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1) Introduction

Since 1981 Latin America's economic growth rate has
been significantly reduced by historical standards while
inflation has been accelerating: This paper argues that this
poor economic performance is a direct consequence of the
policies that have been used in response to the external debt
crisis. It starts by considering the question of why did Latin
America overborrowed in the seventies. It follows by pointing
the recessionary-inflationary nature of the orthodox external
adjustment policies of the early eighties. This leads to a
discussion of the new heterodox policies which are being used

in Argentina, Brazil and Peru to stop inflation.

2) The Origins of Latin America's Indebtedness

In august 1982 Mexico's announcement of a temporary
external debt payments moratorium made it clear to latin
american governments, and to international organizations and
comercial banks that the region had overborrowed in the previous
decade and that a general payments crisis (which for latins

looked more like an insoluble dead end) was on. Why did it

* CATHOLIC UNIVERSITY OF RIO DE JANEIRO. The author wishes to acknowledge
the research help by Alberto Espejo, which cames close to coauthorship

in some parts of this paper.



happen? Why did these countries borrowed more than they should,
on an a posteriori evaluation?

International capital markets were inhabited from the
thirties to the sixties, basically by international organizations
(such as the IMF and the World Bank) and by export-import
agencies or banks from the advanced countries. By the late
sixties, however, comercial banks were already a strong presence,
and with the coming of the 0il crisis in 1973 they amplified
their role as the financial linﬁ between the surplus OPEC
countries and other developing countries. The international
capital market expanded,with low real rates of interest, making
it possible for these developing economies to assume the larger
share of borrowing. For latin america countries the environment
looked very favourable with such easy ané cheap credit.
Not borrowing had to sound as an absurd option. It was
as if suddenly all foreign exchange constraints had disappeared
putting the fancy of a rapid jump into development at hand
distance.

Take the case of Brazil for example. In the period
1968-73 it had,on average,annual growth rates of GDP of 10%,
inflation rates around 20% per annum, rapid import growth, trade
balance surpluses, small current account deficits and a

substantial accumulation of foreign exchange reserves. While

~external debt increased fourfold .to US$i12-billions, half of it - -

was hold as reserves, and the country was able to sustain its
industrialization effort (with industrial output growing an

average of 14% per annum) Bra2111an exports managed to grow

(at 24% per annum) faster than world trade (at 18% per annum)



producing an increase in the share of brazilian exports in
world markets from 0,86% in 1967 to 1,18% in 1973. It seemed
that the potentialities of export driven growth were unlimited.
This rosy situation was menaced in 1973 by the first
oil shock, but the brazilian reaction was to keep on growing
while most of the developed world was going into recession.
Public investment surged as an ambitious plan for import
substitution of capital goods and basic inputs (mostly in
metallurgy and heavy chemestryf was launched. As a result in
the period 1974-78 GDP growth was sustained at about‘ 7%
per annum at the expense of a fourfold increase in current
account deficits (to annual figures around US$6 billions) and
a piling up of external debt to US$53 billions. After 1979 with
the second o0il shock and the interest rates upsurge the picture
became even worse, with current accoun£ deficits above USS$10
billions and the external debt moving to US$90 billions by 1982,
with some 70% of it having been contracted under floating
interest rates. Tough GDP growth proceeded at an average of 3%
in the period 1979-82, at this stage oil imports were already
accounting for about one half of total imports. The brazilian
response to the crisis of the seventies had clearly made the
country even more vulnerable to external conditions and
international capital market disturbances by the early eighties.

The same effect was produced in Mexico, to take

another example, by a.. .. . . different process. For thig - -

country the o0il shock came as a boom, and seemed to indicate a
fast way tc riches though the development of its fuel reserves.

External borrowing made it possible to develop offshore ojl



production without reducing domestic consumption. About 40% of
mexican imports in the seventies were of consumption goods.
Current account deficits and external debt piling up resulted
inevitably from a combination of mineral investments, sustained
consumption of imported goods and a fall in non-oil exports,
which eventually lead to the moratorium of 1982.

In some countries, such as Argentina and Chile, the
easiness of external borrowing seems to have stimulated an
indiscriminate opening of exchange markets which permitted
perverse capital flights later on. In Argentina the period
1978-81 was the time of the neo-liberal experiments in economic
policy, which introduced high capital mobility in a context of
overvaluating exchange rate and falling terms of trade. Capital
flight became éervarsive in this period, with the consequence
that external debt was accumulated without any domestic capital
counterpart; its main effect was to increase the holding of
external assets by argentinians.

The experiences of Mexico, Brazil and Argentina show
different stories that lead to the same final piling up of
external debt: Mexico borrowed to consume, Brazil borrowed to
industrialize, Argentina borrowed to accumulate foreign assets.
In general, however, all over Latin America the abundance of

external credit seems to have created the false impression that

cheap borrowing was suffficient to sustain economic development
indefinitely, generating overoptimistic expectations about the
time length through which those extraordinary international

capital market conditions could last. In this sense, therefore,

Uit seems fair to say that overborrowing was da result of a sort



of lack of maturity. Latin America countries acted much as
teen-ayers who tend to overestimate their possibilities,
taking too bright a view of the world without adequate
consideration of the hard facts of life (such as having to pay
back the money you borrow).

On the other hand, however, one should never forget
that Latin America's current account deficits were beneficial
in the seventies to the general level of economic activity. If
the region had not been willing to generate the bulk of the
counterpart to the current account surplus of OPEC countries
(which amounted to something like US$250 billions in 1974-79)
the world would certainly have gone through a much deeper
recession episode. On this we cannot avoid quoting Richard

Cooper's remarks, written before the second oil shock (see

Cooper, 1979, p. 325):

"What happened was that a number of countries took conscious
and, I think, rational decisions to ride out the recession. They choose
not to experience it in 1974-75, but to borrow abroad instead, to maintain
growth and external demand, and external debt rose accordingly. They took
a gamble that I think was rational and that, indeed, was very helpful from
the point of view of the world economy as a whole, because they helped to
limit the extent of the downturn. But it is a gamble that they essentially
lost. The recession was much sharper and much longer than was anticipated
at the time, and now these countries face serious decisions as to how much
to retrench and how to accomplish it..." (emphasis added).

3) The Day After: Recessive Adjuctments in the Eighties

The punishment for the "lack of maturity" of the
seventies came on the wake of the debt crisis of the eighties in

the form of recessive adjustments forced by the severe reduction




of the flow of external resources into the region. (Table 1)
At this stage the IMF played a leading role in many countries.
Of the seven major economies, Argentina, Brazil, Chile, Colom-
bia, Mexico, Peru and Venezuela, which together account for
almost 90% of total output of goods and services, only Colombia
did not experience at least one significative annual declline
in GDP (Table 2). Even in Colombia, however, the rate of growth
of GDP went bellow the rate of growth of population, producing
declines in per-capita GDP. After 1984 growth resumed but in
most countries (Brazil is the major exception) at rates bellow
historical averages.

Though each. country played its own line there were
many common elements in the group behaviour. Exchange rate
policies moved swiftly toward devaluation. Argentina, for
example, droped its preannounced exchange rate pegging
experiment and in the two years 1981-82 brought the exchange
parity back to its 1975 level. Mexico and Chile devaluated in
1982, Brazil in 1983, Venezuela in 1984. Peru and Colombia made
more gradual adjustments since 1982.

Another common response to the crisis was fiscal
restraint, most notably in those countries that fell under IMF
tutelage. In general improvements in the deficit position came
from the side of reduced public consumption or increased tax
revenues. Brazil, Mexico and Venezuela achieved drastic
‘reductions in theif'fiSCéI‘aefiéits”innﬁhie*ﬁéy“(Tégiewfflwfgu&wwwmww
some of the other countries, such as Peru, Colombia and Argen-

tina, the retrenchment of public expenditures was more than

. compensated by surging interest costs on internal.and external .. . . ..



gbvernment debt, with the result that the budget position even
deterivrated.

Monetary policy was restrictive everywhere, as a
result of both losses in foreign reserves and domestic credit
contractions (Table 4). In Argentina, Brazil and Peru, the
real guantity of money had been reduced by 1985 to one third
of its 1980 level. Chile and Mexico also experienced severe
monetary restraint; Venezuela was the only case of a more or

less passive monetary policy.

In most countries a significant fall in real wages
was also part of the adjustment process; Colombia,Brazil and
Argentina being the three exceptions (Table 5). This resulted from
the combination of recession, accelerating inflation and

discretionary wage policies.

-

At a rather impressionistic level we may sumarize
the whole recessive adjustment proces of the latin american
economies in the eighties as follows. The collapse of external
finance in conjunction with high international interest rates
produced a balance of payments crisis and intensified fiscal
budget inbalances. When exchange rate devaluation was used to
solve the balance of payments problem it worsened the deficit
problem, increasing the domestic currency value of the interest
rate charges on the external debt held directly by government
and its enterprises. Devaluation also triggered inflation by
‘increasing the domestic prices of imported inputs (which in
many countries meant mostly oil derivatives). The balance of

payments crisis stimulated quantitative import restrictions

producing supply shortages of imported capital and intermediate . .



gbods which by its turn reduced domestic investment and current
production. Hence, the first recessive impact came directly
through supply bottlenecks of imported inputs.

Though it is true that inflation (or more precisely,
its acceleration) acted as a mechanism to transfer real income
from workers, to the financial sector and to government, recession
acted by reducing the tax base, with the consequence that the
fiscal deficit threatened to move up, especially because it
was also pressed by the high le;el of interest rates on
government external debt. For those countries that had to
negotiate with the IMF the only feasible way to straighten the
government budget position was by curtailing public investment,
which produced more recession. The IMF also required a tight
monetary policy, which moved domestic interest rates up,
producing more public deficit as a result of the increased
interest rate charges on government's internal debt. In the end
the combination of falling real wages, reduced public

expenditures, monetary restrain and supply bottlenecks could not

fail to be tremendously recessive.

4) The Inflation Side Effect

Latin America's adjustment to.the debt crisis was
clearly stagflationary (Table 1). It produced a decrease in the
growth rate of GDP (actually, negative rates in 1982-83) coupled
with a threefold increase in the average rate of inflation,

which reached the 150% per annum mark in 1984-85. Inflation was

~a result of the need to change some key relative prices; namely . .. .. _ . .



the price of tradable goods (particularly imported energy
inputs) relative to non-tradable goods and the real wage, as
part of the balance of payments adjustment process. In most
cases exchange rate devaluation was the main trigger mechanism,
increasing the real domestic prices of imported inputs and
thereby making the rate of inflation move up. The same effect,
however, resulted from increases in domestic prices of energy
inputs in response to higher international prices (as in 1979-
80 in the case of Brazil) or f£om increases in the domestic prices
of imported goods that became scarce as a consequence of the
foreign exchange bottleneck.

Table 6 shows the behaviour of inflation by country
in the last five years. The general tendency was upwards with
the exceptions of Colombia, which shoyed a remarkably stable
inflation rate in the period, Venezuela,which had only a
temporary inflation surge in 1984, and hile, which after the
1982 jump showed considerable stability in the rate of inflation.
For some countries the upward movement lead to three digits
inflation, raising worrisome signs of a hiperinflationary trend.
Argentina showed an annual. rate close to 700% by the end of
1984 (which went up to a peak of 1128% in June, 1985), Brazil
surpassed the 200% mark by 1985. Mexico came close to 100% in
1982 but then manage to bring the inflation rate down to 60%.

By camparing the rates of inflation of Table 6 with the rates cof
“devaluation of the real exchange raté in Tablé 7 we obséérive that a real
devaluation was systematically associated with an inflation acceleration in
the same or the following year. In 1982 the devaluations by

Argentina, Chile and Mexico seemed to produce a jump in the =
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rate of inflation in the same year. Something similar happened with
Brazil in 1983 and Venezuela in 1984. In Peru the inflation jumps
seemed to occur in the year following the devaluation, perhaps
because these particular devaluations occurred at year ends.
Though inflation is a complex phenomena and each
country had.its particular history under different institutional
settings, it is hard to avoid the notion that this inflation
surge of the eighties was predominantly a consequence of the
supply shocks generated by the éxternal adjustment. Brazil gives
a clear cut example. In 1983 real money supply fell by almost
50%, the public deficit was cut by one half (from 6.2% in 1982
to 2.7% in 1983, according to BIRF figures) and real wages
decreased 9% ; yet the inflation rate jumped by some 100
percentage points. What was the cause? It could only have been
the relative price shifts produced by the 30% maxidevaluation of
february, 1983, coupled with a foodstuff crop failure. These
supply shocks were amplified into a 100 percentage points
inflation acceleration by the brazilian indexation mechanisms.
there is no doubt that Latin America's inflation surge
of the eighties was predominantly a supply side phenomenon. The
interesting question is why did it hit different countries with
so different intensities. While Argentina, Brazil and Peru found
themselves in 1985 in open three digit inflation processes, Chi-

le, Colombia and "“z2nezuela still showed acceptable (by regional

“standards) two or one digit figures. How c¢an oné explain that ™

comparable exchange rate devaluations in Brazil-1983 and Vene-

zuela-1984 could have had so different inflationary consequences?

- _Why did the exchange rate devaluation in Mexico-1982, which was
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twice as large as the brazilian devaluation of 1983, produced
a smaller inflation acceleration?

The answer in my opinion has to do with indexation,
which is a key element for a correct understanding of any
three digit inflation process. Indexation itself is a
consequence of chronic inflation. When a society experiences
significant inflation for a long period its economic agents
develop an indexation technology, a set of techniques which
allows them to live under high inflation without suffering too
much from it. Brazilians, for example, have traditionally
boasted about their ability to live much better under high
inflation than americans or europeans (and sometimes we have
indeed produced very high GDP growth rates notwithstanding
inflation). Nevertheless there is a perverse twist in this
situation, because, though indexation is perfectly rational
from the point of view of each individual who thrives to survive
inflation, the sum of these private rationalities leads to a
result that is clearly irrational from the point of view of
society as a whole, namely, an open self-sustaining inflation
process, that cannot be dealt with by traditional monetary and
fiscal policy instruments. The inertia element becomes dominant
in inflation and the economic system get caught into a sort of
inertial trap, a prisioner's dilema from which no-one can scape
by himself, and which turns (past) inflation into the basic
cause of (present and future) inflation. =~

Indexation sets in because under high inflation

economic agents are forced to develop mechanisms to protect
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their real incomes from the inflationary erosion. This means
linking the price of the good or service he sells (which in the
case of a worker would be his wage) as well as possible to an
average of the prices of goods and services he buys (which, in
the case of a worker, would be the cost of living index). In
some countries, such as Brazil, some of these mechanisms were
defined by the law: each wage, for example, used to change at six
months periods in proportion to'the consumer price index.
Government regulation, however, is not essential for indexation;
it will tend to appear spontaneously even without any regulation*.
In a highly indexed economy, inflation becomes
predominantly inertial: prices increase because costs increase,
and costs increase because prices increase. All prices are going
up because all prices have gone up recently. At the botton of the
process we find the main cause for this inertia in a specific
pattern of behavior that becomes more and more widespread as inflation goes up.
It is a highly defensive backwardlooking behavior in price formation by
which at more or less fixed time intervals people try, by means
of price increases, to get back that part of the purchasing
power of their incomes that has been efoded by inflation since
previous price increases. When all economic agents adopt under
normal conditions this strategy of periodically resetting their

real incomes to their previous peak levels, the rate of inflation

_* As a matter of fact in most cases government regulations acts more as a.

restraint on indexation. In the case of Brazil, for example,the wage law keptrr

wage indexation on a semestral basis in 1984-85 when inflation was already
going at a six months rate of 80%. Without government regulation wage
indexation would have changed to a quarterly or monthly basis, making the
inflation process even more unstable. Hence formal indexation acted as a
stabilizing element in this case.
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térnqs became stiky:yesterday's inflation becomes today's infation trend. The
economyis caught into an inertial inflationary equilibrium.

But if this is so, how can we explain inflation jumps?
The arcwer is that any inertial inflation equilibrium can be
disturbed by large relative price shifts. Theoretically, if the
indexation mechanisms were perfect no relative price shift
would be possible, and any attempt to produce such a shift would
cause inflation to explode to infinite. Indexation mechanisms are
built exactly with the intention of not allowing relative price
changes, which always benefit some individuals at the expense
of others. In practice, however, these mechanisms are never
perfect and they can never completely fullfill their goal.
Economic agents do not review their prices continuously, and
even under very high inflations price corrections occur at
monthly or larger intervals. Also, the degree of indexation
usually differs among individuals: in Brazil for example one
could find semestral and guarterly wage indexation coexisting
with monthly industrial prices indexation.

It is precisely because indexation is always imperfect
and uneven that relative price shifts can be produced by inflation
accelerations. When inflation goes up those prices that are less
perfectly indexed tend to lag behind those other prices that are
more perfectly indexed. This has long been a well understood
fact in Brazil: because most wages were indexed on a semestral
basis while most commodity prices changed on a one or two months
basis, inflation accelerations (not caused by wage pushes) always

produced real wage losses.
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If in Brazil wages had been indexed on a quarterly
instead of semestral basis, while prices of goods went on
changing on a one to two months basis, inflation accelerations
would still produce real wage losses, but in this case a given
real wage reduction would require a larger inflation increase.
This is another fundamental fact about indexation: as an
econamic system becomes more intensily indexed inflation
accelerations become relatively'less efficient in producing
relative price shifts. In a heavily indexed economy even small
relative price changes may require large inflation jumps.

We can understand now why the debt crisis produced
such an uneven incidence of inflation in Latin America, even
for countries such as Brazil and Chile with comparable real
exchange rate devaluation histories. The degree of indexation
was very different among its economies, making it possible for
some of them (the less indexed ones) to produce the relative
price shifts necessary for external adjustment with only
moderate or even without permanent inflation jumps while the
others (the more indexed ones) had to accept large permanent
inflation jumps to produce the same results. Any casual visitor
to the region in the early eighties could see that Argentina
(with monthly wage indexation and many prices being quoted in
US dollars) was more intensily indexed than Brazil (with

semestral wage indexation and a lot of price controls). This

helps explain why Argentina came closer to hiperinflation than

Brazil. The casual visitor would probably find that Peru and Me-

xico (with some experience with two digits inflation but almost

. no. formal indexation) were less .indexed. than.Brazil but more ... ...
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indexed than Chile and Colombia. He could also not fail to

notice that Venezuela was almost free of indexation.

5) Heterodox Shocks

This understanding of high inflation as a result of
formal and informal indexation has been the theoretical basis
for some innovative stabilization plans which have been launched
in Latin America since 1985: the argentinian Austral Plan
of June 85, the brazilian Cruzado Plan of february 86 and, to a
lesser extent, the peruvian Inti Plan of august 85. The first
‘results of these plans, as reported in Table 8, have been quite
favorable. Though it is still early for a complete evaluation,
there is no doubt that the hiperinflation trend has been
contained in all of these countries (most clearly in Argentina
which was on the edge of it).

The programs have been built on the notion that the
economies were caught on inertial inflationary traps resulting
from widespread indexation. Their main goal is to erradicate
indexation from the economic system, that is to say, to change
patterns of behavior in price and wage setting in ways
cemplatible with price stability. In this sense they are
rrograms of cultural change, which will really succeed only if -4
they can eliminate all inflation memories and habits from *
‘people's minds. They must undo what the long acquaitance of
society with inflation has produced, making economic agents

forget their sophisticated techniques for surviving high
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aﬁericans or eurcopeans. That is the only safe way to turn open
inertial inflations into closed inflations.*

We can convey some flavor of what is going on in
these stabilization experiments with a very brief description
of the brazilian cruzado plan. There is, of course, no need to
point that each program is a different individual, being applied
under different circunstances in different institutional
settings. They do have in common, nevertheless, their heterodoxy
and the basic diagnosis that indexation is the main enemy.

A common important characteristic of the Austral and
Cruzado plans was that they started with a currency reform#**,
In Brazil the old cruzeiro, was replaced by the new cruzado on
February 28th at the rate of 1000 cruzeiros per cruzado. The
idea was that this signaled a once and for all break with the
inflation past and the beginning of a new price stability era.
One should not minimize this simbolic role of the currency
reform. After all if inertial inflation results from the pattern
of behavior of economic agents, changing this behavior is to a
large extent a problem in social psychology. The monetary
reform demonstrates that government has taken the firm decision
to launch an ambitious plan for the definitive erradication of
inflation. While changing the monetary unit, it also redefines
the rules of the old inflation game, making a bet on the

stability of prices in the new environment. The bet is made g

* This open-closed inflation distinction should be clarified. An open inflation -

has no anchor in price stability; it can perpetuate an inflation equilibrium

at any conceivable rate. The process essentially feeds back on itself. A

closed inflatin is anchored on price stability. Supply shocks produce only

inflation bubbles that tend to dissipate over time. The system does not

produce stable inflation equilibria; it is stable only on a zero inflation path.
- **This was npot-so -in- Peru-because the new currency,-the-Inti;had-already-been -
introduced by a different government at the beginning of the year (in May).
This was unfortunate because it deprived the peruvian plan of this important
element of psychological punch. See Espejo (1986).
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explicit by the decision to maintain a fixed exchange rate of
the cruzado on the dollar, .and by the freezing of prices of
public enterprises (oil derivatives, steel) and tariffs (energy,
communications, post office). Price stability can only be
achieved if bets like this are made by a great majority of
society, so phat strong social and political forces are put to
work in the direction of avoiding a resurgence of inflation. By
fixing its prices and the exchange rate in the new currency,
government takes the lead .nd séts the example. It should also
be noted that for the public at large the introduction of a new
monetary unit has a certain magic element (as most people find
money a most misterious entity) which helps to strengthen the
message that there is a break with the inflation ridden past
and the beginning of a new life under price stability.

The reform has also set the stage for the conversion
of the cruzeiro values at the moment of the shock of prices and
carnings to new cruzado values consistent with a non-inflationary
environment. This was much more of a problem in Brazil than in
Argentina because the economy was less indexed. Wages, for
example, were indexed on a semestral basis, with the
consequence that at the moment of the reform some workers were
earning a real wage above their permanent, medium term average;
others were éarning a real wage bellow their medium term
average. The problem is that in a high inflation environment the
real value of -any price or earning that is reset only at fixed
intervals oscitlates between peak and trough values never
settling on its average value, even when this average remains

constant over time. If we move into a non-inflationary



18.

environment it is obvious that the conversion of prices and
earnings should aim at these average values (at least if one
wants a distributionally neutral conversion). In practice this
meant that some nominal wages had to be reduced when compared
with the values that come from the simple 1000 cruzeiros per
cruzado conversion used for notes and demand deposits; others
had to be increased relatively to the same standard. The program
had to set complex schemes for the conversion of wages, rents
and all sorts of earnings into.gverage equivalents consistent
with price stability, and that was much easier to do in the
special "change of rules"” climate produced by the monetary
reform.

The conversion of the financial sector to a new non-
inflationary mode of operation was also made easier by the
monetary reform. Financial operations typically involve
contracts for the future delivery of money at a certain interest
cost. Under high inflation interest rates have a built in charge
to compensate for the expected future loss in the purchasing
power of money. With the sudden stabilization produced by the
shock, existing .contrasts, which made sense on the expectation
that inflation would follow its previous trend, turn out to
have exorbitant real interest rates, because in this new
situation the expected future loss in the purchasing power of
money does not occur. Hence existing financial contracts have
to suffer some adjustment to avoid arbitrary (and quite
substantial) real income transfers from borrowers to lenders.

The monetary reform solved this problem in both the

Cruzado and Austral plans by letting existing financial
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oberations be liguidated in terms of the o0ld currency as
contracted (hence existing cruzeiro obligations remained valid)
but defining a rate of conversion between the 0ld and the new
currency (the cruzeiro value of the cruzado) that depreciates
daily in such a way as to mimic what would happen if the two
monies coexisted with inflation following its previous trend
in the old money while the new money remained stabilized. The
resulting old money-new money qpnversion table also has a
powerfull psychological educational effect on the population
at large. People use the conversion table to pay their old
cruzeiro debts and thereby get an additional reassurance of
the stébility of pprchasing power in the new monetary unit.

The monetary reform and the conversion of prices,
earnings and financial charges to values consistent with price
stability is the first step in the heterodox shock program. The
second final step is wiping out indexation. This can be
accomplished by a general (though obviously temporary) price
freeze and by the prohibition of indexation links in all sort
of financial contracts, wage contracts, rents, etc. Here how-
ever there is a delicate element of risk. If indexation is
really 100% wiped out, the economy can only operate with a very
low inflation rate. If there is a residual two digit inflation
after the shock, as happened in the Austral plan, some sort of
indexation will have to be reinstated under quite unfavorable
‘psychological conditions, spoiling much of what has been
accomplished with the initial shock. A more cautious alternative,
which was adopted in the Cruzado ‘plan, is to wipe out only the

.short term indexation . links with time. intervals smaller than
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6ne year while retaining some longer term indexation. In the
case of wages, for example, there remained an automatic yearly
correction for 60% of the change in the consumer price index,
and a 100% trigger point mechanism that will go into effect
whenever inflation accumulates more than 20% in any twelve
months time .interval. If inflation in the new money does indeed
disappear, this long term indexation will turn out to be
irrelevant; if inflation remains, it will help keep the economy
operating without the need of a drastic revision in the plan.

In a heterodox shock program the traditional
instruments of monetary and fiscal policy assume a secondary
‘role, and that is what is mostly heterodox about it. Stabilization
is to be achieved by a direct action on the price setting
behavior of economic agents, not by indirect restraint on money
supply or aggregate demand. All one needs is that the fiscal,
monetary and credit parameters be reasonably consistent with
a low inflation path. They have a passive rather than active
role. In practical terms this means that there is no need to
produce a zero deficit or a surplus in the public budget, since
many countries in the world have experienced low inflations with
deficits of 2 or 3% of GDP and larger. It also means that
monetary policy must look at the market interest rate (as in the
old keynesian central banking days) rather than at the money
supply, since this will have to expand substantially as the
stabilization increases liquidity preference and produces a
shift from gquasi-money to traditional money within the (well
defined) monetary aggregate. In Brazil this last effect may cause

the monetary base to increase two or three times without. . . . ..

producing any excess liquidity.
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