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Abstract

This paper studies the initial effects of exchange-rate-based stabilization programs within
a dynamic general equilibrium model of a small open economy in which inflation acts as
a tax on intermediate transactions and capital accumulation is subject to convex adjust-
ment costs and gestation lags. The model replicates the typical pattern of slow inflation
convergence, sustained real exchange rate appreciation, trade balance deterioration, and
expansion in domestic spending followed by a deflationary slowdown, without resorting
to sticky prices, imperfect credibility, or adaptive expectations. Calibrated versions of the
model are compared with the initial effects of the Argentine Convertibility Plan of April
1991.
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1. Introduction

In the past two decades, a large number of chronic-inflation countries has
used the nominal exchange rate as an anchor to control high inflation. The main
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component of exchange-rate-based stabilization programs is the announcement of
a reduction in the rate of devaluation aimed at curbing inflationary expectations.
The stabilization attempts in Argentina (1979-1981, 1985-1986, 1991-), Brazil
(1985-1986, 1994—), Chile (1978-1982), Israel (1982—1983 and 1985-), Mexico
(1987-1994), and Uruguay (1978-1982) are well documented. These episodes
were characterized by similar initial effects: The inflation rate converged slowly
to the devaluation rate; the real exchange rate, defined as the price of tradables
in terms of nontradables, declined gradually; the trade balance deteriorated; and
domestic spending boomed.

Much attention has been devoted to constructing models capable of explaining
the initial effects of this type of stabilization plan. The theoretical explanations
offered in the late 1970s and early 1980s were greatly influenced by the work of
Rodriguez (1982) and Dornbusch (1982). In their models, adaptive expectations
and sluggish adjustment of prices in the market for nontradable goods are key
in explaining the initial effects: A permanent reduction in the devaluation rate
induces a decline in the real interest rate because interest rate parity forces the
nominal interest rate to fall instantaneously and inflationary expectations adjust
slowly. The decline in the real interest rate induces a boom in aggregate do-
mestic absorption and inflationary pressures in the market for nontradable goods.
Persistent inflation, combined with the currency peg, produces real appreciation.

Many of the stabilization attempts mentioned above failed primarily because
of fiscal inconsistencies. These failures motivated another branch of the literature
known as the temporariness or imperfect credibility hypothesis, in which it is
assumed that from the moment the stabilization program is announced the pub-
lic believes that the program will be abandoned at some point in the future.?
Pioneered by the work of Calvo (1986) and further developed by Calvo and
Végh (1993) and Reinhart and Végh (1993a,b), among others, the temporariness
hypothesis is formalized using models in which inflation acts as a tax on con-
sumption — typically via cash-in-advance constraints. A temporary reduction in
the inflation rate induces agents to substitute current for future consumption and
thus generates an increase in aggregate demand, a deficit in the current account,
and an appreciation of the real exchange rate.?

This paper presents a theoretical explanation that departs from the Rodriguez—
Dornbusch model by assuming flexible prices and rational expectations and that
departs from the temporariness hypothesis by requiring that the model replicate
the observed empirical regularities even when the program is assumed to be

1See Kiguel and Liviatan (1992) and Végh (1992).
2This line of research has its roots in the literature on balance-of-payment crisis (Salant and
Henderson, 1978; Krugman, 1979; Obstfeld, 1984; Calvo, 1987).

3Several authors have explored the alternative of assuming that at the moment the plan is announced
the public expects a future fiscal reform rather than the abandonment of the currency peg (Drazen
and Helpman, 1987, 1988; Helpman and Razin, 1987; Rebelo, 1994).






