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In this paper a Keynesian macroeconomic model for a small open economy is used, which

describes the functioning of the real part of the economy in the short run when facing a
" dominant external restriction. The main conclusions of this paper are: (1) In the Chilean case, a
devaluation has a contractionary impact in the short run, ie., a 109, real devaluation produces a
3.4% drop on the level of output. The non-fulfilment of the Marshall-Lerner condition accounts
for only 30% of the output contraction, while the remaining 70Y%, corresponds to the decline in
consumption that is induced by the reduction in real wages. (2) When the economy has an
external deficit, the adequate combination of exchange and fiscal policies to restore the Balance
of Payments equilibrium which minimizes the decline of output depends on the magnitude of the
devaluation. Thus, an ‘over-shooting’ in the exchange rate, together with a contractionary [iscal
policy, would produce an unnecessarily deflationary impact in the short run. (3) The Chilean
empirical evidence shows that when there is a dominant external constraint, the magnitude of
the short run trade-off between real wages and employment is not very acute. The short-run
elasticity of employment with respect to the real wage is 0.34.

1. Introduction

There is a widespread consensus among economists that most Latin
American economies will be conditioned by a severe restriction of external
resources in the near future. This fact will limit the scope of demand manage-
ment policies oriented to expand output and employment. This macro setting
characterized by foreign credit rationing, sizeable output gaps and unemploy-
ment give rise to questions like: How could output and employment be
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increased in a way consistent with the external constraint? How effective are
devaluations to improve the trade balance? Do they have mainly expenditure-
switching or expenditure-reducing effects? Should devaluation go together
with restrictive demand policies as is suggested by the IMF (International
Monetary Fund)? What limitations does the external constraint impose on
the wage policy? These and other questions are at the center of academic
and economic policy discussions in countries that are currently facing an
external restriction in conditions of low economic activity and high unemploy-
ment. The purpose of this paper is to address these issues both conceptually
and empirically, using a short-run Keynesian macroeconomic model for a
small open economy facing a dominant external constraint.

The structure of the paper is as follows: section 2 lays out the structure of
the basic model. In section 3 we discuss exchange rate and fiscal policies and
their interaction; in this respect, IMF policies are reassessed. In section 4 we
analyze wage policy and the nature of the trade-off between real wages and
employment when a dominant external constraint prevails. Section 5 pro-
vides a short summary of the main conclusions. Short-run policy effects are
quantified using elasticity values and parameters of the Chilean economy.

2. The basic model

To formally deal with these issues we set up a Keynesian model which
explicitly treats the balance of payments as a binding constraint on demand
management policies. The focus is on the short run so productive capacity is
assumed to be fixed over the time span of the analysis.

The structure of the model is as follows: The level of output, Y, is
determined by aggregate demand. The following components of aggregate
spending are considered: (i) Private consumption, C, is a function of real
labor incomes, (w/P)E, where w is the nominal wage rate, P is the price level
and E is total employment. (ii)) An autonomous component, G, which
includes real government spending and investment. (iii) Net exports, NX, are
a function of the real exchange rate, e/w (e is the nominal exchange rate),
foreign income, Y*, and domestic real income, Y; then NX =NX(e/w, Y*, Y).

The balance of payments (in dollars), B, is defined as the sum of the trade
balance in foreign currency, P¥X — P¥M, and net capital inflows, F, (adjusted
by interest payments). B=P¥X — P§;M + F where P¥ and P}, represent export
and import prices in foreign currency. Aggregate export volumes are given
by X=X(e/w'™, Y**)) and the equation, M=M(e/w' ), Y'*)) represents
import quantums. When the economy faces an external constraint, the
foreign exchange availability cannot exceed a given level of international
reserves; i.e.,, dB=0.

The employment level is a function of the level of output, E= E(Y), since
the economy is operating in a regime of Keynesian unemployment. Real
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product wage also affects the demand for labor but indirectly through its
effect on external competitiveness, domestic absorption and aggregate
spending.

We assume that prices are determined by unitary costs under competition.
The price level, P, is a geometric average between wages, w, and the
exchange rate, e (foreign prices of imported inputs are normalized at unity),
P=wfel =

Fig. 1, shows the graphic solution of the model in the plane (e/w, Y). The
internal balance locus represents goods market equilibrium, Y =C(w/e, Y)+
G+ NX(e/w, Y) and its slope is given by

(=) (+)
dY | aC/ale/w)+NX/dle/w)
d(e/w) ”_ S+m !

(1

where s=1—-dC/0Y, m=0dNX/dY; ie, s and m are the marginal propensity to
save and to import, respectively.

Simple inspection of eq. (1) shows that the locus IT will be negatively
sloped provided |0C/d(e/w)| >[N X/d(e/w)|. Given nominal wages, this repre-
sents the case in which the contractionary impact of a devaluation operating
through a depression of private consumption' outweighs the improvement of

e/w

(e/w)l.

{e/w)o

Fig. 1

'Tt is implicitly assumed that the marginal propensity to consume of wage earners is larger
than that one of profit earners.
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the trade balance in domestic currency when Marshall-Lerner conditions are
satisfied. Of course, a sufficient condition for a real depreciation being
contractionary, ceteris paribus, is that the Marshall-Lerner condition fails to
obtain. We will assume the contractionary case is more likely to hold in the
short run [for evidence on that for the Chilean case, see Solimano (1986) and
additional empirical references provided there], ie., the I locus is downward
sloping.?

The external balance locus EE in fig. 1, represents the maximum feasible
levels of output, given the real exchange rate, that are consistent with the
availability of foreign exchange; along EE, dB=0. The slope of locus EE is
given by dY/d(e/w)|ze=(3B/d(e/w))/(M/Y)ny.y which is positive; 7, y is the
income elasticity of imports.

Let us turn now to the issue of devaluation. It is useful to draw a
distinction between actual and potential effects of a devaluation. In fig. 1, the
actual effect of a devaluation is represented by point Q where the goods
market clears at a lower level of output after devaluation takes place and the
balance of payments runs a surplus. In turn, the potential effect of devalu-
ation would be represented by point R in fig. 1, where the economy satisfies
its external constraint without having to pay the recessionary cost implicit in
the uncompensated devaluation like that of point Q.

Then, the natural question that arises is how to close the gap between
actual and potential devaluation, so to bring the economy effectively to
point R? The answer in our model is provided by an expansionary fiscal
policy, which shifts the /I locus up to the right.

Using elasticities notation, an expression that shows the potential effect of
devaluation on output is given by® [y denotes the elasticity operator, say

n2,0=(dz/z)/(d6/6)]

(XXM}'?X,e —Nme
’?Y.e|££=—'

(2)

N,y

To give empirical content to this expression, we use the following short-
run parameter values corresponding to the Chilean economy:* X/M =0.65,

*In the literature, various mechanisms have been suggested through which a devaluation has
contractionary effects in the short run: (i) The existence of a trade deficit when devaluation
occurs. (i) The redistributive effect induced by devaluation among groups with different
marginal propensities to consume. (iii) The fiscal effect of devaluation. (iv) The decline in real
monetary balances produced by a devaluation. (v) The increase in the domestic price of
imported inputs and its impact upon aggregate supply. See Krugman and Taylor (1978),
Solimano (1986) and Van Wijnbergen (1986).

*This expression is obtained by differentiating the balance of payments equation measured in
dollars. We assume that nominal wages are held fixed.

“The price and income elasticities for export and import equations are obtained from De
Gregorio (1984) and Jadresic (1985), relative shares are obtained from Chilean National
Accounts and Balance of Payments statistics.
























