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FISCAL POLICY AND THE BUSINESS CYCLE ASSOCIATED WITH EXCHANGE RATE-BASED

STABILIZATIONS : EVIDENCE FROM URUGUAY'S 1978 AND 1991 DPROGRAMS

by

Ernesto Talvi *

Office of the Chief Economist
Inter-American Development Bank

Abstract

The initial stages of exchange rate-based (e-r-b) stabilizations have been
generally characterized by a consumption boom, a deterioration of the
trade balance and the current account, and an appreciation of the real
exchange rate. It is only at the later stages that the economy falls into
recession. To the extent that tax revenues are linked to consumption
(through the VAT, sales taxes or import tariffs), the consumption boom
should therefore generate an endogenous increase in tax revenues.
Furthermore, since many countries that have attempted these programs were
heavily indebted in foreign currency, the appreciation of the real
exchange rate should generate an endogenous reduction in real interest
payments. In summary, the endogenous improvement in the fiscal balance
that may occur due to forces unleashed in the initial stages of an e-r-b
stabilization program turn it into an inappropriate measure of fiscal
performance. This paper documents the links between the business cycle
associated with exchange-rate based stabilizations and the behavior of tax
revenues, government expenditures and the fiscal deficit. A general
methodology to characterize fiscal policy in e-r-b stabilizations is
developed and Uruguay’s two most recent e-r-b stabilization programs are
used to illustrate these links, but the issues that surface from the
analysis are of general concermn.

* This paper is based on Chapter I of the author’s Ph.D dissertation
at The University of Chicago. I would like to especially thank Guillermo
Calvo, Guillermo Mondino, Carmen Reinhart and Carlos Végh for very useful
discussions on various aspects of this paper.




1. INTRODUCTION

The initial stages of exchange rate-based stabilizations in chronic
inflation countries have been generally characterized by a consumption
boom, a deterioration of the trade balance and the current account and an
appreciation of the real exchange rate. It is only at the later stages

that consumption contracts and the economy falls into recession.

Most of the literature documenting these empirical regularities (see
Kiguel and Liviatan 1992, Végh 1992, Calvo and Végh 1994) has largely
overlooked the links between the business cycle associated with exchange
rate-based stabilizations and fiscal behavior, even though there is
considerable agreement that sustained fiscal adjustment is a condition

sine qua non for the success of a stabilization program.

For example, Kiguel and Liviatan (1992) argue that in most stabilizations,
the initial reduction in the fiscal deficit was later reversed and that

"the systematic nature of fiscal reversals lends support to the view that

agents might have treated stabilizations as temporary measures, which is
important for understanding the nature of the cycle". Calvo and Vegh
(1994) state that "more often than not, the failure of stabilization plans
reflects the absence of a lasting fiscal adjustment. At the other end of
the spectrum, Vegh (1992) argues that the slow convergence of inflation
to the new rate of devaluation and the corresponding real appreciation of

the domestic currency proved fatal even for fiscally sound programs such

as those of Chile and Uruguay in the late 1970s. This suggests fiscal
adjustment might be a necessary but not a sufficient condition to

stabilize successfully.

Given the business cycle characteristics of exchange rate-based
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stabilizations, determining what constitutes a lasting fiscal adjustment
or a fiscally sound program is not a straightforward task. The consumption
boom and the appreciation of the real exchange vrate that have been
generally observed at the initial stages of e-r-b stabilizations, raise

the possibility of an endogenocus response in fiscal behavior.

In the first place, to the . extent that tax revenues are linked to
consumption (through the VAT, sales taxes, O import tariffs) the
consumption boom at the onset of an e-r-b stabilization program should
endogenously increase tax revenues. Second, since many countries that have
carried out these programs were highly indebted in foreign currency, the
appreciation of the real exchange rate in the initial stages of e-r-b
programs generates an endogenous reduction in real interest payments . In

summary, the endogenous improvement in the figscal balance (due to the

cyelical increase in revenues and the cyvclical reduction in interest

payvments) that mav occur due to the forces unleashed in the initial stages

of an e-r-b stabilization program turn it into an inappropriate measure

for characterizing fiscal policy. In particular, the fiscal balance may

turn out to be uninformative in terms of establishing the sustainability

or unsustainability of the stabilization program.

While intuitively it is easy to see why tax revenues could rise with
economic activity, it is much less obvious why government non-interest
expenditures may rise throughout the entire stabilization program as

inflation falls.

The purpose of this paper is to document the links between the business
cycle associated with exchange-rate based stabilization on the one hand,
and the behavior of tax revenues, government expenditures, and the fiscal

"deficit on the other. A methodology to characterize fiscal policy in e-r-b
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stabilizations is developed and Uruguay’'s two most recent e-r-b
stabilization programs are used to illustrate of these links {(comparative
advantage in the use of the detailed information required for this
exercise is the reason for the choice) but the issues that surface from

the analysis are of general concern.?

The rest of the chapter is organized as follows. Section 2 presents an
outline describing the ingredients of Uruguay’'s 1978 and 1991
stabilization programs as well as the external environment in which they
were carried out. Section 3 reviews the stylized behavior of the main
macroeconomic variables observed during Uruguay's stabilization programs.
The regularities presented in this section will be mainly those already
stressed by the literature; i.e., the dynamic behavior of the real sector,
the current account, and relative prices. However, close attention will
be paid to the components of the current account, the evolution of real
wages and the behavior of the financial sector. This section will also
serve as background material for Section 4 which will document the links
between the business c¢ycle associated with exchange rate-based
stabilization and the behavior of tax revenues, government expenditures,
and the fiscal deficit during Uruguay’s stabilization prograws. A
methodology to characterize fiscal policy in exchange rate-based

stabilizations is developed. Section 5 contains some final remarks.

2 For a theoretical model that discusses the links between e-xr-b
stabilizations, the consumption cycle and the fiscal balance, see TAlvi
{1995)
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2. OUTLINE OF THE OCTORER 1978 AND DECEMBER 1990 PROGRAMS

2.1 The October 1978 Program °

Between 1955 and 1973 Uruguay’'s macroeconomic performance was
characterized by very low rates of growth {(less than 1% per year), high
and volatile rates of inflation and recurrent balance of payments crises.
Structural problems were also pervasive. Industrial policy geared towards
promoting import substitution relied on quotas, high tariffs and other
trade barriers while exports were based on a few traditional commodities.
Also, the economy was financially repressed through foreign exchange
controls, controls on the movement of international capital, regulated
interest rates and government directed allocation of credit to the private
sector. Extensive price controls affected agricultural products and

consumer goods prices, severely distorting the price structure.

In the mid 1970s, fifteen months after a military regime took over the
government and one year after the first oil shock, government policy
veered toward a radically different path. Between 1974 and late 13878 all
restrictions on capital flows were eliminated, the dual foreign exchange
market was unified, interest rates were freed, guidelines for credit
allocation by sector and Central Bank rediscounts to commercial banks were
discontinued and barriers to entry into banking were lifted. Price
controls were progressively removed. According to Hanson and De Melo
(1985) the proportion of agricultural products under price controls fell
from 75% to 14% during this period, whereas the proportion of the CPI that

was under price controls fell from 96% to 16%. Trade policy shifted

3 This section has benefited from discussions with Jose Gil Diaz and
Carlos Steneri who shared with the author their memories of a period he
was to young {(in economic terms) to remember.
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towards strong incentives to exports. Export taxes for traditional
commodity exports were progressively lowered and industrial exports were
subsidized to compensate exporters for the bias of high protection against

export activities. Import quotas were abolished in 1875.

Macroeconomic performance during 1975-78 reflected the impact of the
policy adjustments. Growth accelerated to an average rate of 4% per year,
fixed investment rose from an average of 9% of GDP during the early 1970s
to an average of 14% of GDP, and the balance of payments recorded overall
surpluses during the period. Furthermore, the public sector deficit was
reduced from 5.3% and 4.5% of GDP in 1974 and 1975, respectively, to less

than 1% of GDP in 1977 and 1978.

However, the control of inflation proved to be more elusive. Although it
declined from an average rate of wmore than 90% during 1972-74 to an
average of 52% during 1975-78, it still remained high and volatile.
According to Blejer and Gil-Diaz (1986) it was the inability to control
inflation that persuaded the authorities to change their stabilization
strategy in October 1978. That month the stabilization program that came
to be known as "the tablita" was launched, with the objective of reducing
inflation to world levels. The main ingredients of the program were the

following:

Monetary Policy. The exchange rate was used as the nominal anchor of the
system. The crawling peg policy pursued since 1872 was replaced by the
announcement of a schedule of monthly devaluations against the U.S. dollar

several months in advance. * The rate of devaluation was to be

* More precisely, the value of the daily exchange rate was announced
six to nine months ahead and published in a table in local newspapers.
This is the origin the name "tablita" (which means small table).
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progressively lowered in the direction of a fixed exchange rate. However,
(in contrast to the December 1990 program) the first year of the program
the rate of devaluation decelerated only slightly from a 4-guarter change
of 32% through October 1978 to 26% through October 1979. Subsequently, it
was gradually reduced to a 4-quarter change of 17% in the last year of the

program.

No specific target for monetary aggregates was established. According to
Hanson and de Melo (1985) this was due to the belief by the monetary
authorities that "because the removal of controls on capital flows had
integrated the domestic and world capital markets, domestic interest rates
were independent of local monetary policy and closely followed world
interest rates adjusted for devaluation. As a result, any attempt to
decrease (or increase) local money emission would simply produce an
offsetting increase (or decrease) in capital flows and international
reserves at the given world interest rate. That would maintain aggregate

demand and monetary growth unchanged, while leaving inflation unaffected."

No specific attempt was made by the Central Bank to control credit to
domestic residents by the private banking system. On the contrary, credit
was facilitated through a series of measures. By the end of 1978 legal
reserve requirements were unified at 20% and they were altogether
eliminated in May 1979, while the ratio of liabilities to capital waé
established at 20 in 1979 and increased to 25 in 1981. Although private
commercial banks intermediated nearly 50% of the net capital inflows to
the private sector recorded during the first three years of the program,
it is widely believed that supervision was relatively lax during this

period.

There was also a lack of control on credit granted by official banks. The
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powerful Banco de la Republica (a state-owned commercial-development
bank), out of whose emission department the Central Bank was created in
1968, was virtually uncontrollable at the time. The Banco Hipotecario (a
state-owned mortgage bank), engaged in big scale financing of housing
projects at subsidized rates partially funded through external borrowing,
which not only created demand pressures but resulted in fiscal losses that
became evident a few years later. The real credit index (measured in units
of traded goods) of the Banco de la Republica and the Banco Hipotecario,
rose from 100 the year before the program was launched to 215 and 442,

respectively, in 1981.

Fiscal Policy. The fiscal deficit had already been reduced to less than
1% of GDP in 1977 and 1978 and no new fiscal measures were implemented
when the program was launched. In late 1979, a major reform of the tax
system was implemented but the main objective was to improve the

allocation of resources rather than enhance revenues.

Incomes Policies. Semi-annual public sector wage increases were, for all
intends and purposes, indexed to past inflation. Social security benefits
were adjusted once a year, and indexed to the rate of inflation of the
previous year.® As inflation declined substantially in the final two years
of the program, this adjustment rule turned out to be a very important

source of endogenous growth in real government expenditures.

Private sector wages were adjusted semi-annually by decree. However the
officially decreed adjustments were seen as a guideline for minimum
increases (at a time when the activities of labor unions were prohibited

by the military government), and effective increases were usually above

S More precisely, social security benefits were indexed to the
General Wage Index.




the guideline.

Structural Policies. The wain structural reform during this period was in
the trade liberalization area. In late 1378, a timetable was introduced
for the unification of existing import taxes into a global tariff and the
reduction of this tariff from 150% to a maximum of 35% over the period
1979-85. Although trade liberalization was viewed essentially as a measure
to improve resource allocation by promoting export activities, trade
policy was also used for stabilization purposes. During the stabilizatiocn
program, the government enacted selective cuts for specific items whose
prices were deemed to have grown excessively. The timetable was

interrupted in 1983.

The External Environment. Although initially favorable, the external
environment deteriorated significantly during the course of the program.
The terms of trade vis & vis Argentina - as measured by Argentina’s price
level in real dollars - improved substantially the year before the program
was launched, and continued to improve very rapidly until February 1981
(Argentina’s real dollar price index rose from 76 in 1977 to 201 in 1980).
After a series of devaluations, Argentina’s real dollar price index

collapsed to 105 in 1981 and to 40 in 1982.

U.S dollar real interest rates, which stood at 6% the year before the
program was launched rose very significantly during the course of the
program. By 1981, the third year of the program, real interest rates had

reach 14.5% and remained at that level throughout most of 1982.
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2.2 The December 1990 Program °©

After the debacle of "the tablita" (which ended with a step devaluation
of 140%) and the depression that followed ’ output started to recover in
1985 towards its trend levels only to stagnate again in 1988 an to remain
stagnant until 1990. Inflation was relatively stable although at very high
levels hovering between 60% and 90% between 1985 and 1989. The fiscal
deficit, although well below the heights of the year the October 1978
program collapsed, remained also high, averaging 5.5% of GDP a year during
1985-89. At the same time the process of structural reform slowed down
considerably during this period. However, trade liberalization continued

and the maximum tariff was lowered to 45%.

As a consequence of the cumulative fiscal deficits, external debt of the
public sector -which jumped to very high levels in 1982 and 1983-
continued to grow at unsustainable rates.® By 1988 it was already becoming
apparent. that it would be increasingly difficult for the government not
only to continue to increase its external indebtness but to renew its
existing debt.’ With inflation already reaching 90% by the end of 1989,

the external constraint put the country in a very delicate situation. If

¢® This section has substantially benefited from the author’s first
hand policy discussions with government authorities and IMF Staff.

7 Output fell by 15.4% between 1982 and 1984.

8 RBetween 1984 and 1988 the external debt of the public sector in
real dollars (deflated by the U.S. wholesale price index) grew at an
average rate of 10% a year.

* Commercial bank credit had dried-up since the Mexican crisis in
1982. International organizations started to beef-up their conditionality
on new balance of payment loans. The local U.S. dollar denominated bond
and bill market -a very important source of autonomous financing for the
Uruguayan government- was also showing signs of exhaustion, and the
goverment had to increase rates and reduce maturities only to renew the
exisiting stock. I am greatful to Ricardo Lopez Murphy for bringing up to
my attention this important point.
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fiscal deficits of around 6% of GDP had to be financed through money
creation that would have implied inflation rates well into the three digit

area.

The situation was made even more complicated by a constitutional reform
voted in the November 1989 presidential election. The reform indexed
quarterly adjustments of social security benefits (which at the time
represented about one half of the government budget) to past inflation.
The pre-reform system consisted of yearly adjustments based on past
inflation. The increase in the periodicity of the adjustments implied a
real increase in social security expenditures -at constant rates of
inflation- between 1.5% to 2% of GDP. Furthermore, the reform created a
constitutionaly-sanctioned inverse relationship between real social
security expenditures and inflation. From that point on, any attempt to

reduce the inflation rate would have to face this additional hurdle.

In the context just described, a substantial fiscal adjustment seemed
unavoidable if inflation was to kept safely below the three digit mark.
The new administration, headed by the Blanco Party, took office on March
1, 1990 and rapidly sent to Parliament an»extremely tough fiscal package
(the adjustment was worth approximately 4% of GDP) which consisted mainly
of tax increases. The package was approved in one month with the support
of the Colorado Party which had just left office. The bipartisan support
for the fiscal package and the velocity of its approval by Parliament
suggests that the political community was well aware of the dangers of

inaction.
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Simultaneously, Uruguay accelerated the pace of the Brady Plan
negotiations started by the previous administration, to obtain a debt
reduction agreement and long-term refinancing for the remainder of the

debt. The Brady agreement was concluded in February 1991.

Nothwistanding the approval of the fiscal package, the Central Bank
continued to devalue at a very rapid rate during 1990 (the annualized rate
of devaluation in the last three months of that year was 120%) . It is
difficult to ascertain the logic of that policy. There are two possible

explanations:

(i) the Central Bank was very short of liquidity 1° and therefore resorted

to a higher inflation tax than was warranted by the fiscal situation to

reconstitute its liquidity,

(ii) Argentina and Brazil, in February and March 1990, respectively,
initiated stabilization programs of their own. Dollar prices in both
countries shot up dramatically which implied a non-less dramatic
improvement in Uruguay’'s terms of trade vis & vis both countries. The
improvement in the regional terms of trade created pressures for the real
exchange rate to appreciate vis a vis the U.S. dollar, to which the
domestic currency is pegged. The Central Bank may have initially attempted

to resist the real appreciation by accelerating the rate of devaluation.

19 gold reserves are high but de facto very illiquid. The new
administration engaged in small scale gold swaps to thain liquidity only
at the expense of a very harsh political confrontation.
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By the end of 1990 the inflation rate reached 130%. On December 26, 1390
the Minister of Finance announced the launching of the stabilization
program with the objective of reducing the inflation rate down to 30% in
a period of three vyears. '' The ingredients of the program were the

following:

Monetary Policy. The exchange rate was used as the nominal anchor of the
system but allowed to fluctuate, against the U.S. dollar, within a 2.5%
band. The Central Bank would announce every day the rate at which it was
prepared to buy or sell foreign currency (the lower and upper limits of
the band, respectively) but made no formal commitments on a specific
monthly rate of devaluation (as opposed to what happened duxing the
ntablita") . However, it was well understood by economic observers that the
primary objective of the authorities was to substantially. reduce the rate
of inflation and that the nominal dJdevaluation rate would cease to
accommodate past inflation. The rate of devaluation was halved to an
annual rate of 60% in January 1991 and gradually evolved to its final
target of 27% a year as of May 1993. The deceleration in the rate of
devaluation was accompanied by a gradual broadening of the exchange rate

band to a 7% width.*?

No specific target for monetary aggregates was established. The program

was designed in such a way that any unanticipated increase in the monetary

11 p more exact chronology is as follows: the stated objective was to
reduce inflation to 30% in one year. However, that objective was rapidly
abandonned and by March 1991 the government switched to a gradual strategy
-although retaining the final objective- to reduce inflation according to
the following path: 70% in 1991, 50% in 1992 and 30% in 1993.

12 phe reason behind the monetary authorities’ decision to establish
a band was to avoid the perception that the Central Bank was maintaning
the exchange rate artificially low. This decision is yet another
reflection of the lasting psychological impact of the failure of the
"tablita" program.
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base should translate into an equivalent amount of reserve accumulation.
This policy implied that the Central Bank would not attempt to sterilize -
through peso denominated open market operations- unexpected increases in
the monetary base. The view of the monetary authorities was that
unexpected increases in the monetary base mainly responded to unexpected
increases in the transactions demand for money, and therefore, no policy
action was mnecessary. Furthermore, the high asset dollarization of
Uruguay’s economy (and the fact that domestic money is essentially used
for transaction purposes) implied that sterilization operations could only
be carried out at the cost of a substantial rise in domestic currency
interest rates, which in turn would have important fiscal costs but no

meaningful effect on aggregate demand.?

No specific attempts were made by the Central Bank to control credit to
domestic residents by the private banking system although supervision was
substantially tightened. However, credit granted by official banks (which
represent about half of the banking system) was restricted, through the
establishment of quantitative targets, to evolve in accordance with the
nominal objectives of the program.* The real credit index (measured in
units of traded goods) of the Banco de la Republica and the Banco
Hipotecario rose form 100 the year before the program to 131 and 192,

respectively, in 1993.

3 por supporting empirical evidence on the reduced effectiveness of
monetary policy in a highly dollarized economy see Hoffmaister and Vegh
(1994)

14 gubsidized credit on new loans by official banks was completely
eliminated.
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Fiscal Policy. Bs we have already described above, measures to reduce the
fiscal deficit by approximately 4% of GDP were taken a few months before
the program was launched. However, it was well understood at the time that
reducing inflation would eventually bring about an increase in real social
security expenditures of about the same magnitude. As a consequence, there
were to be repeated attempts by the government -which failed in all
instances- to get Parliament to approve a comprehensive social security
reform. This reform was perceived as necessary by the government to ensure
the long-run fiscal sustainability of the program (the issue of

sustainability will be discussed in detail in Section 4.4).

Incomes Policies. Public sector quarterly wage adjustments were restricted
to evolve in accordance with the nominal objectives of the program. This
meant that the target inflation rate -instead of past inflation- would be
used to determine gquarterly wage adjustments for the public sector
employees. The government was broadly in compliance with the announced
policy for the first two years of the program. However, since inflation
only slowly converged to its vyearly targets, real wages declined
substantially during the execution of the program. Social unrest at the
end of the second year of the progfam prompted the government to make
concessions which made up about half of the loss in real wages of the

previous two years.

Quarterly adjustments of social security benefits were indexed, by
constitutional mandate, to past inflation. As inflation declined during
the course of the program, this institutional arrangement turned out to
be an. important source of endogenous growth in real government

expenditures.



16

As for the private sector the government adopted the policy of gradually
disengaging as a participant in the collective wage bargaining process,
initially providing guidelines for wage increases and eventually letting
the unions and the employers negotiate on their own. Although quarterly,
backward-looking, CPI-based adjustments continued to be the norm, as the
program evolved they started to be gradually replaced by a wider variety
of arrangements which were based on variables such as the nominal exchange

rate and labor productivity.

Structural Policies. At its inception, the program contained no major
structural change ;such as public sector employment reduction or social
security reform- with the ability to produce lasting expenditure
reductions. The main structural changes were made in the trade
liberalization area. The maximum tariff was reduced to.20%, non-tariff
barriers were substantially curtailed and a free-trade agreement was
signed with Argentina, Brasil and Paraguay. Although timidly, a
privatization process that affected port services, the insurance industry,

the airline company and state owned banks was also initiated.?®®

The External Environment. The stabilization program was carried out in a
particularly favorable external environment. The terms of trade vis a vis
Argentina -as measured by Argentina‘s price level in real dollars-
improved dramatically the year before the program was launched and
continued to improve throughout the program (Argentina’s real dollar price

index rose from 72 in 1989 to 199 in 1993) .%¢

It is 1mportant to keep in mind that public sector ownership of
productive concerns is not as widespread in Uruguay as in other Latin
American countries which have undertaken massive privatization programs.

6 Most of the improvement actually occured before Argentina’s
Convertibility Plan was initiated in April 1981.
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o

In addition, U.S. dollar real interest rates fell from an average of 8.4

o]

in 1990 to 3.2% in 1993. The latter is a significant development due t

Hh

the high dollarization of deposits and credit and to the high stock o

floating-rate, dollar denominated public sector debt.

3. THE STYLIZED FACTS

This section presents a stylized description of the behavior displayed by
the main macroeconomic variables during the October 1978 -November 1982
failed e-r-b stabilization program and the December 1990 program which is
still in place. Needless to say, that any reference to the empirical
regularities observed at the later stages or at the termination of a
program will only refer to the October 78 stabilization. Tables 1.1 and
1.2 report the figures corresponding to the macroeconomic variables

described in this section.

3.1 The Nominal Variables

1. Nominal interest rates tend to fall together with the deceleration in
the rate of devaluation and rise when the rate of devaluation is
accelerated at the end of the program. However, the gap between the dollar
returns on domestic currency deposits vis & vis dollar deposit rates grows
at the inception of the program, remains high for the duration of the

program and falls sharply when the program is discontinued.?’

..

17 Let i be the domestic rate of interest, i'® the domestic U.S. dollar
interest rate and ¢ the devaluation rate. The gap between U.S. dollar
returns on domestic currency deposits and domestic U.S dollar interest
rates is given by (i-e¢)-i".




atqeot1dde jou e u
‘SXIRTIOP T®9I JO SUOTTITIW Ut passaxdxe saanb1j uo paseq axe soxsput 3xodwut pue jxodxa x9put sotad afesaioym
‘s'n 8y3 Aq peileIIsp ‘SIRTIOP TeSI JO SUOTTITW Ul pessaxdxe sxe souefeq opeI] BY3 PUR JUNODDE JUBIIND YL (2)
‘pusIl] Ieauty 03 30adssx Y3lTm uoTIeTASp 8beiusdiad (q)
‘gajex arsodep IeTIOP ‘S'N Syl pue maawomm@ Aouazano oTassuwop
Uo SUIN3IdA _ARTTOP "S°'(1 9YJ UIIMIDQ SDOUIASIJTP SY3l S PauTIap ST aberjrqae I9A0 wniwarg ‘AduUsIand O13IsdBWOP Ut
sajex jrsodsp yauw-¢ potaad JoO pus 9ie §33e1 369193UI ' sabuURUD z93xenb-p ole §93eX UOTIRTIUT PUR UOTIBNTERAID SYJ (e)
(110 10X83)
eu 8L 91T pSs1 18T 00T Xaput spoob
ajeTpswaajul jo sizodwy
Bu 143 0ST 98T bET oot X3pUT
spoob teardeo jo sjxodwy
B U ZLT 8Ed TEE 991 00T Xapur spoob
uotidunsuos jo saxodur
vru v6 j AN P11 STT 00T xapur sizodxas [eTIIsSnpur
eru £°8~ 602~ 29¢€ - 622~ 81~ aoueleyg apeay],
eru 0s2- 092- Ziy- STZ- L6~ JUNODDY JUdTIND
(D) YOIDIS IVNAILXE €
e u %06 3y VL $v°GL 59 bb %8°0 JUDWISAAUT dJBATI]
eu 456 T~ $0° 11 $v°0T %6 ¢ 50°0 uotidunsuod
e u $0°0 36" 11 %$8°1TT %% L %82 andano
() ¥oLDIS IVIY T
30°6€- %$0°6 $b° 1T $0°G1 %08 $0°L 96RI3TqAR IBA0 WNTWAG
50708 %0° €S %0°SY %$0°67 50° 0% 30" LY sojey 3891973uUl
%0°0¢ £0°LT 50°¢2¢ %5°29 %0° 0L %0°¢V uoT3eTIUl
$0°8€T £S°LT %0761 $0° %1 %0°92 $0°CE uotrienteasgq
(e) SATIYIYVA TYNIWON T
(3) ®o3ep
UOTIBUTWISY aeelk b 3-127.8 xe0k aeek 81038
v y3anog PITUL puocoes 368314 aeek suo

WYYD0dd 8L6T HEHOILIOO HHL

T°7T E1dYL




arqeor1dde j0u ‘etu

] ‘wexboxd syl jo uotizdwnazajut
ayy Butpsosxad  xs93xenb ay3 o3 psnurjuoosIp sT weaboad syz xa3ge aeiaenb asaty 8yl sexedwod 293BP UOTIRUTWIADL (1

‘xeput 2ot1ad afessIoym SN Yyl Aq
psjegep ‘SIeTIOP TEeX JO SUOTTTIW ul passaadxa axe smorgul Teatded 14D 3u3l Aq pajerjsp pue Aduszand DTISOWOP Ut
pessaadxa 3TPaID 38103 JO ¥O03S Y3 £ poob swoy Jo s3Tun UT XIPUT ITPIID [BSI JYlL ‘Xaput sotad atessToym "S'a 9yl Aq
P91eTISP PuUBR SIBTTOP '§°A OIUT PPIABAUCD JTPOID L3037 JO 3D01S Yl ST spoob psperd JO $ITUN UT XSPUT ITPIID TesT BYL (a)

“1dd 9y3 Aq pejer3sp 'satsodep XeIIOP S'N YIW-£ UO suanjiasa Adusaand dTIsSBWOp By3 ST sitsodsp
Aouszand ubBTLIO] UO 93X 3SIIBIUT TSI UL 'Id4D 9yz Agq ps3ergsp 23ex 3tsodep yjw-¢ syl ST aYj st satsodap Aousxano
2T3SsWOP UO JJBX 3IEBALUT [eST JYL ‘14D dUYI Aq ssebem Teurwou BUTpTATP Aq paurte3zqo a1e ‘spoofH swoy Jo s3Tun ut
'sobem Teay ‘6poob pepea) 3O §3Tun ul Sofem [eLax 83eTNOTED 03 Xspul 20T1ad ayesafoym S'n dYI Ag psIvIIsp pue sIeTTOP

‘' 03UT po3ILAUOD exe soHem TRUTWON ‘Spoob swoy STA & STA papexd Jo #oTad sATIR(SX Yyl ST djex sburyoxs fesx syl (P)
e u e u 20°8% $0° b 30° 5 e'u syueq oT3sswop ybnoayl
paieTpawIaiutr smoTjul Teitded (e300l 3Jo §
eru L 99 vLT L8 8¢~ syueq JTIS8WOP
ybnoaysl pajeIpawrsiluTr - smorjur rearded
L2 S 204~ L1t L6E Z61 €81 1073098 831vATXd - SmoTjyul Teirded
e u €62 8LT 691 LT 0071 (spoob swoy JO SITUN UT) XIPUT ITPaad 1esdy
eru L8T zZ82 [ 2%4 €8T 001 (spoob popexy JO SITUN UT) XIPpUuT ITPaID Tesdy
(@) JOLDAS TIYIONVYNIZ ¢
307062 30° 91 30°¢ 30°6- %0°L2- 80" b- Adusaand ubHTaIoj UC $93eIX ISSASIUT Tedy
%0°562 %0° €1 $v°C $0°1C- %0°¢C . satsodap Adbusxand
%507 €1 DTASAWOP UO §373BI ISBAPIUT TedY
9L 68 (43 €8 L8 00T (spoob auwoy JOo saTun ur) xopul abeMm Teay
06 161 ¥02 19T 02T 00T (spoob papex3 3o saTun ur) xaspur abem pesy
9¢1 99°0 L9°0 89°0 S8°0 00T Xoputl aiey aburydXHT TedY
(pP) SAJI¥d JAILVYTIAY ¥
(3) ®e3ep sx63eq
uoT3IRUTWIS] aeolk aeelk aealk aeelk xeok
v yjanogd PATUL puodeg IBATA auQ

(pOnNUTIUOD) WYYDOU4 8L6T UALOLDO HHL T°T HTEYL




sTqenttdde 30U eru
‘sxeTIopP
Teaxt JO SUOTTTTW UT ﬁwmwwx.n&xm mmkﬁm._mu Uo paseq 241e S9Xapur u.HOQE.m pue uHOmxm TXaput wvﬂﬂm a1esa oYM
"g ) 8yl AQ pejerjeop 'SAeTIOP TES1 JO SUOTTTTW Ul psssaxdxs 2ae sdueleq SPRAF 3Y) PUR JUNODDE JUSIAND JYL (o)
‘pusil JIeSUT 03 309dsal Y3TM uoTleTasp abejuadiad [Cep)
‘sajex jtsodep aelop 'S°n @yi pue sjyscdep Adusiand DTISIWOP UO SUANJBI
IeTIOP S 2yl Usamisq adousxsjiip syl se paulisp ST wmmku.ﬁﬂum ADA0 wnTwsad cAduaaano OT3IsBUWOP Uy s93ex
atsodep yaw-¢ poyaxad JO pus 2ar s9jeX 362x93Ul - sabueys xsjaenb-p 9Ie 93X UCTIETIUT pue UOTIENTeAIP IYL (e)
(110 TO%X®)
A yet PIlT 00T xopuT spoob sjerpswasjur jo sizxodwl
0TZ 88T SYT 00T xeput spoob Teatdeo o sixodwl
9T¢ sz Z¢eT 00t xoput gpoob uoTidunsuod Jo sjzxodwl
ITT OTT 90T 00T xaput sjxodxs Tetxasnpul
S0¢€- LOT- 82 S6T1 soueTed opeilL
LT~ €S- S'6T 8L JUNOOODY JUBIAN)
(°) ¥OIDES TVNJHLXE €
%$0°9¢ %0°9¢ %0°L- %0°0¢C- JuSwW3S9AUl 93eATId
%0 €T %5701 %9 1~ %€°'G6- uotydunsuo)
%0°9 %€°S %070 %8 T- andang
(q) ¥o6idds Tvad ‘¢
%0°L %0°0T %0°8 %61~ abexr3TqIE IDA0 WnTWaxd
%30°6¢ %0°0% %0°0L %50°L6 Sejey 3ssasjul
%0°¢S %$0°09 %0 ¥8 %0621 uotT3eryul
%07 LT %0°¢v %0°¢9 %0° 36 uotr3enteasd
(e) SHIEYIUVA TUYNIRON T
aealk aesl a:-1-7¢ axozeq
PITUL puooesg ISATI aesx suQ

WYIDH0dd 066T JHEWHOEA HHL ¢°'T dI8YL




a1qentTdde jou eu
“IdD 8y3 \nﬂ paleijsp pue Adusaann OF3sawop ut UmwmwMQXm JTIp8aId
Te303 3O YDO3S 8yl ST poob swoy JO SITUN UT XSPUT JTPLIID Teax dYL 'XopuT antad aresatoym 's'a 9aylz Agq pelerisp
pue SIBTIOP °S°'[1 OJUT PIIIABAUOD JTPIIAD Te303 JO MD0AS Yyl ST SPOoob poperl JO §3Fun U X8puy JTPaad Teax syl (3)
"IdD 2yl Agq pejeljep ‘sitsodsp XeTTOP ‘S°A YIW-f UO sUIN3DI ADUSIAND DF3Isawop syl 87 s3¥sodep Adusiano ubrsiog
uo 93eX ASVABJUT [eSA YL ' IdD 9yl Aq pajeryep o9jex sysodep yjw-¢ syl sT 9yl s1 sarsodsp Aousxand OTIS/WOP U0
23ex 3$9I93UT TedI SYL ' IdD oYl Aq sobem TeuTwou BUTPTATP >26%ma«muno axe 'spoob swoy o s3Tun utr ’‘sabem Tedy
'spoob papeay O S3ITUR UT sobem [EIX B3B(NOIRD 03 Xaput aoTaxd ayessToym §'n 9y3z Aq pI3eTIOp pue SILTIOP 'S'N
QJUT pPaIJIIAUOCD a8 sabem TeutTwoN .wmuOOm QUOY STA B STAaA papea] jo MU.wHQ JATIRTBI 8] ST I1eX IBbURYOXD Tesa syl (r)
sxueq oT3sswop ybnoaysy
%70 e u e u e u Pe3eIpOsWIS®]lUT SMOTIUT Tej3Tded Tel303 JO %
syueq OTISSBUOP
S 69~ 59- y9- ybnoaysy peojerpawaelzur - smorgyul featded
89T SS 62T (AR I03098 83BATId - smoTjur Teatrded
86 00T L8 00T (spoob swoy JO SJITUN UT) X9PUT JTPLID Tesy
281 SST (A 001 (spoob pepeal JO sS3TUn UT) XSPUT JTPLId Tesy
(®) YOIDHES TIVIONYNIL °§
20 2T~ 95" (- sgg- 20" L- Aousxanp ubIsxo UOC 938X IFBASJIUT TedY
s3tTsodsp Aouaxano
%079~ 5L°T v T- %001~ DTJSBWOP U0 $93BI 358I33UT Tesy
9TT 2Tt 01T 00T (spoob swoy 3o s3tun ut) xopur sbem TesY
S6T GGT LET 00T (socob pepea3 Jo s3Tun UT) XoOpul sbem Tesy
19 ZL 08 00T X8pur ojey sbueyoxy Teady
(p) SEDIVG EAIIVIEY ¥
Iesx Ieax aesh aaozeq
PITYL puooeg 38ITA Je8x |8uUO

(penuT3uoDd)

WYIHoud 0661 YHAAWIDAA HHL

2T dIdYL




22
2. Inflation falls by less than the rate of devaluation (it even rises at
the begining of the October 78 program) and remains above it through the
life of the program. It converges towards the devaluation rate at the

later stages of the program.

3. When the program is terminated there is a step devaluation of the

nominal exchange rate together with an acceleration in the rate of change.

3.2 The Real Sector

1. Consumption (see also imports of consumption goods) rises in the
initial stages of the stabilization program and falls sharply when the
program is terminated (in the October 78 program consumption started to

fall before the end of the program).

2. private investment rises in the initial stages of the program and
declines sharply when the program is terminated (see also imports of
capital goods). In the October 78 program investment started to contract

before the end of the program.

3. Output expands in the initial stages of the program and contracts when
the program is terminated (again, in the October 78 program output started

to contract before the program was actually terminated) .




3.3 The External Sector

1. The trade balance deteriorates in the initial stages of the program and
improves sharply, jumping to a surplus, when the program is discontinued
(in the October 78 program the trade balance started to improve before the
end of the program). The current account balance shows a similar pattern

although its movements are less pronounced.

2. Industrial exports do not decline during the life of the program but
the growth rate decelerates. (Total exports can rise or fall depending on
the behavior of commodity exports which are very volatile). Imports of
consumption, capital and intermediate goods increase sharply during the
initial stages of the program and decline sharply when the program is
discontinued (in the October 78 program, they started to decline before
the end of the program). Therefore, the behavior of the trade balance is

essentially driven by the behavior of imports
3.4 Relative Prices

1. The real exchange rate (defined vis & vis the anchor) appreciates
throughout the life of the program. When the program is terminated the
real exéhange rate jumps upward to a new equilibrium level and continues
to depreciate thereafter together with the acceleration in the nominal
devaluation. It settles at an average level which is higher than the pre-

stabilization level.

2. Real wages, measured in units of traded goods, rise sharply throughout
the program and decrease, also sharply, when the program is discontinued.
Real wages, measured in units of non-traded goods, may either rise or

fall.
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3. Real interest rates on domestic and foreign currency deposits fall very
sharply, turning negative at the beginning of the October 78 program. They
start to rise and turn strongly positive immediately before the program
was discontinued. In the December 90 program real interest rates on
foreign currency deposits (which are the relevant ones in a banking sector
which is currently 80% dollarized) are already negative before the

beginning of the plan and remain negative throughout .*®

3.5 The Financial Sector

1. Bank credit to domestic residents, measured in units of traded goods,
increases very substantially in the initial stages of the program and
sharply contracts when the program is terminated following a similar
pattern to the one displayed by consumption and investment (the spending
categories that bank credit is presumed to finance). Bank deposits of

domestic residents mimic the behavior of bank credit.

2. During the October 1978 stabilization program approximately 46% of the
surplus in the capital account of the private sector 1is generated by
inflows of capital intermediated through domestic banks. In other words,
domestic banks tap foreign sources to expand credit to domestic residents.
In contrast, through the December 1990 program, local banks are exporters
of capital abroad, financing the flow of new credit with deposits of

domestic residents.

3. During the recessionary phase of the October 1978 program (the last

year of the program) a financial crisis developed. Several banks were

' 1ot 7 be the inflation rate. Real interest' rates on domestic
currency deposits and foreign currency deposits are defined as r = i- 7
and r'¢ = (1'% - €) - 7, respectively.
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bailed out by the government at a substantial fiscal cost (for a detailed
account of the banking crisis in Uruguay at the beginning of the 80's see

Pérez-Campanerc and Leone, 1991 and Roldos, 1991).

4. FISCAL POLICY AND THE PUBLIC SECTOR

4.1 The Characterization of Fiscal Policy

The task of how tc precisely characterize fiscal policy during an e-r-b
stabilization program is not straightforward. The boom in private
consumption and the appreciation of the real exchange rate observed in
the initial phases of a stabilization program are two sources of

endogenous fiscal behavior.

First, to the extent tax revenues are linked to consumption (through the
VAT, sales taxes and import tariffs) the consumption boom generates an
endogenous rise in tax revenues in the initial phase of the stabilization
program. Since consumption in general rises at a faster pace than output,

tax revenues will also tend to increase when expressed in terms of GDP.**

Second, the appreciation of the real exchange rate has an independent
effect on the fiscal balance by reducing foreign currency real interest
payments (as well as net external debt) for countries which are net
external debtors. This has been the case of several highly indebted Latin

American countries.

¥ purthermore, the increase in consumption spending will increase the
transactions demand for money, which will translate in higher reserve
accumulation and other things equal (i.e. no attempt by the Central Bank
to sterilize its foreign exchange intervention) higher net interest
receipts on international reserves.
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External factors may also play a role in determining how precisely fiscal
policy 1is characterized, if they occur contemporaneously to the
stabilizétion program. For example, U.S. dollars interest rates may
change temporarily thereby increasing or reducing, &also temporarily,
interest payments on net external debt. Most importantly, a temporary
reduction in U.S. dollar interest rates may induce a boom-recession cycle
in consumption similar to the one observed in exchange-rate-based
stabilizations. Since the main conclusions of this paper depend on the
existence of a boom-recession cycle in consumption, they are also
applicable when the consumption cycle is mainly generated by external

factors rather than domestic exchange rate policy.

In summary , the endogenous forces that are unleashed in the initial

stages of stabilization programs, namely, the increase in consumption and

the appreciation of the real exchange rate, tend to improve temporarily

the fiscal balance visg & vis the initial situation. As a consequence, the

fiscal balance is an inappropriate measure to characterize fiscal policy

during stabilization programs. In particular, it might be misleading in

terms of evaluating the sustainability or unsustainability of the

stabilization program. (For example, if expenditures rise together with

the endogenous growth in revenues and/or the fall in interest payments,
the measured fiscal balance might not show any signs of deterioration
until the final stages of the program, when the consumption boom. peters

out) .
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4.2 The Equations of the Public Sector and the Cyclically Adjusted Deficit

To isolate the cyclical components of fiscal policy (i.e endogenous to the
stabilization program) it is necessary to analyze the behavior of revenues
and expenditures separately. Moreover, we need to explore the relationship
between consumption and revenues and to distinguish non-interest
government expenditures from interest payments. Subsequently, revenues and
expenditures are adjusted appropriately to come up with a measure of the
cyclically-adjusted fiscal balance. The cyclically-adjusted fiscal
balance will Dbe wused to characterize fiscal policy in e-r-b
stabilizations. It is in this context that concepts such as fiscal

soundness and sustainability become clear.

Let us first introduce some notation and definitions. The current overall

fiscal balance (D) in terms of GDP is given by the following expression:

D=R/y - lg/y + 7/y + (r'bT/y)e + rbi/y] (1)

where R, g, 7, and y are real revenues, government expenditures (excluding
social security), social security expenditures and real output
respectively; r’ is the world real interest rate, e is the real exchange
rate, r is the domestic real interest rate, b* is the real stock of

foreign currency debt and b® is the real stock of domestic currency debt.

The primary fiscal balance in terms of GDP (PD), which excludes interest

payments is given by:

PD = R/y - (g/y + 1/y) (2)
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The cyclically-adjusted fiscal balance (CAD) will be defined as:

cap = R?/y? - [G/y? + (r'b7/y?)e? + rbe/y”] (3)

where RP and y®P are the trend levels of real revenues and real GDP
respectively; and eP is the pre-stabilization level of the real exchange

rate.?°

The cyclically-adjusted primary fiscal balance (caprp) is defined as:

CAPD:RP/yp—(g/yP + T/yp) (4)

The actual numbers corresponding to equations (1) through (4) as well as
their components are shown in Table 1.3 (the October 1978 program) and

Table 1.4 (the December 1990 program) .

20 The trend levels of output (y?) were calculated by fitting a

deterministic linear trend for the sample period (1974-1993). Alternative
methods of trend-cycle decomposition yield similar results to the ones
presented in the paper. To isolate the effects on real interest payments
on foreign currency debt, the real exchange rate prevailing the year
before the stabilization program was used to compute them. However, we
should be cautious not to interpret ef as the trend or equilibrium level
of the real exchange rate. The methodology used to calculate the trend
level of real revenues R, is described in the Appendix.
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4.3 Stabilization and Fiscal Policy: the Stylized Facts

The empirical regularities described in this section refer to the October
1978 -November 1982 failed e-x-b stabilization program and to the
December 1990 program that is still in place. Therefore, any reference
to the empirical regularities observed at the later stages or at the
termination of a program will refer only to the October 78 stabilization.
Tables 1.3 and 1.4 report the fiscal figures used in the description of

the stylized facts.

The main stylized facts that emerge from Uruguay’s e-r-b programs are:

1. Tax revenues increase in real terms and relative to GDP in the initial
stages of the program together with the increase in consumption, and

contract together with consumption in the later stages.®

2. Demand for real money balances increases in the initial stages of the
program together with the increase in consumption and contracts together

with consumption in the later stages.?

3. Non-interest goverment expenditures increase in real terms and relative
to GDP during the stabilization program. The main reason for this
behavior is the backward indexation of public sector wages and/or social

security benefits, which generate an endogenous growth in real

21 The estimate of the regression coefficient of the log of real tax
revenues on the log of real consumption is 1.15, which suggests that tax
revenues are elastic to changes in consumption. See the Appendix for
details of the regression.

22 peinhart and Vegh (1994) report a point estimate of 1.3 for the
consumption elasticity of money demand in Uruguay.
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expenditures as inflation declined. When the program is discontinued there

is a sharp contraction in real non-interest expenditures.

4. Real interest payments on foreign currency debt decline in real terms
and relative to GDP during the initial phases of the program. Assuming
constant international interest rates, this is due to real exchange rate
appreciation and the reduction in net external debt due to reserve
accumulation induced by a temporary monetization of the economy. 3 Real

interest payments increase sharply after the program is terminated.

5. The primary fiscal balance (PD) improves in the initial stages of the

program. It deteriorates smoothly at a later stage as expenditures rise
in response to the decline in inflation, deteriorating dramatically only
in the final stages of the program when the economy falls. into recession.

The overall fiscal balance (D) follows a similar pattern. The

deterioration of the fiscal situation in the final stages of the program
is accompanied by a run on Central Bank reserves and a sharp increase in

the external debt of the public sector.

6. The cyclically adjusted primary fiscal balance (CAPD) initially

improves then deteriorates sharply as expenditures rise in response to the
decline in inflation. The CAPD deteriorates significantly even before the
economy enters into recession and well in advance of the abandonment of

the program. The cyclically adjusted overall fiscal balance (CAD) follows

a similar pattern.

23 Tn the context of a predetermined rate of devaluation, reserve
accumulation arises as the authorities intervene in the foreign exchange
market, in order to avoid a nominal appreciation of the exchange rate.




35

4.4 Stabilization and Fiscal Policy: an Evaluation of Uruguay s Programs

The previous analysis suggests that fiscal considerations play a critical
role in understanding the dynamics of stabilization policy in Uruguay.
Notwithstanding the substantial differences in the design and
implementation of monetary policy, the two programs share important

elements in the fiscal policy area:

(i) the backward indexation of public sector nominal wages and/or social
security benefits (which account for approximately 65% of total government
expenditures) were an important source of endogenous growth in real
government expenditures as inflation declined during the course of the

programs; 2*

(ii) the deterioration of the fiscal situation was obscured by the
cyclical upturn in private absorption (and the corresponding cyclical
increase in tax revenues) and the appreciation of the real exchange rate

which reduced the real value of interest payments on foreign debt;

In the 1978 program, the endogenous increase in expenditures turned the
fiscal situation -as measured by the cyclically-adjusted budget deficit-
into an unsound one, as early as 1981. With the benefit of hindsight,
this meant that at unchanged rates of inflation, government spending, or

tax rates, current macroeconomic policies could not be sustained, setting

24 7To the extent that the marginal propensity to consume of the
recepients of government wages and/or transfers is higher than the average
propensity, the substantial increase in government expenditures probably
contributed directly -over and above backward indexation or lack of
credibility which are the usual channels stressed by the theoretical iterature-

to the appreciation of the real exchange rate that has been observed in

both programs.
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the stage for a policy change when the cyclical boom in spending petered

out.

As a matter of fact, when the economy finally entered into recession, the
fiscal situation deteriorated very significantly, leading to a continual
loss of Central Bank foreign exchange reserves, an enormous increase in
government debt and ultimately to the collapse of the stabilization
program when the exchange rate was devalued by 140%. Since a substantial
fraction of government expenditures are concentrated in wages and social
security benefits, it is our view that the step devaluation was used as
a mechanism to correct the fiscal situation i.e to reduce wages and social
security expenditures in real terms, rather than as a mechanism to
confiscate financial wealth. In addition, the rate of devaluation was
accelerated from 17% the year before the end of the program to 61% the

year after. Taxes were also increased.

If we apply the logic of our analysis to the 1990 program, we may conclude
that the endogenous increase in real government expenditures turned the
fiscal situation -as measured by the cyclically-adjusted budget deficit-
intec an inconsistent one. This could mean that the government will have
to introduce a policy change i.e reduce expenditures or increase taxes,
to maintain the economy on a fiscally sustainable path -at unchanged rates
of inflation- if and when the spending boom reverses itself. This may
rationalize the repeated efforts by the government to pass through
Parliament (it sent three different projects) a comprehensive reform of
the social security system that would imply a substantial reduction in

total spending of the system of about 3% of GDP in a period of ten years.

However, this is not the only possible view of the world. The spending

boom of the current program could, alternatively, be interpreted as an
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adjustment to a new equilibrium level in response to permanent changes in

private sector wealth. These could be driven by external factors such as
a reduction in world real interest rates or an improvement of the terms
of trade; or by structural changes such as trade liberalization, which
eliminate production inefficiencies and raise the potential level of
output (to the extent that these changes have a permanent component). In
fact, external shocks and structural changes of the type just described

have been contemporaneous to the December 1990 stabilization program.

Under this view of the world, once spending and output settle at their new
-and higher- equilibrium levels no reversion will necessarily take place.
The cyclical adjustment of the fiscal deficit, as described in the
previous sections, is therefore not applicable since the current measure
of the fiscal deficit would be an appropriate indicator of fiscal
performance. Under this interpretation, no policy change would be either

necessary or expected to occur on intertemporal consistency grounds alone.

5. FINAL REMARKS

This paper has documented the links between the business cycle associated
with exchange rate-based stabilizations and the behavior of tax revenues,

government expenditures, and the fiscal deficit.
Four general points emerge from the analysis:

(i) To the extent that tax revenues are linked to consumption (through
VAT, sales taxes or import tariffs) the consumption boom-recession cycle
that has been generally observed in e-r-b stabilizations will also be

observed in tax revenues. The extent to which revenues are linked to



38

consumption will vary across countries depending on their tax structure.

(ii) The boom-recession cycle in tax revenues implies that, at constant
government expenditures, the fiscal deficit improves in the initial stages
of the program, only to deteriorate when the economy falls into recession.
As a consequence, the fiscal deficit may be very misleading as a way to
assess the sustainability or consistency of the stabilization program.
Some measure of the cyclically adjusted budget deficit is necessary to

capture potential inconsistencies between fiscal policy and exchange rate

policy.

(iii) Real government expenditures could be negatively correlated with
inflation to the extent that wages and/or transfer payments adjustments
are backward looking. The existence of this negative correlation implies
that real government expenditures will increase throughout the

stabilization program as inflation declines.

{(iv) To the extent that the later stages of exchange rate based
stabilizations are characterized by a recession and a slowdown in
inflation, (i) and (iii) imply a very rapid deterioration of the fiscal
position, which in the initial stages might have looked very solid. This
occurs because revenues decline in line with economic activity, and real

government expenditures continue to increase as inflation declines.
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