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PREFACE

The International Center for Economic Growth is pleased to publish
The Sequencing of Structural Adjustment and Stabilization by Sebas-
tian Edwards as the thirty-fourth in our series of Occasional Papers,
which feature reflections on broad policy issues by noted scholars and
policy makers.

Dr. Edwards provides an overview of existing studies on the se-
quencing and speed of economic liberalization, which draw on the
experiences of the Southern Conc nations. In a time of virtual con-
sensus among economists that outward-oriented economic policy is the
key to successful economic growth, the debate over the optimal se-
quencing of structural adjustment—in terms of its effect both on the
financial sector and on human welfare—is of increasing concern to
policy makers. The sequencing of liberalization constitutes a *‘com-
petition of instruments”—or policy dilemma—that requires policy
makers to reach a balance among the possibly conflicting goals of
development. Should reforms be carried out rapidly and, if so, at what
short-term cost to the private sector? Should the frecing of the capital
account be contingent on ridding the economy of disequilibria in the
balance of payments?

Finally, Dr. Edwards asserts that a successful policy package
must, above ali, be credible. If citizens belicve that reform will fail or
that it will be reversed at the whim of the government, popular political
resistance could cripple any attempt at reform.

Recent capital inflows to the countries of Latin America, which
threaten to introduce pricing distortions, and the process of economic
liberalization in the postsocialist nations of Eastern Europe make
it advisable for policy makers in these countries to draw from the
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experiences of the Southern Cone countries, with their various se-
quences of adjustment. Dr. Edwards’s insightful analysis underscores
the necessity to balance the long-term goals of the financial sector with
the near-terms needs of a population dependent on the availability of
resources and employment during the time of transition.

In recent years, Dr. Edwards has been at the forefront of both
‘icoretical and applied research dealing with the complex and timely
p-olicy issues of economic liberalization.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth
Panama City, Panama
October 1992
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SEBASTIAN EDWARDS

The Sequencing of Structural
Adjustment and Stabilization

At the end of the 1980s the economics profession came to virtual
agreement regarding the advantages of economic policies that favor
openness and export-led growth. The decades-old debate over inward-
versus outward-oriented economic policy secems to have been deci-
sively won by the proponents of outward orientation. This consensus
has, however, generated a score of important and pressing questions
regarding the actual implementation of outward-oriented policies. Per-
haps the questions that have artracted the greatest attention of policy
makers and cconomic analysts are the ones related to sequencing and
speed of structural reform: In what order should different markets be
liberalized? Should a country tackle the inflationary problem before
dealing with market-oriented reforms, or should the opposite sequence
be pursued? How costly is it to undertake liberalization if the labor
market is still regulated and distorted? The crucial importance of these
questions became cven more apparent with the recent efforts under-
taken in Eastern European countries toward market-oricnted reform
and economic restructuring.

Although questions related to sequencing and speed, like the ones

Previous versions of this paper were presented at conferences in Cali, Colombia, and
Scoul, Korea. I thank Miguel Savastano for his comments and assistance.

1



2 SEBASTIAN EDWARDS

posed above, are faced every day by policy makers and advisers, the
academic literature on the subject has been spirse, scattercd, and
sometimes enigmatic. The purpose of this paper is to present a broad
analytical survey of the existing literature or iic sequencing of struc-
tural reform with special emphasis on policy lessons.' The paper deals
with two broad questions: first it addresses the issue of the sequencing
of the liberalization of different markets, placing particular emphasis
on the imports market, the financial market, and the nontradables and
labor markets. These problems are addressed in the first five sectisns.
The next section deals wsth the second broad question tackler :in this
paper regarding the sequencing of macroeconomic stabilization and
structural adjustment reform, ar issue that has attained considerable
interest in the context of East European reforms. In the firal section,
I'briefly discuss the experiences of the countries of the Southern Cone
of Latin America with structural adjustment and liberalization. The
paper also includes a bibliography on the sequencing issue, which will
hopefully be useful to those interested in further exploring this topic.

Capital Inflows, Adjustment Costs, and the Sequencing Issue

In their classical study on industrialization policies in the developing
nations, Little, Scitovsky, and Scott (1970) addressed for the first time
some of the issues related to the speed and order of liberalization. Their
analysis-—mainly based on political economy considerations—led to
their basic recommendation that structural reforms should be carried
out gradually. The reason for this policy advice was based on the role
of adjustment costs and on the opposition to the reform policy that
these costs can generate. According to these authors, faster reforms
wiil result in larger short-term costs--including unemployment and
bank:uptcy—and thus in stiffer political opposition. Along similar
lines, Michaely (1982) has argued that in order to minimize the polit-
ical opposition to trade reform it is necessary to minimize the short-run
unemployment effects and other adjustment costs associated with these
policies. According to Clark (1986), one way of reducing these ad-
justment costs is by relying on foreign capital during the transition; he
has argued that the Egyptian structural reforms of the 1970s succeeded
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thanks to the ample availability of foreign funds that helped achicve a
smoother transition.

Anne Krueger has also argued that an increased reliance on foreign
funds ‘will greatly reduce the friction that emerges during major struc-
tural reforms.> In fact, in her writings on possible solutions to the debt
crisis, Krueger has strongly argued that the multilateral institutions
should provide extensive financial assistance to thosc indebted devel-
oping countrics commitied to reforming their external sectors (see
Krueger 1988). Nioreover, in a recent piece evaluating the success of
the Korean experience with outward-oriented policies, Krueger (1990)
has pointed out that the ample foreign financing available to Korea
during the period from 1962 to 1979, when the most important struc-
tural reforms were implemented, helps explain a significant fraction of
that country’s spectacular growth. In fact, based on a counterfactual
simulation exercise. Krueger argues that if Koreca had not received
such inflows of capital, the rate of growth would only have been 70
percent of what was actually achieved.

[aterestingly, Krueger’s view on this important historical episode
is somewhat at odds with Ronald McKinnon’s interpretation. Accord-
ing to McKinnon, far from being beneficial, the large inflow of capital
into Korea from mid-1966 on generated significant costs, including
high inflation (through the monetization of thesc foreign funds) and
‘*some degree of regression in [Korea’s] . . . financial liberalization'”
(McKinnon 1984, p. 477).3 As is explained in greater detail in the next
section, McKinnon's position is based on the real exchange rate effects
of capital inflows.

The unifying theme in those papers that argue for financial assis-
tance during the transition is that since the adjusiment cost associated
with micro reforms can be reduced by an increased availability of
foreign funds, restrictions on the importation of capital should be
reduced before the trade reform takes place—that is, a ‘‘capital-
account-first’”’ sequence of structural reform.*

The recent discussion on the market transformation in Eastern
Europe has also emphasized dramatically the need for foreign capital—
in the form of direct forcign investment, joint ventures, and portfolio
capital--as an important early element of reform.’
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Structural Adjustment and the Real Exchange Rate

Although economic liberalization has become a central component of
most structural adjustment programs in the developing countries, the
outcome of tnese reforms has not always been successful. In fact, in
many countries liberalization policies have been reversed after a short
period of time. A series of new cross-country studies have found that
historically the degree of success of I'beralization episodes has been
closely linked to the behavior of the real exchange rate. For example,
in a summary of 2 recently completed study on the liberalization ex-
periences of nineteen countries, ivichaely (1987) states that

the long term performance of the real rate of foreign exchange clearly
differentiates **liberalizers™ from *‘nonliberalizers.” . . . [L]iberalizers
have tended to be persistent in maintaining a more-or-less given level of
the real exchange rate over the long run; whereas **nonliberalizers’” have
tended to let this rate suffer from spasms [emphasis added].

In their evalvation of experiences with liberalization policies in the
Soutkern Cone countries (Argentina, Chile, and Uruguay), Corbo and
de Melo (i987) point out that the behavior of the real exchange rate—
and more specifically the persisient real exchange rate overvaluation
that developzd in all three nations—was one of the main causes of the
less-than-successful outceme of these reforms in the early 1970s. Ed-
wards (1989¢) has shown that real exchange rate behavior is at the
heart of the explanation of why only a handful of the countries that
have received World Bank Structural Adjustment Loans (SALs) have
succeeded in liberalizing their economies. Also, Edwards (1984b)
found out that real exchange rate volaiility i.as negatively affected
economic performance, including growth, in a score of developing
countries.

Recent discussions on the appropriate sequencing of reform have
indeed focused on the key role of behavior of real exchange rate during
structural reform programs. Most authors that have concentrated on the
key role of the real exchange rate during a trade liberalization effort
have argued in favor of postponing the opening of the capital account.
Ronald McKinnon was possibly the first author to oppose, on real
exchange rate grounds, the view that structural (and mainly trade)
reforms should be ac:ompanied by capital inflows. In his classical
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study on the role of financial markets in the development process
McKinron (1973) argued that capital account restrictions should be
relaxed only after trade and other industrial sector distortions had been
eliminated. The rationale for this policy recommendation is that capital
inflows will result in a real exchange rate appreciation which, in turn,
reduces the protection in the tradables sector at a time when, because
of the tariff reduction reform, a real exchange rate depreciation is
needed.® McKinnon has posed his views in the following way: ‘*Un-
usually large capital inflows of foreign capital . . . inhibit the exchange
rate to depreciate sufficiently . . .’ (1973, p. 160). This problem is
compounded by the fact that these flows are unsustainable in th: long
run. Consequently, he argues, a structural reforin of the trade account
should *‘deliberately avoid an unusual or extraordinary injection of
foreign capital’’ (p. 161).

Edwards (1989b) developed a formal intertemporal real equilib-
rium model to analyze the way in which the equilibrium real exchange
rate reacts to a reduction in tariffs and to a capital account liberaliza-
tion. He sho'vs that in a world with three types of goods (exportables,
importables, and nontradables), a reduction in tariffs can, strictly
speaking, result in either an equilibrium real exchange rate deprecia-
tion or appreciation. Under most plausible cases and more probable
configurations of elasticity values, however, a tariff liberalization re-
form will requirz an equilibrium real exchange rate depreciation. It is
also shown that in this general model capital account liberalization will
unambiguously result in a real exchange rate appreciation. This anal-
ysis, then, shows that theoretically there is support for McKinnon’s
contentions. In Edwards (1989a) a time scries data set for a group of
twelve LDCs was used to empirically investigate the way in which the
equilibrium real exchange rate reacts to tariff changes and changes in
capital flows, among other variables. He found that lower tariffs re-
sulted in an equilibrium real exchange rate depreciation, while an
increase in capital inflows was associated with a real appreciation.

In a number of later writings, McKinnon has again addressed the
general issues of sequencing and speed of structural reform. In his
analysis of the overall experiences of the Southern Cone countries
with structural reform in the 1970s, McKinnon (1982) has argued
that Chile’s superior performance was due to having kept the capital
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account closed while tariffs were reduced. He contrasted this case to
Argentina’s poor performance and argued that the fact that Argentina
siad followed the opposite sequencing was at the heart of the explana-
tion. McKinnon has also used the historical lcssons from these epi-
sodes to conclude that trade liberalization should only take place after
the fiscal deficit is eliminated. In this way the government will face no
need to borrow from abroad to finance its expenditure, and thus the
need for capital inflows during the transition will be reduced. This
theme is also present in McKinnon’s (1991) recent book on the dy-
namics of reform in the developing and former Communist nations.

As is explained in greater detail in the section entitled **Macro-
economic Effects of Alternative Sequencings,”” the behavior of the
real exchange rate, and more specifically the dangers of overvaluation,
have also played a central role in discussions on the sequencing of
macroeconomic stabilization and structural reforms.

The Welfare Consequences of Alternative Sequencing Scenarios

A number of authors have used a traditional second-best welfare ap-
proach to address the sequencing dilemma. In a series of papers, Jacob
Frenkel (1982, 1983) discussed the appropriate order of structural
reform from this welfare perspective. His analysis was partially based
on the Southern Cone reforms of the early 1970s. Frenkel made the
important point that goods and asset markets clear at different speeds:
Although asset markets clear almost instantancously, the attainment of
equilibrium in the goods markets usually takes some time. Thus, he
argued, a synchronization of the structural reform process will call for
the goods markets (that is, the current account) to be liberalized before
the capital account. Also, Frenkel pointed out that from a second-best
perspective, it is more advisable to open the current account before
liberalizing restrictions on capital mobility. He says that *‘a compari-
son of the costs of distortions . . . supports the proposition that the
trade account should be opened first”’ (1983, p. 167). His analysis,
however, does not include a formal discussion of this proposition.
Most works on the sequencing question have focused on the rather
narrow issue of the order of liberalization of the current and capital
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accounts of the balance of payments, withoat addressing the sequenc-
ing problem from a broader perspective. An early exception is Anne
Krueger (1984, 1985) who provides a comprehensive discussion that
deals with labor markets, the agricultural sector, and the trade and
capital accounts. She argues that the most serious problem with a
generalized reform program is the political resistance that it generates.
Economic agents can generally recognize the short-run adjustment
costs associated with structural reforms, but usually have difficulties
perceiving its long-run benefits. In terms of the appropriate sequenc-
ing, Krueger is not fully committed. While on the one hand she argues
for increased capital intlows during the transition period of a trade-
related structural reform, on the other hand she points out that opening
up the capital account in the presence of trade distortions may result in
a serious misallocation of investment funds (Krueger 1985). Regarding
the speed of structural reform, however, Krueger favors an abrupt
dismantling of distortions. This recomrnendation, she argues, is dic-
tated by both welfare and credibility consideraticns.

An important question in evaluating the welfare cffects of alter-
native sequencing scenarios refers to the possible unemployment ef-
fects of different policy measures. In this area, a particularly pressing
concern of policy makers is the possible short-run unemployment ef-
fects of trade liberalization policies. From an analytical perspective,
the effect of a trade reform on employment will depend on a series of
factors, including the nature of labor-market distortions (minimum
wages, for example), the extent of indexation, and the relative factor
intensities of the different sectors of the economy. Within the most
basic trade framework—the Heckscher-Ohlin model—a trade liberal-
ization does not generate any employment problems in a developing
nation where exports are labor intensive. In fact, this will be the case
regardless of whether wages are flexible or rigid. Perhaps the simplest
frarnework for dealing with the potential employment consequences of
reform is the dependent economy model with three goods, three fac-
tors, and rigid real wages. In this setting trade liberalization results in
unemployment. If wage rigidity is limited to the importables sector
only, this will tend to increase the gap between wages in the im-
portables and other sectors. The labor force in this case will tend to be
reallocated between nontradables and exportables. The effect of trade
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liberalization on total unemployment is not clear because there are two
forces that affect the equilibrium level of unemployment in opposite
directions. On the one hand, the probability of finding a high-wage job
is reduced by the reduction in labor demand in the importables sector,
but, on the other hand, the wage in the rest of the labor market falls,
reducing the opportunity cost of unemployment (sec Edwards, 1989d).

In a recent paper, Edwards (1992) has used a four-sector intertem-
poral general cquilibrium model to formally analyze the welfare con-
sequences of alternative sequencings. He has shown that there are no
definitive welfare-based theorems on which to base a preference for 2
particular scquence. He has argued that policy recommendations on
sequencing should, thus, be based on macro management and credi-
bility considerations.

The eliminatior of capital controls also have potential employment
consequences. These, however, have to be discussed within an explicit
intertemporal framework. Under the assumption that the cconomy is
distorted by controls to cap:cal mobility and by a minimum wage, it is
possible to show that the removal of capital controls will tend to
increasc employment in nontradables through a positive effect on ex-
penditure demand. In a similar framework it can be shown that an
anticipated tariff reform can generate a negative effect on the level o
employment (Edwards 1989d).

Sequencing, Sustainability, and Credibility of Reform

An important precoccupation of most authors has to do with the sur-
vivability of a structural reiorm program.” In fact, Michaely (1987) has
defined a successful trade liberalization reform as one that is sustained
through time. An important determinant of sustainability is the extent
to which the reform program is credible. If there is no credibility the
public, expecting the liberalization measures to be reversed, will ac-
tually take steps that will undermine the effectiveness of the reform
program. As is discussed in greater detail later in the section on South-
ern Cone experiences in the 1970s, a number of analysts have argued
that the problems faced by the Southern Cone nations with their reform
programs were fargely related to lack of credibility.
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Calvo (1983, 1987) and Stockman (1982) discussed theoretically
the role of credibility in the liberalization process. In particular, Calvo
(1987) emphasized that if a specific reform is not credible to economic
agents, liberalizing other sectors may actually be welfare reducing. A
good example of this would be to liberalize the capital account at a
time when the public belicves that the trade reform will be reversed—
that is, when the credibility of the trade reform is low.

According to Calvo, if a trade reform lacks credibility, the public
will use foreign funds—that have been made available through the
liberalization of the capital account—to import larger amounts of
goods, especially durables, than what would be called for if the trade
reform were credible. This over-importation will result in welfare
losses because the lack of credibility has played the role of a distortion.
Because under these circumstances the liberalization of the capital
account magnifies the preexisting distortions (that is, taxes or tariffs),
Calvo recommends that in countries where governments lack credibil-
ity, capital controls should not be removed until the trade liberalization
program is fully consolidated. Thus, from this view of credibility we
once again infer the reccommendation that capital comrols should not be
lifted in the carly days of the structural adjustment program. Quite the
contrary, these considerations call for the postponement of such mca-
sures until the trade reform is solidified.

World Bank and IMF Studies on the Sequencing of Reform

Some international institutions have also shown concern regarding the
appropriate sequencing of liberalization. The World Bank, for exam-
ple, has supported a number of related projects. Early contributions are
Edwards 1984 and Edwards and van Wijnbergen 1983 and 1986.
These authors constructed formal gener2l equilibrium intertemporal
models to analyze the appropriate speed and order of liberalization.
They assume a two-perind economy with tariffs and distorted invest-
ment decisions. On weliare grounds they show that in this setting a
low-level (gradualy trade reform is preferable to abrupt rcform. The
rcason for this is that by liberalizing slowly present-period savings
increase, reducing the extent of the existing distortions. They also
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argue that on second-best grounds the most appropriate sequencing
consists of liberalizing the current account before opening up the cap-
ital account. Rodrik (1987) extended this framewaork by adding two
additional distortions: a minimum wage and a fixed price for nontrad-
abies. As opposed to Edwards and van Wijnbergen, however, he con-
centrates on the trade and capital account of the balance of payments.
Rodrik concludes from his analysis that the sequencing suggested by
Edwards and van Wijnbergen is the most adequate.

A 1985 World Bank conference on the dynamics of structural
reform included contributions by Krueger (on overall issues), Mussa
(on the speed of liberalization), Michaely (on speed and order within
the trade account), Edwards (on the sequencing of the reforms), and
Harberger (on the role of the capital account), as well as commentaries
by McKinnon, Balassa, Lal, and Dornbusch (see Choksi and Papa-
georgiou 1986). These papers dealt mainly with analytical issues with-
out looking in detail at the empirical evidence. The main conclusion
that emerged from this conference was that although theoretically little
was known of the dynamics of structural reforms, the fate of these
liberalizations often depended on implementing a package that in-
cluded an appropriate speed and sequencing of the reforms. With
regard to the issue of speed, no unique policy conclusion was obtained,
while there was widespread agreement that the most appropriate se-
quencing of reform would postpone capital account liberalization until
the trade reform was completed. The reasons for this recommendation
were related to the effects on the real exchange rate of alternative
components of the structural reforms; adjustment ccsts and political
economy considerations; and welfare considerations.

Deepak Lal (1986), however, maintained a dissenting view, argu-
ing that a free-floating exchange rate would be an important—indeed
crucial—component of a liberalized or reformed economy. Since an
important requirement for having a genuine floating system is to have,
at least to some extent, a convertible currency, Lal argued that the
appropriate order would imply opening up the capital account before
reforming micro decisions through the reduction of import tariffs.
Later, Sell (1988) developed a simple formal framework to analyze
this issue. He used Dornbusch’s (1974) three-good model (with ex-
portable, nontradable, and importable goods) to investigate the way in
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which tariff reform affects other relative prices and the equilibrium real
exchange rate. As in Dornbusch’s original discussion, he found that
the degree of substitutability (or complementarity) between the three
goods is an important determinant of the way the tariff reform will
affect the equilibrium real exchange rate. He argues that because in
theory a trade liberalization can result in either a real depreciation or a
real appreciation, it is convenient to adopt a floating exchange rate
before the trade reform is initiated. Sell, then, sides with Lal arguing
in favor of the capital-account-first sequencing.

The 1986 World Bank conference on labor markets and trade,
organized by C. Lluch and R. Klinov, dealt specifically with the role
of labor market distortions in structural reforms. The studies presented
at this conference emphasized the potential unemployment effect of
structural reforms and discussed possible ways to reduce this problem,
including retraining grants, deindexation of wages, and dismantling of
other rigidities in the labor market. Edwards (1988a) argued that a
gradual trade reform would generally reduce unemplovment disloca-
tions. The other papers delivered at this conference did not, however,
tackle the issue of the sequencing of reforni.

In an importart World Bank study on trade and industrial policy in
East Asia, Bhattacharya and Linn (1988) briefly dealt with the appro-
priate order of reforms. In a nutshell they have argued that (1) goods
sectors should be liberalized before financial sectors; (2) domestic
financial markets should be liberalized before opening the capital ac-
count; and (3) barriers to international trade should be removed before
lifting capital controls.

The influential project directed by Michaely, Choksi, and Papa-
georgiou (1991) has recently reviewed the liberalization episodes of
nineteen countrics. In the synthesis of this study, the authors highlight
a number of very important facts. First, the authors found that mac-
roeconomic instability was the single most important cause behind
reversal of trade reforms. Second, in these countries trade related
structural reforms generated no significant unemployment conse-
quences. And third, those countries that could not sustain a trade
liberalization process corresponded to those nations that had experi-
enced a significant real exchange rate appreciation. An accoinpanying
study dealing with a smaller number of countries—Argentina. Chile,
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Uruguay, and Colombia— confirmed the view that capital inflows usu-
ally result in real exchange rate appreciation as capital outflows usually
result in depreciation. These findings, then, lend additional support to
the view that argues for postponement of capital account deregulation
on the grounds that this policy induces real exchange rate overvalua-
tion and loss of competitiveness in the tradables sector.

Studies funded by the IMF have also dealt with some sequencing
issues. Khan and Zahler (1983, 1985, 1987) provide an carly and
insightful analysis of these issues. They constructed a simulation
model to analyze the consequences of alternative liberalization se-
quencings. As in Frenkel’s discussions (1982, 1983), their model as-
sumes that financial markets adjust much faster than goods markets.
They found that over the long run, alternative sequencings of liberal-
ization did not make significant differences in terms of the behavior of
reai output and relative prices. Another important finding of these
studies is that a consistent macroeconomic policy is imperative in any
reform aimed at liberalizing the current and capital accounts. In an
IMF Occasional Paper, Corden (1987) also addresses the question of
the appropriate sequencing of structural reform in the LDCs and con-
ciades that ‘‘opening up the domestic capital market to the world is
likely to make it more difficult to manage the exchange rate.”’ As a
consequence, this will **present problems if it is desired to fine tune the
exchange rate as part of a major trade liberalization." Thus, argues
Corden, the adequate sequencing should postpone the liberalization of
the capital account until the trade reform has been consolidated
(Cordon 1987, p. 23).

In a more recent effort from the IMF, Bhandari (1989) has devel-
oped a model with well-developed real and financial sectors to explic-
itly analyze the issuc of the adequate liberalization scquencing.
Contrary to other authors. Bhandari models capital controls using a
dual exchange rate regime characterized by a fixed nominal rate for
commercial transactions and a freely fluctuating rate for financial
transactions. He argues that an appropriate criterion for selecting
one scquencing over another is the way the economy’s degree of
competitiveness evolves. He then shows that in his model almost any-
thing can happen and, thus, that *‘if the policymakers’ preference
function is defined in terms of the adjustment of prices-—output and
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the commiercial real exchange rate—it is clear that a general unquali-
fied statement regarding the sequencing of commercial versus financial
reform is not available’’ (p. 3).

Macroeconomic Effects of Alternative Sequencings

More recently, and partially as a consequence of the collapse of com-
munism, a new dimension has been added to the policy debate on the
sequencing of liberalization in the developing countries. A number of
authors, and certainly the multilateral institutions, have investigated
the interaction between structural reforms and macroeconomic stabi-
lization programs. Most contributions to this emerging literaturc have
dealt with the sequencing of stabilization and liberalization policies,
discussing whether liberalization should be undertaken before, simul-
tancously, or after disinflation is attained. As can be seen in Table |,
this literature has provided a number of insights and a myriad of policy
recommendations that go from *‘liberalize first’ to ‘‘stabilize first.”’

Those authors that favor the liberalize-first strategy or the simul-
tancous implementation of both policies include Krucger (1981, 1984,
1988), Michaely (1987), and Corden (1987). They argue that there is
little connection between disinflation and liberalization policies, and
that the costs of trade restrictions are too high to justify the postpone-
ment of liberalization until the raacrocconomy has regained cquilib-
rium. They are carctul to point out, however, that in order to ensure the
success of the trade reform, it is crucial to avoid real exchange rate
overvaluation.

The supporters of the stabilization-first sequence include Sachs
(1987, 1988), McKinnon (1984), and Fischer (1986, 1987). They have
based their views on a number of considerations, including the histor-
ical difficulty of avoiding overvaluation in countries with high fiscal
deficits and the relationship among inflation, relative price variability,
and resource allocation.

A limitation of much of this literature, however, is that it is very
genceral and no systematic attempt has been made to analyze the his-
torical cvidence. Morcover, most of these studies have not made a
clear distinction among different degrees of trade reform, different
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TABLE 1 A Schematic View of the Literature on the Sequencing of
Stabilization and Trade Liberalization

1. Trade Liberalization First

1981, Krueger. If there are foreign funds available, tariffs can be
reduced without an accompanying real depreciation, helping the
stabilization effort by providing an anchor for many domestic prices.

2. Simultancous Implementation of Both Policies

1981, Krueger. In theory there is very little connection between the
determinants of inflation and of the orientation of the trade regime. It is
possible to attack both problems at the same time as long as we avoid real
overvaluation.

1934, Krueger. Postponement of liberalization implies prolonging
inefficiency costs. Implement both policies simultaneously, follos ing
crawling peg and assuming that the government will not resort to controls
in an effort to curb inflation.

1987, Michaely. Liberalization will only succeed with a depreciated real
exchange rate. This requires solving fiscal deficit pressures simultanecusly.

1987, Corden. As long as overvaluation is avoided it is possible to
carry on both policies at the same time.

3. Stabilization First

1981, McKinnon and Mathieson. Liberalization will have a better
chance of succeeding it undertaken with a fiscal surplus. In this way we
can assure that we will maintain a depreciated real exchange rate.

1984, McKinnon. The main problem with aborted liberalizations is that
they have been accompanied by massive capital inflows that resulted in
real appreciation. The best way to 2void the need for foreign funds is to
achieve fiscal surplus before liberalizing.

1986, 1987, Fischer. Since inflation generates serious distortions,
liberalization will take place under inappropriate signals. Thus, inflation
should be brought down first.

1987, 1988, Sachs. Both policies result in a *‘competition of
instruments,”” where what is required to succeed in one front is the
opposite of what is uceded (o succeed in the other. Historical evidence
from successful Asian cxporters suggests that stabilization should be
consolidated before attempting trade reforms.

initial conditions, or different initial types of macroeconomic disequi-
libria. There is little doubt, however, that the answer to this sequencing
question will depend greatly on the extent of the initial macroeconomic
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disequilibrium and other distortions. In fact, the problems faced by
policymakers will be vastly different in countries with low or medium
rates of inflation than in those that arc experiencing high to very high
rates of inflation. This is because, first, higher inflation is usually
associated with higher relative price volatility and, thus, greater un-
certainty. This, in turn, affects investment incentives and resource
reallocation, making liberalization in highly inflationary countries a
somewhat risky proposition. Second, large macroeconomic disequilib-
ria will usually have effects on the structure of protection; as macro-
economic pressures mount, inost ccuntries will hike tariffs and impose
trade, exchange, and capital controls in an effort to slow down the
outflow of reserves. These trade restrictions that respond to inconsis-
tent macropolicies are sometimes called !"1lance of payments moti-
vated controls. In these cases, then, the ability to reduce the extent of
external restrictions will be reluted to the progress made in controlling
macroeconomic pressures. Finally, it is important to note that the costs
associated with a stabilization program will depend directly on the
initial magnitude of the macroeconomic disequilibrium; ending high
inflation is usually a more difficult, protracted, and costly enterprise
than defeating mild irflation (sce Edwards 1989¢).

A recent evaluation of the /orld Bank’s structural adjustment
loans (SALs) suggests that two of the most important determinants of
a successful trade liberalization reform are the control of the fiscal
deficit and the behavior of the real exchange rate.® This study shows
that those countries that failed to make progress on their trade reform
goals were also those that were unable to implement a real deprecia-
tion. The examination of trade liberaiizaticn attempts under the spon-
sorship of the World Bank’s SALs also suggests that investment
behaves very differently in successful and unsuccessful countries.
Those countries that met their liberalization geals experienced major
surgcs in nvestment, and those that failed in opening up their econ-
omies experienced significant drops in irnvestment.” For successful
liberalizers the ratio of investment to GDP was 20.9 percent three years
before the reform and 29.4 percent three years ¢ fter the reform. On the
other hand, in ...e case of unsuccessful countiies these figures were
28.4 percent and 19.7 percent respectively.

When dealing with the interacticn between liberalization and
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stabilization policies, it is important to clearly specify the extent of
macroeconomic disequilibrium that the country is facing. This will
largely dictate the most desirable policy package, including the se-
quencing of different measures.

Liberalization and macroeconomic adjustment in countries
with mild rates of inflation. Mosi Asian nations have traditionally
had low or medium levels of inflation (up to 30 percent per annum).
Under these conditions there are, at best, modest tradeoffs between
stabilization and liberalization programs. In these cases the distortion-
ary cffects of inflation, although high, are not staggering; fiscal defi-
cits arc not overwhelming; indexation has not taken over all
transactions; and the structure of protection basically responds to re-
source allocation motives and not to balance of payments pressures. As
Anne Krueger (1981) pointed out more than a decade ago, under these
circumstances, and as long as real exchange rate misalignment is
avoided, there are no reasons to postpone liberalization until the mac-
rocconomic disequilibria are defeated. In fact, a number of measures
related to the liberalization itself may help the cffort to bring down
inflation. First, replacing quotas with tarifts will increase government
revenues, helping to reduce the fiscal deficit and its concomitant in-
flationary pressures. Second, the reduction of tariffs will in itself con-
tribute to the anti-inflationary cffort by putting downward pressure on
the domestic price of imported goods.

Avoiding real exchange rate misalignment during the disinflation
process is undoubtedly the most important aspect of trade reform un-
dertaken in these types of countries. More specifically, since more
liberal trade regimes will require a more depreciated equilibrium real
exchange rate than more distorted regimes, the authorities should make
sure that this real depreciation indeed takes place. Depending on the
initial level of inflation and on the ability to implement corrective
macropolicies, the new (more depreciated) real exchange rate could be
accomplished through a stepwise nominal devaluation or a crawling
peg. In nations with relatively low rates of inflation, a stepwise nominal
devaluation may be enough to achieve the new equilibrium level for the
real cxchange rate. In those countrics with a medium rate of inflation
(from 20 percent to 40 percent per annum), however, a pragmatic
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crawling peg is the most appropriate route.'® As shown in Edwards

(1989¢) this has indeed been the case in most of those countries that have
successfully implemented trade reforms while controlling inflation un-
der the auspices of World Bank Trade Adjustment Loans in the 1980s.

The existence of a foreign debt overhang adds a number of com-
plications to the design of trade reforms, and in particular to their
interaction with macroeconomic stabilization. Although these ditficul-
ties are particularly acute in the presence of high and very high rates of
inflation, they also exist in mildly inflationary contexts. In the first
place, the debt crisis altered the initial conditions from which the
structural reforms had to be initiated. This is because many countrics
initially responded to the crisis by compressing imports through higher
trade restrictions. Second, under crisis conditions larger real devalua-
tions are required in order to generate a higher positive external trans-
fer. These devaluations, in turn, will put pressure on the fiscal deficit
by increasing the domestic currency cost of servicing the foreign debt.
Third, under these circumstances the public will generally be skeptical
about the sustainability of the proposed trade reform. As a conse-
quence of this, the lowering of protection can—and usually will—
result in very large increases in imports (especially of spare parts,
intermediate inputs, and consumer durables), which will worsen the
trade balance. Fourth, the existence of a large debt overhang implies
that there would be very few, if any, incentives to increase investment.
This, of course, negatively affects the chances of success of the lib-
cralization program. In fact, recent evidence indicates that even in
those countries that have received World Bank assistance for under-
taking reform, the investment ratio has remained rather low.

Stabilization and structural adjustment in countries with me-
dium and high rates of inflation. In the case of countries with high
rates of inflation, however, & prudent strategy is to procced more
slowly. Initially, while the process of controlling the fiscal deficit
is underway and inflation has not been fully subdued, it is advisable
to eliminate at least some of the controls and external distortions.
In particular, at this stage it is usually desirable to tackle those restric-
tions that were imposed solely for balance of payments motives. More
drastic trade reform measures (that is, those dealing with restrictions
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originally i. - yosed for resource allocation motives) should generally be
postponed until macroeconomic equilibrium is achieved.

The main rationale behind the above recommendation has to do
with the competition-of-instruments problem. In a highly inflationary
context some policy measures that are conducive to attaining macro-
economic stability will tend to hinder the liberalization goals. In fact,
one of the most important scu ces of tension between stabilization and
liberalization programs resides in the fact that a successful liberaliza-
tion requires a real exchange rate depreciation, while disinflation has
often resulted in an appreciation of the real exchange rate (Edwards
1989b). Historically, the episodes of disinflation with real cxchange
rate appreciation have niainly been a result of stabilization programs
that relicd on some form of fixed nominal exchange rates o provide an
anchor to expectations and domestic prices.

An important second source of competition of instruments refers to
the role that tariffs play as a revenue source in the developing coun-
tries. [n many cases the elimination of tariffs will result in a decline in
tax revenues and, thus, in an increase in the fiscal deficit, putting
positive pressure on inflation. In countries with a large public debt
there is a third potential source of conflict. If liberalization is accom-
panied by a real devaluation—which is the recommended policy from
the perspective of the external sector—the real cost of servicing the
debt will increase, putting more pressure on the deficit and Jjeopardiz-
ing the inflationary goals.

As the level of inflation becomes higher and higher, the possibility
of major trade-offs between the goals of stabilization and trade reform
increases. In addition to the real exchange rate trade-off discussed
earlier, in the case of very rapid rates of inflation (above 100 percent
per annum), taree other sources of conflict betwesn the geais of the
two policies, related to relative price variability, interest rate behavior,
and wage rate indexation, can play a very important role. As Fischer
(1986, 1987) has emphasized, an important conscquence of rapid in-
flation is that relative prices become highly variable. This enhances the
degree of uncertainty in the cconomy and has a negative impact on
investment decisions. The process of sectoral allocation of capital can,
indecd, be seriously disrupted with some investment flows going into
the wrong sectors. In fact, a recent empirical investigation has found
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TABLE 2 Macroeconomics and Trade Liberalization Policies: Some
Policy Recommendations for the LDCs

Restrictions
motivated by
Replace QRs balance of Resource allocition
Devaluation with tariffs payments protection levels

1. Mild Yes. Stepwise Yes. This will Usually Can be reduced
inflation devaluation may  generally improve  nonexistant or independently of
(= 35%) be advisable. Care revenues and help  very low. stabilization policies.

should be taken to reduce the Care should be taken,

that real exchange  fiscal deficit. however, in replacing

rate is devalued tariffs as revenue

in an amount devices.

called tur by

liberalization,
2. High Yes. Crawling peg  Yes. Should be re-".red  Should be postponed
inflation should be adepted. simultancous., until the most pressing
(30%~100%) In some cases this with stabilizatton.  macro pressures

could follow a subside. In some cases

major stepwise the tax system should

devaluation aimed be reformed.

at correcting

misalignment.
3. Very high In some cases a Yes. In some cases Should be postponed
inflation large stepwise their reduction until macroequilibrium
(> 100%)  devaluation should be is attained. Revenue

followed by a postponed until considerations will be

fixed rate may some macro order  important in some

be advisable is regained. In countries.

(hyperinflations). others, some

In other cases a restrictions can

crawling peg will be reduced

be more advisable. simultancously

with stabilization.

NCT:i: QR = quantitative restriction.
SOURCE: Edwards 1989¢.

that those countries with higher variability of the relative price of
tradables to nontradables have tended to have a lower aggregate in-
vestment ratio than those nations with more stable relative prices (Ed-
wards 1989¢). This suggests that the liberalization objectives may be
hindered if the reform is attempted before the macroeconomy has been
stabilized. Consequently, a number of authors, most notabiy Stunley
Fischer, have argued that under conditions of very high inflation,
liberalization reforms should be postponed until the macroeconomic
environment has regained its stability.

Table 2, taken from Edwards 1989¢, provides a summary of the
policy implications regarding the sequencing of micro reforms and



20 SEBASTIAN EDWARDS

macro stabilization. Most Asian nations fall in the first category of
mild inflation. This means that for these countries there is only a
tenuous relationship between macro and micro reforms; under most
circumstances the latter can be undertaken somewhat independently of
the macro situation. This does not mean, however that the basic budget
constraints, or the real exchange rate equilibrium, for that matter, can
be violated. In fact, if this does happen it is highly likely that serious
credibility problems will evolve, eventually harming the sustainability
of the macro reforms.

The Southern Cone Episcdes in the 1970s and 1980s and the
Sequencing of Structural Reforms

Although literature on structural reforins in the LDCs has been quite
rich in analytical insights, relatively little empirical work of a statistical
nature has been undertaken on the subject. In terms of ex-post expla-
nations of the outcome of reforms, a considerable number of authors
have discussed the expericnces of Argentina, Chile. and Uruguay.
Some of the works in this area include those of McKinnon (1982),
Harberger (1982), Dornbusch (1983, 1985), Calvo (1983, 1986),
Corbo and de Meclo (1985, 1987), Balassa (1952a,b), Edwards (1985,
1986), and Edwards and Cox-Edwards (1991). The Chilean cxperi-
ment offers some important lessons for the sequencing debate. First,
this episode shows that the destabilizing effects of massive capital
movements are much greater than what most observers initially
thought. With hindsight we can say that in the Chilean case it would
have been advisable to distance the two 12forms even more.

More generally, the Chilean experiment suggests that in countries
whose initial conditions resemble those in Chile in the mid-1970s, the
capital account should be opened rather slowly and after sufficient
time has clapsed since the completion of the trade reforms. Of course,
it is not possible to state in a precise fashion what **sufficient time”
means. Policy makers, however, should monitor real exchange rate
movements and external sector behavior when deciding how and when
to relax controls on capital movements. Second, the Chilean experi-
ment clearly shows that the destabilizing effects of massive capital
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movements are greatly magnified in the presence of other distortions
such as legally imposed real wage rigidities. Third, this experience
highlights the crucial role of credibility in the success of an economic
reform. As was said before, if the public believes that the reform
attempt will be reversed, it will act accordingly and may even be able
to entirely frustrate the refonm process.

In tac Chilcan case the combination of marked real exchange rate
overvaluation and the government's passive macroeconomic policy
undermined the public’s belief in the maintenance of both the exchange
rate and tariff policies. In fact, it is in the credibility sphere where the
most important lesson on the sequencing of liberalization lies. In a
sense, the implementation of a consistent and credible policy package
turns out to be more important than determining the correct order of
liberalization (see Edwards and Cox-Edwards 1991).

[t is interesting to note that ten years after the inception of the debt
crisis, many Latin American countries are once again facing large
inflows of capital that are putting strong (ressure toward appreciating
real exchange rates. In fact, the appreciation of the ieal exchange
rate—and the concomitant loss in competitiveness—is one of the most
serious problems faced by many Latin American countries in carly
1992. This problem has become particularly severe in Argentina,
Chile, Colombia, and Mexico.

The experiences of the Southern Cone have been used in policy
evaluation and design in other countries. For example, some authors
have argued that in order o avoid the fate of the Southern Cone, Korea
should postpone the opening of the capital account. Although at this
time there are no written accounts available to the public, policy mak-
ers in Ecuador, Bolivia, and Mexico have seriously studied the existing
Southern Cone literature to design their structural reform policics.

Summary

The survey presented in this paper reflects the large amount of work
and energy being devoted to analyzing sequencing issues within the
context of the LDCs’ economies. Some of the insights developed in
these papers are clearly of interest for both the Eastern European
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countries and the economically more advanced nations. First, the idea
of competition of ir.struments, which is closely related to the concept
of “*policy dilemma’’ developed in the 1960s, has a universal appli-
cation. Second, the preoccupation with the weal exchange rate as a
crucial relative price is also relevant for the industrialized countries as
well as for the post-socialist countries trying to reform their econo-
mies. Indeed an important point recently made by a number of authors,
including Dornbusch, Williamson, and Feldstein, is that real exchange
rate disequilibria—or real exchange rate misalignments—can be very
costly for the developed nations.



NOTES

1. This paper pulls together, and draws on, some of the work I
have been doing on the subject over the past ten years or so. See the
references for a list of some of these works.

2. Krueger 1981 and 1984.

3. See also McKinnon's (1973) classical study on financial de-
pendency in the LDCs.

4. The key here is the assumption that capital controls are pre-
cluding capital inflows. This, of course, need not be the case. More-
over, it will not be the case in those countries where the domestic
financial sector is repressed. Thus, the proposed sequencing assumes
that the domestic financial sector is liberalized before either the trade
or the capital account. On this subject see, for example, Mathieson and
McKinnon 1981 and Edwards 1984.

5. See, for example, the discussion in the collection of papers in
Clague and Rausser 1992.

6. The fact that capital inflows result in a real exchange rate
appreciation has been investigated extensively within the context of the
Dutch-disease effects of foreign aid. See, for example, van Wijnber-
gen (1986).

7. See, for example, Little, Scitovsky, and Scott 1970 and
Michaely 1982 and 1987.

8. A large percentage of World Bank SALs include trade liber-
alization as a condition for fund disbursements. The paper by Edwards
(1989¢), which served as background for a World Bank trade policy
study, dealt with twenty-four countries that received SALs between
1979 and 1985. The countries included in tha study are Chile, the
Republic of Korea, Jamaica, Mauritius, Mexico, Turkey, Bangladesh,

23
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Colombia, Cote d'Ivoire, Ghana, Kenya, Madagascar, Morocco, Pan-
ama, the Philippines, Senegal, Guyana, Malawi, Pakistan, Thailand,
Togo, Yugoslavia, Zambia, and Zimbabwe,

9. It should be noted, however, that it is not possible to know
exactly the extent to which the drop in investment is due to the macro
disequilibrium.

10. Edwards (1989a) provides a comparison of the outcomes of
eleven stepwise devaluations and seven crawling peg devaluations in
Latin America.
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