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This paper presents a model designed to study the dynamic response of the economy under
a fixed peg to the dollar to an international (and exogenous) real appreciation of the dollar,
when there is wage and price stickiness, perfect capital mobility subject to sudden stops,
and predominantly dollar denominated foreign debts with predominantly non-dollar trade.
Assuming perfect foresight, we take the simple case in which the world is composed of the
U.S.A., Europe, and Argentina and while all foreign debts are dollar denominated, all
foreign trade is done with Europe. Hence, an important parameter in the model is the
exogenous euro/dollar real exchange rate. PPP prevails in the export sector and there is
monopolistically competitive price setting in the domestic sector and monopolistically
competitive wage setting by households. Both are subject to adjustment cost functions that
generate stickiness and domestic price and wage gaps, which result in ‘Phillips curve’
equations for domestic prices and wages, respectively. Money demand is generated by a
transactions technology. The first order conditions for firms and households under
symmetric monopolistic competition equilibriums and the budget constraints result in a
four dimensional dynamical system in the multilateral real exchange rate (MRER), the real
wage, the rate of domestic price inflation and the rate of wage inflation. This system has a
saddle-path stable equilibrium which is dependent on the marginal utility of wealth. Under
the assumption that the economy is what is called a Domestically Biased Economy in
Production relative to Consumption (DBE), it is seen that strong dollar shocks, which
require an inter-temporally smoothened fall in consumption (and hence an increase in the
marginal utility of wealth), have perverse impact effects. The peso appreciates in real terms
and the real wage increases. These effects generate foreign indebtedness and increased
vulnerability to (exogenous and unexpected) sudden stops. The DBE assumption essentially
entails that real depreciations require reductions in the real wage to preserve (long run)
labor market equilibrium. A story is developed to explain the main features of the
functioning and ultimate collapse of Convertibility in Argentina, by assuming a strong
dollar shock which is believed to be temporary and has the effect of generating
unemployment, recession and debt accumulation. But before the new steady state is reached
it is revealed that the shock is permanent, which triggers a sudden stop, a default, a
devaluation, a debt restructuring, fiscal reform, and the return to capital market access. A
more flexible exchange regime could avoid the debt accumulation that triggers the sudden
stop, as well as the long period of unemployment, recession, and deflation.

Key words: multilateral real exchange rate, fixed exchange regime, strong dollar shock, sudden
stops
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“Non ridere, non lugere, neque detestari, sed intelligere”. Spinoza
[.  Introduction

Argentina’s experience with Convertibility, a very hard peg to the U.S. dollar, ended in
catastrophe after very significant shocks that were not adequately addressed through
credible policy changes. In the initial phase of the monetary/exchange regime, disinflation
was achieved quickly (after two bouts of hyperinflation) with no output cost. Quite the
contrary, high rates of output growth were quickly achieved, giving the regime an aura of
success that made it exceedingly popular both domestically and abroad. The initial phase
ended with the Tequila crisis, a pure contagion effect that triggered a run on the currency
and the banking system, putting the regime’s resilience to test. After a three quarter
recession, the economy was growing briskly again, and this increased the domestic
consensus on the merits of the regime. However, during its second phase, the Convertibility
regime had to face a much more severe test through a series of shocks that eventually led to
the regime’s collapse. The most significant of these shocks were 1) the dollar appreciation
after mid-1995, which had an especially dramatic impact when Argentina’s main trade
partner, Brazil, devalued in January 1999, but when looked at with historical perspective
was just a blip in a period of real appreciation of the peso (Figure AS), 2) the reduction in
the availability of external funds for emerging market economies since 1996, and especially
after the Russian crisis in August 1998, which increased yield spreads over U.S. Treasury
bonds of emerging sovereign bonds (Figure A2?), and 3) the fall in the price of agricultural

commodities subsequent to the Asian crisis in 1997 which generated a significant
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? As this figure illustrates, there is a strong negative correlation (p=0,75) between the strength of the US
dollar and the volume of total capital flows to emerging market economies.



deterioration in Argentina’s terms of trade. This shock, however, was much less persistent

than the other two.

After three and a half years of recession, there was a sudden stop in the roll-over of public
debt amortizations and a massive run on the banking system and the currency.
Convertibility of deposits to cash was suspended, causing furious street demonstrations that
ultimately led to the resignation of the President (the Vice-President had resigned 6 months
earlier), the declaration of default on the government debt, a devaluation, and the
administrative conversion (to pesos) of the currency denomination of dollar bank loans and
deposits. Unemployment, which had been steadily increasing since the early 90s, reached a
peak of 21.5%. This figure, however, does not completely reflect the magnitude of the
social tragedy. When converted to reflect the hourly underemployment of those employed,
the unemployment rate reaches more than 30% (Figure A3). Real manufacturing wages,
which had been relatively constant during the 90s, fell dramatically after the devaluation
(Figure A4). Most of the growth experienced during the initial phase of the regime was

subsequently undone through the protracted recession that began in the second half of 1998.

Much has been said trying to determine the principal culprits of the crisis. Many have
emphasized the role of fiscal policies (Mussa (2002)). It is certainly true that some fiscal
looseness (including court decisions on past claims on the government) as well as the up-
front costs of the 1994 pension reform and the effects of the long recession on tax
collection increased the public debt from 29% of GDP in 1993 to 51% in 2001, and that
this increased the vulnerability of the economy to the external shocks that it was facing. But
there is increasing consensus on the importance of the monetary/exchange rate regime in
explaining the run up to the crisis through the severe handicap it generated as to the

possibility of correcting for the gradual but steady loss of competitiveness.

As Figure A8 shows, there was a very significant real appreciation of the peso during the
first three years of Convertibility that was mostly due to inflation inertia. After a period of
real depreciation of the peso achieved through lower inflation than its trade partners
(especially Brazil in the aftermath of the Real Plan), the strong dollar shock came to the
fore (particularly when Brazil devalued). Hence, both the initial stabilization dynamics

based on the exchange rate anchor and the later strong dollar shock had significant



influences on the appreciation of the peso.” The dynamics of the former has been studied,
for example, by Calvo and Végh (1992). But the consequences of strong dollar shocks on
competitiveness under inflation inertia and dollar pegs is seldom even mentioned even

though it is very relevant empirically.

This paper presents a model designed to study the dynamics of a fixed exchange (or fixed
crawling peg) regime under wage and price stickiness and to address some of the principal
characteristics of an economy such as Argentina’s: a small open economy that faces
parametric prices in trade and is highly dependent on external finance; an economy which
was financially highly dollarized but where the origin and destiny of its trade is highly
diversified; an economy which, after a decade of high inflation in the 80s, by means of an
exchange rate anchor returned to a more normal situation of “sticky”” nominal wages and
prices. To streamline the asymmetry between the diversification of trade partners (and
currencies) and the financial dollarization, we take the extreme case in which the world is
composed of the U.S.A., Europe, and Argentina, and while all of Argentina’s foreign debts
are dollar denominated, all its trade is done with Europe.” Hence, an important parameter in
the model is the exogenous euro/dollar bilateral real exchange rate, p, which can
empirically be measured by the Fed’s Real Broad Dollar Index. The latter typically presents
long phases of appreciation and depreciation (Figure Al). Hence, when the strong dollar
phase begins it is probable that the appreciation will get gradually more pronounced and
that this will persist during a number of years. Producers in a country that peg their
currency to the dollar hence find it increasingly difficult to compete domestically with
imported goods or in foreign markets unless their increase in productivity is sufficiently
fast to compensate for the real appreciation (or trade policy is specially geared to
compensate for this). The importance of the parameter p (“‘dollar strength”) is highlighted
by the Argentine experience during the last two periods in which it pegged to the dollar: the
“tablita” experience of 1979-81 and the extended Convertibility experience in 1991-2001

(Figure AS). In both episodes, international dollar appreciations combined with a domestic

* As Figures A5 and A7 show, the “tablita” experience of the late 70s, in which there was a crawling peg to
the dollar, took place in the midst of an important strong dollar shock. Although the episode was shorter, the
real appreciation was even bigger than under Convertibility and the experience also ended with a triple crisis
(as well as the Malvinas/Falklands war and the concomitant demise of the military regime).

* It is noteworthy that at end-2001 72% of the federal government debt of Argentina was dollar-denominated
(and only 3% was peso-denominated) whereas only 15% of trade was with the dollar area.



predetermined exchange rate regime that pegged the peso to the dollar, as well as with a
process of financial liberalization, ended in an abrupt triple crisis (debt, currency and

banking).

This paper shows that for a country with asymmetry in the currency denomination of its
financial vis a vis trade transactions, the exogenous bilateral real exchange rate between its
partners (p) is one of the fundamental determinants of the multilateral real exchange rate
(MRER). In the application to Argentina, permanent dollar appreciations have the effect of
requiring a more depreciated peso, in real terms, in the long run. But a hard peg to the
dollar obstructs a timely adjustment of the MRER in the required direction if there are
sticky prices and wages, as is typically the case. Even worse, in economies where labor
market clearing gives an inverse relation between the MRER and the real wage (economies
labeled Domestically Biased in Production relative to Consumption —DBEs- in this paper)
the impact effects of permanent real dollar appreciations are perverse, in the sense that they
go in the wrong direction: while they appreciate the peso in real terms and increase the real

wage, the opposite occurs with the steady state values of these variables.

We call DBEs those economies in which a real currency depreciation requires a lower real
wage to clear the labor market because the resulting shift of labor from the domestic to the
export sector is smaller than the shift of consumption from imports to domestic goods.
Hence, in such economies a real depreciation of the currency, given the real wage, reduces
total labor demand, requiring a reduction in the real wage to attain labor market
equilibrium. We prove that in such economies an increase in the marginal utility of wealth,
which is a direct consequence of the inter-temporal adjustment of households to a strong
dollar shock, has the unequivocal effect of increasing the steady state value of the MRER
and reducing the steady state value of the real wage, i.e. the opposite to the impact effects
of the strong dollar shock. Hence, even if the strong dollar shock is temporary, due to its

negative wealth effect it has perverse long run effects on the MRER and the real wage.

It is assumed that PPP prevails for producers in the export sector and that there is price
setting in the domestic sector based on monopolistic competition. There is also
monopolistic competition by households, which set the wage rate so as to maximize utility.

Furthermore, these prices and wages are subject to price and wage adjustment costs that



make domestic sector firms and households adjust prices and wages gradually towards their
desired long run levels. These long run levels are those that prevail in the benchmark
economy of fully flexible prices and wages (cfr. Woodford (2003)). The corresponding
dynamical equations can be interpreted as Phillips curves, for domestic prices and wages,
respectively. This results in a four dimensional dynamical system which has a saddle-path
stable equilibrium. The eigen-values are necessarily all different, but they may be real or
complex. The system is graphed in two dimensions using the dominant eigen-vector

method used by Calvo (1987).

With this scaffolding, a story is developed in order to explain the main features of the
evolution and ultimate collapse of Convertibility in Argentina, within the limitations
imposed by a perfect foresight model. We assume there is a first shock which is
unanimously considered to be temporary: an appreciation of the dollar vis a vis the euro.
This has the effect of generating unemployment and recession and putting the economy on
a path that slowly leads to the new steady state and during which capital markets are used
to finance the transition. However, before this (long) process is over there is a new shock,
which is the revelation that the dollar appreciation is more persistent than was expected. To
simplify, we assume that it is revealed that the shock is permanent. This triggers a sudden
stop in finance, since all debts are assumed to be of instant maturity and investors are not
willing to finance the much bigger shock without forcing a substantial change in domestic
policies. This change comes about through a default, a haircut on foreign debts, the
government assumption of certain inter-private debts, a devaluation, and fiscal reform. This
disruption, however, has the consequence of making international capital markets again

accessible to the domestic economy.

The model implies that it is far better to devalue right after the initial shock, avoiding the
long period of unemployment and recession financed with foreign debt. With such a timely
policy change that avoids increased indebtedness, the second shock might fail to trigger a
sudden stop, if what triggers the sudden stop is a threshold foreign debt level that is only
known to foreign investors (or not even known to any one of them individually). Given the
credibility problems with soft pegs, the model also has the implication that a fixed
exchange rate regime, and especially to a single currency, should be avoided in this kind of

economy, particularly when international capital markets are prone to sudden stops, since



such a regime is inferior to more flexible exchange regimes where changes in the nominal
exchange rate compensate for much of the wage and price stickiness. Indeed, if the ‘hard
fix corner”is optimal for any economy (cfr. Fischer (2001) and Edwards (2000)), it is
certainly sub-optimal for DBEs that have a marked asymmetry in the currency
denominations of financial and trade transactions, as the Argentine experience painfully

illustrates.
II. The model

II.1. The recessionary and debt generating consequences of dollar appreciations in a

nutshell

Households and the government are assumed to consume imported and domestic goods (i.e.
goods that are produced domestically and only consumed domestically). Hence, it is
convenient to define the (consumption) multilateral real exchange rate (MRER) as the
relative price between Argentine imports (M) and Argentine domestic goods (N). To
simplify, it is assumed that all trade is done with Europe (which stands for all trade partners
other than the U.S.A.). Hence, the MRER is reduced to Argentina’s bil ateral real exchange

rate with Europe:
(1) e = Py/Px = (B/p)Py*/Px= E/(pPy). (Pu*=1)

where E is Argentina’s nominal exchange rate (pesos per dollar), p is Europe’s nominal
exchange rate (euros per dollar), Py* is the European (exports) price index (which is
assumed to stay at 1), and Py is the peso price of domestic goods. It is convenient to
express Argentina’s nominal exchange rate with the euro as E/p because we assume that all
foreign debts of Argentines are dollar denominated (making the peso’s exch ange rate with
the dollar very important) and p (which represents the dollar’s strength) is an exogenous
variable for Argentina. The definition of e shows that US dollar appreciations (increases in
p) generate deflationary pressure in the peso price of imported goods, creating an incentive
for substitution in consumption towards imported goods and away from domestic goods.
Note that e is the relevant relative price for the allocation of consumption between imported

and domestic goods.



Let Px* be the price index of European imports from Argentina. Then the external terms of
trade is defined as ¢ = Px*/Py* and, due to the assumption that Py/*=1, it is actually the
price of exports measured in euros Px*. Since firms produce export and domestic goods, ¢e

is the relevant relative price for output decisions:
¢C = (Px*/PM*)(EPM*/pPN) = (E/p)Px*/PN

Hence, US dollar appreciations also generate and incentive to switch production from

export to domestic goods.

The Consumer Price Index will be a Cobb-Douglas index of imported and home goods
2) P = (E/p)° P\"°.

Then the real wage in terms of the consumption basket ® is

(3)  @=W/P=(W/PN/(E/(pPy))’ = (W/Py)/e’,

where W is the nominal wage, W/Py is the product wage in the domestic sector and the

product wage in the export sector is

4) w = W/(OE/p) = ax¢e'™).

Hence, US dollar appreciations, through their impact on e, tend to increase both the real
wage and the product wage in the export sector. Then, if 1) the export sector is competitive
and 2) there is price setting in the domestic sector (and hence output there is demand
determined) and 3) there is high capital mobility but the possibility of sudden stops, and 4)
the exchange rate is very firmly pegged to the dollar, we have all the ingredients for
showing the potential damage that dollar strength can produce. The reason is that dollar
appreciations have clearly recessionary consequences, the effects of which can be
ameliorated through debt finance. The peso appreciation that the strong dollar produces
substitutes demand away from domestic goods, reducing domestic sector output, while
exports fall because the product wage declines in this competitive sector. Hence, output and
employment fall in both sectors. But the private sector can smoothen out the negative
effects of the shock on income and finance the increased demand for cheapened imports by
using debt finance. Therefore, the economy becomes more vulnerable to a sudden stop, at

least if there is an unknown threshold for debt beyond which sudden stops are triggered.



II.2. Transaction costs and sectoral budget constraints

Households

We assume that holding money diminishes the cost of transactions in terms of goods.” Let
M stand for the nominal stock of currency in circulation, which is the only kind of money
considered in this paper. Then m=M/E is the dollar value of the stock of money and pm is
its euro value. Hence, if c is the euro value of total consumption, pm/c is the money to
consumption ratio. We henceforth assume that transactions involve the (non utility
generating) consumption of real resources (produced goods) and that these transaction costs

(per unit of consumption) are a function T of the money/consumption ratio:
T(pm/c) (1<0, T>0).

We assume that when the money to consumption ratio increases, the transactions cost (per
unit of consumption) decreases at a decreasing rate, reflecting a diminishing marginal
productivity of money in reducing transaction costs. To obtain private savings we must
subtract (1+7)c from disposable income (instead of c). Also, for simplicity, we assume that

the government can avoid these transaction costs.

Households hold financial net wealth that is composed of domestic money (M), peso
denominated nominal claims on the government (B), and net dollar denominated foreign
debt (dy). There also exist inter-household dollar debts (that were actually intermediated by
the banking system in Argentina) that only play a (minor) role when, upon devaluation, the
government converts the currency denomination of these debts to pesos in an asymmetric
way. The foreign debt (as well as the government foreign debt we consider below) is
assumed to mature instantly and hence has a constant nominal value. It is a predetermined
variable. The fact that foreign debts mature instantly implies that a sudden stop in
refinancing actually forces a restructuring if (as we assume) the net foreign debt is always
positive. It also forces a devaluation through a speculative attack: we assume that in the

case of a sudden stop, the Central Bank does not attempt to defend the peg by selling

5 This way of modeling money demand has been used by Kimbrough (1992), Agénor (1995) and Montiel
(1997), among others.
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international reserves because it knows they would be depleted instantly. Expressed in

dollars, household wealth is:
5) a=m+b-dy,

where b=B/E. The household’s flow budget constraint is:

(6) ;1= ;n +.b - <.1H = [y - t- (1+t(pm/c))cl/p -rdy +ib - d(m+b), ( SEI:Z/E ),

where y is pre-tax income (output) expressed in euros, t is the euro value of lump sum taxes
net of transfers, r is the interest rate on the foreign debt, i is the domestic interest rate, and &
is the rate of nominal depreciation of the peso against the dollar. Note that the euro value of
primary savings (gross of interest payments and net of transaction costs Tc) must be

converted to dollars by dividing by p. Furthermore, net interest payments on the debt rdy-ib
must be subtracted from primary savings, as well as the capital losses on the dollar value of

the stock of money and peso claims on the government due to currency depreciation.

To simplify, we assume perfect capital mobility, except for eventual sudden stops (that only
last an instant). Hence, there is no country risk premium and, by arbitrage, the domestic
peso-denominated interest rate i must equal the interest rate on dollar debts (r), which is

assumed to be constant, plus the rate of depreciation:
(7 i=r+0.

Note that i is the opportunity cost of holding money. Using (5) and (7) gives an alternative

expression for the household budget constraint:

(8) a=[y-t-(+t(pm/c))cl/p +ra—im.

The household’s inter -temporal solvency is guaranteed by a ‘No Ponzi Game” condition:
T

9) lim a exp(—J-o rds)= limae™ >0,

T—oeo T—oeo
which in the household optimum holds with equality. Integrating (8) forward and using (9)
gives the inter-temporal budget constraint: the present value of future consumption (gross
of transactions consumption) must be equal to the present value of disposable income plus

initial (non-human) wealth (ap).

11



oo

(10) ag + J-o [y -t-(1+t(pm/c))c])/p —im] e™ ds = 0.

The public sector

The Central Bank has M (=mE) as its sole liability and international reserves, R, as its sole
asset, which are assumed to be invested in U.S. bonds. Furthermore, the Central Bank is
assumed to have a policy of maintaining a full backing of its monetary liabilities. Hence,

M=ER, or:
(11) m =R.

This implies that 1) capital gains or losses on R due to the nominal depreciation of the peso
are kept in the Central Bank, 2) interest gained on international reserves rR (where r is both
the nominal and real international interest rate, since international inflation is assumed to be

zero) are transferred to the Government.

The Central Bank mechanically follows a ‘currency board” policy by which it purchases
(sells) private sector excess supply (demand) of foreign exchange at the current exchange
rate (which grows at the policy rate 8>0), while it passes the interest earned on R to the

government:

(12) M = ER.

Hence, its budget constraint is:

(12) m -R=-0R,
where earned interests are not included since they are passed on to the Government.
Let G (g) be the primary expenditures in pesos (euros):

G = (E/p)gm + Pn gn, g=gu+an/e

where gy and gy are the quantities of imported and domestic goods the government

purchases, respectively. Then the dollar value of primary expenditures is:

G/E = g/p = (gm + gn/e)/p.

12



We assume that gy and gy are always held constant. Hence, a US dollar appreciation
increases g (through e) and reduces G and G/E whereas a devaluation increases G and

reduces g and G/E.

The Government can finance its primary expenditures and its interest payments through
lump sum taxes (net of transfers), interests gained on Central Bank reserves, and (foreign

and domestic) debt financing. Hence, the government’s flow budget constraint is:

(13) b+dg = (g—t)/p + r(b+dg-R),
where t is the euro value of (lump sum) tax receipts and dg is the government’s foreign
debt. Define the consolidated government’s net (non-contingent) liabilities (including

money) as
(14) h=m-R+Db+dg.

Then the budget constraint of the consolidated public sector is obtained by adding (12’) and
(13):

(15) h= (g-t)/p + r(b+dg) — (r+8)R = (g — t)/p + th — im,
where we have used (7) and (11) for the second equality.

It is assumed that the public sector always plans to be solvent, which implies that it expects

to comply with a ‘ho -Ponzi game condition™

T

(16)  limh exp(-fo rds)= limhe™ =0.

T—o0 T—o0
This condition implies that the public sector’s net debt must eventually grow at a rate that is
lower than the interest rate. Integrating (15) forward and using (16) gives the public
sector’s int er-temporal budget constraint: the present value of its primary expenditures plus
its initial debt must be equal to the present value of its revenues (including the interest on
the international reserves and seigniorage due to the effect of currency depreciation on

monetary liabilities):

13



oo

(17)  hy= IO [(t- g)/p +im] €™ ds.

We assume that there is unanimity that in the event of a sudden stop in foreign financing
there will be a devaluation (but not a monetary policy regime change), a tax reform, a
government assumption of certain inter-household private debts (the government’s
contingent liabilities), and a debt restructuring with a haircut on the foreign debt that

preserves solvency. We will specify this in section I1.9.

The foreign sector

Due to the assumption of perfect capital mobility (with the possible exception of a sudden
stop), the public and the private sector have full access to foreign savings at the

international rate r. Let us define the country’s net foreign debt as:
(18) d=dy+dg—-R=h-a

Then, subtracting (15) from (8) gives the country’s budget constraint, or balance of

payments:

(19) -d= [y-g- (I+t(pm/c))c]/p - rd.

The country’s net foreign position expressed in dollars (-d) evolves according to primary
savings (net of transaction costs) minus interest payments on the country’s net debt. Also,
(10), and (17) give the country’s inter -temporal budget constraint: the present value of

future trade surpluses must equal the initial foreign debt.

oo

Q0 do= Jo [y-g- (+1(om/c)clip ¢* ds.

II.3. The price and wage setting framework

We assume that there is monopolistic competition in the supply of labor services by
households and in the supply of goods by firms in the domestic sector. However, these
wages and prices are sticky, which means that the desired wage and domestic price cannot
be attained instantly because there are price and wage adjustment costs which must be

taken into account. We use adjustment cost functions similar to those in Rotemberg (1982,

14



1995) and Sbordone (1998). These adjustment costs aren’t ‘menu costs”, but reflect costs
related to optimal decision making, such as information gathering, negotiation, evaluation,
etc of information gathering,. Firms’ present value of profits maximization and households’
inter-temporal utility maximization in symmetric equilibriums lead to well defined
‘Phillips curves” for domestic price inflation and wage inflation, respectively. These
equations reflect a gradual adjustment of domestic prices and wages, respectively, towards
their long-run desired levels, which are the monopolistic competition mark-up over
marginal cost and marginal rate of substitution of wealth for leisure, respectively. The
resulting dynamic model has as steady state a benchmark economy of full wage and price
flexibility, i.e. one in which there are no price and wage adjustment costs. However, off the
steady state, the use of resources is constrained by the existence of adjustment costs for
prices and wages. The benchmark, flexible price and wage, model is similar to Blanchard
and Kiyotaki (1987), and the dynamic system is similar to Erceg et al (2000), Sbordone
(2001), and Woodford (2003), except that instead of a Calvo type staggered pricing
framework we have price and wage inertia due to explicit price and wage changing costs.
Also, we have a two sector open economy model while all the above models are one sector

and closed economy.

II.4. Firm decisions

There are two production sectors that produce exportable (X) and domestic (N) goods,
respectively. Capital is fixed in each sector and labor is perfectly mobile between sectors
but immobile internationally. There is a representative firm in the export sector and a
continuum of monopolistically competitive firms in the domestic sector, each of which is
characterized by the good type i€ [0,1] it produces. Output in each sector is given by
production functions: yx = Fx(L x), yni = Fx(L n), that have positive and diminishing
marginal labor productivities, where Lx and Ly are aggregates of the complete range of
labor types je [0,1], as we will see in the next section. We assume that there is a single
labor market, where all firms (whether in the domestic or export sector) hire the same CES
aggregate of all types of labor and face the same wages. As in Erceg et al (2000), assume

that there is a competitive ‘employment agency” (or ‘tepresentative labor aggregator™) that

15



combines households’labor types in the same proportion that firms would choose. Define

the aggregate of labor types by

1
21) L= { ,[0 Lj(‘lf-l)/‘lf dj }\I//(l-\ll) (W>1)

We will refre to L as ‘labor’. The employment agency’s demand for each labor type j is
equal to the sum of all firms’demand. It minimizes the cost of producing a given level of L.

Hence, it minimizes

1
(22) _[0 W;L; dj

subject to (21) with a given value of L, where W; is the wage rate set by the monopolistic
supplier of labor type j. This gives the agency’s demand (and the aggregate demand of all
firms) for labor type j as

23)  Li=LWyw)"

where W is the aggregate wage index, defined as:

1
4 w={ L W,V gj praw),

and y is the wage elasticity of demand for all types of differentiated labor services. The
higher y is, the lower is the monopolistic power of households, because the varieties of

labor serves are closer substitutes. Total labor cost is given by

1
25) jo W;L; dj=WL.

The export sector is assumed to be competitive and has a profit maximizing representative
firm that chooses the labor input each instant so that its marginal productivity is equal to

the product wage (4):
(26)  Fx(L x) = W/(O(E/p)) = o/oe' ™,

where W is the wage index for the complete range of labor types (24).
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The domestic sector, however, has a continuum of monopolistically competitive firms, each
producing a distinct variety i. Let us temporarily drop the sub-index N, for ease of notation.
Changing price is assumed to be costly. For simplicity, we assume that this activity requires
the non utility generating consumption of the good the price of which is to be adjusted. In a
continuous time analogy to Sbordone (1998), let x(w;) represent the cost per unit sale of
changing P; at the rate wi=dInP;/dt. We assume that this adjustment cost function is twice

continuously differentiable and has the following properties:
27 x(0)=x%0)=0, x(0)=ag>0.

Each firm in the domestic sector is constrained by its technology and by the demand

function it faces for its distinct variety i:
(28)  FL)=yi, Yyi=y®P/P)"
The demand function for domestic goods will be derived in the next section.

Firm i chooses 7; to maximize the present value of future profits:

J-o { yP' P = x(m)) - WF'(yP' P;Y) } e™ ds,

subject to the fact that
(29) Pi = Pi .
Hence, its undiscounted Hamiltonian is:

H =yP' P,""(1 — x(m)) - WE'(yP' P"") + A Py

where A; = A;*¢" represents the marginal net present value of price increase (and A;* is the

corresponding co-state variable). Firm i’s first order conditions are:

(30) Hini = O, xi - B}\'l = 'HiPi-
The first of these conditions gives:
(3D Ai = x(T)yi.

For the second one, it is convenient to define the marginal cost as the wage rate divided by

the marginal productivity of labor (1/z):
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(32) Wz(y;) = Wd(F ' (yi))/dy;
Hence,
Hipi = yPV (l-v)Pi‘V(l - x(m)) - Wz(yi)(—v)yPV Pi‘v" + A T,

and therefore, using (31):

Miki =B - Hei /A= B+ [(v-1/X (I 1-x(0)- X (R)/(V-1) - VIV-1)(W/Pz(y) }.

On the other hand, (31) implies

7\4/7\4 = X”( ’J'Ci)TCi /X’( ’J'Ci) + Yi/Yi .

Therefore, the last two equations imply:

X ()T X () + ylyi = B+ [(v-D/x (@) I{ 1-x(7)-1 X (T)/(v-1) - v/(v-D)(W/P)z(yy) },

which can be rearranged to:

(33)  m = X(m)/X(m)][B-ylyil+
+ [(v-D/X(m) N 1-x(70)-10 X ()/(v-1) - vI(v-1D(W/Pz(y) }.

In a neighborhood of a steady state with zero inflation (i.e. one where there is a fixed

exchange rate: §=O), (27) applies, and hence (33) reduces to

(34 m = [(v-Dfag] { 1 -V/(v-D)(W/P)z(y:) }.
Since all domestic firms face the same problem, they all set the same price and inflation
rate, so we may drop the subscript i from (35) (but again insert the subscript N) to obtain a

domestic price ‘Phillips Curve” equation:

(35)  7n = Y G'(W/Pn,yn) (Yr= (v-1)/ap),

where we defined the percentage gap between the actual domestic price and the benchmark

(flex-price) domestic price as:

(36)  G"(W/Px,yn) = [M(Wz(yn) - PNI/Px = pp(W/PN)z(yn) — 1 (pp =V/(v-1)).
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Whenever the price gap is positive, the domestic price level is below the desired one (which
is the usual mark-up over marginal cost), and firms gradually increase their price (tn>0)

but at a decreasing rate (dmn/dt<0).

1.5 Household decisions

Households are also assumed to be monopolistic competitors. They set the wage rate and
face wage adjustment costs that make them adjust the wage rate gradually towards the

benchmark (flex-wage) nominal wage. Let x(7tw;) represent the cost of changing W; at the
rate Tw; =dInW;/dt. We use the same symbol as for firms’ cost of adjustment function only

for ease of notation. Assume that this function has the following properties:
37 x(0)=x%0)=0, xX(0)=ag>0.

Household je [0,1] supplies labor of type j and maximizes an inter-temporal utility function

which is additively separable in consumption and leisure:

oo

(38) J-o { u(emen)°/(1-0) — v(Ly) } €™ ds,

where cy is the consumption of imported goods, cx is the composite consumption of
domestic goods, and L; is labor exertion. The consumption part of the instantaneous utility
expression is of the constant relative risk aversion (CRRA) family, where 6>0 is the
inverse of the of the inter-temporal elasticity of substitution (as well as the coefficient of
relative risk aversion®). In (38), u(.) is a private goods consumption sub-utility index, v(.) is

the disutility of labor (v>0, v’>0), " and B is the inter-temporal discount factor.

In analogy to the ‘employment agency’, assume that there is a ‘commercial agency’ (or
‘representative consumption aggregator’) that combines the different goods into a single
product, that we will refer to as ‘domestic good’in the proportions dictated by households’

preferences. The commercial agency’s composite ¢y is defined by:

® Observe that if u(c)=c"°/(1-0), the coefficient of relative risk aversion is -cu’{c)/u’(c)= . We generally
assume below that 621. In some cases we find it useful to specialize to logarithmic utility (where 6=1).

"' We could include and additively separable sub-utility index v(gy,gn) representing the utility obtained by the
household from the quantities of public goods produced by the government (measured through the quantities
purchased by the government). However, since gy and gy are not decision variables for the household and
will be held constant throughout, v(.) would not play any significant role except as a reminder that
government expenditures do generate household utility.
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1
(39)  ox=1{ L en(i)V DY di P (v>1).

For any level of the composite cy the agency minimizes expenditures, given the prices Py;

set by the domestic sector firms. Hence, it minimizes

1
(40) j o Pni oni di

subject to (39) for a given value of cn. This gives total consumption demand for cy; as:
(41) CNi = (PNi/PN) v CN

where the Lagrange multiplier Py is the (dual) Dixit-Stiglitz price index for domestic goods

1
42) Px= { jo Py di } v,

and v is the price elasticity of demand for all types of (differentiated) goods. The higher v
is, the lower is the market power of firms because the varieties are closer substitutes.

Furthermore, total expenditure on domestic goods is

i
43) jo Pni cni di = Pren.

For concreteness, assume that u(.) is Cobb—Douglas:8
(44) u(cm,en) = emlen'™.

where 0 is the intra-temporal elasticity of substitution in consumption between imported
and domestic goods, and is also the share of imported goods in total consumption, as shown
below. Total consumption expenditure measured in euros is:

45) c=cpm+ cn/e,

The consumer price index defined by (2) corresponds to the dual of (44). Then minimizing

(45) subject to a constant (and arbitrary) level of utility ug=cy’cn'™ gives:

8 This follows Montiel (1999). The model can easily be extended to a CES sub-utility index (cfr. Calvo and
Végh (1992), or Obstfeld and Rogoff (1996), for example). However, it does not seem to add much in the
present context while it complicates the formulas.
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(46) ecm/cn = 0/(1-0)

independently of uo. Note that (45) and (46) imply

47 cn = (1-0)ec, cm = Oc,

48)  omen'P=x0e"% (Ko=6°(1-0)"").

As the two expressions in (47) show, consumption demands for N and M are easily
obtained from c and e, so we will prefer to work with the latter. Using (48) in (44) gives the

following expression for (38):

(49) fo { "™ o) /(1-0) - v(L)) }e™ ds (K=Kk").

Let Y = (E/p)dpyx + Px yn be aggregate output measured in pesos. Then the dollar value of
aggregate output is Y/E = y/p = [dyx + yn/e]/p, where y is the euro value of aggregate
output. Real peso aggregate profits are IT/P = (E/p)Pyx + Pnyn(1-x(7tn))-0L(1-x(Ttw;). We
assume that firm ownership is distributed evenly among households. Hence, j’s dollar
income is II/E + (W/E)L; and the flow budget constraint (8) may equivalently be expressed

as

(®) a=(W/E)L; (1 -x(nw;)) +II/E - [t+ (1+T(pm/c))c]/p + ra— im.

The household is also constrained by the demand function it faces for its distinct labor
variety j (23) and the fact that

(50) Wj = Wj Twj.

Hence, the household maximizes (49) subject to (23), (50), (8’) and its ‘ho Ponzi -game”
condition (9). Its control variables are c, m, and Ttw;, and it takes as given the future paths of
o, e, t, and i, as well as the values of the parameters involved. Due to the assumption of
perfect foresight, unless there is an unexpected shock to any of the parameters (as we will

have below for p), those expected paths will be the actual ones.
The non-discounted Hamiltonian of household j is:

(51)  H = ke ¢)™/(1-6) - vILWYW;Y) + 4 { LWYW;"Y(1 — x(1tw;))/E
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+ II/E - [t + (1+T(pm/c))c]/p + ra — im } + WW;Tw;,

where Aj = kj*eﬁt represents the marginal utility of wealth (and A;* is the corresponding co-
state variable) and ;= uj*eﬁt represents the marginal utility of wage increases (and p;* the
corresponding co-state variable). The necessary conditions for an optimum (and also

sufficient under standard assumptions) are:

(52) H. =0, H,=0, Hip, =0,

that is,

(53) ke 0= o(pm/c)
(54  -T(pm/c) =i,

(55) i =x(mw)ALE,

(56) kj/kj = B -T

ST W =B- { v LHLIW) + (1-y)AL/E)1-x(Ttwy)) + Ultw; H/W
along with the transversality condition

(58)  limakeP'=0.

—o0

To alleviate notation, we have defined the function @ that gives the effect of a marginal

increase in utility generating consumption ¢ on savings:
(59) ¢(pm/c) = 1+t(pm/c)-(pm/c)T( pm/c), ¢’ (pm/c) =-(pm/c) T( pm/c) < 0.
We will call ¢ the marginal savings function.

Equation (53) shows that in equilibrium the utility of a marginal increment in consumption
(left side of the equality) must be equal to the marginal disutility of the reduction in wealth
that it generates. The latter is equal to the marginal utility of wealth, A, times the marginal
reduction in savings, @. Observe in (59) that ¢ varies inversely with pm/c and that the

reduction in savings generated by a marginal increase in c is given by the increase in
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consumption gross of existing transaction costs, 1+7, plus the increase in transaction costs

due to the reduction in the money/consumption ratio.

Equation (54) shows that in the optimum money holdings must be such that the reduction in
transaction costs generated by a marginal increase in money holdings equal the opportunity

cost of holding money (i). Inverting -7’ gives the following demand function for money:
(60)  m°=h@)c/p (h=(1)",h%<0).

Observe that this implies that in terms of domestic goods the demand for money is M/Px =

h(i)ec.

Equation (56) shows that over time the rate of growth of the marginal utility of wealth must
be equal to the difference between the inter-temporal discount rate, 3, and the interest rate.
This implies that the more impatient the household is (the greater is B), the faster the
marginal utility of wealth must increase, that is, the faster the household must reduce its
wealth through increased consumption. However, given that § and r are both exogenous
constants, in order to have a steady state we make the usual simplifying assumption that
B=r. Hence, A, is constant as long as there are no unanticipated shocks that make the
household re-evaluate its inter-temporal decision, in which case A; may face a discrete

jump, as will be the case below upon shocks to p.

Taking the derivative of (55) with respect to time and using (57) gives an expression

entirely analogous to the one obtain for the firm’s problem

T = [X(mw)/X(mwp] [ §-LifL; +B -m]+
+ [Oy-DA ) 1-x(Towg) - Tk (o) (yr -1) - W (y-DVL ) IW/E)] .

In a neighborhood of a steady state with zero inflation, this expression (by (35)) reduces to

61 mwi = [y-Dian] { 1 - w/y-DVL)AW/E)] ).

Since all households face the same problem, they all set the same wage and wage inflation

rate, so we can drop the subscript j from (61) to obtain a wage ‘Phillips Curve” equation:

(62) 7w = “yu GY(W/E,L) (Yu = (y-1)an),
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where L represents total (domestic and export sectors’) demand for the labor aggregate as
well as wage adjustment costs and we defined the percentage gap between the actual wage

and the benchmark (flex-wage) wage as:
63)  GY(W/EL)= [y VLE/A- WIW = iy VL/[(WEAM =1 (pw=y/(y-1).

Whenever the wage gap is positive, the nominal wage is below the desired one, which is a
mark-up over the marginal rate of substitution of wealth for leisure. Whenever this is the
case, households gradually increase the nominal wage (mw>0), but at a decreasing rate

(dmw/dt<0).°

The first four of the first order conditions, along with the budget constraint, the Phillips
curve (62) and the No Ponzi Game condition, jointly determine the paths of c, m, W, tw, a
and A, given the values of exogenous parameters such as p and ¢, and the paths of policy

variables such as t and endogenous variables such as m, e, y, and i.

II.6. The dynamical system

We assume that the Central Bank has a fixed crawling peg regime. Hence, it stands ready to
purchase or sell the amount of dollars necessary to keep the nominal exchange rate with the
dollar growing at the fixed rate 8. A fixed exchange rate policy, as in Argentina’s
Convertibility, is the particular case in which §=O, and is the case we consider henceforth
to simplify the ‘Phillips curves”. (However, we have all the elements needed for the
general case.) The Central Bank ensures that the money market clears at all times. Hence,

(60) gives the endogenous stock of money as proportional to aggregate consumption:
(64) M = h(i)ecPn.

By (7) and the assumption that r is an exogenous constant, the domestic nominal interest
rate is constant as long as the Central Bank does not modify the rate of crawl, as we assume
throughout this paper. This implies that h, and hence T, @, and pm/c are actually constant.
Since Py is predetermined, when the Central Bank devalues there must be a one time
change in the nominal stock of money so as to accommodate the required change in e as

well as whatever discrete jump in ¢ may take place. By our assumption on the full backing

? Note that all households are exactly the same except for the particular type of labor they produce. This
explains why we omitted a subscript j from the household budget constraint from the beginning.
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of m (11), this implies a one time discrete exchange market intervention (apart from the

usual flow interventions) that will be specified in section IL.10 below.

Expressions (47) and (53) give household demand for domestic goods as a function of e

and A:
(65)  cn=(1-8)io\ 190 = ¢ (e )) (ene>0, o <0, =(ki/9)"°).

To simplify, assume that government demand for each type of domestic good is a fraction g
of private consumption demand for that good gni = g cni. Hence, total demand for domestic
good iis

yni = Reni/(1-x (1))
where k = (1+g)(1+1) is a factor that includes transaction costs and government demand,
and kcy; must be grossed up to include the real resources used in the price adjustment
decision process. Since every firm has the same decision process, the use of (41) yields the

domestic goods demand functions (28) used in section I1.4. Aggregating over domestic

goods as in (39) gives domestic good output:
(66)  yn(e.mnA) = ken(e M)/(1-x(y)).

Also, the first expression in (28) gives firm i’s demand for labor as L n; = FN'l(yNi). Since all
domestic sector firms produce the same amount (of their specific type of goods), they all
produce yn(e,A) using the same combination of labor types Ly. Hence, aggregating overi as

in (21) gives labor demand in the domestic sector:

(67) Lx(e,mn,A) = Fx ' (yn(e,mas\) (Lne>0, Ly <0 )
From (26), labor demand by the export sector is:

(68)  Lx(/(9e"™)=Fx"(/(9e")) (Lx<0 )
Therefore, total labor demand can be defined as:

(69)  L(me,mnmw,\) = [La(e,mnA) + Lx(@/(de ) 1/(1-x(mtw))
(Lg<0, L0, Ly <0).
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From (4), the wage in dollar terms is W/E = (x)/(pel'e). Therefore, the wage gap (63) can be

written as:
(70)  GY(oemnTwAip) = tw [pe 7A®] VL 08,y Tw, M) 1,
(GV<0, GV>0, GY1<0, GV >0).
The product wage in the domestic sector is W/Py = we”. Therefore, the price gap (36) is:
(71)  GP(memnh) = wpoe’z(yn(e,mn,A)) — 1 (G'>0, G*>0, G'1<0).

Furthermore, the rates of change of ® and e are given by

(72) /W= Ty - T,

(73)  ele= d-my,
and (2) implies:
(74)  m= 30 + nn(1-0).

Then under our assumption that 8=0, the complete dynamical system is:

(75) o= Ty-(1-0)ty,

ele = - TiN.
Ty = -1Gl (e (G'y>0, G'>0, GH<0).
Tw = WG (@e,TnTw,A5p) (GY6<0,GY>0, GY1<0, G¥>0).

Note that in the steady state, due to (27) and (37), the partial derivatives of G" with respect

torn and of G with respect to 7y and Tw are zero.

For the linear approximation to this system it is convenient to define the vectors of relative

prices and inflation rates
p’=(we) II's(TN, Tw)’, X" = (p, Iy

(where the apostrophe means transposition) and define the matrices
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A= | |
l -e 0 )
[ V¢ G’y -YFGPe ]
B= |
L -“Yu Gwm “Yu Gwe J
[0 A )
c= | | . D= AB, F=BA.
L B 0o J

The elements of A and B are all evaluated at their steady state values. Then the linearized

system can be written as:

(76) .x = C(x-x").

It may be of some interest to note that due to the peculiar structure of C (76) may be written

as a pair of second order differential equations in relative prices and inflation rates,

respectively:
77 p = D(-p) n = F(-m).

Equivalently:'”

(78) x = CY(x-X").

Stability

Note that the determinant of C is the same as the determinant of D and is positive:
det(C) = det(D) =det(A)det(B)= yr Y we[G oG . - G*.GVy 1> 0.

Also, the characteristic equation of the linearized system is:

(79) A —tr(D)A? + det(D) = 0,

where

19 Except for the fact that our matrix C? is not symmetric, such systems are typical in physics and engineering
for linear oscillatory systems without dissipation. In fact, if A and B were numbers instead of matrices, (76)
would be the equation of a linear spring. Cfr.Pipes (1958).
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tr(D) = (1-0)Yr 0G' o - THOG o+ YreG'e > 0.
Define I,LEKZ. Then (79) can be written as
(80)  u’—tr(D)u + det(D) =0,
which has the solutions
(81) W = (1/2){ tr(D) + [ tr(D)* — 4det(D) 1"* }
W, = (1/2){ tr(D) - [ tr(D)* — 4det(D) 1'* }.
These solutions may be real or complex, according to the sign of the discriminant (in square
brackets). Since G is in det(D) but not in tr(D) it is readily seen that if GV is sufficiently
large the L are complex conjugates. If they are real, then
(82) 0< < <tr(D).

The four characteristic roots of C are then:

(83) Ao = '(P«l)l/2 Y '(P«z)m S = +(P~1)l/2 s A= +(P~2)l/2 ,

where the sub-index d stands for ‘dominant” and the sub -index n stands for ‘hon -

dominant”. The re al parts of these roots satisfy the following inequalities:
(84) Re(A,) < Re(hqg) < 0 < Re(A3) = - Re(Ag) < Re(Ay) = - Re(Ay).

Hence, as long as the discriminant is non-zero, all four roots are different, and they are
either all real or they are two pairs of complex conjugates. Variables ® and e are
predetermined, because of wage and price setting by households and domestic sector firms,
respectively, and nominal exchange rate fixing by the Central Bank. On the other hand, the
inflation rates 7x and Tw are jump variables. Hence, since there is the same number of roots
with negative real parts as there are predetermined variables and the same number of roots

with positive real parts as there are jump variables, the equilibrium is saddle-path stable.

If the roots are complex, (m,e) spirals around and towards the steady state. The condition

for real roots is:
tr(D)? — 4det(D) = [(1-0)1r G, - YaOG o+ YreG e 17 - 4¥r v @e[G oGV, - G*.GVp] =

= [(1-8)Yr @G" ]* + [YuOG Vo + YreG e I* +2(1-8)r 0G" g, [YreG e - yu0G" ] -
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- 4y yn 0eGTGYe > 0.
Hence, a sufficient condition for real roots is:
85)  GYe=pw P/ VL wzyneyre + (1-OVIL W] < { [(1-6)yr 0GF ol +

+ [YHOG o+ YreG'e I +2(1-0)1: 0G', [YreG e - YOG o] }/[4Ye Y 0eG'y).

Note that the both the numerator and the denominator of the expression after the inequality
sign are positive, Hence, a sufficient condition for real roots is that the marginal disutility
of work v’be neither too high nor too increasing in the steady state, so that a real
depreciation does not have too high an effect on the wage gap. Henceforth, we assume that

the roots are real, without loss of generality.

Fortunately we can graph the dynamic system in two dimensions. For this we use the fact
that the two jump variables always jump to their unique equilibrium paths, enabling us to
leave them out of the picture. The fact that near the steady state the two predetermined
variables asymptotically tend towards the line that in two dimensions represents the
corresponding section of the dominant characteristic vector (which corresponds to the
dominant characteristic root) allows us to represent the predetermined part of the system in
two dimensions (cfr. Calvo (1987) and Calvo et al (2003)). Let (z')= (z'4,z\,25,2'1) be the
eigenvector that corresponds to root A; (i=n,d,3,4). Then Cz' =, Z\. Since we are assuming

that all roots are real, so are their corresponding characteristic vectors.

Because all roots are distinct, the solution to (76) may be expressed as (cfr. Bellman
(1965)):

4
+e 2" vy Z e ey 2t M

d Agt
ed

X-X"=C1Z

And because we must choose c; = ¢4 = 0 to pinpoint the saddle path, near the steady state

we must have:

(e-e () = [c) 2% & + ¢r 2% & [ ¢1 20 & + 2 2" € ] =

(An-Aa)t e(ln—kd)t]

=[c1z% +crz% e VIt 2%+ c2 2%

where the values of ¢, and ¢, depend on initial conditions. The last expression tends to

z%.7°, when t tends to infinity. Hence, this ratio gives the slope of the straight line towards
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which (m,e) tends asymptotically in a @-e plane (which is simply the projection on this
plane of the dominant eigenvector), as long as (m,e) does not start precisely on the non-
dominant eigenvector, in which case (®,e) tends to the steady state along the line that
represents the projection of the non-dominant eigenvector. Note that Cz' = Aiz' implies C*Z’
= (M)*Z' = wiz', and that the upper part of the latter equation is Dzip = uizip where zip '=(Z,
zie)’. Hence, z dp and z", are the eigenvectors of D corresponding to W, and p,, respectively,

where W>U>0:

d d d
Diiz’o+ Dz c=hze

d d d
Dyiz°o+ Dz c = 2%

n n n
Diz'o+ Dz e =Wz

n n n
Dz o+ Dnz =z,

Note that because D,; and D»; are positive and neither 7% nor 7" can be zero vectors, the
second of each pair of equations imply that none of the elements of z* and z" can be zero.
The eigenvectors are unique up to a constant factor so we may normalize the z' with z%, =
7" = 1. Using the second of each of the above equation pairs as well as the expressions for

the Dy; gives:

86) 2% = (1reG o)/(12 -yreG o) 2", = (freG' o)/(W1 - YreG'e)

The signs of z°, and z". depend on the signs of the denominators in these expressions.
Because W<, we have three possible cases: 1) 7"<7%<0, 2) 0<z"< 7%, 3) 2°.<0<z",,
giving the three possible combinations of signs for the slopes of the vectors zdp and z", in
the w-e plane. We conclude that whenever both slopes have the same signs, the dominant
eigenvector has the greatest sign, whereas it is possible the dominant eigenvector have a

negative slope and the non-dominant eigenvector a positive slope.

Furthermore, since the slope of the line G'()=0 is -G*o/G". (<0), (86) implies that if the
slopes of zdp or z", is negative, it must be more negative than the slope of G"(.)=0. Also,
note that Dy, is positive if and only if GV. < (1-9)ye eGPe/yH, which, as in (85), essentially
entails that the marginal disutility of work v’ be neither too high nor too increasing in the

steady state. In that case, D is a positive matrix, and hence, indecomposable. We can
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therefore use the Perron-Frobenius theorem on non-negative, indecomposable matrices (cft.
Nikaido (1960)). This theorem ensures that p, is the unique Perron-Frobenius eigenvalue
w(D) to which corresponds a strictly positive eigen-vector (z",>0). Furthermore, the
theorem also affirms that Dz=uz, u=0, z>0 has the unique solution p=w(D), which implies
that zdp cannot also be positive. Since none of the elements of this vector can be zero, as we
have seen, if we normalize z%, =1 as above, z%. must be negative. Hence, we have proved
that whenever GV, is sufficiently small to make D, positive, we necessarily have case 3).
Figure 1 arbitrarily chooses the case where both slopes are positive and illustrates a path
towards the steady state that begins in A.

Figure 1
Local dynamics after shock

The steady state

In the steady state, the rates of wage and domestic goods inflation are constant. They are
also zero, because of the fact that we made the linear approximation for a fixed exchange
rate (zero rate of crawl). Then the respective gaps from the fully flex-wage-price economy

must be zero:
(87)  wpwe’z(yn(e,0,1) =1

(88)  pw [pe*/Am] vI(L(0,e,0,0,1)) = 1
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From (87) and the definition of z(.) we obtain:

(89)  FN(Ln(e,0.0.4)) = ppoxe’

which implies:

(90) Ln(e,0,01) = (Fx) ™ (pee”) = L"(upe”).

The last term is the definition of the domestic sector’s labor demand function in the
benchmark economy where, since there are no price adjustment costs, labor demand
corresponds to the marginal product of labor, corrected by the monopolistic price setting
wedge Up. Furthermore, using (87) in (65)-(68) gives the domestic goods market clearing

condition:

O  (1-0)ks A" ™0 = Fy(Ly"(upe”)) = yn"(upeoe”) (k3=kK, ),

where the last term is the definition of the domestic supply function in the benchmark
economy. (91) is just an alternative way of expressing the steady state G*(.)=0 condition.

On the other hand, using the zero wage gap condition (88) and the definition of total labor

demand (69) gives:
(92)  La(e0M) + Lx(@/de'®) = (v) ™ (avpe’uw) = Lw/pe'*uw).

where the last term defines the labor supply function. This expression shows that, in the
steady state, labor supply is equal to actual labor demand. But using (90), which was
derived from the zero domestic price gap condition, shows that in the steady state actual

labor demand is the flex wage and price labor demand in the benchmark economy:
(93) LYo, e)= Lw/peuw),

where aggregate labor demand in the benchmark economy is defined as:

(94) Lo, &) = Ly"(ueee”) + Lx(@/(9e ).

Note that (94) is not just the G"(.)=0 condition, since its derivation also used the G'(.)=0
condition. It represents the balance between the labor supply and the benchmark economy
labor demand, so we may call it the zero labor gap condition: G*(.)=0, where we define the

labor gap as:

95)  GYm.e)=L"w, e)- LAw/pe uw).
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Conditions (91) and (93) constitute the steady state conditions for the domestic goods and
labor markets, respectively. Jointly they define the long run equilibrium values of m and e,

as graphed if Figure 2.

The (log) slopes of the two lines are the following:
(96) (Ve)(de/d) | oo =-{ 8+ (ynzl2)(eynelyn) } <0,
©7) (@Ve)de/de) | 6o = -{&-(1-6) )7,

where € is the elasticity of the export sector product wage w (=o/(¢e' %)) with respect to e

along the zero labor gap condition:"

(98) £ =-(e/w)/(dw/de) = peLn7[L x+deLy’ - L'Ad/uw] = [1/e* + ET" € (0,1),
e* = peLn7/[L x+ 0eLn’] € (0,1),
&= L'M[uw pe(-Lx)1>0,

Note that 1/¢ is the sum of 1/e* (the inverse of the analogous elasticity when labor supply is
held constant) and &. The steady state condition for domestic goods clearly has a negative
slope in the e-m plane but the slope of the labor market balance equation is ambiguous and
crucially depends on the sign of e-(1-8). As we show in section 1.8, under the assumption
that our economy is what we call a Domestically Biased Economy in Production relative to
Consumption (DBE, for short), the slope is negative. This condition essentially implies that
when e increases, the increased demand for labor in the export sector and the lower labor
supply do not compensate for the lower demand for labor in the domestic sector, and hence
o must fall to clear the market. Since under the DBE assumption both lines have negative
slopes, it remains to determine which is the most negative. This is important because it
determines the effect that a change in the marginal utility of wealth A has on the steady
state values of ® and e. Since the unexpected strong dollar shock that is the main subject of
this paper requires a downward adjustment in consumption in our financially dollarized and
trade euroized economy (as we argue in section I1.9), A will shift up whenever such a shock
occurs. Furthermore, an increase in A shifts G'=0 to the right and G"=0 to the left in Figure

2. Hence, if the slope of the labor market balance condition is more negative than the slope

' We elaborate on this in section IL8 below.
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of the domestic goods balance condition, an increase in A generates a fall in the steady state
value of ® and an increase in the steady state value of e. The opposite occurs when the

relation between the slopes is reversed.

From (96) and (97) it follows that the slope of G"=0 is more negative than that of G'=0,

because:
99)  (we)de/dw) gy = -{ 0+ (1)} <-1/0 <
<-{ 8+ (Wwz/2)eyndyn) } ' = (we)(de/dw) | grop.

We conclude that the slope of G"=0 is more negative than that of G'=0 if and only if we
have a DBE, as we assume, and as depicted in Figure 2. As the figure shows, in a DBE an

increase in A has the effect of increasing the steady state value of e and lowering that of .

Figure 2
Steady state determination and the
effect of an increase in A

T ]

I1.7. The dollar appreciation and its impact on the economy

The economy unexpectedly receives a strong dollar shock that is expected to be transitory.
At t=0, p increases and is expected to return to its initial level at t=T. Hence, the steady
state value of p does not change. However, because of the currency mismatch between
dollar debts and euro trade, households must reduce their future consumption, which

implies a rise in their marginal utility of wealth, A. As we have seen in Figure 2, under the
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DBE assumption this increases the steady state value of e and reduces the steady state value
of . In Figure 3, if the economy was initially at the steady state A, the new steady state is
at C (with the steady state inflation rates staying at zero). But what is the impact effect? The
definition of e (=E/(pPx)) guarantees that the increase in p makes e fall on impact.
Furthermore, since (x)=(W/PN)/e9 and W and Py are predetermined, the rise in p makes ®
increase on impact, through the effect of the fall in import prices, which are flexible, on the
price level. Hence, the economy moves to point B in Figure 3. It is rather perverse that the
impact effects are precisely opposite to the long run effects. And it is especially perverse

that a negative shock should have the effect of increasing the real wage!

We can be more precise about the impact effect of the unexpected and temporary strong
dollar shock. The effect on ® and e must be such that the product wage in the domestic
sector we? maintain its initial value (W/Pn)o, and hence must be on a curve as the one
depicted in Figure 3. The (log) slope of this curve at the steady state is —1/0. But this slope
is necessarily between the slopes of G*=0 and G"=0, as (107) proves. This implies that the
shock takes the economy to the area where at the initial steady state A there was a negative
price gap (G*<0), a negative wage gap (G"<0), and a negative labor gap (G“<0). Because
(as we have seen) G'=0 shifts to the right, G"=0 shifts to the left and, therefore, GV=0 also
shifts to the left, the economy also has all three gaps negative with the new steady state C.
This means that: 1) the supply of labor is greater than the benchmark labor demand (G"<0),
2) the demand for labor is lower than in the benchmark economy (GV<0), and 3) the
demand for domestic goods is lower than in the benchmark economy (G"<0). Note that 1)

and 2) jointly imply that there is unemployment.

Because the price gap is negative, the domestic price is greater than marginal cost. Hence,
firms in the domestic sector start to lower their price, which implies that tx jumps from
zero to a negative value. And the price Phillips curve implies that Ty gradually increases,
starting from that negative value. Analogously, because the wage gap is negative, the
nominal wage rate is greater than the marginal rate of substitution between leisure and
wealth. Hence, households start to lower the wage they set, which makes 7w jump from

zero to a negative value. The wage Phillips curve implies that 7ty gradually increases,
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starting from that negative value. The stability of the steady state equilibrium makes (w,e)

gradually evolve towards C in Figure 3 along a path similar to the one in Figure 1.

This means that the economy must traverse a rather lengthy path with deflation,
unemployment, and recession before it can reach the new steady state. Even if capital
markets were perfect and financed the whole process there would be adverse welfare
effects due to the loss of employment, output and domestic income. However, in a global
context in which capital flows can suddenly reverse and precipitate a severe crisis the

welfare losses can be much more acute, as we develop below.

Figure 3
Impact and long run effects
of a strong dollar shock

The story we want to tell for the case of the collapse of Convertibility in Argentina is that
after an initial strong dollar shock that is expected to last until t=T,and which makes
domestic agents incur in debt finance to smoothen the effect on consumption, there is
another shock that precipitates a sudden stop in finance, a default, a devaluation, a debt
restructure (with a haircut) and a government assumption of certain inter-private debts. We
assume that at some time during the long transition from B to C, say at t=T<T, there is
new information that implies that the shock to p was not as transitory as expected. For
simplicity, we take the extreme case, and assume that the new information is that the shock

is permanent. Hence, at t=T’there is a new displacement of the steady state to a point that
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is further to the northwest than C in Figure 3, as F in Figure 4."> But this purely
informational shock triggers another, simultaneous, shock. Foreign creditors were willing
to finance the debt accumulation generated by the temporary shock, but when the news
arrives that the shock is permanent, they are not willing finance the further debt
accumulation that would be needed to get to the new steady state without a devaluation.
They prefer to take the haircut on the debt that everyone unanimously expects will result
from a sudden stop in financing and the resulting devaluation. Expectations are that if and
only if a sudden stop occurs, the government will default, devalue, restructure the debt,
assume certain inter-private debts and incur in a major fiscal reform. But since the
temporary nature of the dollar appreciation was expected with certainty by everyone, the
conditional expectation was devoid of any implication with respect to any further
adjustment in consumption. Also, everyone is assumed to believe (rightly) that the
government is not willing or able to make a sufficiently profound direct fiscal reform, in the
absence of devaluation and default, that would allow it to avoid further indebtedness. It
prefers to devalue, default and restructure its debt, face the realization of contingent
liabilities, and force a combination of fiscal reform and debt forgiveness that is accepted by
the population and international creditors, in view of the catastrophic situation. The
devaluation in turn implies a sudden fall in the real wage in our domestically biased

economy, one that is certainly greater than the perverse initial increase.

Figure 4 shows the whole story. The initial steady state is at A in both panels. The rise is p
takes the economy to B on impact, and then gradually along the path that is expected to
lead to D. On the left hand panel, the graph shows that A increases from A_to A, on impact,
so that the consumption path shifts to the right, which implies lower consumption. On
arriving at C, however, the second shock shifts the steady state to F and the devaluation
takes the economy to E along a curve as the one depicted in Figure 3. The shift in the

steady state is achieved through a new increase in A to A,, that again shifts the consumption

2 Note that in this case the change in p (which has become permanent) directly affects the steady state
through the labor market clearing condition) in the opposite direction as the change in A. The change in the
steady state from D to F in Figure 4 reflects the net effect of the changes in both p and A. In general, A/p can
move in either direction, but we assume that labor supply is sufficiently inelastic that the shift in G*=0 in
Figure 2 (which depends on A/p) is rather small in comparison to the rightward shift in G'=0. Hence, even in
the case in which A/p decreases, the steady state effects are as shown for the temporary strong dollar shock
depicted in Figure 2 (in which only A changes in the steady state).
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path to the right. From E, which in the particular case shown in Figure 4 implies
overshooting in e and undershooting in ®, there is again a path that leads to the final steady

state F.

Figure 4
The whole story
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It is noteworthy that the size of the haircuts on the foreign debt is one of the determinants of
the location of the final steady state F, and hence of the real depreciation and real wage
reduction that are necessary. The larger these haircuts are, ceteris paribus, the smaller is the
necessary reduction in long run consumption and hence the smaller is the necessary
increase in the marginal utility of wealth A. As we have seen, increases in A shift the long
run equilibrium to the north-west. Hence, large haircuts imply a smaller increase in A and a

smaller long run real depreciation and smaller real wage and consumption reductions.

The assumption of inter-private debts by the government, on the other hand, is basically a
redistribution of wealth and income among nationals. In Argentina, bank debtors, whose
dollar debts were transformed to peso debts at the pre-devaluation rate benefited from the
net effect of the debt reduction and the amounts that they would have been able to pay
without this change in denomination, while dollar depositors, whose claims were
transformed to pesos at a rate 40% above the pre-devaluation rate lost the difference
between this amount and the peso value of their dollar deposits at the finally stabilized

exchange rate (190% above the pre-devaluation rate). The government, local banks and
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ultimately Argentine tax-payers and foreign creditors (through the haircut), will have to pay
for the net fiscal cost of the designers of Convertibility’s dogmatic neglect of the huge

currency mismatches generated by the banking system.

II.8. The meaning of the DBE assumption

The DBE assumption (that €>1-0) played a crucial role above in the characterization of the
long run effects on @ and e of an increase in A. This section explains its exact meaning.
Labor demands in the benchmark economy are derived from (26) and (Fx’) 'l(up(x)ee) (as in
(89)) as decreasing functions of the respective product wages. We may express them as
Lx(w) and Ly"(Upwde) where w (E(x)/((])el'e)) is the export sector product wage and woe
(=0e”)) is the domestic sector product wage. Labor market clearing in the benchmark

economy is hence:
(100)  Lx(W) + Ly"(pwoe) = LOAwd/ppw).

Where labor supply was defined in (92). Equation (100) gives an inverse relation between

w and e:
(101)  w(e) (w<0).

The elasticity of w with respect to e is positive and less than unity, as in (98). Note that €*
in (98) is the elasticity of w with respect to e when labor supply is held constant. Hence, €*
is a term related to the structure of labor demand whereas & captures the sensitivity of labor

supply to w. Also, Lx is increasing with e whereas Ly is decreasing (because €<1).
Using (101), the supply functions for goods in the benchmark economy are:
(102)  yx=Fx(Lx(w(e))) = yx(e), (yx>0)
y~ = Fx(Ln(w(e)de))) = yn(e), (yn<0).
As e increases, labor shifts from the domestic to the export sector.

We can alternatively use the variables ® and e to express labor market equilibrium in the

benchmark economy:
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(100)  Lx(o/(9e") + La"(upex®) = L(ha/pe' ‘).
Totally differentiating we obtain the elasticity of ® with respect to e:
-(e/w)(davde) =€ - (1-0).

Hence, the full employment condition in the benchmark economy is such that ® and e vary
inversely if and only if € > 1-8 which, considering (98), is equivalent to 1/e*+& < 1/(1-0).
Note that when labor supply is constant (=0) this condition reduces to €*>1-0, which is the

necessary and sufficient condition for L". to be positive:
L' = (a/e'?) (Ln7e¥)(e*+6-1).

From the definition of €* (in (98)) we see that
e*>1-0 & (1-e*)/e* = Lx/delLn’ < 0/(1-0).

Bearing in mind that w is a function of e and that 1-¢ is the elasticity of epw(e) with respect

to e, the last inequality can be expressed as:
(103)  (dLx/dlnw)/[-dLx/dIn(dew)] < 6/(1-6).

Thus, €*>1-0 means that the increase in labor demand in the export sector due to a marginal
increase in e (that reduces w), in relation to the marginal reduction in labor demand in the
domestic sector (through the increase in epw), is less than the reduction in imported goods
consumption (0) in relation to the increase in domestic goods consumption (1-60). More
prosaically, an increase in e generates a shift of labor from the domestic to the export sector
that is smaller than the shift of consumption from imports to domestic goods. And the
stronger condition €>1-0 essentially means that the sensitivity of labor supply to its

argument is not so large as to make 1/e*+§ greater than 1/(1-0).

We now show sufficient conditions for €* to be a strictly decreasing function of e, in which
case the domain of e separates in two segments which respectively define the DBEs and

EBEs. Using (101) in the definition of €* shows that
(104) 1/e*(e)= h(e) + 1

where the function h(e) is defined as
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h(e) = Lx(w(e)V[ deLn'( dew(e))].
Then the elasticity of h with respect to e is:

eh’(e)/h(e) = eex + (1-€) exn—1
where €x and €y are the elasticities of Lx’and L ™

ex = wLx'/(-Lx)), en =edwLn'7(-Ly).
Then €* is a strictly decreasing function of e if and only if
(105) eex+ (l1-e)ey>1 =€+ (1-¢).

Therefore, a sufficient condition for €* to be decreasing in e is that Lx’and L x” be elastic.

The Cobb-Douglas case

For concreteness, consider the case in which the production functions and the disutility of

work v(.) are all Cobb-Douglas:

FX = axbeX s FN = EJ.NLNbN s vV=aL EbL s (bx<1, bN<1, bL>1 )

Hence, labor demands and supply are:

Lx= (axbx/w)™*,  Lx= (anbn/tpdew)™, L= (AOw/pw arbr)™,
where

c;=1/(1-by), i=N, X, cL= 1/(b.-1)

are the respective elasticities. Inserting these expressions in (100) gives e as a decreasing

function of w:
(101) e = { AN[w (AL - Axw ] N,
where
A= (OMpuwarby)™ Ax = (axbx)™, Ax = (anbn/Opp) ™.
Then, using (101) and (98) gives:

(106) 1/8*(6) =1+ (AxCX/ANCN)eCN W(e)CN -Cx ,
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E.a(e) = (ALCL/ ANCN)CCN W(e)CN +CL

In this particular case one can prove that €* is strictly decreasing if and only if cx € + cx (1-
€) >0, which necessarily holds because 0<e<1." Also, £ is increasing if and only if € <
cn/(en+cr). Furthermore, a sufficient condition for €(e) to be decreasing everywhere is ¢p, <
cn —1. Since Ly is elastic (cy >1), this means that a sufficiently inelastic labor supply

implies that €(e) is everywhere decreasing, which we henceforth assume.

Figure 5
DRBE and EBE economies
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Figure 5 shows (101’) in the northeast quadrant, €(e) in the southeast quadrant and the
export sector labor demand curve as well as the labor supply curve in the northwest
quadrant. Note that labor demand in the domestic sector is also (implicitly) represented as
the distance L-Lx. There is a unique e* at which €(e*) = 1-0. And &(e) is greater than 1-6 if
and only if e is lower than e*. Hence, e* clearly separates the domain of e (which is (0,e0))
into two segments. Whenever we have a benchmark economy for which e<e* for all

relevant steady states we have a DBE.

The condition €*>1-0 implies that the share of the domestic sector in employment is high in
relation to its share in consumption. And the stronger condition €>1-0 holds when the

supply of labor is sufficiently inelastic (cp, sufficiently low). We denominate economies that

13 Note that in this case ex=cx+1 and ey=cn+1, s0 (114) necessarily holds.
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satisfy e>1-0, Domestically Biased Economies in Production relative to Consumption, or
DBEs, and economies which exhibit the opposite inequality Externally Biased Economies
in Production relative to Consumption, or EBEs. We have assumed that the economy we
are dealing with is a DBE both before and after whatever shock it may experiment. In
particular, this implies that in the benchmark fully flexible price and wage economy there is

. . 14
an inverse relation between e and .

11.9. The inter-temporal adjustments to consumption and taxation under the two shocks

The temporary strong dollar shock

In this section we take a more analytical look at the adjustment of the private and public
sectors to the two shocks. Assume the economy starts in a steady state and that there is an
unexpected dollar appreciation that is expected to be temporary. For simplicity, assume that
initially p=1 and at #=0 there is an unexpected increase of p to p. that is expected to last
until =T and then revert to the initial level. The household’s non -financial wealth is
negatively affected by the temporary shock, which requires a fall in consumption. But this
also implies smaller seigniorage gains to the government. We assume that the government’s
inter-temporal solvency is planned to be preserved by higher lump sum taxes in euros after
the end of the transitory shock (say, when there will be another administration!). This has
an additional negative effect on the household. Hence, the household must adjust its

consumption plan downwards, which implies an increase in the marginal utility of wealth,

A.

To keep things simple, take the logarithmic utility case in which o=1. In Figure 4 (which
has been drawn under the assumption that 6>1) this would imply that the consumption
lines are vertical, so that when A shifts, the consumption level immediately jumps to its new
steady state level. In this case the household’s first order condition for consumption (53)

reduces to:

(53) ¢ = (Ki/)/A.

'* We may note that all that is required for our results is that we have a DBE in all relevant steady states.
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Hence, in this simple case ¢ immediately jumps to its new steady state level, once the initial

negative shock occurs. Also, with p=1, the household’s savings are:
y—t-(+7)c-ih(i)c=y—-t-«/A (k=(1+1+1h(1))(K,/@) ).

Then, because the story begins in a steady state and the international (and domestic) interest
rate is assumed to be constant, the initial levels of household wealth, and government and

national debts, respectively, are:
a = (I +t-y')
h* = (I/0)(t-g" +xTA )
d” = (Un)(y -x/L_-g" )=Am(dy'x -OKTA_-gm),

where black dots denote steady state values, minus subscripts denote pre-initial shock

levels, and we have defined
K ={+0)x/9), «’=ih()(K/Q), K=K+ K"

To save on notation below, define the present values of y and g as:

v

¢
Y(tt) = L y ¢ s, G(t,t) = L o ¢ g,

and similarly for other functions. (Note that although gy and gy are constant throughout,
g= gu + gn/e varies with e.) Immediately after the dollar appreciation, household financial
wealth is:

oo

T
(107) 2" =a0= |y (UpolKo+t—yle™ds + | g+t —y] ™ ds =

= { (Lp)/ho +t](1 - e™)r=Y(O0,T) } + { [+ ti]e™/r — Y(T, 00) }
Analogously, the government and national debts immediately after the shock are:
(107b) h* =ho= (U/p){ [t+7Aol(1 - e)r - GO,T)} + { [t,+K 7 Aole™/r - G(T, o) }
(107¢) d° =de=(1/p){ Yx(0,T)-[gm+(OK7 Ao)I(1 - e™)/r }+{ Yx(T, oo)-[gn+(OK7 ho)le™ /1 }.

Comparing the national debt before and after the shock, (107c) shows that a greater trade

balance compensates for the strong dollar shock: the present value of future exports
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Yx(0,) is higher than yx~_ because the new steady state level of e is higher, which
eventually shifts resources to the export sector, even though during an initial period exports
actually decline because of the perverse impact effects. It also shifts consumption towards
domestic goods. The fall in the euro value of consumption c (through an increase in the
marginal utility of wealth A) reduces the consumption of imports. However, because the
effect on A is relatively small (because it is spread out over the whole future), the current
account becomes negative, so there is an accumulation of national debt. (107b) shows that
the reduction in consumption (through and increase in A) reduces seigniorage revenues
while the temporary increase in p reduces the dollar value of the euro primary surplus cum
seigniorage. Because of the perverse impact effect on e, the euro value of government
expenditures actually increases, and the resulting deficit is debt financed. The planned
future tax rate t, must necessarily be greater than the initial one, but will ultimately be
irrelevant, as we see below. Similarly, (107) shows that the household must compensate for
the strong dollar shock and the future increase in the tax rate through a reduction in the euro
value of consumption (through a rise in A). In conclusion, debts grow because agents use

international capital markets for inter-temporal smoothing.

The informational cum sudden stop shock

We assume that at time T'<T, it is revealed that the strong dollar shock is permanent, which
comes as a complete surprise. Also, domestic agents learn that foreign creditors are not
willing to finance this greater shock. Since foreign debts are of instantaneous maturity, this
triggers a default, a haircut on the foreign debt, the government assumption of certain inter-
household debts (which in Argentina were intermediated by the banking system), and a

devaluation.

Immediately before the second shock, household wealth and government and national debts
are:
T (o]

(108) ap = IT, /p )/ + t —yle™™ ™) ds + L (/o + t, — yle™ ™ ds =

= (Up){[/ho+ t(1 - &™) = Yo(TT) } + { [ /Ao + t]e™ /r = Yo(T, o) }

(108b) hy = (1/p){[K7 h+t](1-e™ T NV—Go(T T)} + { [ K7 ho + t.]e™ T /r — Go(T, o) }.
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(108¢c)  dr = (1/p){ Yxo(T>T) - [gm+(OK/ A)I(1 - ™)/ 1+
+ { Yxo(T, o) - [gm+(OK7 Ao)le™ ™y,

where Yo, Yxo , and Gy denote the present value of the paths of y, yx, g after the initial
shock.

The second shock has effects on financial wealth and debts. Immediately after the shock,
household financial wealth increases due to the haircut on its foreign debt, qu du 1 , and the

government assumption of inter-household debts, A:
ar =ar_ +(du dH,TL + A.

Also, the new household consumption plan must adjust to the novelty of a stronger dollar in
(T,e0) and an immediate increase of lump sum taxes to t,.. Hence, A must increase to a level

A that reduces consumption sufficiently:
ar = (L/p){ [K/As + tiidir = Y1(T',00) }
where Y, denotes the present value of the future path of y after the second shock.
Using (108) in the last two expressions gives:
(109)  (1/p){ [K/ho + (1 - e™ TV — Yo(T'T) } + { [/ho + t]e™ "/t — Yo(T, o) } +
Faudur + A = (Up){ [/ + tl/r = Yi(T)00) ).
Similarly, we have
(109b)  (1/p){ €7 ko + t](1 - €™ ) = Gy(T,T) } + { [T ho + t,]e™ T/t — Gy(T’, o) }
“qedar + A = (Up){ [€7A + t)r = Gy(T', ) } = b’
(109¢)  (1/p){ Yxo(T T)-[2m+(OK7 A)](1-¢™ ) } + { Yxo(T, oo)-[gurH(OK7 Ao)le™ /1)
- gudur. -qo dor = (1/ps) { Yxa(T, ) - [gm+(OKTA)]/r } =
= b+ (U/p){ YI(T,00) - [K/As + tialir ).

Here, T, T” and p. are exogenous and jointly measure the size of the strong dollar shock
and its allocation to the shock that was expected to be temporary (in (0,T)) and the

unexpected permanent part (in (T,o)) that is revealed in t=T". The haircuts q u, qc and the
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private debts assumed by the government A can mostly be considered exogenous, along
with the initial planned fiscal reform (t,-t decided in t=0 for (T, ). But clearly they can’t
all be exogenous. They must be in accordance with the inter-temporal accounting given by
(109), (109b) and (109c). Looking at (109¢) it is apparent that, given the second shock and
the magnitude of the devaluation (which determines the paths of e and ®, and hence of yx),
the bigger the haircuts in foreign debts are, the smaller is the necessary trade surplus and
hence the necessary adjustment in consumption (measured by A,/A). Similarly, (109b)
shows that the bigger the haircut on the government foreign debt is, and the smaller the
government assumption of inter-household debts is, the smaller is the increase in taxes that
is necessary to guarantee fiscal solvency. Note that our assumption on t,, implies that the
post-restructuring public debt is the new steady state level. Finally, (109) shows that the
larger the haircut on private foreign debt and the government assumption of private debts

are, and the smaller the tax hike is, the smaller is the necessary contraction in consumption.

1I.10. The mechanics of the devaluation

The sudden stop in debt finance triggers a massive run on the currency. We assume that the
Central Bank does not try to stifle it because, given the limited magnitude of its
international reserves and its lack of foreign sources of finance, it would only lose reserves,
severely deepen the recession through the monetary contraction and eventually have to
devalue anyway. A change of monetary regime towards a more flexible exchange rate
policy would be a distinct possibility but to avoid having to model it we prefer to assume
that the pegged regime is maintained. The devaluation is the means by which the
government can achieve a quick change in relative prices that increases exportable output,
diminishes imports and shifts consumption towards domestic goods, shortening the time

necessary to reach the steady state and lowering the output, employment and welfare losses.

As long as it is sufficiently large to take e to a neighborhood of the new steady state, the
size of the devaluation is a policy decision. The devaluation increases e and makes o fall.
And the bigger the devaluation is, the larger these effects are. On the e-m plane, the
devaluation shifts @ and e along the curve given by (W/Px)o=we’, where (W/Py)o is the

product wage in the domestic sector at the time of devaluation (which cannot jump because
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both W and Py are predetermined variables). The size of the devaluation determines the
path that @ and e subsequently follow towards the final steady state. Figure 6 shows three
alternative paths, determined by three possible devaluations. A small devaluation (that, for
example, takes the economy from A to E;) generates a relatively small impact on e (and )
and takes place within the wage and price deflation quadrant.”> A medium-sized
devaluation, say to E,, generates a greater increase in e (and fall in ®) and implies that the
path to the steady state is along the wage deflation/price inflation quadrant. A sufficiently
large devaluation (to E;) would make the real wage fall (and e rise) so much that the path to

the steady state is along the wage and price inflation quadrant.

Figure &
Alternative devaluations

Let us briefly consider how the Central Bank achieves its desired devaluation. Since we
assume that the rate of currency depreciation after the devaluation will be unaltered (at J),
the nominal interest rate i does not change. Then for monetary equilibrium it is necessary
that the devaluation maintain pm/c=h(i) unaltered. Using (47), (60) and (65) gives the stock

of currency necessary to maintain monetary equilibrium:

(110) M, = ky(e®*"¥0) Py (ks=h()k,").

!> Remember that we are assuming that the characteristic roots are real, so that the paths do not spiral towards
the steady state.
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The increase in A is determined by the private sector’s accommodation to the second shock
to maintain inter-temporal solvency, whereas the increase in e is presumably decided
jointly by the Central Bank and the government. Expression (100) gives the resulting
equilibrium level of currency M,. Then the Central Bank must generate a one time

c0+1-6

monetary expansion if it wants to increase e more than the private sector is increasing

A. This can be accomplished by a discrete one time purchase of foreign exchange, by a non-
backed issuance of currency (say, to finance government expenditures), or by any

combination of the two.

Let us consider the first alternative. Define the backing (of currency by international
reserves) coefficient as f = ER/M. We have assumed that before the devaluation fy =1, as
was the case in Argentina. Call My, E , and Ry (M4, E,, and R,) the values of M, E, and R
before (after) the devaluation. If the purchase of foreign exchange is done at the post-

devaluation exchange rate we have:

(111) Mi=Mo+Ei(Rs-Rp).

Also, (100) implies

(112)  Mi/My= (E/Eo)* " ¥°/(M/ho) .

Recalling that My = EgRy, the last two expressions give the necessary rate of increase of

international reserves:
(113)  Ru/Ro—1={ [(B/EQ)* "™ [(Mifo)""® ] -1 }/(E/E).

A monetary expansion geared exclusively by a purchase of foreign exchange generates a

higher than 100% backing, since (101) implies:
fi = E.R/M, =1 + (AE/Ep)/{ 1 + (AR/Ro)(1+AE/Ep) } > 1 = 1.

Hence, if the Central Bank is to continue with the policy of 100% backing, it must issue

non-backed currency. If instead of (101) we have:
(101)) My =M+ E,(R; -Ry) + A\M,
where AxM denotes the non-backed issue of currency, we obtain:

f, = 1 + [(AE)Ry - AxM /M.
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Hence, the non-backed issuance must be equal to the capital gains on the Central Bank’s
international reserves (AE)R in order to stick to the full backing policy. For our purposes,
we can assume that this seigniorage revenue is used to partially finance the government

assumption of inter-household debts, and that this gain has already been netted out of A.

III. Conclusions

For a small open economy with highly dollarized debts but with little trade with the dollar
area it is extremely hazardous to peg its currency to the dollar (or fully dollarize its
economy by eliminating its currency altogether). If the dollar appreciates during a
considerable period of time, recession and unemployment may make the peg unsustainable.
This is particularly so in a world with capital markets in which sudden stops in finance take
place, forcing a change of policies, and where long and pronounced phases of dollar
appreciations occur recurrently. When the peg is particularly hard, as was the case with
Argentina’s Convertibility, the regime may endure longer, thus accumulating greater
imbalances (as well as debts) that turn what could be a timely exchange rate correction into
a catastrophe. This paper makes a case for the interpretation that sticking to Convertibility
could have been caused by wrong expectations with respect to the duration of a strong U.S.
dollar shock that proved to be much more persistent than expected. For this, it uses a
perfect foresight model where expectations with respect to the temporariness of the shock
are held with certainty, but a second shock reveals the fact that the shock is permanent and
also triggers a sudden stop which forces a default, a haircut on foreign debts, a devaluation,

a fiscal reform, and a severe contraction of the real wage.

50



References

Agénor, Pierre-Richard, ‘Capital market imperfections and the macroeconomic dynamics

of small indebted economies”, Princeton Studies in International Finance, June 1997.

Bardhan, Pranab K., ‘Optimum Foreign Borrowing”, en Karl Shell, ed., Essays on the
Theory of Optimal Economic Growth, Cambridge, Mass., MIT Press, 1967.

Bhandari, Jagdeep S., Nadeem Ul Haque, and Stephen J. Turnovsky, ‘Growth, External
Debt, and Sovereign Risk in a Small Open Economy,” International Monetary Fund Staff
Papers, 37 (June 1990).

Bellman, Richard, Introduction to Matrix Analysis, 1964, McGraw-Hill.

Blanchard, Oliver Jean and Stanley Fischer, Lectures on Macroeconomics, The MIT Press,

1986.

Blanchard, Oliver Jean and Nobuhiro Kiyotaki, ‘Monopolistic Competition and the Effects

of Aggregate Demand”, The American Economic Review, September 1987.

Burnside, Craig, Martin Eichenbaum, Sergio Rebelo, ‘On the fiscal implications of twin

crises”, NBER Working Paper 8277, 2001.

Calvo, Guillermo, ‘Staggered Prices in a Utility -Maximizing Framework™, Journal of

Monetary Economics, 12 (1983), n0. 3 (September):983-998.

Calvo, Guillermo, ‘Real exchange rate dynamics with nominal parities”, Journal of

International Economics 22(1987) 141-155. North-Holland.

Calvo, Guillermo A. and Carlos A. Végh, ‘Stabilization dynamics and backward -looking
contracts”, Journal of Development Economics 43 (1994) 59 -84. North-Holland.

Calvo, Guillermo A. Oya Celasun, and Michael Kumhof, “A theory of rational inflationary

inertia”, in Knowledge, information, and expectations in modern macroeconomics: in honor

of Edmund S. Phelps, edited by Philippe Aghion, Roman Frydman, Joseph Stiglitz, and

Michael Woodford, Princeton University Press, 2003.

Dornbusch, Rudiger, ‘Real interest rates, home goods, and optimal external borrowing”

Journal Of Political Economy 91, February 1983.

51



Edwards, Sebastian, ‘Real and monetary determinants of real exchange rate behavior:
theory and evidence from developing countries”, Journal of Development Economics 29

(1988) 343-345.

Edwards, Sebastian, Exchange rate misalignment in developing countries, John Hopkins

University Press, Baltimore, MD, 1988.

Edwards, Sebastian, ‘Exchange rate regimes, capital flows an d crisis prevention”, paper
prepared for the National Bureau of Economic Research Conference on ‘Economic and

Financial Crises in Emerging Market Economies,” Woodstock, October 19-21, 2000.

Erceg, Christopher J., Dale W. Henderson, Andrew Levin, ‘Optimal m onetary policy with
staggered wage and price contracts”, Journal of Monetary Economics, 46 (2000) 281 -313.

Escudé, Guillermo J., ‘El riesgo pais y el endeudamiento externo en el crecimiento
(exdgeno) de largo plazo: una extension del modelo de Ramsay”, Serie Seminarios,

Instituto y Universidad Torcuato Di Tella, junio de 1997.

Escudé, Guillermo J., ‘Los bienes no transables y el endeudamiento externo en el
crecimiento de largo plazo”, Instituto y Universidad Torcuato Di Tella, Serie Seminarios,

diciembre de 1998.

Fischer, Stanley (2001), ‘Exchange Rate Regimes: Is the Bipolar View Correct?”,
Distinguished Lecture on Economics in Government delivered at the meetings of the

American Economic Association, New Orleans, 6 January 2001.

Frenkel, Jacob A. and Assaf Razin, Fiscal Policies and Growth in the World Economy, The
MIT Press, 1996

Garber, Peter and Lars E. O. Svensson, ‘The operation and collapse of fixed exchange rate

regimes”, N.B.E.R., Working Paper No. 4971, December 1994.

Hinkle, Lawrence E. y Peter J. Montiel, Exchange Rate Misalignment. Concepts and

measurement for developing countries, Oxford University Press, 1999.

Kimbrough, Kent P., “Speculative attacks: the roles of inter -temporal substitution and the
interest elasticity of the demand for money”, Journal of Macroeconomics, Vol. 14,

September 1992, pp. 689-710.

52



Montiel, Peter J., ‘Determinants of the Long -Run Equilibrium Real Exchange Rate: An
Analytical Model”, in Hinkle and Montiel (1999).

Mussa, Michael, “Argentina and the Fund: From Triumph to Tragedy”, Institute for

International Economics, March, 2002.

Nikaido, Hukukane, Introduction to sets and mappings in modern economics, 1960.

Obstfeld, Maurice, and Kenneth Rogoff, Foundations of International Macroeconomics,

Cambridge, Mass., MIT Press, 1996.

Pipes, Louis A., Applied Mathematics for Engineers and Physicists, 1958, McGraw-Hill.

Sbordone, Argia M., ‘Prices and unit labor costs: a new test of price stickiness”,

Department of Economics, Rutgers University (October 1998).

Sbordone, Argia M., “An optimizing model of U.S. wage and price dynamics”, Department

of Economics, Rutgers University (December 2001).

Walsh, Carl, Monetary Theory and Policy, second edition, The MIT Press, 2003.

Willman, Alpo, ‘The collapse of the Fixed exchange rate regim e with sticky wages and
imperfect substitutability between domestic and foreign bonds”, European Economic

Review 32: 1817-38, 1988.

Woodford, Michael, Interest and Prices, April 1999, Revised December 2002.

Yun, T., ‘Nominal Price Rigidity, Money Supply E ndogeneity, and Business Cyucles”,
Journal of Monetary Economics, 37 (2) April 1996:345-370.

53



Figure A1
Real Broad Dollar Index
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Figure A2

Real Broad Dollar Index (inverted) and Net Private Capital Flows to

Emerging Market Countries (rho=0.75)
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Figure A5
U.S. Real Broad Dollar Index (inverted) and
Argentine MRER (USA, Euro, Brazil)
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Figure A6
Argentina's MRER and Real Manufacturing Wages
1975-2002
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Figure A7
Argentina's MRER and Real Manufacturing Wages
The Tablita episode and after 1977-1983
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Figure A8
Argentina's MRER and Manufacturing Real Wages
1991-2002
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