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Policy Issues and Model Simulations

This chapter presents simulation results for several policy experi-
ments, using the expanded model described in the previous chapter.
These results generalize those obtained from the experiments
conducted in chapter 3, not only in the sense that they emerge from
a much more complete model, but also in that the full dynamic
path, rather. than just impact and steady-state effects, will be
explored. Expectations are “consistent” in the sense that they are
formed using the future simulated values from the model itself.'
Agents are “rational” in that they know the model, all past and
current data, and the values of all future exogenous variables -
although some shocks may come as “surprises” - and use this
information to form their expectations. With the use of consistent
expectations, current effects of anticipated policies can be
appraised, and the dynamic effects of policy changes that alter
the time pattern of key macroeconomic variables can be deter-
mined. In principle, this simulation procedure does not imply that

the model is immune from the “Lucas critique” (see Lucas, 1976),

according to which a policy change sufficiently atypical as to
amount to a change in “policy regime” could well induce behavioral

responses by private sector agents that shift the parameters of

the model’s equations. However, the analysis of policy changes
that lie within a. short range of policy variations would not be
subject to this critique.?

Using the parameter set, as well as the startmg values of
exogenous variables shown in table 4.1 above, a baseline which
approximates the steady state solution of the model is first
calculated. Once the baseline is established, the properties of
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the model are examined by subjecting it to a variety of shocks. We
study here the effects of four domestic policy shocks, affecting
variables which have featured prominently in stabilization programs
in developing countries. These consist of a fiscal shock, in the
form of a change in government expenditure on home goods, two
monetary policy shocks considered in chapter 3, consisting of
increases in central bank credit to commercial banks and in the
interest rate on bank loans, and a devaluation of the official
exchange rate. The first two shocks are assumed to be transitory
in nature, the interest rate shock is maintained during five periods,
and the exchange rate change is assumed to be permanent.’ The

" results reported here refer to anticipated shocks which, although
announced in penod t, are implemented in period ¢ + 5 and are
fully credible.* For the first three experiments, the nominal wage
is maintained at its market-clearing level calculated in the baserun
solution. This assumption allows us to focus on transmission
mechanisms to the real sector other than wage flexibility per se.
For the exchange rate experiment, wages are assumed to adjust
rapidly - but not completely ~ to their new equilibrium level, due
to the permanent nature of the shock. Finally, in the initial steady
state, it is assumed that:

LZ,/D%, > (1 —I-")’L - ig)/ iy - i), .1

—that is, using (4.31), L?,/D?, > (1 — p), so that interest rate
ceilings indeed provide a net subsidy, rather than imposing a tax,
to households, allowing our simulations to take into account
the existence of a “quasi-fiscal” deficit (an excess of expenditure
over income in the financial public sector), which is a common
phenomenon in many developing countries.

1 Effects of Government Spending on Home Goods

Consider first a temporary (one-period only), fully anticipated
increase by 10 percent in government spending on home goods
G,, financed by central bank credit. Figure 5.1 depicts deviations
from baseline values for some key endogenous variables in the
model: real output of home goods, the domestic price level, the
parallel exchange rate, the stock of net foreign assets of the central
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160 Policy Issues and Model Simulations

2 Sims (1987) has argued that Lucas’s critique of econometric policy
evaluation - at least in it usual interpretation - is logically flawed.
If the parameters of the policy “rule” are subject to change, as they
must be if it makes sense to evaluate changes in them, then the public
must recognize this fact and have a probability distribution over the
parameters of the rule. But then these parameters are themselves policy
variables, taking on time series of values drawn from some probability
law. Predicting how the economy will behave if the parameters of
the rule are set at some value and kept there (“conditional” projections)
is logically equivalent to predicting the behavior of the economy condi-
tional on a certain path of a policy variable. Yet this is precisely the
kind of exercise that Lucas claims to be meaningless.

3 Transitory shocks are better suited to the analysis of stabilization
issues and have the convenient computational feature that the steady-
state values of the expectational variables remain unchanged. However,
interest rate and exchange rate changes have often a more permanent
character, and they are modeled as such here.

4 The experiments were also performed with unanticipated shocks. As
a consequence of the assumption of no wage indexation, the major
difference with the results reported below is that real output effects
are higher, and price effects lower, at the announcement period.
Qualitatively, however, the dynamics are basically identical to those
discussed in the text for the periods following implementation of
policies. - :

5 In a different context, Lorie (1988) developed a disequilibrium macro-
economic model with fixed prices and credit rationing in which an
increase in deposit interest rates (which leads, under profit maximiza-
tion, to a rise in lending rates) becomes potentially expansionary
because it lessens the financing constraint faced by domestic firms.

6 See, for instance, Lizondo and Montiel (1989), and Rojas-Sudrez
(1987).

7 Note that the parallel market premium therefore falls as a result of
both the devaluation of the official exchange rate and the appreciation
of the free exchange rate. This is in contrast to what is normally
observed in dual exchange market models, in which the reduction of
the premium is brought about strictly by changes in the official

exchange rate. Our results differ due to the presence of the curb loan

market. The informal interest rate is affected by the price level eéffects
of the devaluation.

6
Epilogue

The purpose of this book has been to examine the macroeconomic
implications of the coexistence of formal and informal markets -
a phenomenon that has been observed in many developing
countries. Specifically, we have analyzed the effects of several"
macroeconomic policy instruments in the presence of informal
markets. Along with presenting a fairly comprehensive survey of
much of the available literature on informal financial markets
and of recent theoretical advances in developing country macro-
economics, we have attempted to show how these markets affect
macroeconomic outcomes in developing countries. We have made
two important advances in this regard. First, we developed an
analytical approach to analyzing how the effects of various shocks .
are transmitted to the rest of the economy in the presence of infor-
mal markets. Second, we developed a detailed macroeconomic
model that incorporated a number of features considered “typical”
of developing countries including, most importantly, the presence
of informal markets.

1 The Analytical Model

The analytical model, which is based on an open-economy,
portfolio-balance framework, suggests that informal loan and
foreign exchange markets play important roles in transmitting the
effects of financial policy instruments to aggregate demand. In
addition to interest-rate effects through the informal loan market,
the effects of these markets operate through changes in household




