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ABSTRACT 
• 

The goal of this paper is to analyze the short-run effects of credible 
stabilization plans that fix the nominal exchange rate in a regime of free 
convertibility. The model presented succeeds in replicating the main stylized 
facts of this type of programs, namely an initial phase chara~terized by 
severa! months of real exchange rate appreciation, trade balance deterioration 
and expansion in aggregate demand and production, without resorting to neither 
credibillty problems nor to gradual desinflation schemes (or tablitas). In the 
dynamic general equilibrium model proposed, inflation acts as a t ax on 
domes tic market transact ions . In particular, it generates a wedge between the 
rate of retu1·n of lnves tment in domes tic capl tal and the rate of return of 
inves tment in fore ign assets. The model stresses the importance of adjustment 
costs (lncluding time- to-bulld) ln explaining the precise· character of the 
initial dynamics . Finally, the mode l 1s callbrated using long-run relations 
from the Argentinean economy, and its predlctlons are compared to the initial 
effects of that country's Convertibillty Plan of April 1991 . 

• I would like to thank Gulllecmo Mondlno, Thomas Sargent, Stephanie 
Schmltt-Grohé, Mlchael Woodford and the participants at the Macro-Lunch and 
Money and Banking Workshops at the Univers lty of Chicago . 



INTRODUCTION 
The goal of this paper is to investigate the short- run dynamics of credible 

stabilization plans that permanently reduce the inflation rate by fixing the 

time path of the nominal exchange rate . Particular attention will be given to 

the ini t ial response of the real exchange ra te, the trade balance and the 

leve! of economic activity. 

During the late 70s and early 80s severa! high- inflation countries adopted 

stabilization plans that fixed the time path of the nominal exchange rate . 

Well studied examples are the stabilization attempts in Argentina (1979- 81 and 

1985- 86), Chile (1978- 82) and Israel (1982-83 and 1985). All these 

stabilization attempts had similar · ini tial real effects : the real exchange 

rate (defined as the price of traded goods in terms of nontraded goods) 

experienced a steady and long decline, the trade balance continuously 

deteriorated, and economic activity increased
1

. 

A long literature has been devoted to construct theoretical models capabl e 

of explaining the initial effects of this type of stabilization plans. The 

theoretical explanations used in the late 70s and early 80s were greatly 

inf 1 uenced by the work of Rodríguez ( 1982) and Dornbusch ( 1982). In the ir 

models adaptive expectations and sluggish adjustment in the market for home 

goods play a key role in generating the "right" initial effects. 

Probably due to the fact that most of stabilization attempts mentioned 

above were eventually abandoned, another important branch of this literature, 

pioneered by the work of Krugman (1979), Obstfeld (1984) and Calvo (1985) and 

further studied by Calvo (1986), Drazen and Helpman (1987) and Reinhart and 

Végh (1993 a,b) among many others, uses rational expectations models in which 

the fiscal deficit at the moment the plan is implemented is too high to be 

consistent with the announced time path of the nomina l exchange rate, so that 

a future departure from the exchange rate rule is expected by the public. In 

this models inflation works as a tax on consumption. A temporary reduction of 
1 

the inflation rate leads consumers to substitute current for future 

1There is a large number of papers describing these episodes, here I suggest 
only a few of them. For the Argentinean case see Sjaastad (1989) and 
Fernández (1985); for the Chilean experience see Edwards (1985) and Corbo 
(1985) and for the Israeli Bruno and Fischer (1986). The effects on private 
investment are analyzed in Solimano (1990). 
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consumption generating an increase in current aggregate demand and 

appreciation of the real exchange rate. 

By contrast, this paper presents a model that is capable of repllcating 

these initial real effects even if the stabilization plan is full~ credible. ' 1 
1 

That is, even if it is understood by the public that the announced path for 

the nominal exchange rate is sustainable over time. The main motivatlon for 

building such a model is that the initial real effects mentioned above were 

also observed in stabilization episodes for which the hypothesis of lack of 

credibility did not seem plausible due to the presence of important fiscal 

reforms at the outset of the plan. In this paper I argue that an example of 

such an episode is the Argentinean Convertibility Plan of April 1991. 

In this model inflation acts as a tax on domestic market transactions. In 

particular, it generales a wedge between the rate of return of investment in 

domestic capital and the rate of return of investment in foreign assets. This 

causes the domestic capital stock to be decreasing in the rate of inflation. 

Hence, expectations of lower domestic inflation due to a reduction in the 

expected devaluation rate generate an expansion in aggregate demand and 

especially in private lnvestment. This creates the conditions for the real 

exchange rate to appreciate and the trade balance to deteriorate in a context 

of expansion in real activity . The model stresses the importance of adjustment 

costs ln the accumulation of physical capital (including gestation lags) in 
1 

explaining the precise character of the initial dynamics. 

Other authors have constructed models that capture sorne of the stylized 

facts under the assumption of full credibility. Obstfeld (1985) and Rold6s 

(1993) use continuous time models with money-in-the-utility-function (the 

former) and cash-in-advance (the later) and analyze the effects of credible 

stabilization plans consisting in announcing a time path for the devaluation 

rate converging gradually from a high to a low level. This gradual convergence 

1s crucial for their models to predlct an lnitial phase of real exchange rate 

appreciation together with expansion in aggregate demand
2

• The model developed 

in this paper dlsplays real effects of the type observed in the data even lf 

2 Their models 
contraction in 
the data. 

also predict a 
aggregate demand 

real exchange rate depreciation and 
on impact, which are not observad 
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the devaluation rate is set at its long-run level right at the moment the plan 

is announced (which is also a feature of the Argentinean Convertibility plan 

of 1991) 3
• 

Finally, the model will be calibrated using long-run relations derived from 

economic time · series for the Argentinean economy for the twenty years 

preceding the plan of April 1991. The calibrated model will be then used to 

generate predictions for the initial response of key macroeconomic variables 

to a stabilization plan of the type described above. 

The rest of the paper is organized as follows. Section 2 presents the model 

and defines a competitive equilibrium. In section 3 the model is callbrated 

and the method chosen to approximate the rational expectations dynamics is 

described. Section 4 presents the predictions of the model to a stabilization 

plan consisting in reducing the devaluation rate forever and compares them to 

the initial response of the Argentinean economy to the Convertibility Plan of 

April 1991. Section 5 closes the paper with sorne conclusions . 

2. A 8AUMOLIAN MüDEL OF A 00LLARIZED SMALL ÜPEN [CONOMY. 

2 .1. T HE HousEHOLD 

Each of the identical households of this economy is assumed to be formed by 

a shopper, a worker and two entrepreneurs; one produces capital goo?s and the 

other intermediate traded and non-traded goods. The sequence of transactlons 

and payments each period is as follows. At the beginning of each month the 

household has sorne cash carried over from last period, m, and recei~es in cash 
1 

a lump-sum transfer (or tax) from the government, of -r dollars. It also has 

foreign currency from the return· on its savings in a risk-free bond 

denominated in the foreign currency, b11
, which pays the exogenously given 

• interest rate r , and rights on physical capital. At this polnt it has to 

decide how many units of the foreign bond to buy and how much domestlc cash 

('pesos'), de, and foreign cash (' dollars ' ), fe, to hold. Thls portfollo 
H operation costs q dollars (which can be thought of as afee paid to a foreign 

3 After the first draft of this paper was completed, my attentlon was brought 
to a paper by Rebelo (1992) in which a model with a similar productlon 
structure to the one presented here is used to analyze the recent Portuguese 
experience under a fixed exchange rate regime. 
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broker). So we have the following constraint (all quantities are expressed lin 

dollars): 

(1) 

The household uses the cash to finance a continuous stream of purchases 
T N (performed by the shopper) of traded and nontraded goods, g and g , during 

the month. This purchases have to be paid for in domes tic currency. The 

household, however, can exchange pesos for dollars at any time within the 
11 month at the brokerage cost of q . Let p be the price of the nontraded good in 

11 terms of the traded good, then if the household decides to make N equally 

spaced financia! transaction, the dol lar cost of i ts purchases between two 

consecutive transactions is given by, 

H 
1/N 

J ech 

o 

Where e is the nominal devaluation rate during period t. Note that I am 

assuming that no changes in relative prices can occur wlthin the month. The 

household chooses N
11 

so as to minimize the total cost of its purchases, 

It is easy to see that the expression in brackets is continuous and 

strictly convex for N>O and goes to infinity as N approaches either zero or 

inflnity, so the problem is well deflned. It is also well defined if we 

restrict N to be an integer greater than zero. 
T ti The household aggregates the intermediate goods g and g into a final good 

2 g using a linear ly homogeneous "aggrega tor function" A: IR ➔IR , so tha t ... ... 
T N g=A(g , g ) . Part of g is kept by the household for consumption, e, and the 
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rest is taken by the capital-good producer who uses itas investment, iT and 

and 

which in turn augment the capital stocks productive in the tradable, kT, 
11 nontradable sector, k. 

The capital-good producer rents capital to the intermediate-good producer 

who pays, in domestic cash and at the end of the perlad, competitively 
T 11 determined renta! prices r and r far the capital stock productive in the 

tradable and nontradable sectors respectively 

dollars). 

T ti (r and r are expressed in 

The producer of intermediate goods T hires labor (H far the production of 
11 the traded good and H far the production of the non-traded good) far which he 

pays the nominal wage W in domestic cash at the end of the month, and demands 
Td lid 

physical capital services k and k to produce a continuous stream of traded 
T ti ti and nontraded goods, y and y , which are sold at money prices e and P 

respectively, where e is the nominal exchange rate (I will assume that the 

price of the traded good in terms of the foreign currency is exogenously given 
ti and equal to one); then the relative price of the nontraded good is p=P /e. 

Domestic producers accept only domestic currency for their sales, but can 
F 

exchange pesos for dollars at any time durlng the month at the ,cost q per 

transaction. So the flrm sol ves a problem similar to the household' s in 

managing its cash balances. If the firm decides to make NF (equally spaced) 

flnanclal transactlons during the month, the dollar value of the revenues 

collected between two consecutive transactions is given by, 

o 

F 1 
So the producer chooses N so as to maximize total monthly revenues, 

( J) NF = {Nc-1(1-e-c/l{)(yT+p yll)-NqF} argmax t t t t 
N 

5 



again, it is simple to verify that this problem is well defined. 

If we assume that the transaction costs are proportional to the volume of 
1111 T II ff T 11 transactions, that is if q =q · (g +p g ) and q =q • (y +p y ) then the dollar 
t t t t t t t t 

cost of the household' s absorption and of the producer' s revenues will be 

proportional to (g;+ptg~) and (y;+pty~) respectively and the factors of 

proportionality will be a function of the devaluation rate e and of the "unit" 
11 r transaction costs q and q. That is, in this case we could write, 

(4) 
dollar cost of household' s purchases = d11 (c q11

) • (gr+p g11
) t' t t t 

= dr r) ( r ") dollar value of producer's revenues (ct,q · yt+ptyt 

At the end of the month the producer converts his dollars into pesos, pays 

for the services of labor and capital and sends profits home. 

Also at the end of each month the members of the household reunite, pool 
4 income and consume . In order to avoid the typical effects of inflation on the 

leisure-effort decision, I will assume that labor is supplied inelastically. 
1 

Another way of dealing with this issue is to assume (as in Christiano and 
1 

Eichenbaum (1992) and Fuerst (1992)) that labor income can be used to purchase 

goods in the same period in which iabor services are supplied . We can then 

rewrite the budget constraint (1) in the following way, 

11 11 T 11 + d ( e , q ) · ( g +p g ) :S 
t t t t 

(5) 

4 In the way proposed by Fuerst (1992) and Lucas (1990). 
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T O'..T 1-C\'.T T 11 <XII 1 -0:11 11 where F (k, H)=k H =Y and F (k, H)=k H =Y are the productlon 

functions of the traded and nontraded goods respectlvely (o:T,a11e(O,l)) . The 

first term on the right hand side of (5) is the gross return from the 

household' s holdings of the forelgn asset; the second denotes the profits of 

the lntermediate-good producers, carried over from the previous perlad; the 

third denotes the lncome of the capital-good producer from renting capital, 

the fourth is the income of the worker and the last one is the lump-sum money 

transfer (tax if negative) of T units of traded goods. This budget constraint 
t 

shows the similarity of this model with the transaction cost model of 

Kimbrough (1986) and Reinhart and Vegh (1993) . 

The objective function of the household is the expected value of 

00 

( 6) 

L ºt U(ct) 
l=O 

o = o (l+c )-(3 
l-t 1 t t 

(3>0 

1-o-Where U(c)=c /(1-o-) (o->1). The endogenous discount factor makes the 

deterministic steady state of the model independent of the initial wealth (see 

Uzawa (1968), Obstfeld (1981) and Mendoza (1991)) . An alternative way to 

obtaln this is by assuming a positlve probability of death as in Blanchard 

(1985), Helpman and Razin (1987) and Cardia (1991). 

The way in which traded and nontraded goods are aggregated and split 

between consumption and investment is reflected in the following constraints, 

(8) g ~ i + e 
t l t 

where i is total investment and A(·,·) is an "Armington aggregator function" 
l 

introduced above and assumed to be Cobb-Douglas wi th a traded-absorption 

elasticity of e . I will assume that the investment processes arf subjected 

to both adjustment costs and time-to-build . Adjustment costs seem to ibe 

7 



important in modeling the dynamics of small open economies in which agents 

have frictionless access to a financia! asset issued abroad and whose return 

process is exogenous to the domestic economy (here this kind of asset 

corresponds to bH) ; in this case domestic investment is too volatile when, for 
t 

example, the economy is subject to technology shocks or to shocks to the 

return of the financia! asset (see Mendoza (1991), Cardia (1991) and 

Schmitt-Grohé (1992)). In the model I am presenting here, the volatility of 

sectorial investments will also be too high in the absence of adjustment costs 

if the economy is shocked by elements that change the relative return of 

sector-specific investment, as will be the case with the stabilization 

experiments described below. 

The time-to-build feature, besides being a plausible assumption is 

incorporated to show its potential usefulness in model l ng the lnltial dynamics 

of stabillzatlon programs for the kind of economies I am describing here .. I 

will assume, as in Kydland and Prescott (1982) that 1 unit of capital 

available J periods from -now requi res 1/J unlts of investment for J 

consecutlve periods starting now. 

These considerations are reflected in the following equations for the 

evolution of investment and the capital stocks: 

(9) i ::!: ir+ ,N 
1 

t t t 

J-1 

(10) .T J-1 T 
1 ::!: ¿ St-h t h=O 

J-1 

(11) 
, N 

~ J-1 E SN 1 
t t-h 

h=O 

(12) (1- ó )kr T 
<t/12 (kr kr )2 /kr ::!: kr + s -

t+J-1 t t+J t+J- 1 t+J-1 t+J 

(13) (1-ó )kN N 
- <l12 (kN kN )2/kN ::!: kN + s 

t+J-1 t t+J t+J-1 t+J-1 t+J 

where iT and iN denote sectorial investments, sl denotes the number of 
t t t-h 

investment projects in sector i (i=T,N) in period t that are J-h periods from 

completion, óe(O , 1) is the (common) depreciation rate and <J/ and l are 

adjustment cost coefficients. 

8 
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2.2. THE GoVERNMENT's BUDGET CONSTRAINT. 

I will assume that the Central Bank follows a nominal exchange rate rule by 

which it sets the devaluation rate , e, at the beginning of each month and 

commits itself to sell foreign currency in exchange for domestic currency at 

the ongoing nominal exchange rate. I will also assume that the government 

consumes no goods, but performs lump-sum transfers in cash. Let be denote 
t+l 

the amount of the foreign bond held by the government at the beginning of 

period t (and after the prívate sector made its portfolio reallocations) . 

The sources of these reserves are: (i) the gross return from bond holdings 

from the previous period, bc•(l+r•), (ii) the previous period's net exports, 
t 

T T 
y t - l -gt-l. I am assuming tha t the transactions between the Central Bank and 

exporters or importers are made in foreign cash (not bonds) and that the 

movements in reserves generated by this source are invested in the interest 

bearing asset at the beginning of the next period; this explains the lag in 

the variables representing the trade balance . (iii) foreign currency held by 

the households during t - 1 and exchanged for domestic currency during that 

period to perform purchases, fe , (iv) Adjustments in 
t-1 

portfolio at the beginning of the current period -(m -de-~ 
t t t 

services paid to 

-NF qF -(NH - l )qH -qH 
t - 1 t-1 t - 1 t-1 t 

foreign brokers by consumers 

( I am assuming tha t brokers are 

the household's 

and (v) financial 

and producers 

paid in domestic 

cash and exchange the proceeds for dollars right away, so , since t his 

accounting is made after the household ope rated in the financial market, there 

is a cost term dated at t.) 

There are at least two alternative treatments of the transaction costs: one 

is to assume that they represent pure rents of sorne member of the household 

(maybe dueto imperfect competition generated by government regulations in the 

financial system) and so they genera te no weal th effects in the 
1 aggregate; this alternative is taken in Reinhart and Vegh (1992); another 

is to assume that they are mainly · time costs of traveling to the financia! 

market to get or get rid of foreign currency¡ this treatment is similar to the 

one applied here in the sense that it introduces wealth effects (see Guidotti 

(1989)) . The qualitative features of the initial dynamics of the stabilization 
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experiment analyzed below are not affected by the way in which this cost is 

treated (an important exception could be private consumption)¡ but the 
1 

quantitative response of the model might be affected especially lf the 
5 reduction in inflation is significant. In the next section Ideal with these 

possibili ties by defining a variable z that denotes the fraction of the 

financia! transaction cost returned to the household in a lump-sum manner, so, 

for example, if z=100% then no income effects are generated by this type of 

cost cost. The basellne slmulations use z=90¾ but I also show simulatlons with 

z=O and z=l00%. 

The evolution of bond holdings by the government can then be wrltten as, 

(14) 

+ (de -m --r ) 
l l l 

I will assume that the governrnent is subject to a borrowing constraint that 

prevents it from engaging in Ponzi-type schemes
6

• 

2.3. COMPETITIVE [OUILIBRIUM. 

I will define a competi tive equilibrium for this economy. as a set of 
11 11 G T ti 

lnitial conditions m, b, b, k, k and o o o o o 
bH be mll HT Htl kTd ktld kT 

t+t' t+t' t' t' t' t+t' t+t' t+t' 
r T Hoo 

prices {e, pt, wt, r, r} , such that: 
l t l t=O 

stochastic processes for {et, rt+t' 
ktl T N NII NF } oo and 

t+l I gt' gt' t' t' T t t=O 

5 In Vegh's and Relnhart's paper it does not make a blg quantltatlve difference 
which treatment is given to this cost since they concentrate in plans that are 
temporary, so it is reduced for only a finite period of time and then goes 
back to a high level forever . The reason for their choice is just analytical 
convenience. 
6 Since the government sets the time path of the nominal exchange rate, this 
implies that the real value of the transfer has to depend on the level of 

G G 
reserves in the Central Bank (for example if -r =-r(b) where b denotes the 

t • t l 
amount of reserves in the Central Bank, then ,:-'>r will allow the government 
to keep its reserves stationary. 

10 



i) The government budget constraint (14) is satisfled for all t~O and the 

government is constraint not to enter in ponzi games . 

ii) Given the stochastic processes for prices and transfers {e , p , w , rT, 
11 oo JI T II l l l l 

r t, '\} t=o and ini tial condi tions m
0

, k
0

, k
0

, the stochastic processes {et, 
bP b11 M11 HT II Td lid r 11 11 r}oo 

'1t+l' t+l' t+l' t' t' Ht' k , k , 0, g, g, N, N maximize the l+l t+l l t l l t t=0 
expected value of (1) subject to (2)-(5), (7)-(13) and to a borrowing 

constraint that prevents households from engaging in Ponzi-type games. 

iii) The markets for physical capital and labor clear: 

kTd = kT 
t l 

klld = kll 
t t 

HT + 1/I = H 
t t 

These conditions imply that the market for nontradables also clears: 
ll 11 

y t =gt. 

3. CALIBRATION. 

The parameters of this model are 
H F 

the transaction costs, q and q , the 

capital elasticities of output in the traded and nontraded sectors, a and a
11

, 
1 T 

the depreciation rate a, the elasticity of the aggregator function ~ith 

respect to traded absorption, e, the semi-elasticity of the discount factor 

with respect to consumption, ~. the intertemporal elastici ty of substitution 

in consumption, o-, 
T 11 

the adjustment cost parameters, </> and </> , and the time 

required to complete an investment project, J. The aggregate labor endowment, 

H, is normalized to one and the international interest rate is set to 6.5¾ per 

year ( this is the number King et. al. ( 1988) obtained for the average equity 

return in the US for the period 1958-81). Using an endowment model in which 

money is motivated by transaction costs, Reinhart and Vegh (1993) estimated 

11 



for Argentina an intertemporal elastici ty of substi tutlon, of around 5, so 

this is the value I am going to use for ~ -

Following King et. al. (1988), Kydland and Prescott (1982) and many other 

authors in the equllibrium business cycle llterature, I wlll use long-run 
1 empirical relations and model restrictions to identify the rest of r he 

underling parameters of the model. I will use data for the Argentinean economy 

for the two decades preceding thé Convertiblllty plan, 1970-90. The main 

characteristic of this period is a high level of inflation, which averaged 11¾ 

per month (this rate is the one used for e in the calibratlon exercise 

described below; see Table 2). 

The non-stochastic steady state of this model implies the following 

restrictions involving 

11 
p y 

T 11 
a: and a: : 

F F d (c,q) 

F F d (c,q ) 

-1 

-1 

T T N 11 
wH /y and wH /py are the labor shares in the traded and nontraded sectors. 

The way in which these two sectors were defined and the data sources are 

described in the appendix. The numbers obtained for these two ratios are 0.46 

and 0.63 respectively. These numbers seem consistent with the idea that, at 
( 

least for LDC countries, the nontraded sector, which includes most of the 

services generated in these economies, is more labor intensive than the traded 

sector. Gi ven a number for l we could be able to identify the two capital 

elasticities of output. 

The trade balance/GDP ratio averaged 2 . 7¾ in the period considered. 

In the model's steady state this variable (which I will call tb) is 

given by 

12 



where 8T is the share of traded output over GDP, which for the period 

consldered averaged approximately 42¾. The aggregator function is assumed to 
7 be Cobb-Douglas with traded absorption elasticity 8, so the optima! mlx of 

traded and nontraded goods in the production of the composite good is given by 

gT/pg11=8/(1-8). This expression together with the previous one and values for 
11 F q and q can be used to identlfy 8. 

The share of investment in GDP, s
1

, which averaged 17¾ during the perlod 

considered, can be used to identify the depreciation rateo, which is assumed 

to be the same in both sectors; by definition s is given by 
1 

A -1 T 11 1-8 where P =8 · (g /g ) is the prlce of the composl te good in terms of the 

traded good. The steady state of the flrst order condltlon for the optima! 

accumulatlon of physlcal capl tal lmplles the followlng relatlon between the 

renta! prlce of capital and the price of the composite good, 

T F F T T T where r =d (c,q )o: y /k ls the steady-state value of the rental prlce of 
T 11 capl tal in el ther sector ( in a non-stochastic steady state r equals r ) ; in 

turn kT ls gi ven by l T /o and k11 by 111
/ó. These rela tlons imply the following 

restrictlon on the depreciation rate 

7 An alternative strategy, followed by Stockman and Tesar (1990), is to assume 
a CES aggregator function, set the share parameter (called 8 below) to 1/2 and 
calibrate the elastlcity of substitution between traded and nontraded goods in 
produclng the composite good. This exercise wouldn' t requlre addltional 
restrictions and gives a calibrated value of around .4 which is very similar 
to Stockman's and Tesar's estimation . The simulation results are not 
significantly affected in this case. They might, though, if both the share 
parameter and the elastici ty of substi tution were calibrated by adding more 
data restrictions. 

13 



s = 
1 

• F F r 8d (c,q )J 

11 F Given values for q and q and the restrictions above, we can now salve the 

steady state of the model for all endogenous variables, lncludlng the level of 

consumption, c. Then the semi-elasticity of the discount factor wlth respect 

to consumptlon, ~. is given by 

• ~ = ln(l+c)/ln(l+r) 

I will assume that households and firms bear the same proportlonal 
11 F transactlon cost for flnanclal operations, l.e., q =q =q and calibra te q so 

as to match the average monetization rate during the perlod consldered. In 

arder to do this I will fix the inflation rate at the average level prevailing 

during the callbration period, 1970-90, 

the steady state monetization level 

and get the model's preµlction for 
1 

(money/GDP) as a functlon of the 

transaction cost, q. I will then choose the level of q that delivers a 

monetizatlon rate approximately equal to the observed one. 

In arder to get the monetizatlon level correspondlng to the average 

lnflatlon rate, I ran an OLS regresslon of the natural log of monetization on 

lts own lags, current and lagged inflation rates, a constant, and seasonal 

14 
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8 dummies. The result is the following 

Dependent Variable my 
t 

Quarterly Data From 71:03 To 
Centered R2 

adjusted R 
2 

Regression F(16,61) 
Durbin-Watson Statistic 
Q(19) 
Significance Leve! of Q 

Variable Coeff. 

Constant -0.0527 

myt-1 0.9031 

myt-2 o. 1808 

rny -0 . 2128 
t-3 

myt-4 -0.0509 

myl-5 -0.1968 

myl-6 0.3231 

rr l 
-0.2496 

rr l-1 
0.0265 

rr o. 1516 
l-2 

rr l-3 
-0.1484 

rr t-4 
0.0344 

rr t-5 
-0.0740 

rr t-6 
0.0659 

11 .qtr. -0.0756 

III.qtr. -0.1118 

IV.qtr . -0.0668 

90:04 
0.97 
0.96 

144.91 
1.86 

20.06 
0 . 39 

Std . Error 

0 . 0765 

o. 1247 

o. 1763 

o. 1842 

0.1947 

0 . 1985 

0.1336 

0.0492 

0.0665 

0 . 0657 

0.0805 

0.0954 

o. 1051 

0 . 0987 

0.0387 

0 . 0344 

0.0372 

8 These regression results wil 1, in general, be affected by the classlcal 
endogeneity problem. This problem woúld not be lmportant if the government had 
followed a nominal exchange rate rule during the period considered, and lf 
thls rule had been completely independent of the state of the economy (in such 
a case the correct regressor should have been the nominal devaluatlon rate . ) 
But this was definitely not the case for the entire perlad considered. 
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my is the natural logarithm of the ratio of Ml over quarterly nominal GDP 
t 

expressed in annual rate (so my denotes the log of the number of years of GDP 
t 

held in Ml in quarter t), and rr is the quarterly inflation rate (continuously 
t 

compounded) as measured by the CPI lndex, which averaged 29.l¾ in the perlad 

1970-90. The expression above shows that if the quarterly inflation rate was 

constant at 29.1¾ the "steady state" average monetization rate would be 3. 96¾ 

per year. The theoretical model predicts approximately this steady state level 

of monetization ~ilien the transaction cost, q, is 0.0088. It also predicts that 

for these levels of transaction cost and inflation households and firms go to 

the bank to exchange currencies around twice a month. The values obtained for 

the calibrated parameters and the long-run empirical relations used to obtain 

them are ali summarized in table 1 

4. THE SHORT RuN DYNAMICS OF A 
11
PERMANENT

11 
ST ABILIZATION PLAN 

4.1. ÁN EMPIRICAL EXAMPLE: THE ÁRGENTINEAN CONVERTIBILITY PLAN OF ÁPRIL 1993 

In april 1991 the Argentinean government ended a hyperinflationary perlad 

by launching a plan tha t pegged the local currency to the US do llar. The 

initial effects of the plan on the inflation front were impressive. The 

inflation rate of the first twelve months of the plan was 30.2¾ lf measured by 

the Consumer Pr ice Index and only 5. 2¾ lf measured by the Wholesale Pr ice 

Index. The inflatlon rate corresponding to the twelve months preceding the 

plan had been 288.5¾. 

The lnltial effects of the plan were also important on the real slde of the 

economy. Consider flrst the effects on relative prices. The rftio of the 

nominal exchange rate over the Consumer Price lndex, which can be thought l of 

as a measure of the relative price of traded goods in terms of non-traded 

goods, went down steadily since April of 1991 and in the first year anda half 

of the plan decreased by 24.4¾ (see figure 3). Figure 4 shows the behavior of 

another measure of the real exchange ra te: the one gi ven by the nominal 

exchange rate times the forelgn CPI dlvlded by the domestlc CPI . In thls case 

it is also evident that the real exchange rate appreciated continuously since 

the implementation of the plan . For a basket of currencies (including dollar, 

german mark, yen, cruzeiro, lira and pound) this appreciation was 17.5¾ durlng 
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the flrst 18 months of the plan . As a third measure of changes in relative 

prices consider the ratio of the Consumer price Index over the Whole Sale 

Price Index: the CPI increased by 38 . 2% in the first six quarters of the plan 

while the WPI did it by only 7.4% (see figure 5). Since the CPI covers many 

more services, which are typically non-traded goods, it also supports the idea 

that the relative price of traded goods went down as a result of the 

stabilization program. 

The trade balance, in turn, declined sharply since the Convertibility plan 

was launched. Figure 6 shows that in 1991 the trade Balance in goods declined 

by more than 50% wlth respect to the previous year. In November of 1991 1t 

became negative for the first time in ten years and stayed so untll January 

1993 (last figure available at the time this draft was updated, May 1993) wlth 

the exception of June 1992 when it was slightly positive. A similar pattern 

shows the trade Balance in goods and services (figure 7). Imports grew by 64% 

in 1991 and by 63% in 1992. This measure of the trade balance also became 

negative for the first time since the "tablita" plan of Martinez de Hoz in the 

early 80s. 

figure 6 (b) shows annual data for private Capital inflows in billions of 

dollars. The negative figures in the period previous to 1991 contrast with the 

sharp positive figures of around 3 billion dollars in 1991 and 8 billions in 

1992. 

At the same time economic activity expanded during the initial phase. GDP 

grew by 8.9% in 1991 and by 8.6 in 1992 (see the upper left pictur, of figure 

7). This expansion was by no means even across sectors; the agricultura! ahd 
1 

mining sectors, which might be considered typical traded sectors, grew by 

only 1. 4% in 1991, while the sector· composed by Hholesale and Retall Trade, 

Restaurants, Hotels, Transportation, Communications, Storage, Financia! 

Institutions, lnsurance and Real Estate (a typical nontraded sector) grew by 

10.4% in the same period . On the other hand all components of domestic 

absorption expanded during the first two years of the plan (see figure 7 

again). Gross domestic investment grew by 25.1% in 1991 and by 30.9% in 1992. 

This increase, though was not enough to reach the investment levels of the 

early 80's. Total consumption, in turn, increased by 12.6% in 1991 and by 

10.8% in 1992. 
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The plan had, as a crucial ingredient, an important fiscal reform that took 

place rlght from the outset. The fiscal deficit of federal government (befare 

lncome from privatization) averaged 8.4¾ of GDP in the period 1985-90 and only 

1.5¾ in the period 1991-92 (see figure 8) . These facts make lt hard to think 

of credibility problems to explain the real effects associated with the 

stabilization experiment and motivate the search for alternative explanatlons . 

4.2. THE SIMULATED RESPONSE OF THE MODEL 

In this subsection I wll l consider the short run response of the model 

presented above to a permanent reductlon in the devaluatlon rate c. In order 

to deal wlth this task, I log-llnearized the equllibrium condltions (as in 

King et. al. (1988)) and numerically sol ved the resulting linear system. The 

exercise is basically to analyze the dynamics of the model from a 

high-inflation steady state to a low-inflation one. 

In this model the real effects of inflation stem from two sources. First 

inflation acts as a tax on investment in domestic capital (oras a subsldy on 

lnvestment in the foreign bond) because local flrms receive only cash for 

thelr sales of goods and because money enters as working cap! tal in the 

productlon of lnvestment goods . Second higher inflatlon induces flrms and 
1 

consumers to spend more resources in trying to evade it. 

The flrst source is evident fro~ looking at the first arder conditions far 

the optima! accumulation of domestlc and foreign assets. Consider, for 

instance, the case of a traded-good-producing firm; it will hire capital k:, 
so as to satisfy the following conditions 

r . 
where, as discussed above, d (cl 1 q) is less than one and decreasing in et, so 

the demand for capital services is decreasing in the inflation rate. This tax, 

lmposed on the use of dornestic capital services, will be reflected in its 
T price. Let A denote the value, 
l 

capital productive in period t+J 

in terrns of present utility, of one unit of 

in the traded sector. Let A be the marginal 
l 

utillty of consurnptlon in period t, ~t the marginal utlllty of one dallar held 
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1 
at the beginnlng of perlad t and (3 =r Ir the dlscount factor in t. The 

t t+l t 

capital good producer wlll choose to· lnltlate lnvestment projects untll the 
T value of one unlt of capital productlve in perlad t+J, A, equals the cost of 
t 

produclng lt whlch is the sacrlflce of 1/J unlts of the composite good (whose 

value is A) for J consecutive periods, that is, until the followlng 
t 

expression is satisfied 

On the other hand the value assigned by the capital produclng flrm to one unlt 

of capital productlve in t+J equals the (present discounted value of the) sum 
T 

of the value of the rent 1t wlll get from 1t in perlad t+J, r t+ /V't+J' plus 

the value of the undepreclated part whlch can be sold in perlad t+J+1, 

(1-ó)·AT Thls is reflected in the followlng flrst arder condltlon (in whlch 
t+1 

the adjustment costs lnvolved in changlng the productlve capaclty have been 

taken into account), 

t t+J+l t+J t+l J=l t+J t+J t+J 
E { [ (1-ó ) +q,T /2 [ ( k T /k T ) 

2 
- 1 ) ] A T + ( ~ (3 ) r T t/J } 

AT = a-------------------------t 1Jt 

One can integrate this expression forward and lnterpret the value of capital 

as the present dlscounted value of the stream of rents lt can generate. 

The value of one dallar, t/J, and of one unit of the composite good, A are, 
t t 

in turn related by the followlng conditlon, 
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11 
where d (e ,q) is the dallar cost of one unit of traded good in perlad t; it 

t . 
is bigger than one and increasing in inflation; this expression has to be 

11 interpreted in the following way: one dallar buys only 1/d (e ,q) units of the 
t 

traded good; in turna unit of traded good can generate A (gT,gtl) units of the 
T ti 1 t t 

composite good (A
1 
(gt,gt) is the "marginal productivlty" of traded goods in 

producing composite goods) and finally each addltional uni t of final good 

increases utility by~. 
t 

The three expressions above can be combined to see that the accumulation of 

domestic physical capital will be negatively affected by inflation both 

because its production requires money as working capital (this is reflected in 
11 the terms involving d (e ,q)) and because the firms which use its services 

t 
require money in the distribution process of the final goods (this shows in 

11 those terms involving d (ct,q)). 

On the other hand, the decision rule for the household's holdings of the 

foreign asset is not directly affected by the expected rate of inflation: 

• 1/Jt = (1 (l+r ) E {1/J } 
l t l+l 

From this considerations it is plausible to expect that a permanept 

decrease in the expected inflation rate will cause aggregate domestic 

investment to increase (this will bi true, as we will see below, both in the 

short and in the long run); the time-to-build feature will add short-run 

persistence to the demand expansion and the adjustment cost will make this 

expansion to take place slowly over time. More on this below . 

Next I will show the simulated response of the model to a stabilizatlon 

plan that reduces the devaluation rate permanently from 24% to 0% per month. 

The pre-stabilization inflation rate of 24% per month corresponds to the 

average inflation far the four years preceding the Convertibility Plan (see 

table 2). These simulations correspond to the lag-linear approximation of the 

model. Figure 9 shows the response of seven key macroeconomic variables to 

the permanent reduction in the devaluation rate described above. The figures 

were constructed using an adjustment cost parameter of 10 in each sector and 

24 time-to-build lags (sorne sensitivity analysis about these two parameters is 

shown below). 
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This figure shows that as a r esponse to the permanent decrease in the 

devaluation rate, the real exchange rate falls continuously for two years; 

moreover most of the decrease in the relative price in the traded good is 

concentrated at the beginning of the plan which is consistent with the 

observed pattern. Note that since the nominal exchange rate is fixed, the 

first two years are characterized by a moderate inflation, which is also 

consistent with the data presented above. It also shows that the trade balance 

deteriorates during this period and that the stabilization program induces an 

expansion in real activity, in particular in GDP and total investment. Again 

all these responses are consistent with th~ evidence shown above. The lower 

left picture shows that the increase in investment is generated mainly in the 

nontraded-sector. Finally the model also "correctly" predicts capital inflows 

during the initial phase of the stabilization experiment. 

The intuition behind these results might go as follows: As shown before, 

the lower expected inflation increases the demand for capital in the traded 

and non-traded industries¡ given the aggregate stocks of capital, the renta! 
T 11 prices r and r go up, inducing an increase in new investment projects, so 

given the real exchange rate, this generates an expansion in the demand for 

both traded and nontraded goods. For a given stock of capital, the marginal 

product of labor is decreasing in labor so the home-good market will clear 

only if the real exchange rate goes down . This appreciation of the real 
11 exchange rate, in turn, makes investment in the production of k even more 

attractlve (and less so in the other sector). Since the demand for traded 

goods increases and its domestic supply decreases (because labor is shifted 

towards the nontraded sector and capital is fixed), a trade defici t also 

arises. 

The separate effects of time-to-build and adjustment costs can be 

visualized from figures 10 and 11. Figure 9 shows the importance of adjustment 

costs in two-sector models in which no irreversibility constraints are imposed 

on investment, especially if the equilibrium is affected in such a way that 

the relative profitability of the two sectors is significantly charlged. We can 
1 

see that when the adjustment cost in each sector is set close to zero, 

physical capital is initially shifted from the traded sector to the nontraded 

sector as a response to the increase in the r e lative price of the nontraded 
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good. Two years later capital is shifted back to the traded sector as the real 

exchange rate improves. As a result gross sectorial investment cango negative 

or increase at implausible rates. Figure 11 shows that if the number of 

months required to complete an investment project is made very low ( in this 

case it was set to only two months) the initial jump in nominal prices right 

after the announcement of the plan is followed by a long perlad of (mild) 

deflation, exactly contrary to the observed pattern of prices. 

Figure 12 shows that the dynamics of the real exchange rate and the traded 

balance are not driven by the wealth effects originated in the lower 

financial-transaction costs due to the reduction in inflation. In the first 

part of this figure it is assumed that ali the transaction cost is returned in 

a lump-sum way to the household; in the second part non of it is returned. The 

most affected variable seems to be (no surprisingly) private consumption. 

Finally, table 3 compares quantitatively the response of the model with the 

observed response of the Argentinean Plan of April 1991. The model predictions 

where computed for different values of the fraction of the financia! 

transaction cost which is recovered by sorne member of the household , (z). The 

model predicts changes in the trade balance and in investment of similar 

rnagnitude as those observed. It under predicts the response of the real 

exchange rate and of GDP and i t is way below in the predi et ion for the 

response of consumption. 

The predicted response of the real exchange rate might be affected by the 

assumption of a Cobb-Douglas Aggregator function . A more satlsfactory approach 

would be to add more data restrictions and obtain a calibrated value for the 
( 

elasticity of substitution between traded and non-traded goods. Wlth respect 
1 to the response of consumption, an important lngredient mlssing in its 

1 

specification is durability. Unfortunately Argentina does not produce 

disaggregated data for consumption~ There are two things, though, that seem 

clear: first, adding durabllity will increase the lnitlal response of 

consumption (suppose, as an example that the desired stock of durables 

increases, 2¾ and that the depreciation rate per month is . 01, then the 

required increase in purchases of durables would be around 200¾) and second 

the consumption booms that generally follow the announcement of the 

stabilization programs of the type we are analyzing here are generally booms 
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in durables (an evident case is the israelí program of 1985). 

5. CüNCLUSIONS 

In this paper I presented a Baumolian Model. of a dollarized small open 

economy that explains the stylized facts of exchange-rate-based stabilization 

programs without resorting to neither credibility problems nor to gradual 

desinflation of the nominal exchange rate in order to induce the required 

initial expansion in aggregate demand. 

The model's predictions are qualitatively right for most of the variables 

of interest, real exchange rate, trade balance, real activity, capital 

inflows, etc.) . The rnethod used to simulate the response to a stabilization 

plan, although, is appropriate to quanti tatively analyze the transitional 

dynamics of an economy moving from one steady state to another, only lf these 

two long-run equilibria lay not very far apart from each other. So an 

immediate and obvious step for future research is to lmplement a computational 

method to numerically solve for these transitional dynamics in a more precise 

way. 

After an initial period of expansion in economic activity, the model 

predicts a deceleration in output and aggregate demand, a real exchange rate 

appreciation (which under a fixed exchange rate regime means deflation in 

nontradables) and a slowdown in capital inflows. This deflatlonary period 

takes place because the increased investment in the non-traded sector becomes 

productive after sorne periods of time-to-bulld, so the supply of home goods 

increases. Similarly, the slowdown in capital inflows is dueto the fact that 

the return on domestic investment decreases with the expansion of the stock of 

domes tic physical capital. The pol icy implicatlons are very different from 

other hypothesis that propose an opposite causality, namely that both the 

initial real exchange rate appreciation and the subsequent deflatlon are due 

to exogenous capital inflows which are temporary in nature (see Calvo, 

Lelderman and Reinhart (1993) on this interpretation). 

I also presented new empirical evidence on the lni tlal real effects of 

exchange-rate-based stabilization plans . Speclflcally I presented data from 

the Argentlnean Convertibility Plan of April 1991. These data are consistent 
1 

with those arising from many other permanent and (ex-post) transitory plans. 
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This desinflation episode has two appealing features: the important fiscal 

reform by whlch lt was accompanled provldes sorne elements of credibillty and 

second lt consisted in setting the the devaluation rate at zero rlght from the 

outset, as opposed to announclng a gradual convergence as is the case in most 

of the exchange-rate-based stablllzatlon episodes. 

24 



1( 

REFERENCES 

Altug, Sumru, "Time to Build and Aggregate Fluctuations: Sorne New Evldence . " 
International Economic Review 30 (November 1989), 889-919. 

Blanchard Ollvier, "Debt, Deficits and Finlte Horizons." JPE (1985):223-47 
Bruno, Michael and Stanley Fischer, "The Inflationary Process : Shocks and 

Accommodation . " in Y Ben-Porath, Ed. 'The Israell Economy: Naturlng Through 
Grises' Cambridge Mass.: Harvard University Press ( 1986): 347-74. 

Calvo, Guillermo A. "Temporary Stabilization: Predeterrnined Exchange Rates." 
Journal of Polical Economy 94 (1986): 1319-29. 1 

"Balance-of-Payments Crises in a Cash-in-Advance Economy." Journal ·of 
Noney, Credlt and Banklng 19 (February 1987) : 19-32 . 

Calvo, G. A., L. Leiderman and C .. M. Reinhart, "Capital Inflows and Real 
Exchange Rate Appreciation in Latln America: The Role of Externa! Factors . " 
INF Staff Papers 40 (March 1993) 108-151. 

Cardia, Emanuela. "The Dynamics of a Srnall Open Economy in Response to 
Monetary, Fiscal and Productlvity Shocks. 11 J . Nonetary Econ. 28 (December 
1991) : 411-34 . 

Christiano, L. J . , and M. Eichenbuam, "Liquidity 
the Business Cycle," manuscript , 1992. 

Effects, Monetary Policy and 

Corbo, V. "Reforms and Macroeconomic Adjustment 
lv'orld Development 13 (8), 1985. 

Dornbusch, Rudiger, "Stabllizatlon Pollcy in 
Lessons Have He Learnt?," World Development, 
1982 , 701-8 . 

in Chile During 1974-84. " 

Developing Countries: 
special issue, (10), 

What 
Sept , 

and Pablo, Juan Carlos de, "Debt and Macroeconomic Instability in 
Argentina" in Sachs, Jeffrey D. (Ed.) Developing Country Debt and Economlc 
Performance . Volume 2, Chicago and London, The University of Chicago Press, 
1987, pages x, 565. 

Drazen, Allan and Elhanan Helpman, "Stabilization with Exchange Rate 
Management." Quarterly Journal of Economics 11 (1987): 835-55. 

and ____ , "Stabilization with Exchange Rate Management Under 
Uncertainty. 11 in Elhanan Helpman, Assaf Razin and Efraim Sadka (Eds.) 
Economlc Effects of the Government Budget, Cambridge, The MIT Press 1988: 

' 835-55. 
Edwards , Sebastlan, "Stabilization with Libe,ralization: An Evaluatlon of Ten 

Years of Chile' s Experience with Free Market Pollcies: 1973-1983. 11 Economlc 
Development and Cultural Change, (33), 1985, 223-54. 

FIEL (Fundacion de Investigaciones Económicas Latinoamericanas). "Indicadores 
de Coyuntura", Buenos Aires, Argentina, (severa! issues). 

Fuerst , T.S., "Liquidity, Loanable Funds, and Real Activity," Journal of 
Nonetary Economics (29), 1992 , 3-24 . 

Fuerst , T.S., "Household Investment and the Compositional Effects of Monetary 
Injections," Mimeo, Northwestern University, 1992. 

Fernández, Roque B., "The Expectation Management Approach to Stabil i zation in 
Argentina, 1976-82," World Development, (13), Aug., 1985 , 871-92 . 

Guidotti, P . , 'Exchange Rate Determination, Interest Rates, and an 
Integrative Approach To The Dernand For Money', Journal of Internatlonal 
Noney and F lnance, 8: (1989) 29-45. 

Helpman, Elhanan, and Assaf Razin, "The Role of Saving and Investment in 
Exchange Rate Deterrnination Under Alternative Monetary Mechanisms,'' Journal 

25 



of Political Economy (13 1984 307-325. 
and _ _ ___ "Exchange Rate Management: Intertemporal Tradeoffs. 11 

AER 77 (1987): 107-123. 
Kiguel, Miguel A., "Inflation in Argentina: Stop and Go Since the Austral 

Plan," World Development, (19), 1991, 969-986. 
King, R. G., C. L. Plosser and S. T. Rebelo, "Production, Growth and Business 

Cycles I: The Basic Neoclassical Model. 11 JPE 21 (May 1988), 191-232. 
Krugman, Paul R., "A Model of Balance-of-Payments Crisis. 11 Journal of Noney, 

Credlt and Banklng 11 (1979): 311-25. 
Kydland, Finn E., and Prescott Edward C., "Time to Build and Aggregate 

Fluctuations." Econometrlca 50 (November 1982), 1345-70. 
Lucas, R.E. ,Jr., Nodels of Business Cycles. Cambridge, Mass.: Basil Blackwell, 

1987. 
"Liquidity and Interest Rates," JET (50), 1990, 237-264. 

Mendoza, Enrique G. "Real Business Cycles in a Small Open Economy . 11 A.E.R. 81 
(September 1991): 797:818. 

Novedades Económicas, Córdoba, Argentina, (severa! Issues). 
Obstfeld, M. 'Macroeconomic Policy, Exchange · Rate Dynamics And Optima! Asset 

Accumulation' JPE 89 (1981) : 1142-1161. 
"Balance-of-Payments Crises and Devaluatlon." JNCB 16 (1984): 208-17. 
"The Capital Inflows Problem Revisted: A Styllzed Model of Southern 

Cone Desinflation." Review of Economic Studies 52 (1985): 605-25. 
Park, J. A. "Gestation Lags wlth Variable Plans: An Empirical Study of 

Aggregate Investrnent." Carnegie-Mellon Uni verslty, dissertation 1984. 
Reinhart Carmen M. and Végh Carlos A. "In ter temporal Consurnption Substi tution 

and Inflation Stabillzation: An Ernpirical Investigation." IMF (January 
1993a), rnimeo . 

and ____ "Nominal Interest Rates, Consumption Booms and Lack of 
Credibility: A Quanti tative Examination." IMF (1993b), rnimeo. 

Rodriguez, Carlos A., "The Argentlne Stabllization Plan of Decernber 20th, 11 

World Development, special issue, (10) Sept., 1982, 801-11. 
Rebelo, Sergio, "Inflation In Fixed Exchange Rate Regirnes: The Recent 

Portuguese Experience." lnstltute for lnternatlonal Economlc Studles, 
Sweden, seminar paper U 517, (July 1992). Forthcorning in Torres F. and F. 
Giavazzi, "Adjustment and Growth in the European Monetary Union." Cambridge 
University Press, 1993. 

Roldós, Jorge E. 11 0n Credible Desinflatl.on." Nanuscrlpt, IMF (April 1993). 
Rouwenhorst Geert K., "Time to Build and Aggregate Fluctuations." Journal of 

Nonetary Economics 27 (1991) 241-254. 
Sjaastad, Larry A. , 11 Argentine Econornic Pollcy, 1976-81." in G. di Tella and 

R. Dornbusch, Eds. 'The Political Economy of Argentina, 1946-83' Pittsburgh: 
Unl.versity of Pittsburgh Press 1989, 254-75 . 

Sollmano, Andrés, 11 Inversión Privada y Ajuste Macroeconómico. La Experiencia 
Chilena en la Década del 80'. 11 Colección Estudios CIEPLAN 28 (June 1990): 
29-55. 

Stockman, Alan C. and Tesar, Linda L., "Tastes and Technology in a Two-Country 
Model of the Business Cycle: Explaining International Comovements. 11 NBER 
Working Paper U 3566 (December 1990). 

Uzawa, H. 'Time Preference, The Consumption Function And Optimum Asset 
1 

Holdings' in J.F. Holfe, Ed. 'Value, Capital And Growth: Papers In Honor Of 
Sir John Hicks' Edinburgh: Edlnburgh Universlty Press 1968, 485-504. 

26 



Table 1 

(A) Long-run data relations used to calibrate the model 

Inflation rate (monthly) 

Monetization rate (Ml/(CPI/GDP), yearly) 

Return on foreign asset (yearly) 

Trade balance/ GDP 

Total Investment / GDP 

Traded GDP / Nontraded GDP 

Labor share in traded GDP 

Labor share in nontraded GDP 

(8) Calibrated Parameters 

~ (minus) semilasticity of the 
discount factor with respect 
to consumption 

1-~ elasticity of the perlad 
utility function with 
respect to consumptlon 

0 elasticlty of the aggregator 
function with respect to 
traded absorption 

1-~ labor elasticity of traded output 
T 

1-~ labor elasticity of nontraded output 
N 

ó depreciation rate (yearly) 

q proportional cost of one financia! 
transaction 

(C) Non-calibrated parameters 
(subject to sensitivity "tests") 

J number of gestation lags 

10.25¾ 

3.96¾ 

6.50¾ 

2.67¼ 

17.0 ¼ 

41. 86¼ 

48.0 ¼ 

63.0 ¼ 

0.0041 

-4.0 

0.38 

0.51 

0.66 

6.0¾ 

0.88¾ 

24 

~T=~N adjustment cost parameters in sectoral 10 
investment 

z Fractlon of the financia! transaction 
cost returned in a lump-sum manner 90¾ 
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Table 2 

Average Monlhly Inflalion Previous lo lhe Converlibilily Plan 

years before 
the Plan 

1 
2 
3 
4 
5 

10 
20 

Monthly 
Inflation 

(¾) 

19.1 
37.9 
30 . 0 
24.8 
21. O 
17 . 1 
11. 3 

Source: Indicadores de Coyuntura (FIEL) 
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Table 3 
lnitial Real Effects of a Stabilization Program that Lowers the Devaluation Rate from 24% to 0% per Month 

Model: z=90% 
Model: z= 100% 
Model: z=0 
Data 

Trade 
Balance 

-6.2 
-6.1 
-7.8 
-7.1 

Real 
Exchange 

Rate 
-6.7 
-6.5 
-8.4 

-228 

GDP lnvestment Consumption 
(in terms of (in terms of the 
tradables) composite Good) 

4.8 36.6 0.8 
4.6 38.1 0.2 
6.0 22.0 5.6 

14.0 29.1 20.4 

Notes: (1) For GDP, Consumption and lnvestment the figures reported correspond to the percentage 
distance between the second year of the program and the average of the 4 years preceeding the 
program. (2) For the trade balance it corresponds to the difference between the trade 
balance of the second year after stabilization and the average trade balance in the tour years previous to 
stabilization as a percentage of the average of GOP for the tour years preceeding the plan. (3) For the real 
exchange rate it corresponds to the percentage difference between April 1993 and March 1991 
(this exceptionwas made to avoid the effects of the outliers corresponding to months of the hyperinflations 
of 1989-90). · 



Figure 1 

ARGENTINA: Monthly lnflation (%) 
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Figure 2 
ARGENTINA: lnflation and Devaluation 

(% monthly) 
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Figure 3 
ARGENTINA: Real Exchange re.te 
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Figure 4 

ARGENTINA: REAL EXCHANGE RATE 
(deflated by CPI, base dec76=100) 
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Figure 5 

ARGENTINA: epi and wpi 
(Jan 1991 = 1.0) 
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(a) 

ARGENTINA: Trade Balance in Goods 
(Millions of dollars) 
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Source: (a) Fiel; (b) Broda & Asoc. 



Figure 7 
INITIAL EFFECTS OF THE CONVERTIBILITY PLAN ON AGGREGATE SUPPL Y ANQ O EMANO 

(In thousends of Pesos of 1986) 
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Figure 8 

FISCAL DEFICrT: FEDERAL GOVERNMENT 
(before privatization income, % of gdp) 
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Figure 9 

STABILIZING THE MODEL ECONOMY: INITIAL EFFECTS (z=90%). 
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Figure 9 (contlnued) 
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Table 10 

SENSITIVITY OF THE INITIAL DYNAMICS TO THE SIZE OF THE ADJUSTMENT COST: PHl=0 
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Figure 11 

SENSITIVITY OF THE INITIAL DYNAMICS TO THE NUMBER OF GESTATION LAGS: J=2 
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Figure 12 
ALL OF THE FINANCIAL TRANSACTION COST IS RETURNED 

TO THE HOUSEHOLD IN A LUMP- SUM MANNER: (z=100). 
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Figure 12 ( contlnued) 
THE FULL FINANCIAL TRANSACTION COST IS BORN BY THE ECONOMY (z=0) 
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