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conclude that such policies have stifled industrial adjustment and have been detrimen
tal to the Canadian economy. The new trade liberalization treaty between Canada and
the United States can be expected to undo only some of the harms.

Much to the benefit of his students, disciples, and all economists, Professor
Harberger has had, as he put it, a longstanding interest in public finance and welfare
economics, especially in the considerable area where the two overlap and converge on
the analysis of the resource allocation effects of tax and other policies. The present
volume is a brilliant homage to an outstanding member of the profession.

Suphan Andic

Dornbusch, Rudiger, Dollars, Debts, and Deficits. Leuven, Cambridge, London
1986. MIT Press and Leuven University Press. 240 pp.

This book is a collection of eight articles and essays on highly relevant - and
certainly controversial - issues of economic policy in the world economy. The three
chapters deal with, as the title of the book suggests, exchange rate theory and the
overvalued dollar (Papers 1,2,3), the debt problem of LDC's (Papers 4,5,6), and finally
Europe's problems of growth and budget deficits (Papers 7,8). The articles were written
between 1982 and 1985 (the documentation on this is, however, not complete); some
are reprinted from Journals, some are either testimony or lecture. Each chapter starts
with an introduction, the only "new" parts of the book. Because of the different
purposes, the articles vary in style and substance, some are more formal or analytical
than others. This must not necessarily be a disadvantage; however, due to the close
sequence as to the time the articles were written, several passages overlap.

It certainly makes sense to bring the articles together in one book since the topics are
to a large extent connected with one another. The message of the book is that there are
large imbalances in the world economy (overvalued exchange rates, overindebtedness,
unduely high interest rates and excessively high unemployment etc.). Dornbusch argues
that these problems can weH be analyzed by modern macroeconomics, and that this
theory can, "more than ever", serve as a "useful framework for active policy" (Preface).

In Ch a p t er 1 on exchange rates, Dornbusch concludes "that theories have across
the board failed to account for exchange rate behavior" (Paper 2, p. 33). This statement
comes as a surprise since he hirnself identifies reasons why we can observe deviations
from the rates "warranted by fundamentals" (and one also wonders how we can know
the fundamentals when we have no appropriate theory!). Among the several causes for
the deviations, he stresses the wrong mix of policies. Tight monetary policy in
combination with loose fiscal policy in the United States is responsible for this
"disequilibrium", and: "In an international perspective it is true that the dollar is
overvalued" (Introduction, p.13). This hypothesis on the policy mix, however, does not
hold up very weH for the subsequent collapse of the dollar after early 1985, aperiod not
covered by the articles: It is true that US monetary policy eased; but fiscal policy
remained expansionary if measured in terms of the budget deficit or the debt/GNP-ratio.
At the same time, monetary policy in Europe and Japan also became expansionary, and
there was no shift away from "tight" fiscal policy. It would be interesting to find out
whether Dornbusch will view this episode as another example of theories that fail.

As long as the "wrong" mix of policies across countries continues, Dornbusch sees
no good chance for target zones for exchange rates. He criticizes this concept also on
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other, more basic grounds: "Anyone who is willing to act on the exchange rate must also
be willing to announce views and actions on interest rates and the stock market" (Paper
1, p. 30). All prices are interlinked, so one cannot concentrate on the exchange rate
alone, even if it was agreed upon that this relative price is wrong.

One of the disadvantages of the system of flexible exchange rates has, according to
Dornbusch, become obvious in recent years: it does not lead to the sovereignty of
monetary policy as the true believers of flexible rates have always argued. His skepticism
is supported by two quotes from columns of the "Financial Times" (are there any
other?) but comes as a surprise to most economists. It is true, policies in country A may
affect policies in country B; but the case that, in principle, each country can pursue its
own course of monetary policy has hardly been questioned in the discussion on the pros
and cons of flexible exchange rates.

What is necessary to overcome the imbalances is, as Dornbusch stresses over and
over again, a change of policies in the United States and abroad. An important part has
to be played especially by Germany, the United Kingdom and Japan: "... the time has
come for them to take the initiative for sustaining growth by long overdue fiscal
expansion" (Paper 1, p. 17).

This "intelligent solution" (ibid.) is the central issue of Chapter 3 which deals with
fiscal responsibility in Europe (Paper 7) and in the United Kingdom in particular (Paper
8). Dornbusch makes a strong case for expansionary fiscal policies; however, he never
really states precisely what type of change he wants: does it not make a difference
whether expenditures are raised (and which) or taxes are cut (and how)? Fiscal
expansion, he continues, needs to be combined with faster monetary expansion which
should be more than just accommodative since real interest rates are still excessively
high worldwide (Introduction, p. 176). He defends this proposal with harsh words
against "ignorant" governments, such as the Thatcher government. Just as an example:
"The increase in unemployment, and the absence of any policy commitment or concep
tion to cope with the problem, must leave any observer in awe" (Paper 8, p. 205). To
blame bad government policies seems natural once one accepts the view that high
unemployment can to a large extent be explained by a shortage of demand. But will this
cure of more expansionary policies work? In the final paper, Dornbusch critically
reviews possible objections which he collects under the heading "the case for doing
nothing". The discussion of the counter-arguments is extensive; but especially in this
section we find a mixture of harsh rhetoric and oversimplifying or, simply, wrong
reading of the discussion in the literature on economic theory and policy.

Two examples are worth mentioning. Dornbusch is honest about our limited
knowledge about how policy affects growth and inflation in the short rune He obviously
does not see serious dangers for accelerating inflation, but the reasoning on this is weak.
After all, he teIls us that he would be willing to accept the risk of higher inflation:
"Whatever significance one attaches to the inflation target, there surely must be some
level and persistence of unemployment at which unemployment becomes the priority,
even if reduction of unemployment means no further cuts in inflation or an actual
increase in inflation" (Paper 8, p. 218). What if the Phillips-curve has again shifted to
the right and there is no gain for employment at all?

Secondly, Dornbusch discusses the policy-ineffectiveness postulate of new classical
theory. This theory implies that "... the economy should, for best results, }je left to look
after itself" (Paper 8, p. 222). He calls this kind of thinking "quite extreme", and one can
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certainly agree. Dornbusch accepts the theory as something worth mentioning since it
has "... significant intellectual support"; therefore it "... cannot be dismissed as a
crackpot idea" (ibid.). Nevertheless, it should not, according to Dornbusch, be applied to
the real world because of the fact that wages and prices are sticky. His conclusion is
therefore drastic: "... the edifice of rational expectations/market equilibrium collapses
and the case for policy activism maintains most of its I(eynesian vigor" (Paper 8, p. 222).
But this is highly premature and, in my opinion, wrong. Firstly, there are models with
rational expectations and no - or, at least, not lasting - impediments to market clearing
for which the conclusions of the "pure" new classical models still hold; some of these
include stickiness which arises from overlapping price or wage contracts or informatio
nal problems. Secondly, other models of the monetarist kind, although they postulate
some stickiness, have the same policy implications. So Dornbusch's conclusion that
I(eynesian activism is the only choice left does not hold. Especially in this part the
reader wonders why Dornbusch evades what could be a serious discussion by
oversimplifying statements. If he really wanted to convince criticallisteners, he would
hardly succeed by this method because his case does not get stronger by discussion of
strawrnen.

The rhetoric of these chapters often sharply contrasts with the much more careful
analysis of the debt problem in less developed countries in Chapter 2. Dornbusch
stresses that we cannot - like many other authors do - only blame external shocks for
the problems. Domestic policies are also important, maybe even the prime causes which
were only brought to the surface when adverse events occurred in the early eighties;
Dornbusch especially mentions higher oil prices, world recession, high real interest
rates, and falling commodity prices. The problem countries - he focuses on Latin America 
have in common that they pursued inflationary policies, produced high budget deficits
and accepted an overvaluation of exchange rates. Furthermore, the fear of instability of
the financial system in these countries led - especially in Argentina - to capital flight. In
most cases the loans were not used for productive purposes. Commercial banks are also
to blame since they were careless in eagerly giving loans to these countries without
making sure that the capital was put to good use: "... banks were falling all over
themselves to persuade debtors to get yet deeper into debt" (Paper 5, p. 148).

Dornbusch is far from being pessimistic about the debt problem. In the light of the
surprisingly good performance in 1984, he even wonders if the debt problem can be
considered a "dead issue" (Paper 5, p. 149). Dornbusch argues that this would depend,
among other things, on whether there will be another major macroeconomic shock or
increased protectionism. Both cannot be excluded, so the debt problem will be with us
for some time.

I cannot but agree with the statement on the inside cover that this book is an
"interesting and provocative collection of essays", and it can certainly be recommended
to economists involved in policy discussion. Between the two demands of policy
analysis and policy advice, the bias is mostly to the latter. The problems the world
economy faces are serious, but so are the controversies. The book sometimes lacks
modesty and sometimes careful analysis of relevant issues. This is disappointing in the
light of the reputation Dornbusch has built up in his long list of important contributions
to economic theory and policy analysis.

Joachim Scheide
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