, when
differential export and import growth rates are considered, a
significant reversal of trend appears to have occurred. That is
(again for both short-run and long-run comparisons), prior to the
17
Use of another possible measure of behavioral trends in imports, namely,
the import/GDP ratio, suffers from the drawback that it includes the price effect
of higher import costs, particularly of oil.
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depreciation, the growth of real imports exceeded that of
exports, while in the postdepreciation periods, the reverse was
true. Thus, over all, it would appear that the real component of
the trade balance moved in the intended direction.
Of more interest, however, is the behavior of the two subgroups of programs, which can be identified separately. For the
so-called import-liberalization programs, not surprisingly, imports grew sharply following the depreciation. When the outcome is standardized for the simultaneous behavior of exports,
much of this higher growth was offset by an improvement in
export performance, which as noted above was considerably
better for this subgroup than for all programs. However, when
both the short run and long run are considered, the growth of
imports adjusted for that of exports was still somewhat higher
following the depreciation. A net turnaround in the real trade
account might not necessarily have been aimed for, however,
depending on other factors affecting the current account, such as
the terms of trade and, perhaps most important, expected
movements in the capital account. 18
For the second group of countries identified separately,
namely, those in which a sharp reduction in import demand was
expected (termed, for convenience, import-restraint programs) 19 in the short run, import growth remained roughly the
same. However, over a three-year period, a sharp reduction
occurred, with average growth being reduced from 8 per cent to
3 per cent. Adjusting for export growth produces some net
improvement in the short run, with a more marked change
occurring when a longer period is analyzed. Finally, since this
group of programs includes two countries where, in terms of
export performance, there is reason to believe that the programs
were relatively unsuccessful (namely, Bolivia and Jamaica), the
results were recalculated excluding these countries. For this
adjusted subgroup (namely, Ecuador, Israel, South Africa, and
Yugoslavia), a noticeable reversal of trend took place. While
18

One indication of this aspect of the program might be obtained by
examining the outcome for the overall balance of payments for the countries in
this group. For Bangladesh, Burma, and Sudan (comparable data for Pakistan
are not available), the overall balance deteriorated in each instance comparing
three-year predepreciation and postdepreciation periods. However, it should
be borne in mind that for each of these countries, data for the postdepreciation
period
include any adverse impact of the oil price rise.
19
Bolivia, Ecuador, Israel, Jamaica, South Africa, and Yugoslavia.
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import growth was somewhat higher in the short run, when
adjusted for export growth, a reversal occurred. In the longer
run, import growth declined sharply from an annual rate of 10
per cent to near zero, while the percentage point differential
between real import and export growth changed from +6
(reflecting higher import growth) to -12.
Over all, therefore, while the outcome for imports is more
difficult to analyze, it would appear that at least for a subgroup
of import-restraint programs, a significant reduction in imports
can be identified as having occurred. For another group, namely, liberalization programs, both real imports and exports rose
sharply. While the predepreciation trend in relative growth rates
of imports and exports was not reversed, it did not worsen
significantly, notwithstanding the liberalization itself. Also, for
the entire group of programs, the trend in exports and imports
was noticeably reversed. 20
Finally, Section I stressed the importance of implementing
adequate supporting policy measures to ensure that the changes
in relative prices induced by the depreciation are not subsequently offset. In view of the reasonably satisfactory outcome
regarding trends in the volume of exports and imports indicated
by the evidence just described, it is of some interest to assess to
what extent the intended accompanying measures were implemented in the program countries. The implementation of financial policy measures and the postdepreciation trends in inflation
and competitiveness are discussed in the following subsection.
As regards measures to ensure that the exchange rate change
was felt in the domestic-currency prices (for both producers and
consumers) of traded goods, clear-cut judgments are difficult,
owing to the lack of specific data in many instances. However,
based on available descriptive evidence, it appears that for
almost all increases in producer prices, the effects of the
depreciation were generally reflected in higher incentives for
domestic suppliers. On the other hand, the pass-through of
higher import costs to retail prices was less complete in several
instances. Finally, as regards the intention to prevent nominal
20

The preceding results are similar to those cited by Bhagwat and Onitsuka
(1974), who found that nonindustrial countries that carried out independent
devaluations during the 1960s exhibited a higher export growth rate than those
that did not. For many of these countries, import growth also increased at the
same time.
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wages and incomes from rising to offset the reduction in real
income associated with the depreciation, significant slippages
appear to have occurred in a number of cases.
INFLATION

In view of the effects of a depreciation on domestic prices
noted in Section I, it is of some interest to examine the actual
outcome for inflation rates in the countries concerned. The data
in Table 6 indicate that in the first year of the program, most
countries (9 out of 12) experienced an increase in their inflation
rates. Although in the majority of programs some reduction in
inflation rates had been sought, it appears that this objective was
not generally achieved. Inflation performance was not improved
over a longer period either; on a three-year basis, the inflation
rate was reduced in only 4 out of 12 countries. Standardizing for
the "world" average inflation rates does not alter this result.
TABLE 6. TWELVE STABILIZATION PROGRAMS: COMPARATIVE INFLATION
PERFORMANCE
Absolute Comparison '

Relative Comparison2

Total
Programs

Programs
experiencing
improvement

Programs not
experiencing
improvement

Programs
experiencing
improvement

Programs not
experiencing
improvement

One-year
comparison

12

3

9

4

8

Three-year
comparison

12

4

8

4

8

Sources:
International Financial Statistics', individual country data.
1
That is, comparison of annual average inflation rates during predepreciation
and postdepreciation periods.
2
That is, comparison of difference between annual average inflation rates of
program country and "world" average during predepreciation and postdepreciation periods.

Turning to quantitative measures, in the immediate postdepreciation period, one sees that the average inflation rate for all
countries (measured by changes in the consumer price index)
was about 1 percentage point higher than before (Table 7). In
considering this outcome, it should be borne in mind that the use
of the consumer price index, rather than (for example) the GDP
deflator or movements in costs (for which sufficient data are not
available), tends to bias the postdepreciation inflation perform-
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TABLE 7. TWELVE STABILIZATION PROGRAMS: COMPARATIVE INFLATION
PERFORMANCE—ANNUAL AVERAGE CHANGE IN CONSUMER PRICES
(In per cent)
Before Adjustment

After Adjustment

Program
countries'
average

World
average *

Program
countries
average

World
average l

14.3

14.9

15.7

17.7

7.1

14.1

13.8

77.2

12.8

12.8

17.3

19.8

8.4

72.5

75 J

79.5

ONE-YEAR COMPARISON

All programs
Excluding Bangladesh,
Bolivia, and Israel
THREE-YEAR COMPARISON

All programs
Excluding Bangladesh,
Bolivia, and Israel

Sources:
International Financial Statistics', individual country data.
1
Average non-oil developing countries' inflation, except for Israel and
South Africa, where the comparator is the inflation performance of industrial
nations. Averages differ, owing to varying periods associated with different
program groupings.

ance unfavorably, at least from the perspective of assessing
changes in relative competitiveness. Thus, for the group in
question, the direct effect on prices of the depreciation itself
averaged almost 9 percentage points. 21 The foregoing overall
comparison also is somewhat distorted by the presence in the
group of three especially high-inflation rate countries (Bangladesh, Bolivia, and Israel) with inflation rates of between 30 per
cent and 60 per cent. When the data were adjusted to exclude the
above-mentioned countries, the postdepreciation inflation rate
on average was almost twice the predepreciation rate. For this
subgroup, after allowing for the direct effect of the depreciation,
which was estimated to be on average about 5 percentage points,
it is apparent that the "underlying" inflation rate, net of the
initial price rise induced by the depreciation, increased significantly. Over the three-year period, program countries' annual
inflation rates also rose markedly, by about 5-7 percentage
points on average, depending on whether the three high-inflation
countries are included or not; the direct inflationary contribution
21
This figure is a rough estimate calculated by multiplying, for each program
country, the size of the depreciation (in local-currency terms) by the share of
imports in GDP during the year immediately preceding the depreciation.
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of the depreciation on an annual basis was about 2-3 percentage
points.
In addition to the reservations already expressed concerning
the use of the consumer price index, the above-mentioned
outcome should also be viewed in the light of world inflation
rates. During the same comparative periods, world inflation
rates also rose by 4 percentage points on a one-year comparative
basis, and by 7 percentage points when the three-year periods
are examined. These increases are roughly in line with those
experienced by program countries. Thus, although inflation was
not reduced on average, a deterioration of individual country
positions vis-á-vis the "world average" was prevented, despite
the significant inflationary bias on consumer prices caused by
the depreciation itself. 22
Finally, in view of the continuation of relatively high inflation
rates in many program countries, the postdepreciation behavior
of real effective exchange rates is of some interest (Table 2). In 6
of 11 programs 23 comparing the level three years after the
depreciation with the level immediately following the exchange
rate action, the real effective exchange rate did not indicate any
significant appreciation (and, in some instances, the currency
concerned depreciated further). However, in 3 of those instances (Israel, Yugoslavia, and Zambia), the maintenance of
relative competitiveness occurred despite high rates of domestic
inflation and was the result of the authorities' decision to
depreciate the currency further on a number of occasions during
the three-year period. 24 In the remaining 5 programs, high
22

In assessing the outcome for program countries' inflation rates, note that
the growth in the money supply rose sharply on average for those countries in
the first year of the program (from 14 per cent to 21 per cent). At the same time,
the rate of net domestic credit expansion slowed down on average (from 30 per
cent to 24 per cent). Thus, it would appear that on average the reduction in
credit expansion was insufficient to sterilize the liquidity impact of the balance
of payments outcome during the program period. In this regard, the overall
balance of payments (measured in foreign-currency terms) registered an
improvement in the first year of the program in 5 of the 11 countries for which
data are available. Further interpretation of these figures, however, would
require a detailed analysis of the behavior of net domestic assets, net foreign
assets, and the money supply in the program countries, which goes beyond the
scope
of the present study.
23
No
data are available for Afghanistan.
24
In Zambia, however, the real effective exchange rate appreciated during
most of the postdepreciation period and was reversed only after a further
(delayed) exchange rate action.
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domestic inflation rates (at any rate, according to this indicator)
caused a significant erosion of the gain in competitiveness
resulting from the original depreciation.
REAL GDP

As suggested in Section I, the effect of exchange rate action on
real GDP depends on the speed and extent to which resources
move into the traded goods sector. While direct empirical
analysis of these channels is difficult to undertake, examination
of the actual outcome for rates of growth in GDP is a useful way
of determining whether any systematic effects may be present.
Indicators of comparative economic growth performance are
presented in Table 8. First considering all programs, one finds
no evidence of the programs on average being associated with a
noticeable downward bias in the growth in economic activity,
either in the immediate postdepreciation period or in the context
of a longer period. In the short run, a majority of program
countries experienced higher growth rates.
In subgroups of programs, however, some trends are discernible. Previously, a subgroup of programs was distinguished,
termed import-restraint programs (Bolivia, Ecuador, Israel,
TABLE 8. TWELVE STABILIZATION PROGRAMS: COMPARATIVE ECONOMIC
GROWTH PERFORMANCE
Postdepreciation Growth Compared
with Predepreciation Growth
Total
Programs

Programs
experiencing
improvement

Programs not
experiencing
improvement

11 ι
6
4
5

8
3
2
5

3
3
2
0

3

5
1
/
4

5
5

ONE-YEAR COMPARISON

All programs
2
Import-restraint programs
Excluding Bolivia and Jamaica
Other programs
THREE-YEAR COMPARISON

All programs
2
Import-restraint programs
Excluding Bolivia and Jamaica
Other programs

10
6
4

4

3

0

Sources:
International Financial Statistics; individual country data.
1
Excludes Afghanistan, owing to unavailability of data.
Bolivia, Ecuador, Israel, Jamaica, South Africa, and Yugoslavia.
3
Excludes Afghanistan and Bangladesh, owing to unavailability of data.

2
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Jamaica, South Africa, and Yugoslavia). As has been indicated,
this group of programs generally tended to place relatively more
stress on the strategy of a sharp reduction in real expenditure as
leading to the projected reduction in import demand. In these
cases, it is of interest to examine whether the reduction in
expenditure might have been associated with some downturn in
economic growth rates. 25 In the short run, over all, this
outcome does not appear to have occurred, as GDP growth rates
rose during the immediate postdepreciation period for half of the
cases in this subgroup. On the other hand, within a longer
period, five of the six program countries in this category
registered a comparatively lower growth performance following
the depreciation. Excluding Bolivia and Jamaica, economic
growth declined in three of the four remaining programs. By
contrast, economic growth increased sharply in all the other
programs (of which the "liberalization programs" form the
largest component) both from a short-run and a long-run perspective.
Quantitative data provided in Table 9 (which includes data on
trends in average world growth rates) provide a roughly similar
picture. For all programs, economic growth rates were on
average either higher (in the short run) or about the same (over a
three-year period). Irrespective of the period of comparison,
economic growth in the import-restraint programs declined,
while in the remaining group, the reverse was true and economic
growth rose markedly. The patterns indicated by these data are
by and large unaltered when performance is measured against
average "world" performance.
Thus, since a particularly noticeable improvement in the trade
account of the import-restraint subgroup occurred (as shown in
the subsection, IMPORTS), it can be suggested that to secure
improvements in the trade balance, these programs applied a
relatively strong dose of contractionary demand policies. Those
policies may have contributed indirectly to some initial reduction in the rate of economic growth; 26 indeed, this outcome
25
Unfortunately, data are not available for most of the programs reviewed to
permit a separate analysis of movements in real domestic expenditure (as
opposed to real GDP).
26
However, within the import-restraint subgroup, the examples of Bolivia
and Jamaica need to be distinguished separately, since in those countries
economic growth declined (especially in Jamaica) and there was no improvement in the trade balance variables.
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TABLE 9. TWELVE STABILIZATION PROGRAMS: COMPARATIVE GROWTH PERFORMANCE—ANNUAL AVERAGE CHANGE IN REAL GDP
(In per cent)
Before Adjustment

After Adjustment

Program
countries'
average

World
average '

Program
countries'
average

World
average '

3.5
5.5
4.8
1.1

4.4
3.7
3.0
5.2

5.6
4.0
5.0
7.6

5.1
5.0
4.2
4.2

4.5
6.5
6.4
1.4

5.2
4.8
4.3
5.9

3.9
3.4
3.9
4.8

5.1
5.0
4.7
5.3

ONE-YEAR COMPARISON

All programs 2
Import-restraint programs 3
Excluding Bolivia and Jamaica
Other programs
THREE-YEAR COMPARISON

All programs 4
Import-restraint programs 3
Excluding Bolivia and Jamaica
Other programs

Sources:
International Financial Statistics', individual country data.
1
Average non-oil developing countries' export growth for the corresponding
period(s), except for Israel and South Africa, where the comparator is the real
export growth of industrial nations. Averages differ, owing to varying periods
associated
with different program groupings.
2
Excludes Afghanistan, owing to unavailability of data.
3
Bolivia, Ecuador, Israel, Jamaica, South Africa, and Yugoslavia.
4
Excludes Afghanistan and Bangladesh, owing to unavailability of data.

would be consistent with the intentions stated explicitly in most
of these programs. Also, in a number of these cases, it appears
that somewhat contractionary policies continued to be pursued
beyond the first year of the program. By contrast, in the
remaining programs where a link between the implementation of
the stabilization program and economic growth was not so
explicitly envisaged, economic growth on average improved in
both the short run and the longer run. On average, these latter
countries also experienced some turnaround in their external
position, although the improvement was less marked than for the
import-restraint subgroup.
IV. Conclusions
The empirical evidence presented in this paper should be
interpreted with some important qualifications in mind. First,
the use of aggregative comparisons may conceal important
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variations in the experiences of individual countries, although,
where appropriate, the analysis tried to distinguish between
country subgroups that displayed broadly similar characteristics. Second, in some instances, undoubtedly, special factors
that had little to do with either the programs' design in general or
the impact of the exchange rate action 'in particular may have
played an important role in determining the outcome for certain
variables. However, here also the analysis attempted to allow
for the impact of these special "shocks" both by looking at the
outcome in a long-run as well as a short-run perspective and by
comparing results with the "world average," thereby attempting
to control for one major shock—the recession and oil crisis of
the 1970s.
Notwithstanding the preceding reservations, the investigation
provides some useful analysis of the design and outcome of a
group of stabilization programs in which exchange rate action
played a major role, from the viewpoint of what actually
happened to economic performance in the countries under
review. Among the more interesting conclusions that emerged
are the following:
1. In all cases, the major reason for undertaking exchange
rate action was the emergence of significant balance of payments
pressures, reflected in many instances in increases in restrictions on trade and payments. Specific sectoral evidence was
referred to in a smaller number of cases, and then usually in a
qualitative way. In about half the instances, relatively high
domestic rates of inflation were cited specifically as suggesting
an overall loss of competitiveness leading to a situation of
currency overvaluation. Ex post analysis of real effective exchange rates indicates that in about half the programs, the real
effective exchange rate had appreciated significantly in the
period prior to the taking of exchange rate action.
2. The intended effects of the exchange rate action were
focused to a considerable extent on an expected improvement in
export performance. In some instances, programs explicitly
recognized that the intended response of exports might take
some time to materialize. As regards imports, two subgroups
among the programs examined could be identified: first, those
programs that expected a significant reduction in real import
demand to occur as a result of the "expenditure reducing" effect
of the depreciation (termed, for convenience, the import-restraint subgroup); and second, a subgroup where the deprecia-
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tion was to be accompanied by a substantial liberalization of
imports, thereby suggesting that real imports might be intended
to rise in the postdepreciation period.
3. On average, actual export performance (in real terms) in
the postdepreciation period exhibited a striking improvement.
There is some evidence that the improvement was more marked
when performance over a longer-run (i.e., three-year) period is
examined. The improvement is especially striking in relation to
the average behavior of "world" export growth (in most cases
taken to be that of non-oil developing countries). It was also
most marked for the "liberalization" subgroup. However, the
improvement was not universal, and three programs in particular experienced export declines during the postdepreciation
period.
4. The outcome for the volume of imports was more mixed.
On average, real import growth tended to rise somewhat.
However, a noticeable decline was registered for the importrestraint subgroup. Moreover, for these latter countries, while
imports grew more rapidly than exports in the predepreciation
period, this trend was reversed sharply following the depreciation, especially when a longer-run comparison is made. For the
liberalization subgroup, on the other hand, import growth accelerated sharply in the postdepreciation period, partly reflecting
the expansionary effect of the liberalization policy measures.
However, a large part (but not all) of this trend was offset by an
accompanying faster rate of export growth.
5. Somewhat less progress was achieved on average in reducing inflation rates as measured by changes in consumer prices, in
an absolute sense. After taking into account the once-and-for-all
inflationary effect of the depreciation, however, some improvement occurred in a relative sense (i.e., compared with world
inflation rates). Excluding a small number of extreme highinflation countries, the average inflation rate almost doubled in
the first postdepreciation year and increased by about 7 percentage points in a three-year comparison. However, during the
corresponding periods, world inflation rates rose by roughly the
same amount, while the once-and-for-all inflation effect of the
depreciation contributed about 2 percentage points per annum
on average for this latter subgroup.
6. Over all, there is no evidence that the programs on average
were associated with any systematic bias in economic growth as
measured by changes in real GDP. For the import-restraint
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subgroup, however, average growth declined sharply, not only
in the short run but also in a longer-run perspective. For the
remainder of the programs, however, the reverse held, with
average real growth in GDP being markedly higher, irrespective
of the period of comparison. These conclusions are unaltered if
one analyzes growth performance in relation to the "world"
average.
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The Fund Agreement in
the Courts—XVII
JOSEPH GOLD*
HIS SEVENTEENTH INSTALLMENT in the series dealing with
T
the impact of the Articles of Agreement of the International
Monetary Fund on litigation discusses two cases involving
l

Article VIII, Section 2(b) of the Articles. The first case, decided
by an English court, dealt with the issue whether that provision
of the Articles applied to a claim against a bank under a
confirmed irrevocable letter of credit. Little authority has existed hitherto on the question whether the provision qualifies the
important legal principle that an irrevocable letter of credit is
independent of the underlying commercial contract that gives
rise to the letter of credit. The second case, decided by the
Supreme Court of the Netherlands, raised the question of the
application of the provision by courts in a region of the Kingdom
of the Netherlands to a contract contrary to the exchange
control regulations of another region of the Kingdom that had
become independent after the contract was made but before the
action was instituted.

* Sir Joseph Gold, Senior Consultant and formerly the General Counsel and
Director of the Legal Department of the Fund, is a graduate of the Universities
of London and Harvard. He is the author of numerous books, pamphlets, and
essays
on the Fund and on international and national monetary law.
1
The first seven articles in the series, together with another article, were
issued in book form as The Fund Agreement in the Courts (Washington, 1962).
The next four articles were issued as The Fund Agreement in the Courts: Parts
VIII-XI (Washington, 1976). Subsequent articles were published in Staff
Papers, Vol. 24 (March 1977), pp. 193-231, Vol. 25 (June 1978), pp. 343-67,
Vol. 26 (September 1979), pp. 583-611, Vol. 27 (September 1980), pp. 601-24,
and Vol. 28 (June 1981), pp. 411-36.
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I. Unenforceability of Certain Exchange Contracts and
Letters of Credit
THE GLASS FIBRES CASE (ENGLAND)

In the fifteenth installment 2 in this series there was a discussion of United City Merchants (Investments) Ltd. and Glass
Fibres and Equipment Ltd. v. Royal Bank of Canada, Vitrorefuerzos S. A., and Banco Continental S. A. ("The American
Accord")3 and subsequent proceedings in which an English
court applied Article VIII, Section 2(b] of the Fund's Articles.
The first sentence of that provision is as follows:
Exchange contracts which involve the currency of any member and which
are contrary to the exchange control regulations of that member maintained or imposed consistently with this Agreement shall be unenforceable
in the territories of any member.

The earlier discussion was concluded with the remark that the
case, insofar as it dealt with the application of this provision, had
not been reported and that it was not possible, therefore, to
describe how the court, the Queen's Bench Division (Commercial Court), had treated the principle that normally a letter of
credit is independent of the underlying contract that gives rise to
it. This part of the proceedings in the Queen's Bench Division
has since been reported under the name of United City Merchants (Investments) Ltd. and Glass Fibres and Equipment Ltd.
v. Royal Bank of Canada and Others (No. 2), 4 and has now
been the subject of a decision by the Court of Appeal under the
name of United City Merchants (Investments) Ltd. and Others
v. Royal Bank of Canada and Others. 5
The first plaintiff in these proceedings, United City Merchants, had received from the second plaintiff, Glass Fibres, an
assignment of Glass Fibres' rights under a letter of credit against
the first defendant, Royal Bank of Canada. For the purpose of
this litigation, it was accepted that the first plaintiff was in no
better position than the second plaintiff. The action resulted
from Royal Bank's refusal to make payment under a letter of
credit that Vitro had instructed Banco Continental in Peru to
2
3
4
5

Staff Papers, Vol. 27 (September 1980), pp. 617-21.
[1979] 1 Lloyd's Rep. 267.
[1979] 2 Lloyd's Rep. 498.
[1981] 3 W.L.R. 242.
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open in favor of Glass Fibres. Banco Continental arranged for
the opening of a credit by the Royal Bank of Canada, Montreal,
payable in U. S. dollars in London. The credit was irrevocable
and available by sight drafts drawn on the Royal Bank of
Canada, Montreal, against clean bills of lading on or before a
date extended to December 31, 1976. Banco Continental was to
repay Royal Bank over a period of five years for any advances
made by Royal Bank. The letter of credit had been issued in
respect of a contract for the sale by Glass Fibres to Vitro and
import into Peru of equipment for the manufacture of glass fiber
that was to be exported on or before December 15, 1976.
Royal Bank contended, inter alia, that the letter of credit was
unenforceable under the Bretton Woods Order in Council of
1946, which was promulgated under the British Bretton Woods
Agreements Act to give the force of law to Article VIII, Section
2(b). This contention was based on the allegation that the letter
of credit was obtained to engineer the transfer of funds from
Peru by overinvoicing contrary to the exchange control regulations of that country. The arrangements were made on the
initiative of Olguin, a director, general manager, and majority
shareholder of Vitro. The excess U.S. dollar funds were to be
retransferred by Glass Fibres and held in Florida for the benefit
of Vitro. The arrangements for this purpose and the exchange
control regulations are described in the earlier article. Vitro,
Olguin, and Banco Continental were residents of Peru. Neither
Banco Continental nor Royal Bank knew of the overinvoicing
when the letter of credit was negotiated.
Queen's Bench Division (Commercial Court)
The court considered the issue of Article VIII, Section 2(b) to
be "the most difficult and novel part of this case." 6 The court
referred to the proposition accepted by the English Court of
Appeal in Wilson, Smithett & Cope Ltd. v. Terruzzi7 that an
"exchange contract" under the provision means a contract for
the purchase and sale of one currency against another and that
contracts involving securities or merchandise are not exchange
contracts except when they are monetary transactions in dis6
7

[1979] 2 Lloyd's Rep. 503.
[1976] 1 Q.B. 683; [1976] 1 Q.B. 703 (C.A.). See Joseph Gold, ''The Fund
Agreement in the Courts—XII," Staff Papers, Vol. 24 (March 1977), pp. 20521.
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guise. This proposition, declared the court in the Glass Fibres
case, was not greatly helpful in defining monetary transactions
in disguise.
The court analyzed the agreement as one that, if carried out,
would lead to the receipt by Vitro, through an intermediary, of
U. S. dollars and the obligation of Vitro, through Banco Continental, to make repayment over a period of five years by selling
Peruvian soles for U.S. dollars. On this analysis, the contract of
sale between Glass Fibres and Vitro could be described "as
constituting an exchange contract by being a monetary transaction in disguise" 8 contrary to Peru's exchange control regulations and therefore unenforceable under the 1946 Order in
Council.
The court disposed of an objection by the plaintiff that the
exchange control regulations were not maintained or imposed
consistently with the Articles. The report does not include the
plaintiff's argument in support of this objection, but the court's
reference to "very sweeping allegations which could perhaps be
said of most member countries" 9 suggests that the argument
was the incompatibility in principle of exchange controls or
exchange restrictions with the broad objectives of the Articles.
The treaty, however, does not invalidate exchange controls or
all exchange restrictions. The Fund concluded, in a communication to one of the parties, that the Peruvian exchange controls
were not inconsistent with the Articles. The reasons were stated
in the earlier article that has been referred to above. 10
The court rejected the objection of inconsistency with the
Articles by referring to the dictum in the Terruzzi case that
courts should not assume without evidence that the authorities
of a member country administer their exchange control regulations in a manner contrary to the Articles. This dictum amounts
to a presumption in favor of the consistency of exchange control
regulations with the Articles, which places the burden of proving
inconsistency on the plaintiff. But a defendant who relies on
Article VIII, Section 2(b) necessarily asserts that exchange
controls are maintained or imposed consistently with the Articles, and he should have the burden of proving this fact.
8
[1979] 2 Lloyd's
9
Ibid., 504.
10

Rep. 503.

Joseph Gold, "The Fund Agreement in the Courts—XV," Staff Papers,
Vol. 27 (September 1980), pp. 619-20.
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This allocation of the burden of proof is not intended to
suggest that a court is debarred from raising the question of the
application of Article VIII, Section 2(b) when the parties have
failed to refer to the provision. n The only safe way to settle the
question of consistency or inconsistency is to request a certificate from the Fund. The request can be made by a party or by
the court itself if its procedures authorize this step. The reason
why the Fund should be approached is that the answer may
depend on the exercise of the Fund's discretionary powers to
approve exchange restrictions if approval is required by the
Articles. In the Glass Fibres case, it is not clear whether the
court thought it necessary to rest on the dictum in favor of
consistency, even though the Secretary of the Fund, acting with
the authority of the Executive Board, had provided one of the
defendants with a statement affirming the consistency with the
Articles of the exchange control regulations cited in the case. 12
Another objection rejected by the court was that the restriction in this case was on the import of capital goods and was
contained in the law relating to industry and not exchange
control. The court held that this contention was not in accord
with the evidence.
The court then turned to the "perplexing and difficult" 13
question of the effect of its findings on the claim against Royal
Bank as the confirming bank. In the first part of this litigation,
the court had concluded that, except in the case of fraud, a bank
that confirms a letter of credit must pay against documents
appearing to comply with the terms of the credit, and that the
bank is not concerned with the question whether the goods
complied with the terms of the contract of sale. 14The problem
was whether this principle was affected in any way by the
Bretton Woods Order in Council. By stating the problem in this
way, the court was asking whether fraud in the underlying
contract between the beneficiary and the bank's customer at
whose instance the letter of credit is arranged, which is a
recognized exception to the principle of the independence of the
letter of credit, is the only justification for the confirming bank's
11
Joseph Gold, 'The Fund Agreement in the Courts—XIV," Staff Papers,
Vol.12 26 (September 1979), p. 608.
Joseph Gold, "The Fund Agreement in the Courts—XV," Staff Papers,
Vol.13 27 (September 1980), p. 620.
[1979] 2 Lloyd's Rep. 504.
14
Ibid.
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refusal to honor the instrument, or whether the Order in Council
is a second and independent justification. The issue arose
because the court held that in the circumstances of the case the
established exception of fraud was not available to Royal Bank
as a justification for refusing payment.
In examining the question whether the Order in Council was
an independent justification for refusing to honor a letter of
credit, the court discussed the decisions of the Court of Appeal
in Sharif v. Azad 15 and Batra v. Ebrahim. 16 In the former case,
the Court of Appeal permitted the plaintiff to recover on a check
in England, notwithstanding the fact that the check was delivered as part of a plan to evade the exchange control regulations
of Pakistan. The court in the Glass Fibres case noted the
emphasis that the Court of Appeal had placed on the language of
the regulations in Sharif v. Azad. They applied to "any person in
or resident in Pakistan," but the parties to the action in England
were resident in England. The court noted also the absence of
any argument that the check was affected with fraud as between
the parties.
In Batra v. Ebrahim, the two parties were resident in England,
but the plaintiff failed. The court in the Glass Fibres case pointed
out that the exchange control regulations of India, which were in
issue in Batra v. Ebrahim, "were not expressly tied to residency." 17 This attempt to reconcile the two cases is an unhappy
one. The words "involve the currency of any member" in
Article VIII, Section 2(6) mean, according to one interpretation,
that an exchange contract contrary to the exchange control
regulations of a member is unenforceable only if performance of
the contract would affect the member's balance of payments.
According to another interpretation, performance must affect a
member's exchange resources. On the basis of these interpretations, the residence of a contracting party within a member's
territory, or the transfer of assets across its borders, is relevant
under Article VIII, Section 2(b) whether or not the exchange
control regulations in issue are formulated in terms of residence
within the territory or the transfer of assets out of the territory.
15
[1966] 3 All ER 785, [1966] 3 W.L.R. 1285. See Joseph Gold, The Fund
Agreement
in the Courts: Parts VÍII-XI (Washington, 1976), pp. 43-50
16
The Times (London), May 3, 1977, p. 11. See Joseph Gold, 'The Fund
Agreement in the Courts—XIV," Staff Papers, Vol. 26 (September 1979),
pp.17 584-91.
[1979] 2 Lloyd's Rep. 504.
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The court explained that Sharif ν. Azad had been decided on
the basis of Section 30 of the Bills of Exchange Act, 1882, for
which reason that case could be distinguished from one in which
the question was the effect of the Order in Council on a
confirmed letter of credit. This explanation of Sharif v. Azad
adds nothing to the understanding of Article VIII, Section 2(b)
and its possible application to letters of credit. The explanation
amounts to no more than the proposition that the provision did
not apply in Sharif ν. Azad because the Bretton Woods Agreements Act and the Order in Council had not made it applicable in
the circumstances of the case. The decision did not hold that the
Bills of Exchange Act would have prevented a more extensive
application of the provision. Earlier statute law would have been
no more an obstruction than the traditional principles of private
international law that the Court of Appeal in Sharif v. Azad
recognized as inapplicable as a result of Article VIII, Section
2(b) and the Order in Council.
It is obvious that the Queen's Bench Division in the Glass
Fibres case did not find guidance in the two earlier cases,
although it may have thought that Batra v. Ebrahim gave it some
support in denying recovery by the plaintiff. "After considerable
18
hesitation," the court decided that the Order in Council
should not be rendered ineffective by enforcing the letter of
credit. Once any payment was made by the Royal Bank under
the letter of credit, effect would be given to some extent to a
monetary transaction in disguise, and therefore to an exchange
contract that was contrary to the exchange control regulations of
Peru.
The court rejected with some warmth the suggestion that the
plaintiff should be allowed to recover half its claims under the
letter of credit. That instrument could not be severed in this
way. It was either enforceable in full or not at all. Judgment was
given for the Royal Bank of Canada.
Some Comments on the Case in the Queen's Bench Division
1. The court of first instance noted the absence of authority
on the effect that Article VIII, Section 2(b) had on letters of
credit, but it seems that the decision of the New York Court of
Appeals in J. Zeevi and Sons, Ltd., et al v. Grindlays Bank
™lbid., 505.
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(Uganda) Limited 19was not cited, although decisions of courts
in the United States on other aspects of the litigation were
discussed, particularly on the issue of fraud in the underlying
transaction. In the Zeevi case, the court held that a letter of
credit issued as the result of an agreement between a Ugandan
Bank and an Israeli corporation was enforceable by the beneficiary of the letter of credit, notwithstanding the prohibition of
Uganda's exchange control regulations. The court's primary
motivation seems to have been the undesirability of a policy of
refusing to enforce a letter of credit under which funds were to
be made available in New York. The argument based on Article VIII, Section 2(b) was swept aside with the brief comment
that a letter of credit was not an "exchange contract." This
conclusion made it unnecessary for the court to examine other
problems, such as the question whether the Ugandan exchange
control regulations were consistent with the Articles.
Another case that the court might have wanted to consider,
had it been cited, was the decision delivered by the Supreme
Court of the Federal Republic of Germany on April 27, 1970, in
which it was held that bills of exchange were within the reach of
Article VIII, Section 2(b). 20
2. The Glass Fibres case was an action between two nonresidents of Peru, and discharge of the defendant's obligation to the
plaintiff, taken in isolation, would not require any transfer of
assets from Peru. On these facts alone, and on the basis of an
economic interpretation of the currency "involved," there
would have been no reason to hold that the letter of credit was
unenforceable under Article VIII, Section 2(b) even if the
underlying transaction was deemed to be a monetary one in
disguise. But the court pointed out that enforcing the letter of
credit would have made Banco Continental, a resident of Peru,
liable to sell Peruvian soles to obtain U.S. dollars with which to
repay Royal Bank, a nonresident of Peru, contrary to Peru's
exchange control regulations.
19

37 N.Y.2d 220, 333 N.E.2d 168, 371 N.Y.S.2d 892 (1975). See Joseph
Gold, "The Fund Agreement in the Courts—XII," Staff Papers, Vol. 24
(March 1977), pp. 221-23.
20
BGH Urt. v. 27.4.1970—II ZR 12/69 (Oldenburg); Nene Juristische
Wochenschrift, Vol. 23 (August 20, 1970), pp. 1507-1508. See Joseph Gold,
The Fund Agreement in the Courts: Parts VIII-XI (Washington, 1976), pp. 7282.
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It was possible that Royal Bank would not have had recourse
against Banco Continental except by suit in Peru. It may be
assumed that in these circumstances Peruvian courts would
deny recovery as being in contravention of Peru's exchange
control regulations. It is doubtful, however, that a plaintiff
should be allowed to rely on such a response to the contention
that Peru's balance of payments or exchange resources were
affected and its currency involved within the meaning of Article
VIII, Section 2(b).
3. In the United States, a surge of litigation and debate is
taking place on the circumstances in which courts may grant
injunctions restraining a bank from making payment on a letter
of credit. Cases decided in the United States have influenced
this sector of English law. Some of the questions raised in recent
litigation in the United States are whether fraud in the underlying contract between the beneficiary of the letter of credit and
the customer of the issuing bank is a basis for refusing relief, and
whether fraud for this purpose connotes deceit, some other form
of subjective behavior, or some form of objective behavior. The
courts have found it difficult to reconcile the principle that
commerce must be unimpeded, which leads them to hold that
banks confirming letters of credit deal in documents and not
goods, with the need to insist on basic honesty in commercial
transactions. 21
So far, in the United States only the Zeevi case has raised the
question of the effect of Article VIII, Section 2(b) on a letter of
credit, but fraud in the underlying transaction was not alleged.
The decision in that case protected the beneficiary of the letter
of credit and the beneficiary's assignee. The decision of the
Queen's Bench Division in the Glass Fibres case was in favor of
the bank confirming the letter of credit and indirectly in favor of
the issuing bank. In some cases, the courts are called on to
protect the issuing bank's customer. In cases involving Article VIII, Section 2(b), the interests of yet another entity can be
21
Edward L. Symons, Jr., "Letters of Credit: Fraud, Good Faith and the
Basis for Injunctive Relief," Tulane Law Review, Vol. 54 (February 1980),
pp. 338-81. See also Dirk T. Biermann, "Letters of Credit," Denver Journal
of International Law and Policy, Vol. 9 (Winter 1980), pp. 164-68; Herbert A.
Getz, "Enjoining the International Standby Letter of Credit: The Iranian
Letter of Credit Cases," Harvard International Law Journal, Vol. 21 (Winter 1980), pp. 189-252; Richard J. Driscoll, "The Role of Standby Letters of
Credit in International Commerce: Reflections After Iran," Virginia Journal of
International Law, Vol. 20 (Winter 1980), pp. 459-504.
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prejudiced: the member of the Fund whose balance of payments
or exchange resources would be affected by enforcement of the
letter of credit. The protection of the member should not be
made to depend on a demonstration of fraud in any form on the
part of contracting parties. Such a demonstration is not required
by Article VIII, Section 2(/>). Even a contract that is entered into
innocently may be caught by the provision. In the Glass Fibres
case, the court emphasized the element of "a monetary transaction in disguise," but this approach was followed because of the
narrow definition of exchange contracts adopted in the Terruzzi
case and because the parties to the underlying contract were
buying and selling goods.
4. The court's rejection of the argument that the restrictions in
the case were on the importation of goods and were not
exchange control regulations deserves a comment. The exchange control regulations of Peru's Decree Law No. 18275
applied directly to transactions in foreign exchange, and Decree
Law No. 18891 made it a criminal offense to overvalue imports
and obligations in foreign exchange, as well as to undervalue
exports, in violation of the regime of foreign exchange certificates. The regulations were intended to control payments and
transfers for international capital transfers and were obviously
exchange control regulations within any reasonable meaning of
the expression.
Suppose, however, that regulations are contained in a law
relating to industry and the importation of capital goods as
contended by the defendant. Regulations would not cease to be
exchange control regulations by reason of that fact alone.
Legislation frequently imposes restrictions on trade and augments them with regulations that deal with the financial aspects
of restricted trade transactions. An importer might be required
by law to obtain authority to make an import, and the same law
might provide that an exchange license would be granted automatically if the import was authorized. In these circumstances
there would be no restriction on the making of payments, but
there would be a control of exchange. Whether there is a
restriction on the making of payments depends on whether a
discretion is exercised to permit, prohibit, or unduly delay
payment. Under some laws, discretion is exercised with respect
to both the trade and the financial aspects of transactions. These
laws establish restrictions of a joint character on trade and
payments.
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Article VIII, Section 2(b) refers to exchange control regulations and not to the narrower concept of restrictions on the
making of payments and transfers. A reasonable test to determine whether a measure is an exchange control regulation is
whether its subject matter is the availability or use of exchange
as such, but the regulation need not impose "a direct governmental limitation on the availability or use of exchange as
such." 22
Court of Appeal
The Court of Appeal, consisting of Lords Justices Stephenson, Ackner, and Griffiths, each of whom delivered an opinion,
dealt with the two defenses of Article VIII, Section 2(b) and
fraud in the underlying transaction. The Court of Appeal affirmed the decision of the Queen's Bench Division in favor of the
defendant, but did so on the basis of the second defense while
the lower court had rested its decision on the first defense.
On the subject of the first defense, the court held that the
letter of credit contract between Glass Fibres and the defendant,
considered in isolation, was not an exchange contract because it
was a contract to pay U.S. dollars against documents and was
not a contract to exchange one currency against another. The
court followed the decision in the Terruni case in holding that
"exchange contracts" in Article VIII, Section 2(b) meant contracts for the exchange of currencies, so that contracts involving
securities or merchandise were not exchange contracts unless
they were "monetary transactions in disguise."
The facts were analyzed by Lord Justice Stephenson as
involving four contractual relationships, as follows:
(1) between Glass Fibres and Vitro for the sale and purchase
of goods;
(2) between Vitro and Banco Continental for the opening of
an irrevocable and transferable letter of credit in favor of
Glass Fibres for the account of Vitro;
(3) between Banco Continental and Royal Bank by which
Royal Bank confirmed the letter of credit opened by
Banco Continental; and
22
Executive Board Decision No. 1034-(60/27), June 1, 1960, Selected Decisions of the International Monetary Fund and Selected Documents, Ninth
Issue (Washington, 1981), p. 210.
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(4) between Royal Bank and Glass Fibres as beneficiary of
the letter of credit, which was the contract sued on in this
case.
The fourth contract, however, came into existence to ensure
payment of the U. S. dollars payable under the first contract.
The first contract, by doubling the purchase price and providing
for transfer of the excess to the United States, was a monetary
transaction in disguise because it would result in an ultimate
exchange of U. S. dollars for Peruvian soles in contravention of
Peru's exchange control regulations. It was admitted that the
regulations were maintained or imposed consistently with the
Articles. The fourth contract was a necessary step toward the
ultimate exchange of soles for dollars. Both the first and the
fourth contracts, therefore, were exchange contracts, although
this character was clearer in the latter contract than in the
former. The main submission for Glass Fibres, however, was
that the fourth contract was legally independent of the first
contract. Glass Fibres contended that the independence of the
contract for an irrevocable letter of credit was well established
and commercially important. The court recognized the principle
that the irrevocable obligations of banks, such as obligations
under irrevocable confirmed letters of credit, guarantees, and
performance bonds, were the lifeblood of international commerce because they were separate legally from the underlying
rights and obligations between merchants. A bank's obligation is
to pay promptly and without question if the documents presented by the beneficiary are in accordance with the terms of the
letter of credit, whether or not the documents conform to the
terms of the underlying contract between the beneficiary and the
issuing bank's customer. The bank must not pay if the documents are not in conformity with the terms of the letter of credit,
however minor the nonconformity may be.
Lord Justice Stephenson considered the principle that the
independence of the letter of credit would be undermined if the
court looked beyond the letter of credit to its object and ultimate
outcome or to other contracts connected with it, including
exchange contracts. The contention had been made that a court
must consider only the specific contract before it, so that the
existence of an exchange contract could not be inferred by
taking a variety of different contracts as a whole, none or only
some of which, if taken separately, would constitute an exchange contract. The approach that refused to consider a
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scheme or arrangement as a totality did not recommend itself to
Lord Justice Stephenson, who commented that
almost every contract constituting a step towards an exchange contract
would be enforceable and the currencies would in fact be illegally
exchanged unless the last contract necessary to carry out the unlawful
exchange required the help of a court of law to enforce it. That consequence might be thought to undermine to a surprising extent this important
provision of the Bretton Woods Agreement. 23

Lord Justice Stephenson discussed two decided cases that
were relied on by the plaintiff to refute the proposition that the
court could examine a scheme as a whole. The first was
Southwestern Shipping Corporation v. National City Bank of
New York, 24 which was decided by the New York Court of
Appeals and which has been discussed earlier in this series of
articles. 25 Lord Justice Stephenson agreed that the majority of
the New York Court of Appeals had isolated the contract sued
on from the connected contracts. 26He understood the decision
to be based on the common law exception, which was not
affected by Article VIII, Section 2(b), that if a party to an
exchange contract that would be unenforceable under Article VIII, Section 2(b), if unperformed, turns over money or
property to a third person for the use by the other party to the
contract, the third party cannot rely on Article VIII, Section 2(b)
to resist the claim of the other party to the money or property.
Lord Justice Stephenson found the Southwestern case unhelpful
in deciding whether the contract sued on in the case before him
should be isolated.
His understanding of the Southwestern case can be stated in
other words: transfer of the money or property to a third person
for use of the other party to the contract amounted to performance of the contract. Article VIII, Section 2(b) applies to
executory (unperformed) contracts and not to executed (performed) contracts.

23
24

[1981] 3 W.L.R. 254.
173 N.Y.S.2d 509 (1958); 178 N.Y.S.2d 1019 (1958); 190 N.Y.S.2d 352
(1959);
80 S.Ct. 198 (1959).
25
Joseph Gold, The Fund Agreement in the Courts (Washington, 1962),
pp.26 97-100, 102-108.
He refers to them as contracts that ''infringed" the Articles ([1981] 3
W.L.R. 255), but this is obviously loose language.
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Sharif v. Azad was the second of the two cases that Lord
Justice Stephenson discussed. He remarked that, although there
were striking similarities between it and the Glass Fibres case,
there were also important dissimilarities. The facts must be
repeated briefly in order to explain how he distinguished between the two cases. The plaintiff, a Pakistani citizen resident in
England, sued the defendant, also a Pakistani citizen resident in
England, on a sterling check drawn on a bank in England.
Behind the check was a transaction between the plaintiff and
Latif, a Pakistani citizen resident in Pakistan, by which the
plaintiff had given Latif the sterling equivalent of the check in
cash and had received in return a check in Pakistani rupees
drawn by Latif on his bank in Pakistan, but with the payee's
name left blank. The plaintiff took the rupee check to the
defendant, who filled in the name of his brother as payee and
sent the check to the brother in order to collect the rupees from
Latif s bank. The object of the transaction was to evade Pakistan's exchange control regulations. The defendant pleaded that
he had delivered the sterling check, on which the plaintiff was
suing, in return for the rupee check provided by the plaintiff. The
rupees were paid into the account of the defendant's brother but,
as the result of action by the Pakistani authorities, the brother
could not draw on them without official permission. The Court
of Appeal in Sharif v. Azad held that the contract between the
plaintiff and Latif would have been unenforceable as a result of
Article VIII, Section 2(6) and the Order in Council, but the
contract between the plaintiff and the defendant represented by
the sterling check was separable, and the plaintiff could succeed
on it.
One of the dissimilarities noted by Lord Justice Stephenson
was the fact that the defendant's brother did receive rupees,
even if they were blocked. Another dissimilarity was the fact
that the plaintiff was suing not on a contract but on the sterling
check issued in performance of it. Checks as negotiable instruments, which letters of credit are not, are regarded as equivalent
to cash. Moreover, all members of the Court of Appeal in Sharif
v. Azad appeared to have held that each of the two contracts,
resulting in the sterling and rupee checks, was an exchange
contract in itself. 27 The first two of these dissimilarities imply
27
He cited dicta in the Terruzzi case in support of this view of the
characterization of the contracts ([1981] 3 W.L.R. 256-57).
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that the contracts in Sharif ν. Azad had been executed by the
delivery of checks, so that Article VIII, Section 2(b) was not
applicable. More particularly, the sterling check was performance of the contract between the plaintiff and the defendant. The
explanation of the case understood in this way would be the
same as the explanation suggested by Lord Justice Stephenson's
discussion of the Southwestern case.
Notwithstanding his rationalization of Sharif v. Azad, Lord
Justice Stephenson found the case difficult to understand. He
concluded that it depended on its special facts and that the law
applicable to checks should not be applied to every action to
enforce a letter of credit. Sharif v. Azad did not decide that
every contract made in England by parties resident there was
beyond the reach of Article VIII, Section 2(b), as Batra v.
Ebrahim had demonstrated.
The court must examine the particular contract sued on and its connection
with the alleged breach of foreign currency regulations. If it ''involves"
those regulations and their breach 28—and "involves" is a wide word (see
Reggazoni v. K. C. Sethia (1944) Ltd. [1958] A.C. 301, 330, per Lord
Somervell of Harrow)—it may offend against the article and be unenforceable, whether or not it is an exchange contract when looked at in isolation.
For these reasons I feel free to distinguish Sharif s case and to consider
whether the court is required by the nature of a letter of credit to look at it
in all cases and circumstances, including the circumstances of this case, in
isolation from those circumstances and so lend its aid to the enforcement
of a contract declared unenforceable by Article VIII, section 2(b). 1 do not
think that the court is required or entitled to do so. International trade
requires the enforcement of letters of credit but international comity
requires the enforcement of the Bretton Woods Agreement.
I do not see why a court should shut its eyes to the object of the contract
and with its eyes shut fall over backwards to avoid complying with the
demands of international comity. On the contrary, the courts of this
country should incline the other way and do their best to prevent breaches
of the Bretton Woods Agreement to which ¿his country is a party. In my
judgment the courts of a country which is a party to the Agreement should
do its best to promote both international comity and international trade. I
have come to the conclusion that this court could best carry out this
double duty in this case by enforcing the part of the sale agreement which
does not offend against the law of Peru, and refusing to enforce the part of
it which is a disguised monetary transaction by which currencies are to be

28
Under the language of Article VIII, Section 2(7?), exchange contracts, and
not a member's exchange control regulations, must "involve" the member's
currency.
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exchanged in breach of that law. If this were the only defense to the
plaintiff's' claim I would therefore proceed to allow the plaintiffs part of
their claim. 29

The defendant had argued that the letter of credit was illegal,
void, or unenforceable under English common law principles.
For example, according to these principles, English courts will
not enforce claims under contracts made in England and on their
face lawful under English law if they require the performance of
acts in another country that are unlawful there. The reason for
these principles is international comity. Lord Justice Stephenson held that, even if the common law principle mentioned
above was applicable to the Glass Fibres case on the facts, it
was not applicable under the law:
. . . the Bretton Woods Agreement lays down the standard—or requirements—
of comity in the area of exchange control which it covers: whether it extends to
states who are not members of the International Monetary Fund or parties to
the Agreement we do not have to consider. Article VIII, section 2(b) displaces
the common law principle, as was clearly the opinion of Diplock L. J. in Sharif
v. Azad, . . . with which I respectfully agree. 30

The substitution in the field of exchange control of Article VIII, Section 2(b) when applicable for common law principles made it possible for Lord Justice Stephenson to dismiss any
objection against severing contracts that might be based on
common law principles. He held that the illegality under Peruvian law did not infect the whole range of contracts with illegality,
which would be the consequence of the common law principles
and which would deprive the plaintiff of all contractual rights to
payment. He conceded that there were long-standing objections
to severing entire contracts as there were to enforcing any part
of a contract tainted with illegality. The case law, however, was
not easy to reconcile, and no single principle or even clear
guidelines could be derived from it on "when a court can award
a plaintiff31 half a loaf and when it is bound to refuse him any
bread."
For Lord Justice Stephenson, it was relevant to the question
of severability that Article VIII, Section 2(b) rendered exchange
contracts unenforceable and not illegal. He would have been
willing, but for his reaction to the other defense, to give effect
29
30
31

[1981] 3 W.L.R. 258.
Ibid., 259.
Ibid., 260.
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"to so much of the plaintiffs' contract... as would not involve
breaches of Peruvian law." 32
In Lord Justice Ackner's opinion, if Glass Fibres had sued
Vitro on the merchandise contract, Glass Fibres could have
succeeded because the contract was not illegal and was not
tainted as a whole by the overvaluation that was contrary to
Peru's exchange control regulations. But Glass Fibres would not
have been able to recover to the extent of the overvaluation
because to that extent the merchandise contract was a monetary
transaction in disguise. He agreed that in exchange control
matters the situation is regulated not by the general rules of
English conflict of laws but by the Bretton Woods Agreements
Act and the Order made under it.
The situation as described in this way was not changed
because the action was on the confirmed letter of credit and not
on the merchandise contract. Once a payment was made under
the letter of credit, effect would be given, to some extent, to an
exchange contract contrary to Peru's exchange control regulations. This result would follow because the contract required
half of any payment to be transferred to the United States, to be
held there for the benefit of Vitro. The principle of the immunity
of the letter of credit from disputes between the buyer and the
seller of goods, which they must settle between themselves
without involving the bank, does not apply to a situation in
which, as is established by Batra v. Ebrahim, the court is obliged
by an international agreement not to enforce certain contracts.
In that case, it will be recalled, the Court of Appeal held that the
court must give effect to Article VIII, Section 2(b) even when
the parties have not cited the provision.
Lord Justice Ackner also distinguished Sharif v. Azad from
the case before the court. He explained the earlier case on the
ground that both parties to it were resident in England, so that
Pakistan's exchange control regulations were not contravened
by enforcement of the claim. The cases could not be distinguished on this ground, however, because both Glass Fibres and
Royal Bank were nonresidents of Peru. The second explanation
by Lord Justice Ackner is more convincing: in Sharif v. Azad the
payment of the rupees had been made, although into a blocked
account, prior to the action. This explanation would be consistent with the suggested understanding of Lord Justice Stephen^Ibid., 261.
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son's analysis of Sharif ν. Azad. Lord Justice Ackner drew the
same distinction between checks and letters of credit that had
been drawn by Lord Justice Stephenson.
Lord Justice Griffiths made the problem of severability easier
by treating the contract between Vitro and Glass Fibres as two
agreements: an agreement for the purchase and sale of machin33
ery and a "collateral agreement" for overvaluation of the
purchase price. The latter agreement was within Article VIII,
Section 2(b), but not the former.
The letter of credit in isolation was not an exchange contract,
he held, but it should not be looked at in isolation, because Vitro
and Glass Fibres conspired together to use the letter of credit as
a means of giving effect to an exchange contract in breach of
Peru's exchange control regulations. The decisions that recognize the independence of letters of credit from underlying
contracts establish that a bank is not concerned with possible
breaches of an underlying contract, and not that the court must
ignore the reality of a situation in which the letter of credit was
not designed solely for the payment of goods and in which no
dispute has arisen between the buyer and the seller.
If Mr. Hirst's argument [that a court cannot look beyond a letter of
credit] is right then the Order in Council relating to the unenforceability of
exchange contracts will scarcely be worth the paper it is written on. In this
case it so happens that there was a genuine sale contract which disguised
the exchange contract but it would not be difficult to envisage the use of a
completely spurious sale contract to disguise the exchange contract.
Unless constrained by authority to do otherwise the court, in my view,
ought to look at the whole arrangement and if it sees that the sale contract
disguises an exchange contract it should refuse to enforce it through the
medium of the letter of credit. 34

Lord Justice Griffiths distinguished Sharif v. Azad from the
Glass Fibres case for much the same reasons as those advanced
by other members of the Court of Appeal, but he added another
reason. The relevant regulations in Sharif ν. Azad applied only
to residents of Pakistan, but the relevant regulations of Peru
were not confined to residents. Lord Justice Griffiths seems to
have made this point in order to arrive at the view that Glass
Fibres by providing the false invoice was itself in breach of the
regulations. Sharif ν. Azad did not bind him to follow a course
that would "do a grave disservice to the obligations that this
33
34

1bid., 278.
Ibid., 280.

©International Monetary Fund. Not for Redistribution

746

JOSEPH GOLD

country accepted as a party to the Bretton Woods Agreement." 35
Notwithstanding his view that Glass Fibres had violated
Peru's exchange control regulations, Lord Justice Griffiths held
that considerations of comity and public policy did not require
that Glass Fibres as sellers should be deprived of the price of the
goods they had sold. The sellers had fallen in with the scheme
through weakness.
All three members of the Court of Appeal concurred in the
conclusion that the defense based on Article VIII, Section 2(b),
if it stood alone, would succeed in part but would not prevent
recovery of the purchase price. All agreed, however, that
because of the second defense no payments could be enforced
under the letter of credit. The reason for this finding was a defect
in the bills of lading against which Royal Bank would have been
committed to make payments under the letter of credit. The bills
of lading had been prepared and issued by an employee of the
loading brokers for the shipping carriers of the merchandise
purchased by Vitro from Glass Fibres. The employee made out
the bills on December 16, 1976 but fraudulently altered the date
to December 15, 1976 and fraudulently represented in them that
the goods were on board on that earlier date. The letter of credit,
it will be recalled, required shipment on or before December 15,
1976. The employee knew of the importance of the date, and it
was possible that he was covering up his employer's failure to
arrange the shipping on time. Neither Glass Fibres (or its
assignee) nor Royal Bank knew of the fraud; the brokers and
their employees were not the agents of either of these parties.
The Court of Appeal agreed that Royal Bank was not required, and indeed was not entitled, to pay under the letter of
credit when it learned that the documents were not in conformity
with the letter of credit if they had been completed honestly. The
fraud of the person who makes out the documents vitiates the
documents even though there is no fraud on the part of the seller
of the goods or the beneficiary of the letter of credit or the sellerbeneficiary who tenders the documents to the bank that confirms the letter of credit. There had been no earlier direct
decision in England or the United States on the effect of the
fraud of a third party. The decision can be understood to mean
that, on facts such as those in the Glass Fibres case, it is the
35

Ibid.
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bank's duty to pay only on the presentation of conforming
documents and that the onus is on the party presenting the
documents to present conforming documents.
Some Comments on the Case in the Court of Appeal
1. The Court of Appeal decided the case in favor of the
defendant on the basis of the second defense. It was unnecessary, therefore, for the court to consider the effect of Article VIII, Section 2(b). The views of the Lords Justices on that
aspect of the case, though obiter, are of considerable interest as
the most recent of the statements by English courts on the
subject of Article VIII, Section 2(b).
2. An outstanding feature of the views of the Court of Appeal
is the concern voiced by all members of the court that Article VIII, Section 2(b), as an expression of public policy and
international comity, should not be undermined. The reaction of
some commentators to the Terruzzi case, not without justification, was that Article VIII, Section 2(b) would play a minimal
role in England. Even though the Terruzzi case, from which
there was no dissent, certainly represents an indefensibly narrow interpretation of Article VIII, Section 2(b), the Glass Fibres
case shows that the provision can still have a substantial impact
on litigation in England.
3. The earlier reaction to Article VIII, Section 2(b) as a
provision of little practical effect is perhaps illustrated by the
absence of a report of Batra v. Ebrahim in any of the standard
series of English law reports. The case as reported in The Times
(London) had much influence on the thinking of members of the
Court of Appeal in the Glass Fibres case, particularly on the
duty of courts to respect the public policy and international
comity implicit in Article VIII, Section 2(b) and on the concept
of unenforceability as it appears in that provision.
4. In the Terruzzi case, the Court of Appeal gave overriding
effect to the undesirability of impediments to international trade,
and the court took this position even though the contract sued on
was entered into for the purpose of speculation in futures in
metals. In the Glass Fibres case, the attitude of the Court of
Appeal was that it had to balance the policy of freedom for trade
with the policy of respecting the interests of other members of
the Fund as expressed in their exchange control regulations.
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5. A striking feature of the decision is the court's willingness
to take account of all the steps that resulted from a plan to
circumvent the exchange control regulations of a member and
not to concentrate on the final step. Too often courts have
looked only at the last step and have completed the circumvention that is the purpose of the plan. The Court of Appeal would
have completed the plan 36 of Vitro and Glass Fibres and
achieved a result contrary to Peru's exchange control regulations had the court considered only the letter of credit confirmed
by Royal Bank for the benefit of Glass Fibres.
6. A question not clearly answered by the members of the
Court of Appeal is whether their willingness to take account of
all the relationships to which the plan gave rise was influenced
by the fact that the plaintiff stood in the shoes of Glass Fibres,
which was a participant in the plan. By taking all the relationships into account, the court was able to arrive at an amount that
it considered Glass Fibres was entitled to as the seller of
merchandise. It is not clear whether the Court of Appeal would
have been similarly disposed to base its decision on all the
relationships if the action had been between Banco Continental
and Royal Bank.
7. A consequence of the refusal to look solely at the contract
sued on is that the contract treated as unenforceable need not be
in itself a contract for the exchange of one currency for another
in accordance with the interpretation of "exchange contracts"
in the Terruzzi case. The letter of credit required only that Royal
Bank pay U.S. dollars to the beneficiary. It can be assumed that
behind the letter of credit was an obligation by Vitro to pay
Banco Continental in Peruvian soles the equivalent of the
payments by Royal Bank and an obligation of Banco Continental
to use the soles to obtain dollars with which to reimburse Royal
Bank. Alternatively, Vitro might have been bound to obtain the
dollars with soles in order to pay the dollars to Banco Continental. In either event, an exchange of one currency for another
would occur, and this exchange would take place as a result of
payments by Royal Bank under the letter of credit. The payments themselves, however, would not take the form of, or
necessarily require, an exchange of currencies.
36
Joseph Gold, The Fund Agreement in the Courts (Washington, 1962),
pp. 106-108; Staff Papers, Vol. 26 (September 1979), pp. 592-93.
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8. The concept of a monetary transaction in disguise is not
clear. The intent may be to refer to a single design consisting of
various steps of which at least one requires an exchange of one
currency for another. Alternatively, the concept may cover
cases in which no single step involves such an exchange, but the
result of all the steps is that an exchange can be deemed to have
occurred. Under either view, the monetary transaction in disguise is not a true exception to the Terruzzi interpretation of
"exchange contracts." The exceptional aspect of the concept
would be only the court's consideration of all the steps in an
arrangement to circumvent exchange control regulations.
The Court of Appeal and those authors who favor the narrow
interpretation of "exchange contracts" as adopted in the Terruzzi case and followed in the Glass Fibres case do not appear to
treat the monetary transaction in disguise as an exception to
their interpretation. They describe the transaction as an exception to the exclusion of contracts involving merchandise or
securities from their interpretation.
9. The Court of Appeal ran together all relationships in the
case but severed the contract between Glass Fibres and Vitro
into two parts. Lord Justice Griffiths was willing to regard that
contract as consisting of two agreements. This approach had
seemed unjustifiable to the lower court. The Court of Appeal
found justification for its approach in Peru's exchange control
regulations. The court understood Articles 1 and 2 of Decree
Law No. 18275 as prohibiting the maintenance or establishment
of deposits in a foreign currency in Peru or abroad. Therefore,
the regulations did not reach the part of a contract that did not
involve the maintenance or establishment of such deposits. The
court treated Article 7 of Decree Law No. 18891 as if the offense
of overvaluing imports implicitly preserved the validity of a
transaction involving overvaluation to the extent of the true
purchase price. There appears to have been no expert advice on
this aspect of Peruvian law. The text of Article 7 can be read, at
least in translation, to provide that the act of overinvoicing, and
not the amount of invoicing, is the offense. The invoice as a
whole is illegal on this reading and not partly legal and partly
illegal.
10. Two consequences of severing the merchandise contract
should be noted. First, the contract in circumstances similar to
those in the Glass Fibres case becomes riskless for the exporter.
This consequence may have induced Lord Justice Griffiths to
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point out that Glass Fibres and Vitro were not in pan delicio and
that Glass Fibres was less at fault.
The other consequence, which members of the Court of
Appeal did not discuss, was that the recovery it would have
allowed Glass Fibres to make for its merchandise would have
had the effect of condoning that part of the planned deposit
abroad that Vitro and Glass Fibres had succeeded in making in
contravention of Peru's exchange control regulations. The calculation concurred in by Lord Justice Stephenson is not completely clear, but in substance it appears to have been arrived at
as follows. The true purchase price was doubled. An initial
payment of 20 per cent of the full (i.e., double) contract price
was made under the letter of credit. In accordance with the
contract, half of this 20 per cent was transferred to the United
States for the ultimate benefit of Vitro. The amount that the
Court of Appeal would have been willing to award to Glass
Fibres was half the full contract price less half the payment that
had been made under the letter of credit. No deduction was
made for the other half that reached Vitro. If this part had not
been paid already, the court would not have enforced payment
of it.
If the calculation by Lord Justice Stephenson was indeed the
one described above, it could be defended perhaps on the
ground that Article VIII, Section 2(b) does not provide remedies
in respect of contracts that have been executed or to the extent
that they have been executed. This analysis might be justified if
the court thought that it was being requested to make Vitro
refund what it had received. A different view could prevail if the
remedy were considered payment to Glass Fibres of the purchase price less the amount already paid to it. On this view, the
full 20 per cent that had been paid to Glass Fibres under the
letter of credit could be credited against the purchase price
payable to it, even though this procedure would not force a
surrender by Vitro of what it had gained.
11. The judgment that the Court of Appeal would have been
willing to make in favor of the plaintiff had Article VIII, Section 2(b) been the only defense raises a problem of logic, at least
on the reasoning of Lord Justice Ackner. He agreed v/ith the
lower court that once "any payment" 37 was made under the
letter of credit, effect would be given, to some extent, to an
37

[1981] 3 W.L.R. 273.
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exchange contract that was unenforceable under the provision.
It is not obvious why this consequence should justify a decision
in favor of the payment of half the amount of the letter of credit,
because on the reasoning of Lord Justice Ackner this amount
was a payment that was subject to sharing according to the
contract between Vitro and Glass Fibres.
12. The decision of the Court of Appeal adds further authority
to the proposition that unenforceability under Article VIII,
Section 2(b) is not equivalent to illegality. Moreover, as Batra v.
Ebrahim demonstrated, the unenforceability that is imposed by
the provision does not have attached to it all the traditional
incidents of unenforceability in English law. 38Had this proposition not been true, an English court would not be able to call
Article VIII, Section 2(b) into play in the absence of reliance on
the provision by a party.
13. The view that Article VIII, Section 2(b) is an expression
of the standard of international comity in the field of exchange
control, and that this standard has displaced common law
principles of comity in this field, may lead to interesting legal
questions in the future. Lord Justice Stephenson has suggested
one such question already in referring to the applicability of the
standard to nonmembers of the Fund. There has been some
speculation about the extent to which the Articles can be taken
to express general principles of law that apply even to nonmembers. There has been more speculation, and more legal authority, on the question whether new principles of public policy have
been enacted by the Articles among members even though these
principles are not made explicit in the Articles,
The proposition that Article VIII, Section 2(b) can be taken to
be the standard of comity in the field of exchange control that
applies to nonmembers as well as members is not wholly
indefensible in view of the common law principles referred to
earlier. They developed without the benefit of the Articles. The
nonrecognition of the interests of other countries that is dictated
by certain traditional legal doctrines is based on a parochialism
that increasingly appears to be inconsistent with interdepen38

Joseph Gold, The Fund Agreement in the Courts (Washington, 1962),
pp. 61-62, 85, 148-51; The Fund Agreement in the Courts: Parts VIIl-Xl
(Washington, 1976), pp. 46, 73-78, 86-87; "The Fund Agreement in the
Courts—XIV," Staff Papers, Vol. 26 (September 1979), pp. 586-88, 603-604;
and "The Fund Agreement in the Courts—XV," Staff Papers, Vol. 27
(September 1980), pp. 616-17.
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dence among countries in modern conditions. Nevertheless, if
Article VIII, Section 2(b) is broader than common law principles
in the field of exchange control, the use of the provision as a
standard that applies to nonmembers will be difficult to reconcile
with the obvious spirit of Article VIII, Section 2(b). That spirit is
one of collaboration among members, all of which undertake the
same standard of behavior not only under that provision but also
under the other provisions of the Articles. It may also be difficult
to reconcile the recognition of Article VIII, Section 2(b) as the
general standard of comity with the right of members to impose
restrictions on exchange transactions with nonmembers. 39
14. Whatever doubts the Glass Fibres case may suggest
because of the willingness of the Court of Appeal to enforce
payment of part of the amount of the letter of credit, the major
importance of the case in relation to Article VIII, Section 2(b) is
the affirmation that a letter of credit is not an absolute bar to the
application of the provision. Moreover, the provision may be
applied even though the circumstances do not involve fraud in
the underlying transaction of the kind that is a recognized
exception to the independence of a letter of credit.
II. Territorial Scope of Article VIII, Section 2(b)
KHARAGJTSINGH V. SEWRAJSINGH (NETHERLANDS)

On January 12, 1979 the Supreme Court of the Netherlands
delivered its judgment on appeal from the Court of Justice of the
Netherlands Antilles in a case involving some exchange control
regulations of Surinam. 40 A. S. and his wife lived in a house in
the Netherlands Antilles, under the law of which community
property prevails between spouses. In 1974, A. S. sold the
house to O. S., his brother, who was the respondent on appeal.
The conveyance was completed in accordance with the law of
the Netherlands Antilles, which did not require the wife's
concurrence in the sale. At the time of the conveyance, Surinam, the Netherlands Antilles, and the Netherlands formed the
Kingdom of the Netherlands. O. S. was a national and resident
of Surinam, which became independent (and is now called
39
40

Article XI, Section 2.
Rene van Rooij, Note, Revue critique de droit international privé, Vol. 69
(January-March 1980), pp. 69-79.
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Suriname) after the date of the conveyance but before the suit
was filed. O. S. petitioned the court of first instance in the
Netherlands Antilles for an order evicting the wife. She counterclaimed for rescission of the contract between the brothers. One
of the grounds for her counterclaim was that O. S. as purchaser
had failed to obtain a license in accordance with Surinam's
exchange control regulations of 1947.
Under the regulations, a transaction entered into without the
necessary authorization is void. The court of first instance and
the Court of Justice of the Netherlands Antilles rejected the
wife's counterclaim on the ground that the law of the Netherlands Antilles as the lex situs governed the conveyance, and the
interests of Suriname were not fundamental enough to justify
overriding the lex situs.
The wife appealed to the Supreme Court, alleging that the
exchange control regulations of Suriname should be applied.
Article VIII, Section 2(b) seems to have been cited, although not
in the original grounds. The Procurator General urged that the
decision of the Court of Appeal should be confirmed. There was
no reason to apply the law of Suriname. Under the interregional
law that applied among the three regions that constituted the
Kingdom of the Netherlands at the time of the conveyance, the
law of the Netherlands Antilles governed the contract. Under
Article 3 of the Statute of the Kingdom, any matter that was not
within the list of "Common AflFairs" was governed by regional
law. According to the law of the Netherlands Antilles, the
conveyance was valid, but the legal situation would have been
the same even if an international contract had been involved.
The Supreme Court held that the law of the Netherlands Antilles
applied and that the conveyance could not be rescinded because
of noncompliance with Suriname's exchange control regulations. The court did not refer to Article VIII, Section 2(b).
A commentator on the case has discussed at length the
question whether Article VIII, Section 2(b) should have been
applied. 41 He seems to hold the view that, because the court
must take cognizance of the provision even if it is not relied on
as a basis for suit, the court in this case must be taken to have
rejected application of the provision. He appears to approve the
decision because of the support it gives to a restricted application of Article VIII, Section 2(b). The discussion and conclusion
41

Ibid.
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rest on a fallacy. Article VIII, Section 2(b) renders certain
contracts unenforceable if they are still executory and the aid of
the court is invoked for specific enforcement or for damages for
nonperformance. The concept of unenforceability necessarily
implies that performance is still incomplete and can be enforced
either specifically or by awarding damages. If a contract has
been executed, Article VIII, Section 2(b) has no role. In
particular, rescission of a contract cannot be obtained by relying
on the provision. The silence of the Supreme Court on Article VIII, Section 2(b) should be taken to imply not a restrictive
interpretation of the provision but its irrelevance to a request for
rescission of an executed contract.
Novel questions would have arisen if a contract sued on had
been executory in such circumstances of constitutional change.
The circumstances at the date when the enforcement of performance is sought are decisive. At that time, Suriname had become
independent and a member of the Fund. A relevant question
then would have been whether the regional courts in the
Netherlands Antilles were required to apply Article VIII, Section 2(b). The Netherlands is bound to ensure that exchange
contracts within the reach of the provision "shall be unenforceable in the territories of any member." The "territories" of a
member include regions with the constitutional status of the
Netherlands Antilles.
A region such as the Netherlands Antilles is a component part
of a member's territories and must be distinguished from a
member's dependent territories. A member accepts the Articles
on its "own behalf" and "in respect of" its dependent territories:
By their signature of this Agreement, all governments accept it both on
their own behalf and in respect of all their colonies, overseas territories, all
territories under their protection, suzerainty, or authority, and all territories in respect of which they exercise a mandate. 42

The Netherlands must ensure that the courts of the Netherlands Antilles apply Article VIII, Section 2(b) when the exchange control regulations of another member are involved,
because of the words "own behalf," and not "in respect of," in
this provision, as well as the word "territories" in Article VIII,
Section 2(b). The Supreme Court of Hong Kong in White v.
42

Article XXXI, Section 2(g).
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Roberts had no doubt about this legal principle in a case
involving the exchange control regulations of China. 43 Hong
Kong is a dependent territory of the United Kingdom.
If the exchange control regulations of a region, such as the
Netherlands Antilles, or a dependent territory, such as Hong
Kong, are involved in an action in the courts of a member with
which the region or territory is not connected, the member must
apply Article VIII, Section 2(b) when the conditions of the
provision are satisfied. The exchange control regulations are to
be understood in both instances as those of the member that has
accepted the Articles on its own behalf or in respect of its
dependencies. Similarly, if the region or dependency has its own
currency, that currency is a currency of the member, and the
currency can be "involved" within the meaning of Article VIII,
Section 2(6).
The provision has no application, however, to the exchange
control regulations of a region or dependency of a member in the
courts of the member or another of its dependencies. The words
"any member" are wide and sometimes mislead observers into
thinking that they apply to the legislator of exchange control
regulations, so that even that member must treat exchange
contracts as unenforceable under the provision if they are
contrary to the member's own exchange control regulations,
whether they are the regulations of a metropolitan territory, a
region, or a dependency. It may seem anomalous that the courts
of a region or dependency must apply Article VIII, Section 2(b]
in favor of "foreign" members but not in favor of the member of
which it is a region or dependency. There is no anomaly in this
difference, however, because Article VIII, Section 2(b) is a
provision designed to ensure cooperation among states. The
reaction of a member's courts, wherever they are located within
its territories, to the exchange control regulations of any of its
territories is an internal matter governed exclusively by domestic law. That law may apply more rigorous sanctions than
unenforceability when exchange contracts are contrary to the
exchange control regulations of any of the member's territories.
The distinction between "foreign" and "internal" exchange
control regulations that is drawn above is consistent with the
Fund's view of Article VIII, Section 2(a):
43
Joseph Gold, The Fund Agreement in the Courts (Washington, 1962),
pp. 87-90.
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. . . no member shall, without the approval of the Fund, impose
restrictions on the making of payments and transfers for current international transactions.

The Fund's understanding of "international" in this context is
that the word applies to the making of payments and transfers
for transactions between members. This understanding is supported by Article I(iv), which sets forth the purpose of the Fund
that Article VIII, Section 2(a) is intended to make effective:
To assist in the establishment of a multilateral system of payments in
respect of current transactions between members and in the elimination of
foreign exchange restrictions which hamper the growth of world trade.

As a result of this interpretation, a member is not required to
obtain the approval of the Fund if it imposes restrictions on the
making of payments and transfers for transactions between its
own territories.
The freedom of a member to impose these restrictions or
exchange control regulations may seem to be the anomaly,
especially if a region or dependency has a currency and balance
of payments of its own. In these circumstances, however, it
might be expected that the member's laws would provide some
form of reciprocal respect of "internal" exchange control regulations. The absence of a requirement of reciprocal respect in the
Netherlands Antilles case is surprising. The commentator on the
case has argued that there is an even stronger case for this form
of respect, although not required by Article VIII, Section 2(¿),
than for the respect that must be accorded to "foreign" exchange control regulations in accordance with that provision.
An explanation of the Supreme Court's rejection of an obligation of respect among the regions may be the peculiarly intense
attachment to the lex situs as the law that governs the disposition
of interests in real property under private international law. The
Supreme Court of the Netherlands held that "the considerable
interest attaching for the Netherlands Antilles to the free functioning of legal commerce involving premises located in the
Netherlands Antilles does not allow admitting in that country the
nullity of the contract of sale provided for by the law of
Suriname." 44 Traditional principles of the governing law under
private international law, even though the governing law is the
lex situs, are not immune from the change wrought by Arti44

Translated from Revue critique de droit international privé, p. 69.
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cle VIII, Section 2(b) within its sphere. The authoritative
interpretation of Article VIII, Section 2(b) that the Fund adopted
on June 10, 1949 contains this sentence:
It also follows that such contracts will be treated as unenforceable
notwithstanding that, under the private international law of the forum, the
law under which the foreign exchange control regulations are maintained
or imposed is not the law which governs the exchange contract or its
performance. 45

III. A Further Questionnaire on Article VIII, Section 2(b)
The fourteenth installment in this series was concluded with a
list of twelve questions and answers relating to Article VIII,
Section 2(6). The list can be supplemented on the basis of the
two cases discussed in this installment.
(1) Should the defendant relying on Article VIII, Section 2(6)
have the burden of proving the consistency of exchange control
regulations with the Articles or should the plaintiff have the
burden of proving inconsistency?
The defendant should have to demonstrate that all conditions
of the provision are satisfied, including the consistency of the
regulations with the Articles.
(2) Should the court determine the consistency of exchange
control regulations without seeking the advice of the Fund?
The determination may depend on the Fund's exercise of
discretionary powers, so that it may not be possible to find the
answer by interpretation of the Articles. The only safe course is
to seek the advice of the Fund.
(3) Does the answer to question (1) preclude the court from
seeking the advice of the Fund?
If the court has authority under its procedures to seek the
advice of the Fund, it should do so even if a party has not relied
on Article VIII, Section 2(b) or even if a party has relied on the
provision but has not obtained the advice of the Fund. A court
should not permit the public policy of the provision to be
frustrated by private parties.
(4) Does Article VIII, Section 2(6) justify the refusal of a bank
45

Executive Board Decision No. 446-4, June 10, 1949, Selected Decisions
of the Internationl Monetary Fund and Selected Documents, Ninth Issue
(Washington, 1981), p. 202.
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to make payments under a letter of credit that it has issued or
confirmed?
There is authority now that justifies the refusal because of the
comity or public policy of the provision.
(5) Does the application of Article VIII, Section 2(b), in the
circumstances referred to in question (4), depend on a demonstration of fraud in the underlying transaction that gives rise to
the letter of credit of the kind that is recognized as an exception
to the independence of the letter of credit from the underlying
transaction?
The justification based on Article VIII, Section 2(b) does not
depend on this demonstration.
(6) Must the exchange control regulations referred to in
Article VIII, Section 2(b) constitute exchange restrictions?
Exchange control regulations are a broader category and they
may, but need not, impose exchange restrictions. Exchange
control regulations are within the scope of Article VIII, Section 2(b) if, for example, they augment restrictions on trade and
even if payments are authorized automatically when imports are
authorized.
(7) Can Article VIII, Section 2(b) be the basis for judicial
rescission of an executed contract?
The concept of unenforceability implies that the contracts
affected by the provision are still executory.
(8) Must a member ensure that courts in the dependencies in
respect of which it has accepted the Articles apply Article VIII,
Section 2(b) when the exchange control regulations of another
member are in issue?
Yes.
(9) Must a member ensure that its courts or those of its
dependencies apply Article VIII, Section 2(b) when the exchange control regulations of a dependency of another member
are in issue?
Yes.
(10) Must a member ensure that its courts or the courts of its
dependencies apply Article VIII, Section 2(b) when the exchange control regulations of one of its own dependencies are in
issue, and must the courts of a member's dependency apply
Article VIII, Section 2(b) when the exchange control regulations
of the member or its other dependencies are in issue?
No.
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(11) Does Article VIII, Section 2(b) apply to a member's own
exchange control regulations when they are in issue in that
member's courts?
No.
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The Preannouncement of
Exchange Rate Changes
as a Stabilization Instrument
MARIO I. BLEJER and DONALD J. MATHIESON*

N RECENT YEARS, some developing countries have adopted a
Iwithvariety
of innovative stabilization programs in an effort to deal
high and persistent inflation and with balance of payments

difficulties. One component of these programs has been the
preannouncement of the future path of the exchange rate. This
policy essentially involves the public announcement of a fixed
schedule of the exchange rate over a specified period with the
explicit understanding that the schedule will not be modified
during that period. While a fixed exchange rate policy could
potentially fall under this definition, and in fact many of the
features of a fixed exchange rate system are similar to those of
the preannounced system, this study focuses only on the characteristics and the dynamics of adjustment implied by those
programs that have involved continuous (e.g., daily) adjustments of exchange rates, usually during periods of substantial
domestic inflation, well above the corresponding foreign rates.
The policy of preannouncing the exchange rate has, as mentioned, always been a part of an overall stabilization package

* Mr. Blejer, an economist in the Financial Studies Division of the Research
Department, is a graduate of the Hebrew University of Jerusalem and of the
University of Chicago. He has been on the faculty of the Hebrew University
and of Boston University.
Mr. Mathieson, Assistant Chief of the Financial Studies Division in the
Research Department, holds degrees from the University of Illinois and
Stanford University. He has taught at Columbia University.
The authors would like to thank Eliana Cardoso, Ronald I. McKinnon, and
Mohsin S. Khan for their comments on an earlier draft of this paper. An earlier
version was presented at the Econometric Society Meetings in Rio de Janeiro
on July 17, 1981.
760

©International Monetary Fund. Not for Redistribution

PREANNOUNCEMENT OF EXCHANGE RATE CHANGES

761

comprising trade, financial, and fiscal reforms designed to slow
inflation and improve the balance of payments. The reform
programs in general and the policy of preannouncing the exchange rate in particular were expected to generate anti-inflationary effects by opening the domestic economy to increased
international trade and capital flows. Increased foreign competition in the product markets was perceived as a means of
inhibiting domestic price increases, and greater availability of
foreign capital was expected to reduce the real cost of credit to
the private sector.
In the next section a short review of the preannouncement
programs adopted by a number of countries is presented,
together with a general discussion of the expected effects and the
channels through which a policy of preannouncing exchange rate
movements affects the stabilization process. Special attention is
devoted to the relationship between exchange rate policy and
the problem of capital inflows.
There is also a discussion of some of the issues involved in
selecting the most appropriate preannounced exchange rate
path. Section II presents a formal model to analyze the dynamics
of the adjustment process when preannouncement is introduced,
deriving and discussing the conditions under which the system
will be stable. A final section summarizes the conclusions, and
the formal derivations are presented in technical appendices.
I. Programs Involving Preannouncement of Exchange
Rates and Their Effect on the Rate of Inflation
Three Latin American countries, Argentina, Chile, and Uruguay, have used the policy of preannouncing the exchange rate
as an integral part of their stabilization effort. ! The three
countries started their programs in 1978, and the announcement
schedules were published periodically covering periods ranging
1

A number of other countries, including Brazil, Israel, Peru, and Portugal,
have at various times implemented crawling peg systems with preannounced
long-run targets (such as the maintenance of approximate purchasing power
parity). These cases, however, do not fall within the definition of a policy of
preannounced exchange rates, because the rules governing the rate of crawl
were stated only in general terms and allowance was made for an explicit
feedback between the exchange rate and domestic and foreign variables.
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from approximately 3 to 12 months. 2 With some exceptions, the
authorities did not allow for any feedback between domestic and
foreign variables and exchange rate movements during the
announcement period of the individual exchange rate schedules.
In addition, when the announcement of a new exchange rate
schedule preceded the termination of an existing schedule, the
period of overlap almost always contained the same exchange
rate movements. Any feedback between exchange rate policy
and domestic or international variables was reflected only in the
exchange rate movements that occurred beyond the period of
overlap between the old and the new schedules.
To identify the role played by the policy of preannouncing the
exchange rate, it is important to emphasize three characteristics
of the overall economic programs implemented. First, as already
noted, the policy of preannouncing exchange rates has been an
integral part of stabilization programs composed of fiscal, trade,
and financial reforms designed to open the economies to international influences. This has involved a substantive reduction in
tariffs and the elimination of quantitative controls and other
trade restrictions. In the financial area, the reforms have included some freeing of domestic interest rates, reductions in required reserve ratios, the relaxation of limitations on competition and entry into the financial system, and opening the
economy to international capital movements through a gradual
reduction or elimination of exchange controls. Second, the paths
for a number of policy instruments have been preannounced,
including the price schedules of public sector enterprises, future
increases in minimum wage rates, forthcoming reductions in
tariff and other trade restrictions, the target rate of expansion of
domestic credit, and the future path of the exchange rate. The
preannouncement of these measures has been viewed as a
means of affecting private sector expectations directly, even
prior to actually putting the policies into effect. Third, while the
2

The Argentine program started in December 1978 and was abandoned in
June 1981. It encompassed a number of announcements that gradually moved
away from a fixed to a more indefinite time horizon for the announcement
schedule. This eliminated one particular difficulty with a fixed time horizon
schedule, namely, the uncertainty that could be created as the end of the time
schedule approached. Some slight changes from the rates implied by earlier
schedules were announced in late 1980 and the discrete devaluations that took
place in February and March of 1981 were clear departures from the previously
announced policy.
Chile began to use a policy of preannouncing exchange rates in February
1978. Prior to that time, Chile had a crawling peg system coupled with
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specific paths selected for the exchange rate have been influenced by balance of payments considerations, the exchange rate
has been used primarily as an anti-inflation instrument.
To analyze the potential stabilizing effects of preannouncing
the exchange rate, and the rationale for using it as an antiinflation instrument, it is useful to distinguish between the direct
impact of such a policy on expectations and the indirect effects
on product and financial markets.
IMPACT ON INFLATIONARY EXPECTATIONS

To reduce the rate of inflation rapidly without incurring high
real costs, the ideal stabilization program would induce a
substantial reduction in the public's expectations concerning
future inflation. This is a crucial element because, when inflation
has been sustained at a high level for long periods of time,
institutional developments, such as excessive inventory holdings, fully indexed wage settlements, and high markups over
original cost to reflect higher expected replacement costs, make
achieving a reduction in inflation more difficult. In this context,
a clear signal from the economic policymakers that definitive
measures are being taken to reduce the rate of inflation can, by
itself, have a significant impact on inflationary pressures.
The channels through which a change in expectations can
affect the inflationary process are diverse. For example, if both
managers and workers believe that inflation is going to be
reduced, they will be more willing to adopt pricing and compensation schemes that embody lower nominal claims. In addition,
expectations of lower inflation imply a lower alternative cost of
holding nominal financial assets and therefore will tend to induce
an increase in the demand for money. 3 For given rates of
occasional discrete adjustments of the exchange rate. The schedules were
followed until June 1979, when the peso was devalued by 5.7 per cent and fixed
at the new level. This depreciation essentially involved moving the exchange
rate to a value close to that scheduled to be attained at the end of 1979.
Since December 1978, the Central Bank of Uruguay has periodically
published schedules of daily exchange rates for the Uruguayan peso in terms of
the U. S. dollar. To increase the credibility of the policy, Uruguay has
provided exchange insurance and guarantees based on the announced schedule.
3
If the nominal interest rates on all financial assets are market determined
and reflect the expected rate of inflation, then the impact of a lower rate of
inflation would be to increase currency holdings. If interest rates on other
financial assets do not fully reflect expected inflation or a lower rate of inflation
is also accompanied by a lower variance of inflation, then all financial assets
will be stimulated.
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monetary expansion and of income growth, the increase in the
demand for real cash balances will have obvious stabilizing
effects on the price level.
To have these stabilizing effects, the signal coming from the
stabilization package should be both credible and noticeable. To
be credible, it should be consistent with the rest of the program.
The preannouncement of a gradual reduction in the rate of
depreciation of the exchange rate may meet these conditions if it
is taken as indicating a commitment on the part of the monetary
authority to reduce inflation to rates consistent with the announced policy (considering also, of course, the rate of inflation
in the world economy). Obviously, the success of preannouncement in reducing inflationary expectations depends on the
consistency of the complete package and the perceived ability of
the authorities to pursue these policies successfully. 4
EFFECTS ON PRODUCT MARKETS

A key component of the stabilization programs has been the
opening of the economy through the elimination of trade barriers
in order to increase the degree of foreign price competition and
thereby to limit the ability of domestic producers to raise prices.
The elimination of trade restrictions and the consequent
appearance of a price differential between a particular domestic
good and its foreign counterpart does not guarantee, however,
that international price arbitrage will take place. Even if firms
are fully aware of opportunities for arbitrage, there are various
initial costs associated with organization, marketing, and processing that confront an enterprise contemplating entry into
external trade, and these costs tend to be higher when international trade has been restricted for a long period. Firms will
incur these costs and engage in international arbitrage only if the
potential profit opportunities are likely to persist long enough to
4
Another option available to policymakers to reduce inflationary expectations is the announcement of rates of growth of key monetary aggregates
together with a policy of letting the exchange rate be determined by market
forces. Such a policy is more typical of the type pursued in the major industrial
countries. It has been claimed that this option was not followed in the
developing countries, apparently because there was concern about how
smoothly the foreign exchange market would function after a long period of
control and whether problems would be created by seasonally and lumpiness
of transactions, which would increase the variability of the exchange rate and
thereby raise exchange rate uncertainty in the absence of well-developed
forward foreign exchange markets.
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permit recovery of the cost of entry. When the exchange rate is
unstable and/or unpredictable, exchange rate fluctuations increase the risk that profit opportunities emerging from the trade
reform will not be maintained, and this reduces the incentive to
incur the initial cost entailed in exploiting any opportunity for
arbitrage. Since unanticipated exchange rate movements reduce
the likelihood that organized arbitrage will take place, the
preannouncement of the future path of exchange rates will help
to curb inflation via increasing the likelihood that international
competition will constrain domestic price-setting decisions. 5
FINANCIAL MARKET EFFECTS

In an economy where foreign and domestic assets are close
substitutes and where domestic financial markets are fully
integrated with those of the rest of the world, domestic interest
rates should equal the yields on comparable foreign securities
plus the expected rate of exchange rate depreciation. 6 The
domestic interest rate on loans may, however, deviate from the
equivalent foreign rate as a result, mainly, of three elements: 7
(i) country-specific institutional factors 8 such as different
reserve requirements and tax treatment of interest earnings.
(ii) country-specific risk such as the risk of the imposition of
exchange controls at the time of repatriation and political
risk.
(iii) exchange risk, which arises because assets are denominated in different currencies; also, there may be uncertainty about future exchange rate movements.
These elements can lead to a premium (or discount) of the
5

A similar effect could be obtained by moving to a fixed exchange rate
system. However, pegging the exchange rate is not a credible option when the
stabilization program is confronted with a very high and persistent internal rate
of inflation. If the private sector does not believe that such an exchange rate
policy could be sustained in the face of high domestic inflation, there would be
little reduction in perceived exchange rate risk. A similar problem would arise
if a policy of preannouncing the exchange rate creates a degree of overvaluation of the domestic currency that is viewed as unsustainable. This last point
will be taken up in detail later.
6
In the presence of a forward foreign exchange market, the domestic
interest rate should equal (assuming no risk premium) the covered foreign rate,
that
is, the foreign nominal rate plus the forward premium.
7
For a discussion of the effects of international asset risks, see Buiter (1980).
8
These country-specific factors will affect only the domestic level of interest
rates and not the international rates.
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yield on domestic compared with foreign assets, which will
result in a differential between domestic and foreign interest
rates after adjusting for expected exchange rate movements.
When the adjusted interest rate differential exactly matches the
premium (or discount) arising from the institutional and risk
elements, there is no incentive for capital flows to take place. 9
Whenever some of those elements are altered, however, the
premium necessary to equilibrate the market changes accordingly, and capital flows take place until the appropriate interest rate
differential is restored. For example, if the imposition of exchange controls became more likely, the risk premium required
to equilibrate the market would increase and, given the existing
interest rate differential, an outflow of capital and a rise in the
domestic interest rate would be induced. The capital outflow,
which constitutes a stock adjustment, would cease when the
interest differential is fully adjusted so as to reflect the increased
risk premium associated with a greater likelihood of exchange
controls.
In this setting, a shift from an exchange rate policy of free
floating, managed floating, or an undisclosed crawling peg to a
policy of preannounced exchange rate movements would tend to
reduce exchange rate uncertainty and thereby the risk premium
on domestic assets. 10 Assuming that the market was in equilibrium at the moment the path was announced, the prevailing
interest rate differential would be too large given the reduction in
the risk premium. A capital inflow would be induced and the
domestic interest rate would tend to fall until the differential was
consistent with the new (lower) risk premium. A credible
preannouncement entails, therefore, a once-and-for-all inflow of
capital until the adjustment of interest rates is completed. n
Under the assumption of perfectly integrated financial markets
9

This abstracts from the effects of economic growth. In a world of
economies growing at different rates, there could be continuing capital flows,
even with an equilibrium interest rate differential, as a result of the expansion
of 10private portfolios containing both domestic and foreign assets.
If an efficient forward market has been operating prior to the announcement, the reduction in risk would be much smaller. In most developing
countries, however, forward foreign exchange markets are not well developed.
See11 Gerakis and Danker (1977).
This assumes that the preannounced path implies a rate of devaluation
equal to the one previously expected, on average, by the market. It does not
reduce, therefore, the expected rate of devaluation but reduces the risk
premium, because under the new policy, expectations are held with more
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with unrestricted capital mobility and flexible interest rates, the
capital inflow triggered by the preannouncement of exchange
rate movements cannot persist. This capital inflow can nonetheless increase the stock of real credit available in the economy
and thereby lower production costs by reducing the real cost of
credit.
The dynamics of the adjustment process may, however, be
rather different in economies that are in the process of opening
their financial markets to international capital flows and are
undertaking extensive financial reforms, including the removal
of interest rate ceilings and the elimination of exchange controls.
It is, in fact, unlikely that after long periods of tight capital
controls the domestic capital market will immediately achieve
full integration with world financial markets. In particular, it is
probable that the domestic market will show some degree of
segmentation, since not all financial agents will have the same
direct access to international borrowing, especially when new
financial institutions specializing in international intermediation
are not yet developed. Given the fixed set-up costs and, in some
cases, the oligopolistic structure of the domestic banking system, the development of new institutions may require a substantial period of time. In the meantime, borrowers without direct
access to international markets must obtain credit from domestic
financial intermediaries that can borrow abroad and lend to
domestic agents. In such a situation, the domestic interest rate is
not determined solely by the foreign interest rate, the expected
rate of change in the exchange rate, and any risk premium but is
also strongly influenced by domestic market conditions, including the domestic demand and supply for credit, the structure of
the domestic financial system, and the state of inflationary
expectations. 12
It is, therefore, likely that immediately following a financial
reform and the opening of the financial market there will be a
relatively long adjustment period during which domestic considerations will have substantial weight in the determination of the
certainty. If the policy also implies a lower rate of devaluation than previously
expected, there will be a further once-and-for-all capital inflow and a larger
reduction in the domestic interest rate and in the differential, provided again
that
the subsequent announced path is credible.
12
The relative importance of domestic and foreign variables in the determination of the interest rate depends on the degree of segmentation of the
domestic market and the extent of the restrictions on capital movements.
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domestic interest rate. When this is the case, the domestic
interest rate may exceed the foreign rate plus the expected
devaluation by more than the risk premium, and this apparent
profit opportunity will not be immediately arbitraged. Capital
inflows will take place but not necessarily at the speed and
volume needed to bring the domestic interest rate rapidly down
to the level consistent with the foreign cost of capital.
When the economy is in the midst of such an adjustment
process, preannouncing exchange rates can have an inflationary
effect. By reducing exchange risk, the preannouncement program increases any existing differential between domestic interest rates and the equivalent yields (adjusted for risk) on foreign
assets and generates additional capital inflows. These capital
inflows will have two effects on domestic interest rates: (i) an
availability, or liquidity, effect that tends to reduce domestic
interest rates (and the interest rate differential) as the stock of
real domestic credit is supplemented by foreign credits 13 and (ii)
an expectations effect which tends to increase interest rates and
which arises from the inflationary pressures caused by the
expansion in the monetary base following the capital inflow. 14
When the integration of capital markets is not complete, the
higher inflationary expectations can offset the impact of the
greater availability of foreign credit and can reverse, temporarily, any initial decline in the domestic nominal yields. 15 In this
situation, unlike that of a fully integrated economy, the inflow of
capital may not be characterized by a once-and-for-all stock
adjustment but may persist as long as the speed and magnitude
of the decline in domestic interest rates are limited by the
13
This is similar to the effect in the case of full market integration, and the
smaller
interest differential reflects the lower risk premium.
14
This inflow of capital reflects primarily capital market considerations and
may not be consistent with the private sector's desired accumulation of
monetary assets. However, if the magnitude of the capital inflow is determined
solely by the increase in the money demand caused by a reduction in
inflationary expectations following the preannouncement, no inflationary
pressures
need arise.
15
It should be mentioned, however, that, in those cases where the preannouncement itself has the immediate effect of reducing inflationary expectations, this effect will tend to reinforce rather than offset the liquidity effect. As
the monetary base increases, however, the expectations effect will tend to
affect interest rates as described above. It is also possible that government
intervention in the domestic credit market (direct or through government
enterprises) will tend to sustain the interest differential for a period longer than
that expected. This has been observed in a number of countries following their
opening of the capital market.
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institutional structure of the market. Thus, the capital inflow
may sustain domestic inflation even in the face of other antiinflation measures. While an increasing degree of market integration will ensure that the greater availability of credit ultimately leads to a decline in domestic interest rates and to a reduction
in the capital inflow, the monetary effects of the capital inflow
may significantly lengthen the required duration of the antiinflation program and erode the credibility of the preannouncement program.
Since capital inflows can threaten to undermine the program,
it is important to analyze in detail the conditions under which a
stabilization program that includes the preannouncement of the
exchange rate as one of its components will indeed result in a
reduction of inflationary pressures. In the next section a model
is developed that will enable us to consider this question. It
should be clarified, however, that in addition to the problem of
identifying the stability conditions, which is the main concern of
this paper, there is the additional issue of selecting the "best"
path to be announced, in terms of achieving the authorities'
objectives regarding inflation, the balance of payments, and
growth. The specification of the most appropriate preannounced
exchange rate path would involve expanding the short-run
model (given in the next section) to allow for variable output and
employment (including a specification of wage behavior) and the
authorities' objective function. The "optimal" exchange rate
path would then be derived, along with such paths for the other
policy instruments, as part of a solution to an optimal control
problem. While the solution of this optimal control problem
could be quite complex (especially if there were a large number
of instruments and objectives), there are certain characteristics
and determinants of the preannnounced exchange rate path that
are likely to hold regardless of the exact nature of the authorities' objective function.
First, any preannounced exchange rate path would be closely
related to the paths selected by the fiscal, trade, and financial
policy instruments. This coordination should encompass the
selection of both the initial level of the exchange rate and the
rate at which it would be depreciated. As will be shown in the
next section, this policy coordination is one of the key requirements for ensuring a stable adjustment process, especially when
the preannouncement of the path for the exchange rate is
directed toward achieving a reduction in inflation. While the
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preannouncement of the exchange rate path can strengthen the
linkages between domestic and international prices, this type of
policy is most likely to be successful if the trade reform has
already significantly reduced the barriers to price arbitrage
between domestic and international prices and fiscal reforms
have been implemented to reduce the issuance of base money
needed to finance budgetary deficits.
In setting the path for the exchange rate, one particular risk is
that a seriously overvalued exchange rate may develop. The
stability analysis in Section II is particularly concerned with this
issue. This danger can possibly be minimized by combining an
initial discrete exchange rate depreciation with an ensuing
period during which the exchange rate depreciates at a rate
slower than the differential between domestic and foreign inflation. Such a policy may make it possible both to eliminate any
initial overvaluation of the exchange rate (an effect on the price
level) and to slow inflation (an effect on the rate of change of the
price level).
Equally important considerations in setting the path for the
exchange rate are the effects this program will have on the level
of employment and the rate of growth of the economy. Special
difficulties may be created for the anti-inflation program by the
presence of comprehensive wage indexing schemes. If these
indexing arrangements keep real wages constant during the
adjustment period, this may induce more severe employment
and output declines and also make it more difficult to eliminate
any existing overvaluation of the exchange rate through an initial
discrete depreciation. This suggests that, to minimize any adverse employment effects, the use of the preannouncement of
the exchange rate may require some changes in the existing
wage indexing arrangement (e.g., allowing for only a partial cost
of living adjustment for some fixed period).
II. The Model
In this section, the effects of a stabilization program based on
trade and financial reforms are modeled and the impact of
preannouncing the future exchange rate path on the stability of
the adjustment process is analyzed. The trade reforms included
in the program encompass the removal of import quotas and the
lowering of tariffs; the financial reforms are based on the freeing
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of interest rates and the elimination of exchange controls. To
analyze the effect of these measures and, in particular, the role
of the preannounced exchange rate policy, first one has to
consider the determinants of portfolio and spending behavior in
the financial and goods markets.
FINANCIAL MARKET

In the financial markets, a distinction is made between nonbank and bank behavior. The nonbank sector consists of firms
and households that hold bank deposits and capital as assets and
bank loans as liabilities. Since the focus is on the short-run
adjustment process, holdings of capital are taken as fixed.
Money (A/) consists solely of bank deposits that earn a rate of
16
interest rM. The rate of interest on bank loans is rL.
In the short run, the overall size of the nonbank sector's
portfolio is fixed, but it is assumed that the mix of liquid assets
(money) and liabilities (loans) can be varied continuously. Over
time, the size of the portfolio can be altered, and portfolio
behavior would be determined by the attempts to achieve both a
desired portfolio size and an optimal mix of assets and liabilities.
Given a fixed portfolio size, the desired mix of money relative
to loan holdings is a positive function of the expected real return
17
on money and the expected real cost of loans:
(1)

where
Μ
L
YM
rL
6
Ίτ
hi

=
=
=
=
=
=

bank deposits
bank loans
nominal interest rate on bank deposits
nominal interest rate on bank loans
expected rate of inflation
partial derivative of h with respect to the /th argument

Even though it is assumed that wealth holders can rearrange
their existing portfolio quite rapidly, this does not imply that
they will continuously achieve the desired overall size of their
16

Currency holdings could be added with little difficulty as long as the
currency-to-deposit
ratio is taken as fixed.
17
See Appendix I for a summary of notation.
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portfolio. Since portfolio size can increase only through net
savings or capital gains owing to the revaluation of existing
assets, the attainment of the optimal size of the overall portfolio
may require adjustments of expenditure plans and take considerable time. To reflect this possibility, the specification of portfolio behavior can be completed by an equation for the nonbank
sector's desired holdings of money or loans and an assumption
18
about the process of adjustment of actual to desired stocks.
Let the nominal demand for money be a function of the level of
income, the level of prices, and the expected real rate of return
19
on money holdings:

In

(2)

where
d

M = desired money holdings
Y = real income
Ρ = domestic price level
This demand for money, however, will not necessarily be
satisfied at each moment in time, since changes in the stock
require adjustments in spending and borrowing plans that may
occupy an extended period of time. The exact nature of these
spending and financing adjustments will be specified in the
discussions of goods market and balance of payments behavior.
Regarding the banking sector, its assets include reserves and
loans and its liabilities are deposits of the nonbank sector and
foreign borrowing. Assuming that banks are subject to a required reserve ratio of Κ per cent and hold no excess reserves,
the banks' balance sheet constraint is given by

(3)
where
Κ = required reserve ratio
18

Since the stock of capital is taken as fixed, there cannot be independent
adjustment equations for both loans and deposits. The specification of the
adjustment equation for either portfolio component, along with equation (1),
necessarily
describes the adjustment equation for the other component.
19
Although the analysis would be more complex if the demand for money
was also a negative function of the expected real loan rate, the results would
not be greatly altered as long as money and loans were viewed as gross
substitutes in the portfolio and the effect of both rates is not fully symmetrical
(see Tobin (1969)).
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X - exchange rate
F = foreign borrowing by banks
It is assumed that the banking system is not perfectly competitive and that international and domestic financial markets are
not perfectly integrated in the sense that all domestic economic
units do not have the same access to international borrowing.
The model reflects these characteristics as follows. First, it is
assumed that the competitive structure of the financial system
20
allows banks to follow a markup pricing scheme such that
(4)

where
r'F = cost of foreign borrowing (inclusive of expected
exchange rate movements and country risk premiums)
φ = markup factor
This implies that the loan rate exceeds the cost of bank funds by
a constant factor φ. The cost of bank funds equals the deposit
rate weighted by the proportion of loans financed by deposits
plus the corresponding weighted cost of foreign funds. The cost
of foreign funds is

(5)
where
rF — foreign interest rate
e
x = expected rate of change in exchange rate
θ = risk premium associated with foreign exchange transactions
To reflect the lack of full integration of domestic and international capital markets, it is assumed that only banks can borrow
abroad. In addition, because of imperfect competition in the
banking sector, it is assumed that banks arbitrage only gradually
any differential between the domestic and the adjusted foreign

20

It is assumed that the central bank does not pay interest on bank reserves.
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interest rate. Let/ = XF/L, then the banks' process for arbitrage
21
is given bv

(6)
Thus, banks move gradually toward the elimination of any
differential between the domestic loan rate and the covered
foreign interest rate. The value of μ reflects the degree of capital
mobility, and it is affected by the existing limitations to the free
movement of capital. Therefore, under a very extreme regime of
exchange controls, μ may approach zero and capital movements
will be low or nonexistent even if
The value of μ will be
increased by financial reforms that reduce or eliminate exchange
controls.
The financial market behavior represented by equations (1)
through (6) implies that, although domestic interest rates adjust
so that the nonbank sector achieves the desired distribution of
its existing stock of wealth between money and loans at each
instant in time ("instantaneous financial market equilibrium"),
the nonbank sector will not necessarily have achieved its desired
stock of wealth as implicit in the demand for money equation
("full portfolio equilibrium"). In combination with the specification of bank behavior, the market-clearing loan and deposit
interest rates can be expressed as functions of the required
reserve ratio, the expected rate of inflation, the "covered"
foreign interest rate, and the ratio of bank foreign borrowing to
bank loans. As shown in Appendix II,

(7)
and
(8)
GOODS MARKET AND THE BALANCE OF PAYMENTS

Let there be both foreign and domestic goods. The prices of
foreign goods are determined by world prices adjusted for the
21 d

d

f reflects banking system portfolio behavior in the sense that the f (Q)
reflects the equilibrium ratio of foreign liabilities to loans. This ratio would also
be affected by a variety of risk and institutional factors. The markup factor (φ)
may also vary as interest rate ceilings are removed, entry of banks takes place,
and the reserve ratio is lowered. These factors are taken as exogenous.
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exchange rate (and, in the case of import goods, tariffs). The rate
of increase in the prices of domestic goods is assumed to be
influenced by internal excess demand as well as by the rate of
change of the domestic price of foreign goods. Postulating a
monotonic relation between domestic excess supply and domes22
tic monetary disequilibrium,
(9)

where
τι = rate of change in price of domestic goods
TT/T = foreign inflation
χ = rate of change in exchange rate
The coefficient τ measures the effect of domestic monetary
conditions on relative commodity prices and is determined by
the proportion of foreign to domestic commodities in the economy as well as by the expenditure elasticity of domestic commodities. If all goods are internationally traded, τ will be zero,
reflecting complete integration of the domestic with the foreign
market and therefore full commodity arbitrage and convergence
of the domestic to the foreign inflation rate. Clearly, τ will not be
constant over time but will tend to decline as the proportion of
internationally traded goods increases and arbitrage becomes
more extensive. Therefore, a trade reform including the reduction of tariffs and the elimination of trade restrictions implies a
lower value of T, which will further decline as the institutional
framework of importers and wholesalers is developed and as
trade and exchange risk are reduced. Specifically, it is assumed
that τ declines over time following the initial trade reforms and is
also a positive function of the degree of exchange risk associated
with financial or trade credit activities (Θ). Thus,
(10)

where
t - ÍQ = time since the initial trade reform
This formulation implies that as the degree of exchange risk
declines there will be greater integration between the domestic
22

Since the analysis is focused on the medium-term stability of the adjustment process, especially as it relates to the rate of inflation, it is assumed that
the level of real domestic output is given.
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and the foreign goods market, and this will be reflected by a
decline in the impact of domestic monetary disequilibrium on
domestic prices, with a correspondingly greater spillover onto
international markets. This assumption about the distribution of
monetary disequilibrium between prices and the balance of
payments also bears on the relationship between the domestic
and foreign sources of monetary growth.
Using Η for the monetary base,

(11)
Thus, all the base money is used to satisfy the demand for bank
reserves. The two sources of base money growth are the central
bank accumulation of foreign exchange generated through the
balance of payments (R) and its provision of domestic credit
In terms of growth, this implies
(12)
The balance of payments is assumed to be determined by both
international price and interest rate arbitrage and monetary
24
disequilibrium. Thus,

(13)

The first two terms in equation (13) indicate that foreign reserves
will accumulate whenever the foreign rate of inflation (adjusted
for exchange rate changes) rises relative to the domestic rate of
inflation and when the domestic loan rate rises relative to the
23

It is assumed that the central bank issuance of net domestic credit is
associated with financing the government deficit. There is no direct lending by
the24 central bank to the private sector.
ει is a constant which allows for the possibility of a secular divergence
between domestic and international inflation. The analysis would be unaffected
by setting ε\ = 0.
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25

adjusted foreign interest rate. In addition, if the increase in the
money supply generated by the central bank's issuance of
domestic credit exceeds the increase in the nominal demand for
money (brought about by increases in the price level or in the
expected real rate of return on deposits), there will be a
reduction in the level of reserves in order to restore monetary
balance. Note that, as the economy becomes more integrated
with the rest of the world, τ falls and the effects of excess money
supply spill more onto the balance of payments and less onto
domestic prices. As τ approaches 0, complete arbitrage takes
place, and monetary disequilibrium is fully resolved through the
balance of payments.
It is important to notice that the rate of domestic credit
expansion is closely related to the size of the fiscal deficit.
Therefore, the magnitude of monetary disequilibrium in the
economy, which bears on the nature of the adjustment process
and on the stability of the system under preannouncement, is
largely determined by the government's ability to control the
fiscal accounts.
To close the basic structure of the model, assumptions about
the formation of expectations are required. It will be assumed
that the private sector formulates its expectations about inflation
and exchange rate changes on the basis of its best estimates of
the effects on these variables of future reform and stabilization
policies. In our deterministic model, this "rational" expectations assumption implies perfect foresight, which requires

(14)
and
(15)
STABILITY OF ADJUSTMENT PROCESS

One can now examine the stability of the adjustment process
implied by the stabilization program and consider the effects
25

Equation (13) implies that capital inflows are determined by the differential between the domestic loan rate and the foreign interest rate. Ronald
McKinnon has pointed out to the authors that in a financially repressed
economy with a high required reserve ratio there may be simultaneously an
inflow associated with a domestic loan rate that exceeds the equivalent foreign
rate and an outflow associated with a domestic deposit rate that is below the
comparable foreign rate. The focus here is on the capital inflow, since this has
been the most common net outcome.
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on the nature of the process of including or excluding a preannounced exchange rate policy. In addition to trade and
financial reforms, the government is taken as generating a lower
and fixed rate of growth for domestic credit and as maintaining a
given rate of depreciation of the exchange rate. Initially, it will
be assumed that the future course of the exchange rate is not
preannounced. Immediately following the implementation of the
trade and financial reforms, the authorities are likely to be
confronted with rapid inflation (reflecting past monetary expansion), high nominal and real interest rates (reflecting a high
expected inflation rate and a shortage of real credit), and balance
of payments disequilibrium. The issue first considered is under
what conditions the mix of policy measures postulated yields a
stable adjustment process leading toward a lower rate of inflation.
When the exchange rate is not preannounced, the adjustment
path for the economy can be described by combining equations
(1) through (15) to yield two differential equations, with the rate
of change of domestic prices (ΊΓ) and the ratio of banks' foreign
26
borrowing to domestic loans (/) as state variables. These
27
equations will have the form

(16)
and
(17)
This implies that the adjustment process will converge to a lower
inflation rate only if

(18)
and
(19)

26

See Appendix III for the derivation of these equations. Since the exchange
rate path is not being preannounced, the level of exchange risk (Θ) is being
taken
as a constant. This assumption will be relaxed in the next subsection.
27
The values of the partial derivatives are given in Appendix III.
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Given the signs of the partial derivatives in equations (16) and
(17), a sufficient condition for stability is that
or,
equivalently,
(20)

goods
interest rate
excess
price
arbitrage
money
arbitrage
effect
supply
effect
effect
To understand the implications of the sufficient condition, it is
useful to examine the effects that each of the four terms
represents. The first term is the effect of higher domestic
inflation on the current account of the balance of payments. A
rise in IT reduces the rate of growth of foreign reserves, thereby
slowing the rate of monetary expansion. This will help to
generate a path of declining inflation and hence will be stabilizing. The second term (C2Tg2) is the impact of higher inflation on
the expected inflation rate and thereby on domestic interest
rates and the interest arbitrage term in the balance of payments.
As ττ^ rises with any increase in ττ, this will lead to an increase in
the domestic loan rate (r¿), which will stimulate a capital inflow.
The resulting accumulation of reserves will raise the rate of
monetary expansion and drive up or sustain the current rate of
inflation. This effect is obviously destabilizing. The third term
(—τ) reflects the fact that a higher ττ implies that the private
sector must hold more nominal money to support the same level
of transactions. This works to reduce the excess supply of
money and hence any balance of payments surplus. The resulting decline in the rate of monetary expansion will help to slow
inflation, and is thus stabilizing. The final term represents the
effect of a higher ττ on the demand for money via its impact on
the real return on money holdings. As ττ increases, and for a
given xe, the loan rate rises, stimulating a capital inflow and
raising /, the proportion of bank loans financed by foreign
borrowing. This has the effect of lowering the deposit rate and
28

Clearly, even if θπ/θπ·> Ο, the system will be stable if
which is equivalent to
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reducing the demand for money. 29 A reduction in money
demand stimulates domestic inflation (via equation (9)). This is
partly offset, however, by the fact that the decline in the demand
for money leads to an outflow of reserves and thereby reduces
the rate of monetary expansion. This slower growth of monetary
aggregates would help to reduce inflation. This fourth term
represents the net impact of these two effects and indicates that
the inflationary effect dominates. Thus, the impact of a higher/
is to raise the rate of inflation, which tends to be destabilizing.
The analysis of the stability condition indicates that an initial
decline in may not be sustained if capital inflows result in a
rate of monetary expansion that overwhelms the stabilizing
effects associated with international price arbitrage. This implies
that an important relationship may exist between the stability of
the adjustment process and the sequencing of the trade and
financial reforms. A financial liberalization encompassing both
the removal of ceilings on interest rates and the absence of
controls on capital inflows can create potentially destabilizing
capital inflows unless there is a significant opening of the
domestic economy to international trade and price competition.
A stable adjustment process is illustrated by Figure 1. The
curve represents the combinations of and / that will
result in a given rate of inflation, and the
curve describes
the combinations of and / that imply a given ratio of foreign
borrowing to domestic loans. At the moment of the implementation of the reforms, the economy may be in a position such as A,
with above its longer-term value ' and/below its equilibrium
value The elimination of trade and financial restrictions will
move me system from the off-equilibrium position at A toward
equilibrium at B. The adjustment toward the stable equilibrium
position, with a lower rate of inflation and a higher ratio of
foreign borrowing to domestic loans, may be either direct or
cyclical. If the adjustment is cyclical, then there possibly will be
a period of a rising rate of inflation and increasing/followed by a
falling rate of inflation and a declining value of/. 30
29

This reflects the fact that an oligopolistic banking system will attempt to
maintain its level of profits in the face of a higher cost of funds by reducing the
time
deposit rate. .
30
If
then an unstable adjustment process would be
generated. In this situation, capital inflows would generate a rate of monetary
expansion inconsistent with a declining rate of inflation.
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FIGURE 1

Note that the ττ = 0 curve is drawn for given values of τ. The
initial trade liberalization will rotate the curve counterclockwise.
As import and wholesale institutions develop following the trade
reform, τ declines further and eventually approaches zero. This
shifts
down and ultimately makes the slope equal zero (see
Figure 2). Thus, the economy will eventually tend toward an
equilibrium with
equal to the sum of the foreign rate of
inflation plus the rate of depreciation of the exchange rate and /
taking on a value consistent with the absence of any differential
between the domestic and foreign interest rates (apart from a
risk premium).
If the economy's path to this long-run equilibrium is stable and
noncyclical, then the adjustment process can be portrayed using
the solid lines in Figure 3. The trade and financial reforms,
which occur at time ¿0, will have the effect of producing a
discrete reduction in inflation and a jump in bank borrowing
from abroad. This reflects the impact of international price
arbitrage on domestic price formation once import quota restric-
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tions are removed and the attractiveness of foreign borrowing in
the face of a substantial differential between domestic and
foreign interest rates. As the reform proceeds, τ declines and
ultimately the economy will achieve a rate of inflation equal to
PREANNOUNCED EXCHANGE RATE POLICY

The authorities' objective in using the policy of preannouncing
the future exchange rate is to bring about a more rapid adjustment to a lower rate of inflation. By lowering exchange risk, it is
argued that this policy will encourage greater, and faster,
international arbitrage between domestic and foreign prices and
interest rates. The arbitrage in the goods market will lower
inflation more rapidly to the sum of the world rate plus the rate
of depreciation of the exchange rate, and the interest rate
arbitrage will increase the supply of real credit in the economy
and lower domestic interest rates. In terms of Figure 3, this
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argument implies that combining the trade and financial reforms
with the preannouncement of the future exchange rate movements will lead to the paths for and / denoted by the dashed
lines. The decline in would thus be more rapid than without
the preannouncement, whereas / would rise more rapidly and
achieve a higher long-term level owing to the reduced exchange
risks associated with foreign borrowing.
To analyze whether preannouncing the exchange rate will
have this favorable effect, it is first necessary to introduce
variable exchange risk into the model. As described above, the
interest rate that foreign financial institutions charge on loans to
domestic banks includes a risk premium (Θ) associated with such
factors as exchange and political risk. Similarly, the proportion τ
of excess supply of money spilling over onto the goods market as
opposed to the balance of payments is also influenced by the
level of exchange risk.
It is postulated now that the preannouncement of the future
path for the exchange rate will affect θ in two ways. First, the
initial announcement of the next exchange rate program would
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bring about some reduction in uncertainty regarding future
exchange rate movements and thereby reduce θ directly. The
extent of the initial reduction in θ would depend on market
participants' perceptions of how likely it is that the authorities
will follow the proposed exchange rate path. Second, in the
period following the initial preannouncement, θ will be influenced by how well the authorities maintain the announced
exchange rate path and by the private sector's perception of
whether economic or political developments will force the
authorities to depart from the preannounced path. To simplify, it
is assumed that the private sector's perception of the sustainability of the preannouncement program is related to the length
of time that the preannouncement schedule has been maintained
(given by
and the deviation from relative purchasing
power parity induced by the exchange rate policy adopted.
32
Thus,

(21)
Hence, the private sector's evaluation of the sustainability of the
preannouncement program at any moment in time is based on
how long the program has been in effect and whether or not this
33
policy is leading to the creation of an overvalued currency.
Consider first the initial impact of the establishment of a
preannouncement program and then analyze whether this policy
affects the stability of the adjustment process. Let the announcement of the new exchange rate program bring about an initial
discrete reduction in perceived exchange risk equal to Θ0 = Θ0 θ ^ 0, where θ is the level of exchange risk at the instant prior to
the announcement. While such a reduction in exchange risk will
induce a discrete increase in commercial bank foreign borrowing, it will have an ambiguous effect on domestic inflation.
Lower exchange risk enlarges any existing differential between
the domestic loan rate and the risk-adjusted cost of foreign
borrowing. This larger interest rate differential will lead to a
once-and-for-all rise in/, which causes an inflow of reserves and
thereby speeds up the rate of money growth with the consequent
inflationary effect. Offsetting this effect on inflation, however, is
31

ÍQ represents time at the beginning of the reform.
This implies that the level of exchange risk (Θ) is a cumulative function of
the3 3deviation from relative purchasing power parity.
At time Γ, when full portfolio equilibrium is achieved, it will be assumed
that
32

©International Monetary Fund. Not for Redistribution

PREANNOUNCEMENT OF EXCHANGE RATE CHANGES

785

the fact that the initial decline in θ induces a fall in τ, implying
that a greater proportion of any excess money supply will spill
over onto the balance of payments rather than onto the domestic
goods market and the rate of inflation. Since it is not clear which
of these effects will dominate,the preannounced exchange rate
policy could initially either raise or lower the domestic rate of
34
inflation.
Given the ambiguity surrounding the initial impact of the
preannouncement policy, there is naturally the question of
whether or not it will enhance or weaken the stability of the
adjustment process. This issue can be analyzed by examining
the adjustment process that is generated when the preannouncement is part of the program and comparing it with the case where
it is not included. The adjustment process that incorporates the
effects of variable exchange risk (Θ) can be described by combin35
ing equations in /, and θ of the form
(22)
(23)
(24)

The adjustment process will be stable if
(25)

(26)

Since
satisfied if

" and
and

these stability conditions will be

34

In terms of Figure 1, this means that the economy will initially move from
point A to a point to the right, but that new point could be either above or
below the old point A.
35
See Appendix IV for the derivation of equations (22) through (24) and for
the definition of the partial derivatives.
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(27)

Clearly, this last condition will be satisfied only if
is
negative.
How likely is it that both
a n d w i l l be negative?
θττ/θθ reflects the influence of two separate factors. A rise in
exchange risk (Θ) tends to lower inflation by reducing capital
inflows and the rate of monetary expansion. At the same time, a
higher θ will raise τ, which means that any given rate of
monetary expansion will be more inflationary.
will be
negative only if the interest rate differential effect dominates.
Even if
is negative,
is less likely to be negative
than in the case of no preannouncement, because in the current
case
implies
(28)

As in the previous case, this condition is more likely to be
fulfilled the more open is the economy, that is, the lower is τ.
However, a comparison with the condition for dTr/dir < 0 when
there is no preannouncement (see equation (20)) indicates that
equation (28) includes the addition of the terms -τβ^α + ατ2
ln(M/MJ), both of which reduce the likelihood of θττ/θττ < 0. The
first term reflects the fact that a higher raises exchange risk,
and thus the cost of foreign borrowing, leading to a lower deposit
rate and a lower demand for money. A lower demand for money
works to generate a higher rate of inflation. The second term
represents the fact that a higher rate of inflation increases
exchange risk and therefore pushes up the value of τ, increasing
the impact of any excess supply of money on inflation. Taken
together, these effects imply that the interaction between inflation, exchange risk, and the preannouncement policy will be less
likely to result in a stable adjustment process compared with the
case in which the preannouncement is absent. Furthermore, the
possibility of an unstable result increases the larger is the level of
monetary disequilibrium and consequently the size of the fiscal
deficit and the more rapid is the increase in the level of perceived
exchange risk as the domestic currency becomes overvalued (a).
A clear implication is that a stable program involving pre-
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announcement requires the implementation of consistent and
coordinated fiscal, trade, and monetary policies.
There is, thus, an implicit trade-off involved in using a
preannounced exchange rate policy: a higher probability of a
faster reduction in inflation can be obtained at the cost of a
higher probability that the adjustment process may be unstable.
This also suggests that the authorities can improve this trade-off
if they utilize this exchange rate policy only after substantive
measures have been taken to reduce or eliminate domestically
created monetary disequilibrium and to open the economy to
international trade.
III. Summary
This paper has discussed the rationale for using a policy of
preannouncing the exchange rate as an anti-inflationary instrument and has analyzed, using a stylized theoretical model, the
conditions under which a stabilization program that includes the
preannouncement of the exchange rate will indeed result in a
reduction of inflationary pressures.
It is clear that the preannouncement of the exchange rate can
be used only as an integral part of a comprehensive stabilization
program. It may be a useful instrument, particularly within the
framework of anti-inflationary programs that rely heavily on the
opening of goods and financial markets to international influences. In this context, a reduction of exchange risk may speed
up the integration of domestic and foreign markets, bringing
about a more rapid reduction in the pace of inflation. However,
the introduction of preannouncement increases the potential
instability of the system due mainly to the possibility that capital
flows could create monetary pressures that reduce the credibility of the system and make it unsustainable. That is particularly
possible when the trade reforms, including import liberalization,
have not been extensively implemented and when the government's financing requirements imply a fiscal deficit and therefore a rate of expansion of domestic credit inconsistent with the
preannounced rate of devaluation.
While preannouncement of the exchange rate path can generate these potential benefits, it also reduces the authorities'
flexibility in meeting unanticipated transitory shocks to the
economy, especially those originating abroad but also those
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associated with unforeseen domestic events. The "freezing" of
the path for the exchange rate means that external shocks to the
balance of payments must be absorbed into the money supply,
which may well require an offsetting monetary stabilization
action. The reduction of uncertainty in the foreign exchange
market may, therefore, be obtained at the cost of increased
36
instability in the domestic money market.
Even when a policy of preannouncing exchange rates leads to
a decline in the rate of inflation, the specification of an appropriate exchange rate path is indeed difficult. When the exchange
rate is used as part of an anti-inflation program, a relatively low
rate of depreciation is clearly an attractive policy option. For a
preannounced exchange rate path to be credible and sustainable,
however, the rate of depreciation should be consistent with the
rate of domestic credit creation implied by the fiscal requirements and should not result in persistent and growing departures
from purchasing power parity and in the emergence of a large
disequilibrium in the balance of payments. A growing overvaluation of the domestic currency can have serious effects on the
balance on current account and on employment. Such an
overvaluation will also militate against the redistribution of
resources from the import competing sector to the export sector
that the authorities work to encourage via reductions in tariffs
and in other restrictions on imports.
APPENDICES
I. Notation
Μ
rM
rL
L
Ρ
IT
π€
Y
Κ

= nominal stock of money (bank deposits)
= rate of interest on bank deposits
= rate of interest on bank loans
= stock of bank loans
= domestic price level
= rate of change in domestic price level
= expected rate of change in domestic price level
= real income
= required reserve ratio

36
This problem is, of course, not confined to programs including the
preannouncement of exchange rates but arises whenever exchange rates are
not perfectly flexible. This also ignores the possibility that some fiscal policy
measures could also be used to counter external shocks.

©International Monetary Fund. Not for Redistribution

PREANNOUNCEMENT OF EXCHANGE RATE CHANGES

789

X = exchange rate (domestic currency/foreign currency)
χ = rate of change in exchange rate
xe = expected rate of change in exchange rate
F = foreign borrowing by banks
r'F = cost of foreign borrowing inclusive of expected exchange rate movements and country risk premiums
/ - XFIL
TTF = foreign rate of inflation
Η = stock of base money
R = stock of foreign exchange reserves (in units of foreign currency)
Ν = stock of domestic credit
θ = degree of exchange risk
φ = markup factor

II. Derivation of Reduced Form Equations
for
and
To derive the reduced form equations for rL and rM, equations (1), (3), and
(4) are used to yield
(29)
(30)

with
If these expressions are linearized about their steady-state values (rL, rM),
then (where a bar denotes the steady-state value of a variable),

The determinant of this matrix will be given by
<0.
Solving for rL and rM,
(31)

with
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since
(32)

with

which is taken as > 0 but, since Κ is held constant in the analysis, could be
accommodated < 0.

which is taken as < 0 as the most likely case.

III. Adjustment Process Without Preannounced
Exchange Rate Policy
Combining equations (1) through (15):
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Solving for ττ and /:
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is the determinant of the above matrix. A > 0 is taken

IV. Adjustment Process with Preannounced Exchange Rate Policy
Combining equations (1) through (15) and equation (20):

Assuming that the determinant of the coefficient matrix is positive as in
Appendix III
This implies
with
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Capital Controls and Interest Rate
Parity: The Japanese Experience,
1978-81
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VER THE PAST SEVERAL YEARS, the exchange rate for the
Japanese yen has fluctuated widely, as has the intensity of
O
capital controls. At times when the yen rate was believed to

have "overshot" some unspecified appropriate level, the Japanese Government introduced measures to influence capital flows
in an attempt to narrow the amplitude of exchange rate fluctuations. For example, in early 1978, when an appreciation of the
yen was widely expected, the Government introduced capital
controls to reduce net inflows and to moderate the yen appreciation; in 1979 and early 1980, when the Government thought that
the yen had weakened too rapidly, measures aimed at inducing
net inflows were introduced. However, since December 1980,
when the Government implemented a law embodying the principle that all transactions in foreign currency may be carried out
freely unless expressly restricted, capital movements have, in
principle, been virtually free of controls. These policy changes
are frequently credited with having had an important impact on
(a) measured deviations from interest rate parity, (b) the ex-
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change rate, and (c) the efficiency of the foreign exchange
market.
The main purpose of this paper is to examine the extent to
which these capital controls or the absence of them have
influenced deviations from interest rate parity during the period
1978-81. An attempt is also made to measure the impact of such
capital controls on distortions in the foreign exchange-cumsecurities market during that period. Questions regarding the
effectiveness of capital controls on influencing the exchange rate
and the impact of these controls on the market efficiency will not
be dealt with in this paper.
The approach adopted builds upon work by Frenkel and
Levich (1975, 1977). l Utilizing basic price theory, it can be
shown that the introduction of transaction costs into the Marshallian demand and supply apparatus has the effect of creating a
band around the demand curve. Even though the realized price
may deviate from the equilibrium price (which would prevail
without transaction costs), the market would still be in equilibrium in the sense that there would be no unexploited profits. 2
Similarly, the introduction of transaction costs into the foreign
exchange and securities markets will create a band (neutral band
in the Frenkel-Levich terminology) around the interest rate
parity line. It can be shown that all covered interest differentials
falling within this band are equilibrium points. 3 The introduction of capital controls will increase the cost of transactions to
market participants and consequently increase the width of the
"neutral band." The comparison of two such bands, where one
reflects transactions in a market with free movements of capital
while the other reflects controls on such movements, will
provide a quantitative indicator of the effect of capital controls.
The imposition of controls may also have the effect of
changing the expectations of market participants regarding possible capital controls in the future. This will determine,, in part,
whether the burden of adjustment of the forward premium (if
any) owing to the imposition of controls falls on the spot
1
Dooley and Isard (1980) constructed a model of portfolio behavior to study
effects
of German capital controls on deviations from interest rate parity.
2
Throughout this paper, the term "equilibrium" will be interpreted as a
state
where all profits have been exploited.
3
If assets are not denominated in the currency of the same political
jurisdiction, this ban will reflect both transaction costs and political risk (see
Aliber (1973)).
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exchange rate or the forward exchange rate or both. A comparison of the changes in the width of the band (owing to capital
controls) with changes in interest rates (on domestic and foreign
assets) and the forward premium shows the extent to which
capital controls have been successful in affecting the exchange
rates. This issue, although important, is not pursued in this
paper.
The remainder of this paper is organized as follows. Section I
presents an overview of the issues involved in discussing the
relationships between capital controls and measured deviations
from interest rate parity. Section II briefly describes the methodology that is to be used to quantify the influences exerted by
capital controls in foreign exchange markets, Section III presents empirical results obtained from daily observation of exchange rates and interest rates in the Tokyo and London foreign
exchange markets for the period 1978-81. Section IV summarizes the major findings and presents concluding remarks. Appendix I provides a technical note on selecting an appropriate
data set of observations necessary for the estimation of the
neutral band. Appendix II contains data descriptions, sources,
and definitions.
I. An Overview of the Issues
Consider two worlds, A and B. In each world, assets may be
denominated in different currencies. The distinguishing characteristics of World A are that all assets are traded freely, and
there are no institutional controls, taxes, tariffs, or quotas on
transactions by residents of different regions. In contrast, in
World B, the government of one region imposes controls on
transactions between its residents and those of other regions.
The exchange markets that we observe today are characterized
by elements of both Worlds A and B. In addition, in each
country, there is a unique combination of the taxes, tariffs, and
quotas employed, and within each country, the tax/tariff/quota
structure is applied differently to goods, factors, and securities.
Suppose that the portfolio of the economic agent is initially
invested in domestic securities. The agent can either continue to
hold assets denominated in domestic currency and earn income
at the domestic interest rate (r¿) or transfer funds abroad to hold
assets denominated in foreign currency and earn a return at the
foreign rate of interest (r/). Given an interest rate differential, if
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the forward exchange rate (F) (number of domestic currency
units per unit of foreign currency) is high relative to the spot rate
(5)—that is, if there is a covered interest rate differential in favor
of foreign assets—agents will purchase foreign exchange at the
spot rate, invest in foreign securities, earn income at the foreign
interest rate, and buy a forward contract to convert back to
domestic currency at the forward rate. Since all agents possess
the same information set, arbitrage implies that if one agent can
make profits then all can. However, if all attempt to make profits
simultaneously, then no one can. Something in the system must
change. Either the forward premium will adjust or the foreign
interest rate differential will change to bring the system into
equilibrium.
Much of the theoretical literature formalizing the relationship
between the asset and exchange markets under perfect competition has come under the heading of interest rate parity theory
and posits that in World A the current money market interest
differential on assets denominated in different currencies is
uniquely related to differentials between spot and forward
exchange rates. Formally, in the absence of any distortions, this
relationship is expressed as
(1)
or
(2)

where

5 = number of units of domestic currency per unit of
foreign currency for immediate delivery (say, at time
fa)
F = number of units of domestic currency per unit of
foreign currency for delivery at some time (t\) in the
future (¿o < t\)
rf = foreign interest rate that can be secured for the
period from f 0 to t\
rd = domestic interest rate that can be secured for the
period from ¿0 to ti
Thus, in World A, where no distortions exist (i.e., free capital
mobility and flexible exchange rates in the context here), the
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interest rate differential between interest-bearing domestic and
foreign assets will identically determine the differential between
the forward and the spot exchange rates. Put differently, the
forward premium or discount is completely determined by the
current interest rate differential.
As will be evident to the reader, it is not surprising that
conditions for interest rate parity may be found not to hold with
strict equality in any empirical exercise designed to verify that
proposition. In an illuminating survey, Officer and Willett (1970)
identified two causes for deviations from interest rate parity.
One is transaction costs and the other is a positively sloped (i.e.,
a less than perfectly elastic) "medium"-run or "long"-run
supply curve of funds for arbitrage. Transaction costs depend on
the differential costs of trading across different currencies and
include not only brokerage costs but also information and time
costs. One would expect the brokerage cost to vary with the
volume of transactions, while the information cost would depend on the number of outlets searched and the marginal benefit
from searching. The time cost will vary with the wage/shadowwage rate or the marginal disutility of work.
Another significant contribution pertaining to the empirical
verification of the interest rate parity theory was made by Aliber
(1973). He argued that assets denominated in different currencies and issued in different countries carry with them two
additional risks. First, different currencies imply that an economic agent, when formulating his portfolio, will have to incorporate the possibility of a change in the exchange rate. Second,
assets issued in different countries carry with them different
political risks. Differences in political risk can be thought of as
arising out of different tax/tariff structures or capital controls.
Political risk will not only reflect the existing structure of
controls but also the markets' perception of future government
actions based on past and current information. Aliber concluded
that, for noncomparable assets (i.e., assets issued in different
political jurisdictions), political risk accounts for much of the
observed differential.
The above discussion suggests that the relationship presented
by equation (1) would not hold exactly in a world where
transaction costs exist. Typically, for every transaction, there is
a positive transaction cost associated with it, whether it is a
transaction between securities in the same currency or across
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different currencies. Furthermore, the presence of controls will
4
increase transaction costs.
The role of transaction costs in the foreign exchange and
securities markets can be illustrated by the following simple
example. Let us examine the sequence of transactions that an
individual in Japan will need to consider in order to determine
the portfolio that he should hold. Suppose the individual borrows yen-denominated funds amounting to χ at the rate of
interest , Let the per unit transaction cost associated with
borrowing the funds be td. For this individual, the total cost of
borrowing the yen-denominated funds, including the transaction
costs, is
This individual now sells yen at the
prevailing spot exchange rate, 5, and pays in yen the per unit
transaction cost, tS9 for the sale in the spot market. Through such
an exchange, the total amount of foreign currency (U.S. dollars)
that the individual can obtain is
which is equal to,
say, y. These y dollars will now be invested in the dollardenominated assets, which will yield a return of rf. Investment in
the dollar-denominated assets carries with it the per unit transaction cost of tf, which must be paid in dollars. At the time of
investing in the dollar-denominated assets, the individual also
makes a forward contract to exchange
dollars at
the prevailing forward exchange rate, F, and pays the associated
6
transaction cost of tF in dollars. Thus, the amount of yen the
individual expects to get by investing in the dollar-denominated
securities is
The individual will continue to borrow the yen4

Transaction costs defined in this paper include not only brokerage fees but
also costs in terms of taxes, search time, political risks, and ways in which
market
participants need to maneuver around any capital controls.
5
It is assumed that transaction costs are paid to lenders at the time of loan
maturity.
6
It is assumed that the total transaction costs associated with buying and
selling
securities are paid at the time of selling the securities.
7
Given the nature of previous work in this area (e.g., Frenkel and Levich
(1975, 1977)), there is need to briefly elaborate on the particular specification
used here. Frenkel and Levich assumed that costs were paid in the currency
bought and thus the effect of the introduction of transaction costs was a lower
realized rate of return. However, the mirror image of this specification has
been adopted here. Following Deardorff (1979), it has been assumed that costs
are paid in the currency that is being sold. This specification shifts the focus
from a lower realized rate of return to an increased cost (in current value terms)
of undertaking the specified transaction. It is useful to note that for small
transaction costs the two specifications are virtually the same.
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denominated funds and go through the sequence of the transactions outlined above as long as equation (3) is satisfied.
(3)
or
(4)

Under the circumstances governed by equation (4), capital
moves out of the home country and into the foreign country.
Analogously, capital moves into the home country from
abroad if equation (5) is satisfied.
(5)

Since each expression for costs associated with transactions
in the foreign exchange and securities markets is a very small
fraction, total costs (TC) can be approximated by (td + tf+ ts +
ÍF). The expression for capital flows seeking unexploited profits
can be rewritten as
(6)
and
(7)

If no unexploited profits exist, the following condition must be
satisfied:
(8)

where

or
(9)
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Actual deviations from interest rate parity, therefore, are expected to be scattered around zero within a "neutral band"
limited by the total transaction costs (JC), if no unexploited
profits exist.
II. Methodology
To empirically study the effect of capital controls on transaction costs, or the deviations from the interest rate parity line,
two empirical counterparts to World A and World Β have been
chosen.
World A is represented by London (Euro-currency market),
where transactions are free of controls, taxes, and quotas so that
capital is perfectly mobile. Two assets have been chosen: one
denominated in Japanese yen (Euro-yen deposits) and another
8
denominated in U. S. dollars (Euro-dollar deposits). It can be
hypothesized that any observed deviation from the theoretical
(and deterministic) relationship in equation (1), defined as the
9
"gap in London" (GLON\ is randomly distributed and has the
expected value of zero; that is

(10)
where

rey
= interest rate on three-month Euro-yen deposits
red
= interest rate on three-month Euro-dollar deposits
=
SLON Japanese yen/U. S. dollar spot exchange rate in
London
=
FLON Japanese yen/U. S. dollar three-month forward exchange rate in London
World Β is perceived as consisting of two locations—Tokyo
and London. Since there has been a variety of controls on
8

The interest rates on these assets are freely determined by market forces;
in 9other words, they are not institutionally fixed.
Randomness of the variables is due mainly to measurement problems—that
is, "white noise"—which can be caused by recorded data that may not strictly
correspond to the market rate. The differences between the recorded and the
true market rate may be attributable to, say, rounding errors, differences in
timing of sampling, or pure mistakes.
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capital movements between the two cities, any observed deviation from equation (1), defined as the "gap in Tokyo" (GTKY)
will not be randomly distributed around a mean of zero; that is,

(Π)
where
10

rgk = = interest rate on tnree-month Gensaki bonds
STKY - Japanese yen/U. S. dollar spot exchange rate in
Tokyo
=
FTKY Japanese yen/U. S. dollar three-month forward exchange rate in Tokyo
To investigate the effect of controls, it is important to distinguish between (a) disparities owing to pure transaction costs and
those owing to controls and (b) changes in disparity owing to the
effect of a specific control promulgated by the government as
opposed to a change in disparity reflecting a change in international economic conditions. Fortunately, GLON is, in the aggregate, a joint indicator of both pure transaction costs and the
effects of the world economic situation. Thus, the difference
between GTKY and GLON captures the net effect of capital
controls. If the hypotheses advanced by equations (10) and (11)
are supported by empirical data, then the following relationship
can be used to quantify the effect of controls on covered interest
rate differentials between Tokyo and London.

(12)
where
CTL = measure of the effect of controls on transactions
between Tokyo and London
E = expectations operator
Since most of the deviations from interest rate parity can be
explained by "transaction costs," as defined earlier, CTL represents opportunity costs that market participants have to incur if
they are to evade capital controls in order to make a profit from
covered interest rate differentials.
10

Bonds sold with the repurchase agreement. Interest rates on the Gensaki
bonds are determined essentially by market forces but may be subject to
distortions owing to imperfections in the market.
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III. Empirical Results
This section presents the empirical results of testing the
hypotheses represented in equations (10) and (11) and quantifies
the extent of capital controls represented by equation (12). The
period under study runs from January 1978 to March 1981. Daily
observations are used. The statistical results are followed by a
brief summary of changes in capital controls that can explain the
value of CTL.
HYPOTHESES TESTING

That the gap in London, as represented by equation (10), is
randomly distributed narrowly around a mean of zero implies
that there are negligible transaction costs in the London market
and that if market participants were to trade on every non-zero
value of the gap in London they would, on the average, make
zero profits. Similarly, the hypothesis that the gap in Tokyo, as
represented by equation (11), is not randomly distributed around
a non-zero mean implies that if market participants were to trade
on every non-zero value of the gap in Tokyo they may end up
with non-zero profits. The hypothesis also implies that transaction costs (which account for the gap) are not negligible.
However, the persistence of a significant non-zero gap would, a
priori, indicate that the market is not free of controls. Thus, a
reliable check of government intervention would be to examine
basic statistics on gaps to determine whether or not they are
randomly dispersed around a mean of zero.
Table 1 summarizes the means and /-statistics of the measured
deviations from interest rate parity in the London and Tokyo
markets. The results clearly support the hypothesis that the
measured disparities are, by and large, randomly distributed
around the mean of zero in London for the entire sample period
as well as for most of the subperiods. n The means in Tokyo
were positive during the first five three-month periods ended
March 1979, while they were negative during the following
three-month periods ended March 1981. All of the estimated
values of the means for Tokyo were significantly different from
zero, except for the first quarter of 1981 (Charts 1 and 2).
11

However, the mean was significantly different from zero in the first
quarter of 1978.
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TABLE 1. JAPAN: MEAN, STANDARD DEVIATION, AND /-STATISTICS OF DEVIATIONS FROM INTEREST RATE PARITY
Deviations in London
Period

1978

First quarter
Second quarter
Third quarter
Fourth quarter

1

o
>
2

Deviations in Tokvo

Mean 2

Standard
deviation 2

/-statistics

-0.094
0.013
-0.005
0.002

0.179
0.139
0.208
0.209

-3.85 3
0.68
-0.17
0.08

Mean 2

0.837
0.574
0.641
0.615

Standard
deviation 2

0.256
0.216
0.124
0.224

r-statistics
3

23.05
3
19.54
3
38.68
3
19.76

1979
First quarter
Second quarter
Third quarter
Fourth quarter

-0.029
0.056
0.006
0.067

0.185
0.201
0.155
0.179

-1.19
2.03
0.28
2.77

0.356
-0.074
-0.060
-0.184

0.293
0.073
0.109
0.093

8.59
3
-7.40 3
-4.09
3
-14.19

1980
First quarter
Second quarter
Third quarter
Fourth ^quarter

-0.015
0.015
-0.040
0.046

0.148
0.222
0.124
0.160

-0.78
0.50
-2.37
2.11

-0.268
-0.136
-0.286
-0.082

0.271
0.185
0.113
0.097

-6.92 3
-5.40 3
- 18.283
-5.94

0.054

0.153

2.61

-0.005

0.094

-0.40

1981
First quarter

>
η
o

ζ

i
C/D

>

1

3

3

Based on a set of uniformly distributed observations comprising 87 per cent of the samples. The definitions of the deviations
from
interest rate parity are given in equations (10) and (11).
2
Expressed in per cent.
3
Mean is significantly different from zero at a 95 per cent confidence level.
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CHART 1. JAPAN: DEVIATIONS FROM INTEREST RATE PARITY IN LONDON,
1978-81 '
(In per cent)

1
Daily data; 100 GLON (defined as the "gap in London")·
The zone bounded by ± 0.146 represents the average width of the neutral
band for the sample period as a whole.

QUANTIFICATION OF CAPITAL CONTROLS

In the previous section, it was established that deviations from
the interest rate parity in the London market are, for all practical
purposes, randomly distributed around the mean of zero. Thus,
it can be said that, for the period 1978-81, the London market
closely resembled World A, as described earlier. As mentioned
above, by comparing the expected absolute value of the covered
interest rate differentials in the two markets, one should be able
to capture distortions present in the Tokyo market relative to
those in the London market.
A reasonable estimate of the expected absolute value of the
covered interest rate differentials, as represented by equation
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CHART 2. JAPAN: DEVIATIONS FROM INTEREST RATE PARITY IN TOKYO,
1978-81 *
(In per cent)

1
Daily data; 100 GTKY (defined as the "gap in Tokyo").
The zone bounded by ± 0.339 represents the average width of the neutral
band for the sample period as a whole.

(9), can be obtained in two steps. First, one must obtain a data
set of uniformly distributed observations. 12This is necessitated
by the strong possibility that some of the observed deviations
from the interest rate parities seem to have extremely large or
small values relative to most observations and to reflect measurement errors of large magnitudes. The empirical analysis
suggests that the data set mentioned above can be obtained by
eliminating the observations in any given quarter that belong to
the set of the extreme 13 per cent of their absolute values when
12

The uniformly distributed observations are defined as those that have
values increasing evenly when these values are arranged in ascending order.
Therefore, these observations are linearly distributed with respect to their
values. For a detailed discussion, see Appendix I.
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they are arranged in ascending order. Second, one must obtain
the mean absolute value of the uniformly distributed sample in
the data set for each market. The results are summarized in
Table 2; these means are the estimated values of the transaction
costs (or opportunity costs) defined earlier and represent the
outer bound of the neutral band.
Charts 1, 2, and 3 and Tables 1 and 2 point to several
interesting observations.
(1) The movements in the deviations show no trends in the
London market but definite trends in the Tokyo market.
(2) The deviations in the Tokyo market were the largest in the
first quarter of 1978, and their excess over the deviations in the
London market was also the largest during that quarter. The
difference in the mean value of absolute deviations is estimated
to be about 0.7 percentage point in that quarter. 13
TABLE 2. JAPAN: ESTIMATED TRANSACTION COSTS—MEANS OF ABSOLUTE
DEVIATIONS FROM INTEREST RATE PARITY, 1978-81
(In per cent)
Transaction Costs
Period

1978
First quarter
Second quarter
Third quarter
Fourth quarter
1979
First quarter
Second quarter
Third quarter
Fourth quarter
1980
First quarter
Second quarter
Third quarter
Fourth quarter
1981
First quarter
Average

Effects of Capital
Controls on Transaction
Costs in Tokyo
(B- A)

London
(A)

Tokyo
(B)

0.161
0.114
0.164
0.171

0.837

0.574
0.641
0.615

0.676
0.460
0.477
0.444

0.144
0.171
0.124
0.155

0.394
0.093
0.103
0.185

0.250
0.078
0.021
0.030

0.120
0.186
0.113
0.137

0.289
0.199
0.286
0.107

0.169
0.013
0.173
-0.030

0.135

0.081

0.146

0.339

-0.054
0.208

13
In other words, the capital control measures had an impact of raising the
transaction costs in Tokyo to 0.7 percentage point above those in London.
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CHART 3. JAPAN: MEASURE OF DISTORTIONS IN TOKYO MARKET, 1978-81 l
(In per cent)

1

Daily data. These observations are constructed by the expression (GTKY ~
GLO,v)100.

(3) The deviations in the Tokyo market were significantly
lower in the last three quarters of 1979 than during 1978 and the
first quarter of 1979, and the gap between the London market
and the Tokyo market is virtually nonexistent in that later
period. This indicates that the Tokyo market was as free from
capital controls in the April-December period of 1979 as was the
London market.
(4) In the first quarter of 1980, the mean value of the deviation
from the interest rate parity in Tokyo increased sharply from the
level reached during the fourth quarter of 1979, suggesting a
significant increase in distortion created by capital controls.
(Note that the deviations in the London market remained
virtually unchanged in the first quarter of 1980 compared with
the previous quarter.)
(5) During the second quarter of 1980, the deviations in the
London market increased considerably. This may have been due
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to increased uncertainty in the capital market following a change
in U.S. monetary policy late in the first quarter, that is, the
introduction of controls over credit extended to consumers and
businesses. On the other hand, the deviations in the Tokyo
market declined sharply in that quarter, implying that distortions
were reduced significantly, even though both the Tokyo market
and the London market were subject to the same uncertainty
owing to the shift in U.S. monetary policy.
(6) In the third quarter of 1980, the mean value of the
deviation from interest rate parity again increased considerably
in Tokyo, indicating an increase in transaction costs. The
increase reflected partly an introduction of capital controls; that
is, deposit institutions were asked to exercise restraint in
accepting foreign currency deposits resulting from sales of
foreign currency assets.
(7) The month of December 1980 marks the implementation of
the new Foreign Exchange and Foreign Trade Control Law. The
new law provided that transactions in both the current and the
capital account could be made freely unless expressly prohibited. Partly because of both the expectation that the new law
would come into effect on December 1, 1980 and the actual
implementation of the law, transaction costs in the Tokyo capital
market declined significantly in the fourth quarter of 1980. These
declined further in the first quarter of 1981. In both of these
quarters, transaction costs were estimated to be lower in Tokyo
than in London.
In short, it can be inferred that significant distortions were
present in the Tokyo market for the five-quarter period ended
March 1979 (Phase I). During the period April-December 1979
(Phase II), distortions were reduced considerably. During the
first 11 months of 1980, temporary increases and decreases in
distortions were observed. Distortions increased in the first and
third quarters but declined in the subsequent quarters (Phase
III). Since December 1980, distortions have remained low in
Tokyo (Phase IV).
The implications drawn from this analysis closely correspond
to changes in capital controls during the period under study.
Phase I (first quarter 1978-first quarter 1979). During this
period, expectations of a yen appreciation were very strong, and
a large amount of incipient capital was induced into the Tokyo
market. Mindful of a further appreciation of the yen, the
authorities introduced various measures to reduce capital in-
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flows and to encourage outflows, particularly in the first quarter
of 1978. As a result, the market condition for internationally
traded yen-denominated assets became tight in Tokyo relative to
London. Reflecting these market conditions, the Gensaki rate
continued to be above the Euro-yen rate in London (Chart 4),
even though there was a gradual easing of the restrictive
measures on capital inflows from the second quarter of 1978.
Since early November 1978, when the U.S. Government
introduced a package of dollar defense measures, the yen started
to depreciate rapidly in both the spot and forward exchange
markets.
Phase II (second quarter-fourth quarter 1979). The measures
in effect in Phase I that attempted to reduce capital inflows were
removed and certain types of outflows were discouraged. As a
result, capital moved more freely than before, and the interest
rates on yen-denominated assets in Tokyo and London moved
very closely. A deterioration in the external current account
CHART 4. JAPAN: INTEREST RATES ON YEN-DENOMINATED ASSETS,
1978-81 '
(In per cent per annum)

1

Daily data.
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balance and increased uncertainty following the second oil
shock caused a continued depreciation of the yen.
Phase HI (first quarter-November 1980). A package of yen
defense measures was introduced in early March 1980. These
measures included a provision that allowed Japanese banks
abroad to raise funds in London and transfer them to their head
offices in Tokyo. In addition, the ceiling on the interest rate on
the nonresident free yen account was removed. Owing to the
effect of these measures, capital flowed into Japan. The interest
rate on the Euro-yen deposits increased significantly beyond the
Gensaki rate, 14 reflecting capital inflows induced in part by the
moral suasion exercised by the authorities in Tokyo. At the
same time, the cost of transactions increased significantly, as
mentioned earlier, owing mainly to increased uncertainty caused
by changes in capital controls.
Phase IV (December 1980-first quarter 1981). In December 1980, the Government implemented the new Foreign Exchange and Foreign Trade Control Law. This law provided that
many types of capital transaction would be free under normal
circumstances; others would require prior notice. For a few
types of transaction, advance approval is still required. On
balance, capital controls have been reduced considerably, and
the reduction in these controls has in turn reduced the transaction costs of short-term securities.
IV. Concluding Remarks
The main purpose of this paper has been to examine how
capital controls affected deviations from interest rate parity
during the period 1978-81. An attempt was also made to devise a
quantitative indicator that can measure the extent to which
capital controls create distortions in the foreign exchange market.
The indicator of distortions caused by capital controls shows
that, since the beginning of the period under study (the first
quarter of 1978), distortions in the market were on a generally
declining trend. By mid-1979, the Tokyo market was as free
14
Despite the substantial covered interest differential in favor of London,
short-term capital flows increased sharply, particularly in April, when they
amounted to $4.4 billion, compared with $0.2 billion in March. This trend
continued in May and June.
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from distortions as was the London market. However, in the
first quarter of 1980, the distortions increased significantly,
reflecting the moral suasion exercised by the authorities to
encourage Japanese residents to bring in funds from abroad.
However, the distortions declined considerably thereafter, possibly because moral suasion ceased to be applied, and has
remained low since then, except for a brief period in the third
quarter of 1980. Data also indicate that, in recent months,
deviations from interest rate parity have been reduced to levels
observed in the second half of 1979. The relaxation of capital
controls following the implementation of the new Foreign Exchange and Foreign Trade Control Law in December 1980
contributed further to reducing transaction costs in the shortterm securities market in Tokyo.
APPENDICES
I. Obtaining Uniformly Distributed Observations: An Example
The purpose of this appendix is to describe how to distinguish observations
that are uniformly distributed from those that are not and to obtain a set of
uniformly distributed observations that are useful in estimating the expected
absolute value of the covered interest rate differentials (Chart 5, top panel). For
this purpose, we have used, as an example, a set of observations in the London
market, for the fourth quarter of 1979, and arranged data points (i.e., the
absolute value of covered interest rate differentials (in per cent)) in ascending
order (Chart 5, middle panel).
The graph in the middle panel in general exhibits the following pattern:
(a) A relatively few points in the lower end of the range (i.e., 0.0-0.05) of
values exhibit relatively small differences between their magnitude. These data
points are represented by a segment, A, in the middle panel.
(b) A few points in the high end of the range (i.e., 0.25-0.8) of values exhibit
relatively large differences between their magnitude. These data points are
represented by a segment, C, in the middle panel.
(c) The majority of points (about 70 per cent) lie in the range 0.05-0.35,
which is significantly smaller than the range for the entire set of observation
points (i.e., from 0.001-0.8), and the magnitude of these observations in the
range between 0.05 and 0.35, by and large, increases linearly. These points are
represented by a segment, B, and thus these data points are approximately
uniformly distributed.
From these observations, one can note that some data values are clearly
separated from the majority, and the extreme observation points must be
eliminated so as to obtain a uniformly distributed observation data set. For this
example, the 12 observations represented by the segments A and C are
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CHART 5. JAPAN: DEVIATIONS FROM INTEREST RATE PARITY, DISTRIBUTION
AND MEAN (AN EXAMPLE)
(In London market, fourth quarter 1979)
Absolute value of deviation
(In per cent)

Density function

Absolute value of deviations
Percentage of extreme observations omitted

Mean absolute value of deviations

1

The mean of the observation points represented by the segment B.
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removed; as a result, the remaining data points constitute a set of uniformly
distributed observations. The mean of the observation points represented by
the segment Β is represented by D in the bottom panel. It is also observed that,
as the extreme points are eliminated successively, the decline in the mean
values is initially large, but after a certain number of iterations, the decline
becomes minimal, and one observes some indication of a kink in the mean
value. Thus, by observing this kink, one has additional information indicating
the approximate number of points to be eliminated for each period. The results
obtained by applying these methods—finding kinks both in the density function
and the curve representing the mean absolute value of deviations—to each
quarterly sample period are shown in Table 3.
TABLE 3. NUMBER AND PERCENTAGE SHARE OF OBSERVATIONS ELIMINATED,
1978-81
Observations Eliminated
Tokyo market

London market
Period

Total number

Percentage share

Total number

Percentage share

1978
First quarter
Second quarter
Third quarter
Fourth quarter

4
4
8
8

6
6
13
13

—

—

1979
First quarter
Second quarter
Third quarter
Fourth quarter

8
10
8
12

13
16
13
20

4
4
4
—

7
7
6
—

1980
First quarter
Second quarter
Third quarter
Fourth quarter

6
10
8
6

10
16
13
10

—
2
—
8

—
3
—
14

6

10

6

11

1981
First quarter

2
4
—

3
6
—

In the London market, the approximate location of the kink in the curve
depicting the mean absolute value of the deviations from the interest rate parity
was observed in the first quarter of 1978, when four extreme observations, or 6
per cent of the observations, were eliminated. In the second quarter of 1979
and 1980, the location of such a kink was obtained when ten extreme
observations, or 16 per cent of the observations, were eliminated. In the Tokyo
market, such a kink was observed when only a few observations were removed
during most of the sample periods. Therefore, the percentage of the observations that are to be eliminated differs from one quarter to another, but these
criteria are by no means clear cut. Because of both an element of uncertainty
concerning the definitiveness of the criteria and for the sake of computational
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ease, without impairing the quality of the uniform distribution of the data set, it
was decided to use a single value to decide the cutoff points for both series for
all periods. It was decided that 13 per cent of the highest and the lowest
observations were to be eliminated from each series. A higher-than-average
value was chosen for the cutoff point because the change in mean owing to
eliminating extra points in a series with less extreme points is smaller than
eliminating too few points in a series with many extreme values.
The results of the mean absolute values after eliminating 13 per cent of the
extreme observations are reported in Table 2 in the text.

II. Description of Data
No single source was available from which data on all relevant variables
could be retrieved. In fact, the sources were so diverse that simultaneous
observation of all variables was not achieved. Fully aware of McCormick's
(1979) criticism of Frenkel and Levich and of the effects that nonsimultaneous
observations have on the estimation of transaction costs, we have assembled a
highly reliable data set on the Japanese economy. Researchers in this field are
warned against using much of the published data on cross exchange rates for
many countries (including Japan), because one exchange rate is observed and
the cross exchange rates are calculated through "conversion" rather than
through direct observation. Under such circumstances, interest rate parity is
identically "satisfied," the Frenkel-Levich transaction costs are by definition
identically zero, and the capital market is efficient in a trivially perverse sense.
Researchers are thus advised to investigate the method by which data are
collected.
Spot exchange rates
(SLON) refers to the yen/dollar spot exchange rate. This series is the midpoint of the extreme values observed during the London trading day. In effect,
they correspond to the midpoint of the lowest bid and the highest "ask" values
during the day. The extreme values were collected from various issues of
Montagu Monthly Review (London).
(STKY) refers to the yen/dollar spot exchange rate, observed at the close of
the day in the Tokyo foreign exchange market. This series was compiled from
various issues of Nihon Keizai Shimbun (Tokyo). This series was crosschecked for accuracy with the daily issues of the Fund's "Morning Press."
Forward exchange rates
(FTKY) refers to the three-month yen/dollar forward exchange rate, observed
at the close of business in the Tokyo foreign exchange market. This series,
which is the midpoint of the ask and bid quotations, was obtained from various
issues of Nihon Keizai Shimbun (Tokyo).
(FLON) refers to the three-month yen/dollar forward exchange rate. The ask
and bid quotations were reported by Data Resources Incorporated. Their
source was the Bank of America (San Francisco), and their quotations reflect a
consensus of several interbank dealers at the opening of the New York foreign
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exchange market. The values reported in this series are the midpoints of the
ask and bid quotations.
Interest rates
red refers to the interest rate on three-month Euro-dollar deposits. This
series is the midpoint of the bid and ask quotations reported by Data Resources
Incorporated. The ask and bid quotations reflect the prevailing market levels in
the London market as perceived by Reuters at the New York opening time.
rey refers to the interest rate on three-month Euro-yen deposits. No single
source was available for this data set. For 1978, data were collected from the
Foreign Exchange Yearbook, 1979 Edition, ed. by Trevor Underwood (New
York and Cambridge, England, 1979). For the period January 1, 1979 to
September 23, 1979, the Treasurer's Department of the Fund collected data on
the bid rate. This series was adjusted by adding the mean of the difference
between the bid-offered rate from September 24, 1979 to March 30, 1981 to
obtain a proxy for the Euro-yen rate during that period. For September 24,
1979 to March 30, 1981, Data Resources Incorporated published the ask and
bid quotations, and the subsequent values correspond to their midpoints.
rgk refers to the three-month interest rates on Gensaki in the Tokyo
securities market. The series reported here reflects the average of the rates
quoted during a day and has been obtained from various issues ofNihon Keizai
Shimbun (Tokyo).
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A General-Equilibrium Approach to the Analysis of Monetary and Fiscal
Policies—ANDREW FELTENSTEiN (pages 653-81)
A major task confronting policymakers in recent years has been to predict
the effects of changes in the various parameters under their control. When
these changes are small—for instance, a slight shift in a tax rate—partialequilibrium models have normally been used for prediction, on the assumption
that the macroeconomic effect of the proposed changes are small enough to be
disregarded. Often, however, there are parameter changes that are intended
specifically to bring about structural shifts in the economy—for example, a
trade and exchange liberalization under an extended Fund facility program. In
such cases, the assumption of insignificant aggregate effects becomes invalid,
and a general-equilibrium rather than a partial-equilibrium model must be used.
This paper constructs a general-equilibrium model of an open economy and
develops a computational technique for deriving a market-clearing solution to
the model. The model, which incorporates an input/output framework, allows
for disaggregated commodities, taxes, and tariffs, so that the individual
parameter changes often considered by a government can be examined. The
government in this model is treated as a producer of public goods that pays for
its purchases of factor inputs from the tariffs and taxes (income, profits, and
sales) that it collects. Since these taxes will not necessarily be sufficient to
finance the cost of the public goods, the government issues a combination of
money and bonds to finance whatever deficit it incurs, so that the rates of
change of both the nominal money supply and the level of public indebtedness
are endogenous. This endogenicity is an advance over current macroeconomic
models, which have provisions for disaggregated commodities but also require
the money supply to be exogenous, thus precluding any investigation of the
impact of government behavior on the financial sector. The model also
contains foreign consumers and foreign bonds and can· therefore generate
endogenous capital flows.
The Divergence Indicator: A Technical Note—JOANNE SALOP (pages 682-97)
This paper investigates the divergence indicator used in the European
Monetary System (EMS) to see how its actual specification affects the
identification of divergent currencies under various circumstances. Two principal questions are examined: (1) Does the design of the divergence indicator
lead to unbiased treatment of all member currencies participating in the
exchange rate mechanism of the EMS? (2) How does the design of the
divergence indicator further the EMS objective of greater "economic alignment" among participating countries? To address these questions, a measure is
constructed that can be used to make intercountry comparisons of the degree
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of constraint embodied in the indicator. The idea behind the measure is to posit
a specified percentage deviation from parity between two member currencies
and to calculate, for each of these currencies, how large a departure from
parity vis-a-vis third currencies would be required for its divergence indicator
to be triggered.
According to the analysis, relatively more disparate third-currency movement is tolerated for large countries than for small. Specifically, there exist
configurations of deviations from central rates that would trigger the divergence indicator of the small country if the deviations were vis-a-vis its
currency, and that would not trigger the divergence indicator of the large
country if percentage deviations of the same magnitude prevailed vis-a-vis its
currency. Nevertheless, there are situations—if all member currencies deviate
from parity with the currency by the same critical percentage—under which
the divergence indicator would be triggered for a country regardless of its size.
Furthermore, the design of the divergence indicator is less biased in favor of
large countries than it might have been, with the remaining bias being a natural
consequence of the differences in the weights of EMS participants.
The analysis also established the existence of a preference for coalitions of
currencies in the following sense: For two or more currencies moving in
tandem vis-a-vis another currency or group of currencies, greater thirdcurrency deviation from parity is tolerated than if the coalition were a single
country whose weight equaled the sum of the weights of the coalition
members. Moreover, if the divergence indicator is to be triggered for any
coalition member, it will be for that of the largest country. However, once this
country has taken such adjustment measures as are required and its currency
value moves closer to parity with the other coalition, the divergence indicator
of one or more of its former allies may ring.

Real Responses Associated with Exchange Rate Action in Selected Upper Credit
Tranche Stabilization Programs—DONAL J. DONOVAN (pages 698-727)

The paper examines certain aspects of a selected set of 12 upper credit
tranche stand-by arrangements approved by the Fund during the period 197076 in which a once-and-for-all currency depreciation played a major role.
Following a brief review of the relevant theoretical and empirical considerations, the article discusses the problems facing the 12 countries and the
intended effects of the exchange rate action. It then examines the outcome of
the economic stabilization programs from the perspective of the actual
performance of the volume of exports and imports, real gross domestic
product, and inflation. The results for these variables are analyzed in relation
to the average performance experienced by similar groups of countries in both
the short run and the long run.
The principal conclusions of the study are as follows: (i) The majority of
programs cited the emergence of significant balance of payments pressures
(reflected in many instances in an intensification of restrictions) as evidence of
the inappropriateness of the then current exchange rate, (ii) On average, export
performance improved sharply in the postdepreciation period, especially over
the longer run; however, the improvement was not universal, (iii) The behavior
of imports differed between the import-restraint programs, where real import
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growth declined noticeably—reflecting the intended "expenditure reducing"
effect of the depreciation—and the liberalization programs, where the volume
of imports rose sharply, partly as a result of measures envisaged in the program
to liberalize the exchange and trade system. For the latter group, however, real
export growth also increased markedly, (iv) On average, the differential
between program countries' inflation rates and world inflation rates remained
about the same; abstracting from the once-and-for-all inflationary effect of the
depreciation, however, some improvement was recorded relative to world
inflation rates, (v) For the import-restraint programs, average economic
growth declined sharply, in both the short run and the long run; the converse
was true for the liberalization programs.
The Fund Agreement in the Courts—XVII—JOSEPH GOLD (pages 728-59)
This article discusses two cases involving the much-litigated Article VIII,
Section 2(b) of the Fund's Articles of Agreement, under which, if an exchange
contract involving the currency of a member of the Fund is contrary to
exchange control regulations of the member that are consistent with the
Articles, the courts of other members must forebear from enforcing the
contract, or awarding damages for nonperformance, if a suit is brought to
compel performance or obtain damages. The meaning of almost every aspect of
the provision has been litigated in numerous countries. In England, the Court
of Appeal has interpreted exchange contracts restrictively to mean contracts
for the sale of one currency against another, but has made a reservation that
includes within the concept other contracts if they are monetary transactions in
disguise. In a case decided recently, the Court of Appeal found that there was a
monetary transaction in disguise because of overinvoicing in the currency of
payment, but the main importance of the case is that it decides for the first
time, probably in any country, the relationship between Article VIII, Section 2(b) and irrevocable letters of credit. In the interests of commerce, the
primary principle has been that a letter of credit is distinct from the underlying
transaction and is enforceable against the confirming bank even if there are
disputes between the parties to the underlying transaction. This principle has
been subject to the single exception of fraud in the underlying transaction, so
that only honest commerce will be facilitated. The question in the case under
discussion was whether there is another exception if the conditions of Article VIII, Section 2(b) are met and the established exception does not apply.
The Court of Appeal held that there is such a second exception.
The other case discussed in the article, decided by the Supreme Court of the
Netherlands, raised the unusual question of the application of Article VIII,
Section 2(b) by courts in a region of the Kingdom to a contract contrary to the
regulations of another region that had become independent after the contract
was made but before the action was brought.
The Preannouncement of Exchange Rate Changes as a Stabilization Instrument—MARIO I. BLEJER and DONALD J. MATHIESON (pages 760-92)

In recent years, some countries have adopted stabilization programs that
have included the preannouncement of the future path of the exchange rate.
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This paper considers the circumstances under which the preannouncement of
exchange rate changes helps to generate an adjustment process that results in a
sustained decline in inflation without creating an overvalued currency. The
favorable effects of this type of policy are shown to depend on its ability to
strengthen the linkages between domestic goods and financial markets and the
corresponding international markets. The private sector's willingness to arbitrage in any interest rate and price differentials between comparable domestic
and foreign goods and financial assets is an especially important element in
determining whether a successful anti-inflation program will be generated. This
is most likely to take place when the preannounced exchange rate path is
credible because it is consistent with the size of the government fiscal deficit.
The potentially most disruptive element is that capital inflows induced by
greater exchange rate certainty may lead to growth of domestic monetary
aggregates that is inconsistent with a declining rate of inflation. In that
situation, a growing overvaluation of the currency is possible.
Capital Controls and Interest Rate Parity: The Japanese Experience, 1978-81—
ICHIRO OTANi and SIDDHARTH TiWARi (pages 793-815)
Over the past several years, the exchange rate for the Japanese yen has
fluctuated widely, as has the intensity of capital controls. In eary 1978, when
an appreciation of the yen was widely expected, the Japanese Government
introduced capital controls to reduce net inflows; in 1979 and early 1980, when
the Government thought that the yen had weakened too rapidly and would
depreciate further, measures aimed at inducing net inflows were introduced.
However, since December 1980, when the Government implemented a law
embodying the principle that all transactions in foreign currency may be
carried out freely unless expressly restricted, capital movements have, in
principle, been virtually free of controls. The main purpose of this paper is to
examine the extent to which the capital controls or the lack of them have
distorted interest rate parity during the period 1978-81.
The deviations from interest rate parity show that, since the beginning of
1978, the distortions were on a declining trend. By mid-1979, the Tokyo market
was as free from distortions as was the London market. However, in the first
quarter of 1980, the distortions increased significantly, reflecting the moral
suasion exercised by the authorities to encourage Japanese residents to bring in
funds from abroad. Since then, the distortions have declined considerably,
possibly because moral suasion ceased, and have remained low except for a
brief period in the third quarter of 1980. Data also indicate that, in recent
months, the market distortions have been reduced to levels observed in the
second half of 1979. The relaxation of restrictive capital controls following the
implementation of the new Foreign Exchange and Foreign Trade Control Law
in December 1980 contributed further to reducing the market distortions and
the cost of transactions in short-term securities and foreign exchange in Tokyo.
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Analyse des politiquee monétaires et budgétaires : une approche par l'équüibre
general—ANDREW FELTENSTEIN (pages 653-81)
Depuis quelques années, les responsables de Γ elaboration de la politique
économique sont confrontes a la difficile tache qui consiste a prédire Γ incidence des variations des divers paramétres sur lesquels ils peuvent agir.
Lorsque ees variations sont faibles — dans le cas par exemple d'une légére
modification du taux d'un impót — on se sert généralement aux firis de la
prediction de modeles d'équilibre partiel, en supposant que l'incidence macroéconomique des modifications proposées est suffisamment modeste pour
pouvoir étre negligee. Toutefois, il arrive souvent que la modification des
paramétres vise spécifiquement a provoquer des changements structured dans
Γ economic — c'est le cas par exemple d'une liberalisation du regime de
commerce et de change dans le cadre d'un programme relevant du mécanisme
élargi du Fonds. Dans de tels cas, il n'est plus possible de supposer que les
effets globaux sont insignifiants, et il convient d'utiliser un modele d'équilibre
general plutót que d'équilibre partiel.
Dans le document dont il est question ici, l'auteur construit un modele
d'équilibre global dans une économie ouverte et met au point une technique de
calcul qui permet de trouver pour le modele, une solution oü le marché est en
equilibre. Ce modele, qui comprend un cadre input/output, présente des
produits, des impóts et des droits de douane sous une forme déglobaiisée, si
bien qu'il est possible d'examiner des modifications d'un paramétre donné
telles que celles qu'envisagent souvent les autorités. Dans ce modele, le
gouvernement est traite comme producteur de biens publics qui regle ses
achats de services de facteurs au moyen des droits de douane et des impóts (sur
les revenus, sur les benefices et sur les ventes) qu'il pergoit. Comme ees
impóts ne suffisent pas nécessairement a financer le coüt de ees biens, le
gouvernement émet a la fois de la monnaie et des obligations pour financer tout
déficit éventuel, et les taux de variation de la masse monétaire nomínale et du
niveau de l'endettement public sont done des variables endogénes : il s'agit la
d'un progrés par rapport aux modeles macroéconomiques classiques, oü les
produits sont également presentes sous une forme déglobaiisée mais oü la
masse monétaire doit étre exogéne, ce qui exclut toute étude de l'incidence du
comportement des autorités sur le secteur financier. Le modele fait intervenir
également des biens de consommation étrangers et des obligations étrangéres
et permet done de produire des flux de capitaux endogénes.
L'indicateur de divergence : note technique—JOANNE SALOP (pages 682-97)
Ce document traite de l'indicateur de divergence utilise dans le systéme
monétaire européen (SME); l'auteur cherche a determiner comment les
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specifications effectives de cet indicateur agissent sur l'identification des
divergences entre monnaies dans diverses circonstances. Deux questions
principales sont examinees : 1) la conception de l'indicateur de divergence
permet-elle d'accorder a toutes les monnaies de pays membres participant au
mécanisme de change du SME un traitement non biaisé? 2) Comment la
conception de l'indicateur de divergence permet-elle de se rapprocher de
l'objectif assigné au SME, a savoir parvenir a une meilleure "convergence
économique" entre pays participants? Pour traiter ces questions, on a établi un
étalon de reference qui peut servir a comparer, entre pays, le degré de
contrainte que présente l'indicateur. II s'agit d'établir un écart donné en
pourcentage par rapport a la parité, entre les monnaies de deux pays membres
et de calculer, pour chacune de ces monnaies, l'ampleur que l'écart par rapport
a la parité relativement a des monnaies tierces devrait avoir pour que
l'indicateur de divergence se déclenche.
Selon l'analyse, on tolere, vis-á-vis des monnaies tierces un mouvement
relativement plus ample dans le cas des grands pays que dans celui des petits
pays. Plus précisément, il existe des configurations d'écarts par rapport aux
cours-pivots qui déclencheraient l'indicateur de divergence d'un petit pays si
les écarts se produisaient vis-á-vis de la monnaie de ce petit pays, alors qu'ils
ne déclencheraient pas l'indicateur d'un grand pays si des écarts en pourcentage de méme ampleur étaient observes vis-á-vis de la monnaie de ce dernier.
Néanmoins, il y a certaines situations — si toutes les monnaies des pays
membres s'écartent de la parité par rapport a la monnaie en question d'un
méme pourcentage critique — dans lesquelles l'indicateur de divergence se
déclencherait quelle que soit l'importance économique du pays consideré. En
outre, la conception de l'indicateur de divergence est moins biaisée en faveur
des grands pays qu'elle aurait pu l'étre, et le biais qui subsiste est une
consequence logique des differences entre les coefficients de pondération des
pays participant au SME.
L'analyse établit également l'existence d'une preference á l'égard des
alliances de monnaies, en ce sens que, pour deux monnaies (ou davantage)
évoluant de concert relativement á une autre monnaie ou á un autre groupe de
monnaies, on tolere un écart plus important, vis-á-vis de la monnaie tierce, par
rapport á la parité que si l'alliance était assimilée á un seul pays dont le
coefficient de pondération serait égal á la somme des coefficients de pondération des membres de l'alliance. En outre, si l'indicateur de divergence doit se
déclencher pour un pays membre de l'alliance, ce sera pour le pays le plus
important. Toutefois, lorsque ce pays aura adopté les mesures d'ajustement
qui s'imposent et que la valeur de sa monnaie se rapprochera de la parité vis-ávis de l'autre alliance, l'indicateur de divergence de l'un ou de plusieurs de ses
anciens "allies" pourra se déclencher.

Resultáis lies á une modification du taux de change dans le cadre de programmes
de stabilisation se rapportant aux tranches supérieures de credit: Fexemple de
certains pays—DONAL j. DONOVAN (pages 698-727)
L'auteur de cette étude examine certaines caractéristiques d'un échantillon
de 12 accords de confirmation se rapportant aux tranches supérieures de credit
qui ont été approuvés par le Fonds pendant la période 1970-76, dans le cadre
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desquels une seule et unique depreciation de la monnaie nationale a joué un
role majeur. Aprés avoir rapidement passe en revue les considerations
théoriques et empiriques pertinentes qui sous-tendent la decision prise par les
pouvoirs publics de dévaluer, 1'auteur examine les problémes auxquels se sont
heurtés les 12 pays en question et les effets recherchés par la depreciation du
taux de change de la monnaie nationale. II examine ensuite Γ incidence de
chaqué programme de stabilisation économique sous Tangle des résultats
effectifs obtenus en ce qui concerne le volume des exportations et des
importations, le produit intérieur brut reel et Γ inflation. Les résultats enregistrés par ees variables sont analyses par rapport aux résultats moyens obtenus a
court terme et a long terme par des groupes de pays similaires.
Cette étude a permis de tirer les conclusions suivantes : i) la majorité des
programmes a fait ressortir Γ apparition de fortes pressions s'exerqant sur la
balance des paiements (pressions qui se sont traduites dans nombre de cas par
une intensification des restrictions), comme preuve que le taux de change en
vigueur a Tépoque était inadéquat. ii) Dans l'ensemble, les résultats a
Γ exportation se sont nettement améliorés aprés la devaluation, en particulier a
plus long terme; toutefois, cette amelioration n'a pas été constatée dans tous
les pays de I'echantillon. iii) L'evolution des importations a été diiférente selon
que les pays ont mis en oeuvre un programme de restrictions a Timportation,
dans le cadre duquel la croissance réelle des importations a diminué de fagon
notable — traduisant l'effet de "reduction des dépenses" recherche dans la
depreciation — ou un programme de liberalisation, dans le cadre duquel le
volume des importations a fortement augmenté, en partie a la suite des mesures
prévues dans le programme qui visaient a liberaliser le regime de change et de
commerce. Toutefois, au sein de ce dernier groupe de pays, les exportations
ont fortement progressé, en valeur réelle. iv) Dans Γ ensemble, l'écart entre les
taux d'inflation enregistrés dans les pays qui appliquaient un programme et les
taux de Γ inflation mondiale n'a pratique ment pas varié; toutefois, si Γόη fait
abstraction de Γ incidence inflationniste de la depreciation, qui ne s'exerce
qu'une seule fois, une certaine amelioration a été enregistrée par rapport aux
taux de Γ inflation mondiale. v) Dans le cas des pays qui ont adopté un
programme de restrictions a Γ importation, le taux moyen de croissance
économique a nettement fléchi, tant a court terme qu'á long terme; en
revanche, il a augmenté dans le cas des pays qui ont adopté un programme de
liberalisation.
Les statuts du Fonds devant les trihunaux — XVII—JOSEPH GOLD (pages 72859)
Get article traite de deux affaires portant sur Γ article VIII, section 2 b), des
statuts du Fonds monétaire international, section qui a donné lieu a de
nombreux procés. Aux termes de cette disposition, si un contrat de change
mettant en jeu la monnaie d'un Etat membre du Fonds est contraire a la
réglementation du controle des changes édictée par cet Etat membre et
autorisée par les Statuts, les tribunaux des autres pays membres doivent
s'abstenir de faire exécuter le contrat, ou d'accorder des dommages-intéréts en
cas d'inexécution lorsqu'ils sont saisis d'une demande d'exécution forcee ou
de dommages-intéréts. Chacun des aspects de cette disposition, pour ainsi
dire, a fait 1'objet de discussion devant les tribunaux dans de nombreux pays.
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En Angleterre, la Cour d'appel a donné une interpretation restrictive des
contrats de change, selon laquelle seule la vente d'une monnaie centre une
autre constitue un tel contrat; toutefois, elle a assorti son interpretation d'une
reserve au titre de laquelle d'autres contrats sont également consideres comme
des contrats de change s'ils sont "des operations monétaires déguisées". Dans
une affaire récente, la Cour d'appel a decide qu'il y avait operation monétaire
déguisée, en raison d'une surfacturation dans la monnaie de paiement, mais
l'intérét principal de l'arrét est ailleurs : c'est la premiere fois et probablement
dans le premier pays, oü une decision de justice se prononce sur la relation
entre la secion 2 b) de 1'article VIII et les lettres de credit irrevocables. Une
lettre de credit irrevocable — il s'agit la du principe essentiel en la matiere, qui
a pour objet de proteger le commerce — est autonome par rapport a la
transaction sur laquelle elle porte et peut étre exécutée contre la banque qui a
donné confirmation, méme s'il y a litige entre les parties a cette transaction. La
seule exception admise a ce príncipe est la fraude dans la transaction, afin que
seul le commerce honnete soit encourage. Dans 1'affaire en question, il
s'agissait de savoir s'il y avait lieu d'admettre une autre exception au principe
lorsque les conditions visees a la section 2 b) de 1'article VIII sont réunies et
que Γ exception établie ne s'applique pas. La Cour d'appel a decide que cette
seconde exception existait.
L'autre affaire traitée dans 1'article, sur laquelle a tranche la Cour supreme
des Pays-Bas, portait sur la question inhabituelle de 1'application de la section
2 b) de 1'article VIII par les tribunaux d'une region du Royaume a un contrat
contraire a la réglementation d'une autre region qui était de venue indépendante
aprés la signature du contrat mais avant Γ introduction de Faction en justice.
L'annonce anticipée des modifications du taux de change comme instrument de
stabilisation—MARIO i. BLEJER et DONALD j. MATHIESON (pages 760-92)
Ces derniéres années, certains pays ont adopté des programmes de stabilisation qui prévoyaient notamment la publication a 1'avance des futures modifications du taux de change. Les auteurs de la présente étude examinent les
conditions dans lesquelles cette annonce anticipée des modifications du taux
de change contribue a déclencher un processus d'ajustement qui aboutit a une
deceleration continue de 1'inflation tout en évitant une sure valuation de la
monnaie. Les auteurs montrent que les effets bénéfiques d'une telle politique
sont fonction de son aptitude a renforcer les liens entre les marches de biens
intérieurs, les marches financiers et les marches internationaux correspondants. La volonté du secteur privé d'effectuer des operations d'arbitrage
reposant sur toute difference de taux d'intérét et de prix entre des avoirs
financiers et des biens nationaux et étrangers comparables est un element
crucial quand il s'agit de determiner les chances de succés d'un programme
anti-inflationniste. Le secteur privé sera tres vraisemblablement tenté d'effectuer de telles operations quand l'ajustement préétabli du taux de change est
credible, parce qu'il est compatible avec l'ampleur du déficit budgétaire de
l'Etat. L'élément potentiellement le plus perturbateur d'une telle politique est
que les entrees de capitaux engendrées par une plus grande certitude en
matiére de taux de change risquent d'entrainer un gonflement des agrégats
monétaires intérieurs qui est incompatible avec la deceleration de l'inflation.
Dans ce cas, il est possible que la monnaie soit de plus en plus surévaluée.
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Regulation des capitaux et niveau des taux d'intérét: le cas du Japón, 1978-81—
ICHIRO OTANi et siDDHARTH TiWARi (pages 793-815)
Ces derniéres années, le taux de change du yen japonais afortement fluctué,
tout comme le degré de sévérité de la regulation des capitaux. Au debut de
1978, alors que Γόη s'attendait généralement a une appreciation du yen, les
autorités du Japón ont appliqué des mesures de controle des capitaux visant a
réduire le montant des entrees nettes; en 1979 et au debut de 1980, alors que les
autorités pensaient que le taux du yen avait fléchi trop rapidement et qu'il se
déprécierait encoré, le gouvernement a pris des mesures propres a favoriser
des entrees nettes de capitaux. Toutefois, depuis décembre 1980, époque a
laquelle les autorités ont promulgué une loi érigeant en principe que toutes les
transactions en devises peuvent étre effectuées librement, a moins qu'elles ne
soient expressément réglementées, les mouvements de capitaux ne sont en
principe pratiquement plus soumis a des conditions restrictives. La présente
étude vise essentiellement a determiner dans quelle mesure la regulation des
capitaux, ou Γabsence de regulation, a provoqué des distorsions des niveaux
des taux d'intérét pendant la période 1978-81.
Les écarts observes par rapport aux niveaux des taux d'intérét montrent
que, depuis le debut de 1978, les distorsions diminuaient. Au milieu de 1979, le
marché de Tokyo était aussi exempt de distorsions que celui de Londres.
Toutefois, au premier trimestre de 1980, les distorsions se sont nettement
affirmées, ayant usé de persuasión sur le plan moral pour encourager les
residents japonais a importer des fonds de l'étranger. Depuis cette époque, ees
distorsions se sont considérablement atténuées — sans doute parce que les
autorités n'ont pas recouru a la persuasión sur le plan moral — ou elles sont
demeurées insignifiantes a l'exception d'une breve période, au troisiéme
trimestre de 1980. Les données indiquent également que, depuis quelques
mois, les écarts observes sur le marché ont diminué et on a constaté un retour a
la situation du second semestre de 1979 qui était caractérisée par l'absence de
distorsions. L'assouplissement de la regulation des capitaux consécutif a
l'entrée en vigueur de la nouvelle loi sur le controle des changes et du
commerce extérieur en décembre 1980 a également contribué a atténuer les
distorsions sur le marché et le coüt des transactions sur titres a court terme et
en devises sur la place de Tokyo.
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El análisis de las políticas monetaria y fiscal basado en un modelo de equilibrio
general—ANDREW FELTENSTEIN (páginas 653-81)
Uno de los principales problemas que han debido de abordar los rectores de
la política económica en los últimos años ha sido la previsión del efecto de las
modificaciones de los diferentes parámetros que están bajo su control. Cuando
estas modificaciones son pequeñas —por ejemplo, una pequeña variación de
una tasa impositiva— normalmente se han utilizado modelos de equilibrio
parcial para efectuar previsiones, basándose en el supuesto de que el efecto
macroeconómico de las modificaciones propuestas será muy limitado y, por lo
tanto, puede prescindirse del mismo. Sin embargo, las modificaciones de los
parámetros tienen a menudo la finalidad específica de provocar cambios
estructurales en la economía como, por ejemplo, una liberalización comercial y
cambiaría al amparo de un programa del servicio ampliado del Fondo. En tales
casos, el supuesto de que el efecto agregado será insignificante pierde validez y
se debe usar un modelo de equilibrio general en lugar de un modelo de
equilibrio parcial.
En este trabajo se construye un modelo de equilibrio general de una
economía abierta y se elabora una técnica de computadora mediante la cual se
puede obtener una solución de equilibrio en el mercado entre oferta y demanda
para dicho modelo. El modelo, que incluye un marco de insumo/producto, da
cabida a los productos, impuestos y aranceles desagregados, a fin de que
puedan examinarse las diferentes modificaciones de los parámetros a menudo
consideradas por un gobierno. En este modelo el gobierno se considera como
un productor de bienes públicos que paga sus compras de insumos de factores
con fondos provenientes de los aranceles e impuestos (sobre la renta, utilidades y ventas) que recauda. En vista de que estos impuestos no necesariamente serán suficientes para financiar el costo de los bienes públicos, el
gobierno emite una combinación de dinero y bonos para financiar cualquier
déficit que se produzca, de manera que son endógenas las tasas de variación de
la oferta monetaria nominal y del nivel de la deuda pública. Esta endogeneidad
ofrece una ventaja con respecto a los modelos macroeconómicos actuales, los
cuales tienen en cuenta los productos desagregados pero también requieren
que la oferta monetaria sea exógena, con lo cual se excluye toda posibilidad de
investigar el impacto del comportamiento del gobierno en el sector financiero.
El modelo también contiene consumidores extranjeros y bonos extranjeros y,
por lo tanto, puede generar flujos de capital endógenos.
El indicador de divergencia: nota técnica—JOANNE SALOP (páginas 682-97)
En este trabajo se analiza el indicador de divergencia usado en el Sistema
Monetario Europeo (SME) a fin de observar en qué forma sus características
825
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influyen en la identificación de los tipos de cambio divergentes en distintos
casos. Se examinan dos cuestiones principales: 1) ¿Permite la fórmula del
indicador de divergencia considerar del mismo modo todas las monedas de los
países miembros que participan en el mecanismo de tipos de cambio del SME?
2) ¿En qué forma propicia la fórmula del indicador de divergencia el objetivo
del SME de lograr un mayor "paralelo económico" entre los países participantes? Para resolver estos interrogantes, se ha creado una medida que puede
usarse para comparar el grado de limitación inherente al indicador entre los
diversos países. Dicha medida se basa en el principio de postular una
desviación porcentual determinada con respecto a la paridad entre las monedas
de dos países miembros y calcular, para cada una de ellas, la magnitud de la
desviación con respecto a la paridad frente a terceras monedas necesaria para
que se active el indicador de divergencia.
Según el análisis, en el caso de los países más grandes se toleran fluctuaciones relativamente más dispares frente a terceras monedas que en el caso de
los países pequeños. Específicamente, hay algunas configuraciones de desviaciones con respecto a los tipos de cambio centrales que activarían el indicador
de divergencia de un país pequeño si las desviaciones ocurriesen con respecto
a su propia moneda y que no activarían el del país grande si se produjesen
desviaciones porcentuales de la misma magnitud con respecto a la suya. Sin
embargo, hay circunstancias —si el tipo de cambio de todas las monedas de los
países miembros se desvía de la paridad con la moneda en el mismo porcentaje
crítico— en que el indicador de divergencia se activaría en el caso de un país,
independientemente de su tamaño. Además, la fórmula del indicador de
divergencia tiene un sesgo a favor de los países más grandes menor que el que
podría tener y el sesgo existente es consecuencia natural de las diferencias
entre las ponderaciones relativas de los participantes en el SME.
El análisis también reveló que existe una preferencia por los grupos de
monedas en el siguiente sentido: cuando dos o más monedas se desplazan
conjuntamente con respecto a una tercera moneda o grupo de monedas, se
tolera una mayor desviación frente a la tercera moneda con respecto a la
paridad que cuando se trata de un solo país cuya ponderación es igual a la suma
de las ponderaciones de cada moneda del grupo. Además, si el indicador de
divergencia va a activarse para cualquier moneda del grupo, será para la del
país más grande. Sin embargo, una vez que éste haya adoptado las medidas de
ajuste necesarias y que el valor de su moneda se acerque más a la paridad con
el otro grupo, es posible que el indicador de divergencia se active para una o
varias de las monedas que formaban parte de su antiguo grupo.
Resultados reales de las medidas cambiarías adoptadas dentro del marco de
algunos programas de estabilización vinculados con los tramos superiores de
crédito—DON AL j. DONOVAN (páginas 698-727)
En este trabajo se examinan ciertos aspectos de un conjunto seleccionado de
12 acuerdos de derecho de giro en los tramos superiores de crédito aprobados
por el Fondo en el período 1970-76, en los cuales desempeñó una función
preponderante una depreciación monetaria única. Primero se efectúa un
somero examen de las consideraciones teóricas y prácticas pertinentes y luego
se analizan los problemas que deben abordar los 12 países en cuestión y los
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efectos previstos de las medidas cambiarías adoptadas. Se examina a continuación el resultado de los programas de estabilización económica desde el punto
de vista del comportamiento del volumen de exportación e importación, el
producto interno bruto real y la inflación. Los resultados de estas variables se
analizan en relación con los resultados medios obtenidos por grupos similares
de países, tanto a corto como a largo plazo.
Las principales conclusiones del estudio son las siguientes: i) La mayoría de
los programas mencionaban la aparición de presiones significativas sobre la
balanza de pagos (que se traducían en muchos casos en una intensificación de
las restricciones) como prueba de lo inadecuado que era el tipo de cambio
vigente en ese momento, ii) En promedio, el comportamiento de las exportaciones mejoró marcadamente en el período posterior a la depreciación,
especialmente a largo plazo; no obstante, la mejora no fue universal, iii) En el
caso de los programas de restricción de la importación, en los que el
crecimiento real de la importación disminuyó notablemente a causa del efecto
intencional "reductor del gasto" de la depreciación, el comportamiento de la
importación difirió del observado en el caso de los programas de liberalización,
en los que el volumen de importación aumentó pronunciadamente, en parte a
causa de las medidas del programa destinadas a liberalizar el sistema cambiado
y comercial; no obstante, el crecimiento de la exportación real de este último
grupo también se aceleró considerablemente, iv) En promedio, la diferencia
entre las tasas de inflación de los países que adoptaron programas y las tasas de
inflación mundiales siguió siendo prácticamente la misma; sin embargo,
prescindiendo del efecto inflacionista único de la depreciación, se observó una
cierta mejora frente a las tasas de inflación mundiales, v) En cuanto a los
programas de restricción de la importación, el crecimiento económico medio
disminuyó notablemente, tanto a corto como a largo plazo; en el caso de los
programas de liberalización se observó el resultado contrario.
El Convenio Constitutivo del Fondo ante los tribunales—XVII—JOSEPH GOLD
(páginas 728-59)
En este artículo se examinan dos casos relacionados con el muy litigado
Artículo VIII, Sección 2 b) del Convenio Constitutivo del Fondo, conforme al
cual, de demandarse judicialmente la ejecución o indemnización por incumplimiento de un contrato de cambio, que comprenda la moneda de un país
miembro del Fondo, contrario a las disposiciones de control de cambios
adoptadas por ese país de conformidad con el Convenio Constitutivo, los
tribunales de otros países miembros deberán abstenerse de ordenar la ejecución del contrato o de adjudicar daños y perjuicios por incumplimiento. El
significado de prácticamente cada uno de los aspectos de la disposición ha sido
litigado en numerosos países. En Inglaterra, el Tribunal de Apelaciones ha
interpretado restrictivamente como contratos de cambio los que tienen por
objeto la venta de una moneda por otra, pero ha expresado una reserva por la
que se incluyen en esa categoría otros contratos si éstos son transacciones
monetarias encubiertas. En un caso fallado recientemente el Tribunal de
Apelaciones determinó que había una transacción monetaria encubierta por
haberse recargado los precios de factura en la moneda de pago, pero la
importancia del caso radica en que decide por primera vez, posiblemente antes
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que en ningún otro país, la relación entre el Artículo VIII, Sección 2 b) y las
cartas de crédito irrevocables. En interés del comercio el principio fundamental ha sido que la carta de crédito es distinta de la transacción que le da origen y
es exigible contra el banco confirmante, aunque haya diferencias entre las
partes de esa transacción. La única excepción a este principio ha sido la de
fraude en la transacción original para no facilitar sino el comercio de buena fe.
En el caso que se examina, el punto discutido era si existe otra excepción
cuando se cumplen las condiciones del Artículo VIII, Sección 2 fe) y la
excepción de fraude no es aplicable. El Tribunal de Apelaciones sostuvo que
existe esta segunda excepción.
El otro caso que se examina en el artículo, fallado por la Suprema Corte de
los Países Bajos, plantea la cuestión poco usual de la aplicación del Artículo
VIII, Sección 2 fe) por los tribunales de una región del Reino a un contrato
contrario a las disposiciones de otra región que había pasado a ser independiente después de celebrado el contrato, pero antes de iniciarse la acción.

El preammcio de las modificaciones del tipo de cambio como instrumento de
estabilización—MARIO i. BLEJER y DONALD j. MATHIESON (páginas 760-92)
En los últimos años algunos países han adoptado programas de establización
que incluyen el preanuncio de la trayectoria del tipo de cambio. En este estudio
se analizan las circunstancias en que tal preanuncio conduce a un proceso de
ajuste que da por resultado una reducción sostenida de la inflación sin que se
produzca una sobre valoración de la moneda nacional. Se demuestra que los
efectos favorables de este tipo de política dependen de las probabilidades de
afianzar los vínculos entre los mercados de bienes y activos financieros
nacionales y los correspondientes mercados internacionales. La disposición
del sector privado a arbitrar las diferencias de tipos de interés y precios entre
productos y activos financieros nacionales y sus contrapartidas extranjeras
constituye un elemento de especial importancia para determinar si se puede
poner en práctica un programa antiinflacionario que dé buenos resultados. Las
mayores probabilidades de que esto suceda existen cuando la trayectoria del
tipo de cambio anunciada resulta plausible porque es consecuente con la
magnitud del déficit fiscal. El elemento que puede resultar más perturbador es
la posibilidad de que la entrada de capital originada por la mayor certidumbre
con respecto al tipo de cambio dé lugar a un aumento de los agregados
monetarios internos que sea incompatible con la reducción de la tasa de
inflación. En esta situación, es posible que se produzca una sobrevaloración de
la moneda nacional y el modelo puede resultar inestable.

Control de capitales y paridad de los tipos de interés: la experiencia de Japón,
1978-81—ICHIRO OTANI y SIDDHARTH TIWARI (páginas 793-815)
Durante los últimos años el tipo de cambio del yen japonés ha fluctuado
ampliamente, al igual que la intensidad del control de capitales. A principios de
1978, época en que existía la opinión generalizada de que el yen se apreciaría,
el Gobierno japonés implantó el control de capitales a fin de reducir las
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entradas netas; en 1979 y comienzos de 1980, época en que el Gobierno
consideraba que el yen se había debilitado con demasiada rapidez y se
depreciaría aún más, las autoridades adoptaron medidas destinadas a inducir
entradas netas. No obstante, desde diciembre de 1980, mes en que el Gobierno
aplicó una ley que contenía el principio de que todas las transacciones en
moneda extranjera se podían efectuar libremente a menos que estuvieran
limitadas expresamente, los movimientos de capital han estado, en principio,
prácticamente libres de control. Este trabajo tiene principalmente por objeto
examinar la medida en que la existencia o la falta de control de capitales ha
distorsionado la paridad de los tipos de interés durante el período 1978-81.
Las desviaciones con respecto a la paridad de los tipos de interés indican
que, desde comienzos de 1978, las distorsiones seguían una tendencia descendente. A mediados de 1979 el mercado de Tokio estaba tan libre de distorsiones
como el mercado de Londres. No obstante, en el primer trimestre de 1980 las
distorsiones aumentaron considerablemente, como resultado de la persuasión
ejercida por las autoridades con el fin de estimular a los residentes japoneses a
que trajeran fondos del exterior. Desde entonces, las distorsiones han disminuido pronunciadamente, quizá debido a que cesó la persuasión, y se han
mantenido moderadas, excepto por un breve período en el tercer trimestre de
1980. Los datos también indican que, en los últimos meses, las distorsiones del
mercado se han reducido a los niveles observados en el segundo semestre de
1979. La liberalización del control de capitales después que entró en vigor la
nueva ley de control de divisas y comercio exterior, en diciembre de 1980,
contribuyó también a reducir las distorsiones del mercado y el costo de las
transacciones de títulos a corto plazo y divisas en Tokio.
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digit shown, or that the item does not exist;
A single dot (.) indicates decimals;
A comma (,) separates thousands and millions;
"Billion" means a thousand million;
A short dash (-) is used between years or months (e.g., 1977-79 or
January-October) to indicate a total of the years or months
inclusive of the beginning and ending years or months;
A stroke (/) is used between years (e.g., 1978/79) to indicate a fiscal
year or a crop year;
Components of tables may not add to totals shown because of
rounding.
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