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The Order of Liberalization of the
External Sector in Developing Countries

1 Introduction

During the 1970s, a number of developing countries embarked on major
attempts to liberalize their economies through reforms aimed at increas-
ing the role of the market mechanism and reducing existing barriers to
international trade and capital movements. The more dramatic of these
episodes took place in Latin America, where major liberalization reforms
were pursued in Argentina, Chile, and Uruguay. These Latin American
cases were particularly interesting since, at least on paper, the policies
implemented corresponded closely to what many economists have been
advocating for a long time: quantitative restrictions on trade were elim-
inated, tariff levels and dispersion were reduced, domestic capital mar-
kets were developed, and restrictions on international capital move-
ments were lifted. The main objective of these reforms was to transform
these countries into open export-oriented economies.'
A decade after these reforms were first implemented, the evidence

indicates that they were to a large extent failures. In all three countries
the liberalization reforms have been partially reversed. Tariffs have been
raised, so that these economies are tending once again to become iso-
lated from the rest of the world. Severe financial crises have resulted in
the collapse of virtual nationalization of the banking sectors. There is no
clear agreement among the experts on the main causes for the failure of
the liberalizations, but it can be argued that it was due to the imple-
mentation of inappropriate macroeconomic policies. A particularly seri-
ous problem was the timing of the reforms: they took place at the same
time as major stabilization programs aimed at reducing rates of inflation
of up to 600 percent. Generally speaking, then, the failure of these re-
forms had more to do with the macroeconomic policies that were being

I have benefited from discussions with Marcelo Selowslcy, Deepak Lal, Ronald Mc-
Kinnon, Liaquat Ahamed, Daniel Gros, Edward Tower, Mohsin Khan, and Jan Tumlir. I
am grateful to an anonymous referee for helpful comments. The views expressed here are
my own and do not necessarily reflect those of the National Bureau of Economic Research.

1 On the advantages of liberalized export-oriented economies see, for example, Krueger
(1978, 1980, 1983), Bhagwati (1978), Bhagwati and Srinivasan (1979), McKinnon (1973,
1982), Little, Scitovslcy, and Scott (1970), and Balassa (1982). On the recent experiences
of the Southern Cone countries see, for example, Dornbusch (1983b, 1984), Harberger
(1982, 1984), Edwards (1985a, 1985b), and Hanson and de Melo (1983).

1



pursued alongside them than with the type of liberalization itself (see
Edwards, 1985b, and Sjaastad, 1983, for detailed analyses of the Southern
Cone experiments).
These recent experiences also indicate that a number of issues related

to the dynamics of the liberalization are not well understood (see Krue-
ger, 1983, for a discussion of these issues). The most important of these
pertain to the speed and the order of economic liberalization. In a text-
book world without externalities or distortions, the problems of speed
and order would be simple. All markets should be liberalized immedi-
ately and simultaneously. In the real world, however, these questions
are important and complex. With respect to the speed at which an econ-
omy should be liberalized, considerations related to efficiency gains,
income distribution, and the credibility and feasibility of the reforms
should be taken into account (see Learner, 1980; Mussa, 1983). With
respect to the order of liberalization, the main question is which markets
should be liberalized first. This question has both microeconomic and
macroeconomic implications. At the microeconomic or welfare level typ-
ical second-best problems are present, while at the macroeconomic level
different orders of liberalization will imply different paths for the critical
variables, including the real exchange rate, aggregate output and un-
employment.

This Essay deals with a particular aspect of the order of economic
liberalization: the order of liberalizing the current and capital accounts
of the balance of payments. Until recently, very little effort had been
devoted to analyzing this problem. Attention has been drawn to it, how-
ever, by the experience in the Southern Cone. Argentina and Uruguay
opened the capital account first; Chile opened the current account first.
McKinnon (1982) has compared the Argentinian and Chilean experi-
ences, and Kahn and Zahler (1983, 1984) have conducted simulation
studies on alternative orders and speed of economic liberalization. (See
also Frenkel, 1982; Lal, 1984; and Edwards, 1983, for discussion of the
subject.) Typically, these studies attempt to answer the following ques-
tion: If for some reason—political or economic—the current and capital
accounts cannot be liberalized simultaneously, which account should be
liberalized first? This Essay reviews and critically analyzes three aspects
of this problem: the relationship among the order of liberalization, mac-
roeconomic management, and the real exchange rate (section 2); the wel-
fare effects of alternative orders (section 3); and the order of liberalization
and adjustment costs (section 4). Insights from several models are inte-
grated as these issues are discussed. A problem with this approach, how-
ever, is that in some instances the assumptions on which the models are
based may not be entirely consistent. Whenever this is the case, I have
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tried to point out possible sources of inconsistency. Throughout the dis-
cussion, reference is made to the recent experiences of the Southern
Cone countries.

2 The Order of Liberalization, Macroeconomic Management,
and the Real Exchange Rate

Some of the major liberalization episodes during the last decade, such
as those in Argentina, Chile, and Uruguay, took place in highly unstable
macroeconomic environments that eventually contributed to their fail-
ure. There is a growing belief that this macroeconomic instability was
not completely exogenous but was in some sense related to the liberali-
zation strategies followed in these countries. In particular, the effect that
opening the capital acccount had on the real exchange rate has been
cited as a major reason for the failure of these liberalizations. Harberger
(1983, 1984), Rodriguez (1983), Dornbusch (1983b, 1984), and Edwards
(1983, 1985b) have analyzed these experiences.
A number of authors have suggested that opening the capital account

will result in large destabilizing capital flows in the short run (see, e.g.,
McKinnon, 1973, 1982; Dornbusch 1983b, 1984). If the capital account
is opened when the domestic capital market is still repressed and inter-
est rates are fixed at artificially low levels, massive capital outflows will
take place. For this reason, most, if not all, authors who have discussed
this issue have indicated that the capital account should be opened only
after the domestic capital market has been liberalized and domestic in-
terest rates have been raised.

It is also generally accepted that in an inflationary environment the
domestic financial market should be liberalized only after the fiscal def-
icit has been controlled. As MCKinnon and Mathieson (1981) emphasize,
if there is a large fiscal deficit that is financed by an inflation tax, reserve
requirements must be kept high and interest payments on deposits kept
low to prevent erosion of the base on which the inflation tax is col-
lected—the stock of high-powered money. In fact, Rodriguez (1983) and
Sjaastad (1983) have suggested that Argentina's inability to control its
fiscal deficit was one of the major causes for the failure of its recent
liberalization and stabilization attempt. Also, Dornbusch (1984) has
pointed out that capital flights played a key role toward the latter part
of the Argentinian experience of 1978-82.

If, on the other hand, the fiscal deficit has been controlled and the
domestic financial market liberalized, the opening of the capital account
may result in large inflows of foreign capital, triggered by substantial
interest-rate differentials (see McKinnon, 1973). Under a fixed exchange
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rate, these inflows will be monetized and will result in inflation and a
real appreciation of the domestic currency (see Diaz-Alejandro, 1981;
Harberger, 1984; and Harberger and Edwards, 1982). Under a floating
exchange rate, the inflows will result in an appreciation of the nominal
and real exchange rates. Since financial markets adjust much faster than
goods markets, this real appreciation will be quite abrupt, as Frenkel
(1982, 1983) points out.

While the opening of the capital account may generate a real appre-
ciation of the domestic currency, Balassa (1982), among others, has ar-
gued that a successful liberalization of the trade account will require a
real depreciation, in order to help the exportables sector to expand as
the new structure of relative prices replaces the old protective structure.
If this devaluation is precluded by the opening of the capital account,
the transition in the goods sector from a protective to a freer environ-
ment will become more difficult. The appreciation generated by the
opening of the capital account will tend to squeeze profitability in the
tradable-goods sector at a moment when this sector (or that part of it
involved in import substitution) is going through a costly readjustment.
Consequently, it has been suggested that the capital and current accounts
should not be opened simultaneously, and that capital inflows should be
tightly controlled during the transition period after trade has been liberalized.
For example, as early as 1973, McKinnon (p. 160) wrote:

. . . unusually large inflows of foreign capital . . . inhibit the exchange rate
to depreciate sufficiently. . . . Previously protected competing industries,
which face a significant adjustment problem, could have their difficulties mag-
nified. . . . Hence the capital inflow could trigger a decline in overall domestic
output. . . .

McKinnon went on to recommend that an economy that liberalizes its
foreign trade should "deliberately avoid an unusual or extraordinary
injection of foreign capital" (1973, p. 161, emphasis added). More re-
cently, this line of reasoning has been followed by Dornbusch (1983b)
and sustained by McKinnon (1982). As Dornbusch (1983b, p. 176) put
it, "The worst thing to do is to liberalize the capital account . . . before
the required real depreciation has been achieved."
A critical question regarding this argument is the extent to which

freeing the capital account will result in an "extraordinary" injection of
foreign capital, in McKinnon's sense. If it results in large capital inflows
that are sustainable in the long-run, the resulting equilibrium apprecia-
tion should be viewed as a long-run equilibrium phenomenon. Under
those circumstances, it is not clear that the opening should be delayed
for fear of its effect on the real exchange rate. It turns out, however, that it
is not difficult to build simple models of an economy that restricts capital
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inflows in which an opening of the capital account will result in short-
term overshooting of the long-run level of capital inflows.

Possibly, one of the simpler ways of modeling this behavior is to as-
sume that capital inflows (AK) respond to the following equation:

AK = min[0(D* — D_,), AK],

where D* is the desired or sustainable level of external debt, which will
depend on the level of world interest rates, real income, and real wealth,
among other things. D_1 is the actual stock of external debt in the pre-
vious period, 0 is a partial-adjustment coefficient, and AK is the maxi-
mum (possibly zero) amount of net capital inflow allowed by the eco-
nomic authority in every period. The term 0(D* — D_,) embodies the
idea advanced by Harberger (1982, 1984) and Edwards (1983), among
others, that there is a long-run equilibrium ratio of foreign debt to GDP.
If GDP grows at g percent per annum, so will the desired stock of debt.
If the real interest rate on the external debt is r, net capital inflows will
then grow at a rate of (g — r). Notice that this formulation looks only at
the phase during which foreign debt is accumulated and does not explic-
itly incorporate the existence of an intertemporal budget constraint. (On
the different phases of the balance-of-payments accounts, see Fischer
and Frenkel, 1972.)

Clearly, if AK < 0(D* — D_1), the gap between desired and actual
debt will increase through time. Once restrictions on capital inflows are
lifted, actual inflows will become equal to 0(D* — D_1). That means
that, immediately following the opening of the capital account, capital
flows will jump to a fraction 0 of the accumulated gap between the
desired and actual debt. As this gap is closed, the level of capital inflows
will slowly fall until it reaches a new equilibrium level. For the case of
a simple economy, the behavior through time of capital flows that
emerges from this formulation is represented in Figure 1. Alternatively,
it is possible to assume that once the capital account is liberalized, the
perceived profitability of domestic investment will dramatically increase.
This will result in a substantially higher D* and the same sort of jump
in the level of capital inflows shown in Figure 1.2
The sudden increase (i.e., overshooting) of capital inflows will produce

a large current-account deficit, as was the case in Chile from 1979 to
1981. As has been pointed out by McKinnon (1976) and Harberger
(1982, 1984), whenever a fraction of these additional foreign funds is

2 In the present (post-1982) circumstances, this capital-inflows equation may not be ad-
equate for those countries that face credit rationing by foreign financial institutions. Under
more normal circumstances, however, this equation will capture the behavior of capital
flows reasonably well.
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FIGURE 1
BEHAVIOR OF CAPITAL FLOWS FOLLOWING

A CAPITAL-ACCOUNT LIBERALIZATION

Time

spent on nontradable goods, their absorption will require an increase
in the relative price of nontradables and a real appreciation of the do-
mestic currency. Harberger (1982) actually calculated that the increase
in capital inflows into Chile is capable of -explaining" a real appreciation
of the peso of up to 25 percent between 1979 and 1981. Once the gap
between desired and actual debt begins to close, the relative price of
nontradables will decline toward its new long-run equilibrium. If the
nominal price of nontradables is inflexible downward, however, the
country will run into difficulties under a fixed exchange rate. If real
wages are inflexible downward, as was the case in Chile during the late
1970s, there will be problems with the adjustment process even under
a flexible exchange rate. (See Dornbusch, 1984, and Edwards, 1985, for
a discussion of the role of real-wage-rate inflexibility in the Chilean case.)
In general, it is possible to say that overshooting in the rate of capital
inflows will cause adjustment difficulties with either exchange-rate re-
gime. As Harberger, (1984, pp. 2-3) has pointed out, -High rates of cap-
ital inflow drive the real exchange rate down (i.e., cause it to be highly
appreciated), a situation that then has to be sharply reversed when the
rate of capital inflow is curtailed."
The dynamic effect of capital-account liberalization resembles that of
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the so-called -Dutch Disease": in order to adjust to a large increase in
absorption, a real appreciation of the domestic currency will have to take
place.3 There are other possible reasons besides a jump in the level of
capital inflows why opening the capital account could result in a short-
run appreciation of the domestic currency that exceeds the long-run ap-
preciation. One such reason is related to the differences between short-
and long-run elasticities of supply in the nontradables-goods sector.
The conflicting movements of the real exchange rate that result from

opening the capital account (appreciation) and opening the current ac-
count (depreciation) capture the fact that these policies will exert pres-
sures for resources to move in opposite directions. At least in the short
run, opening the capital account will generate an expansion of the non-
tradables sector and a contraction of the importables and exportables
sectors. This actually happened when Argentina, 'Chile, and Uruguay
opened their capital accounts. After the capital account was opened in
Chile in 1979, an important fraction of the massive capital inflow was
used to finance the expansion of the construction sector. This was also
the case in Argentina (see Nogues, 1983) and Uruguay (see Hanson and
de Melo, 1983). Opening the current account, on the other hand, will
result in an expansion of the exportables sector, a contraction in the
production of importables, and either an expansion or a contraction of
the nontradables sector. (See Edwards, 1983, for a detailed analysis of
the direction of resource movements under alternative orders of liber-
alization.)

Consider, for example, the case where the capital and current ac-
counts are opened simultaneously. Since financial markets adjust faster
than goods markets (see Frenkel, 1982; Khan and Zahler, 1983, 1984),
we will observe an immediate flow of capital, as in Figure 1. In the
goods-market sphere, however, little or nothing in the way of commod-
ity arbitrage will happen in the very short run. As a result, the capital-
account effect will dominate at this early stage, with the real exchange
rate appreciating and capital and labor tending to move into the non-
tradable-goods sector. As time passes, the goods market will begin to
adjust, while the capital account, after the initial overshooting, will enter
the phase where capital inflows slowly decline toward their new long-
run equilibrium (see Figure 1). At this point, the effect of the trade
liberalization will begin to be felt and resource movements will be re-
versed, with capital and labor now moving out of the nontradables sec-
tor.

If there are adjustment costs associated with resource movements be-

On Dutch Disease, see, for example, Corden (1982), Edwards and Aoki (1983), and
Van Winjbergen (1984).
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tween sectors, it could be advisable to implement policies that would
avoid these reversible resource switches.4 Frenkel (1982, 1983) has sug-
gested synchronizing the effects of opening the capital and current ac-
counts. Given the differential speeds at which the goods and capital mar-
kets adjust, he has proposed opening the current account first and only
after some time opening the capital account.

Lal (1984) has presented an alternative view. Since the behavior of the
exchange rate is critical during the transition from a protected to a lib-
eralized trade account, Lal believes that is better not to let the govern-
ment manipulate the nominal exchange rate during this transition. In
many cases, he argues, exchange-rate management has been inappro-
priate and has resulted in the ultimate collapse of the trade reform, as
recently happened in Argentina.5 For this reason, Lal has proposed that
a floating-exchange-rate system with full currency convertibility be im-
plemented before the trade reform takes place. This means, of course,
that the capital account should be liberalized before the trade account.
But Lal does not explain how to handle the real-appreciation problem
that will result from opening the capital account (although, admittedly,
its effects will be less severe if the trade side has not yet been reformed),
nor does he specify how much in advance the capital account should be
opened. Furthermore, he does not describe the institutional setting that
would be required for a floating-exchange-rate system to succeed in a
developing country. This is a critical problem, since a number of authors
(e.g., McKinnon, 1979a,b) have indicated that the lack of certain basic
institutional requirements precludes freely floating exchange-rate sys-
tems in developing countries.

3 The Welfare Effects of Alternative Orders of Liberalization
of the External Sector

Welfare considerations are at the center of the discussion of the order of
economic liberalization in developing countries. McKinnon (1973),

4 See Friedman (1953) for an early discussion of the costs associated with reversals in
the direction of resource movements during the adjustment process. A critical question at
this stage is why the private sector wouldn't take these costs into account when making
their decisions about production and resource movements. Surprisingly, most authors who
have analyzed the ordering problem have not even mentioned this question.

Other authors who have discussed how to handle the exchange rate during the transi-
tion period after a trade reform include McKinnon (1982), Kapur (1983), Michaely (1982),
and Balassa (1982). One way to deal with the exchange-rate problem during the transition
is to adopt a dual system with a fixed or managed rate for trade transactions and a floating
rate for financial transactions. Such a system, however, becomes very cumbersome and
difficult to manage. On dual-exchange-rate systems, see, for example, Flood (1978) and
Lanyi (1975).
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Krueger (1983), and Frenkel (1982, 1983), among others, have argued,
for example, that when all markets cannot be liberalized simultaneously,
there might be negative welfare implications in reducing or eliminating
one distortion while others are kept in place. These authors have gen-
erally concluded, on the basis of welfare considerations, that the current
account should be liberalized first. Only after tariffs have been reduced
and the adjustment process completed should the capital account be
opened. This policy recommendation is based on the belief that the neg-
ative welfare effect of opening the capital account in the presence of
trade distortions will exceed the negative effects arising from the oppo-
site sequence. McKinnon (1973, p. 157), argues that the liberalization of
capital inflows increases the distortion in the economy. Krueger (1983,
p. 19) notes:

Since exchanges of assets are exchanges of capitalized values of income
streams, income streams generated by distorted prices are probably the in-
appropriate ones at which to trade. It would then follow that capital account
liberalization should not be undertaken unless both current account and do-
mestic financial transaction are already liberalized.

According to Frenkel (1983, p. 167):

When the trade account is opened first the cost of the remaining distortion
(i.e., the closed capital account) . . . is likely to be relatively small. On the
other hand, when the capital account is opened up first the cost of the re-
maining distortion (i.e., the closed trade account) . . . is likely to be very
large. Thus a comparison of the costs of distortions . . . supports the proposi-
tion that the trade account should be opened first.

Such reasoning, which focuses on the welfare effects of opening the
capital account in the presence of trade distortions, is related to the
argument about immiserizing capital accumulation originally advanced
by Johnson (1967). He showed that if there are tariffs and the importable
good is capital intensive, capital accumulation may reduce welfare.
When capital is accumulated, production of the capital-intensive (im-
portable) sector will increase (Rybczynski, 1955), and the negative wel-
fare effect of the pre-existing distortion will be reinforced. This effect
can be strong enough for the accumulation of capital to result in a re-
duction of welfare (Johnson, 1967). If this is the case, why would the
recipients of capital flows from abroad use them to accumulate capital?
The answer is that the private domestic real return to capital will exceed
the world's real interest rate when importables are capital intensive.
Therefore, the accumulation of capital will be beneficial from a private
perspective but will be less desirable from a social perspective—and
could even be immiserizing.

9



The welfare effects of foreign investment in the presence of tariffs have
been analyzed by Brecher and Bhagwati (1982) and Brecher and Diaz-
Alejandro (1977), among others. Their work is also relevant to the order
of liberalization. Brecher and Diaz-Alejandro (1977) have shown that a
small amount of foreign investment will always reduce welfare if foreign
capital is paid its marginal product and the import-competing good is
capital intensive. This will happen even if the conditions required for
the Johnson (1967) immiserization do not hold.6

This discussion and the arguments of McKinnon (1973), Frenkel (1982,
1983), and Krueger (1983) focus exclusively on the case where the ad-
ditional borrowing induced by the liberalization of the capital account is
used to increase investment. This need not be the case, of course. A
fraction of the new borrowing could be used to increase present con-
sumption. Indeed, that will happen as long as the domestic rate of time
preference exceeded the world interest rate prior to the liberation. It is
easy to show that under these circumstances and according to the tra-
ditional trade model, welfare will not deteriorate even if there are tariffs
and even if all the new foreign borrowing is used for additional present
consumption. This suggests that, contrary to the conventional wisdom,
capital flows used to finance investments should be taxed but those used
to finance consumption should not be. There will be no need to tax these
capital inflows, however, if the investment decisions are made using
shadow prices rather than tariff-distorted market prices (see Edwards
and Van Wijnbergen, 1983).

It is also possible to think of the borrowing process as a positive trans-
fer from abroad taking place today—when the loan is obtained—plus a
larger negative transfer taking place at a future date—when the loan plus
interest must be repaid. It is well known from the work of Brecher and
Bhagwati (1982) that in a small country and in the absence of induced
distortions, welfare cannot be reduced by tariffs when a positive
transfer from abroad is fully used to increase consumption. On the
contrary, to the extent that part of the loan is used to increase con-
sumption of the importable good, a positive welfare effect will emerge.
Consequently, as long as the social domestic rate of time preference
exceeds the world interest rate, foreign borrowing used to finance in-
creases in current consumption will improve welfare (in a present-value

6 The welfare effects of additional investment resulting from the liberalization of the
capital account can also be analyzed within the context of the emerging literature on factor
trade developed by Grossman (1983), Bhagwati and Srinivasan (1983b), and Brecher and
Findlay (1983). If the private domestic rate of return to capital exceeds the world rate of
return before the liberalization process begins, liberalizing the capital account will result
in some of these funds being used for the importation of machines. This is formally equiv-
alent to allowing trade in machines today, and thus it can be analyzed within the factor-
trade framework.
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sense) even in the presence of trade restrictions.7 This suggests that the
welfare effect of opening the capital account in the presence of trade
restrictions will depend critically on whether the foreign funds obtained
once the capital account is liberalized are used to accumulate capital or
to increase present consumption.
What are the welfare effects of liberalizing trade when capital flows

are restricted? In principle, this order of liberalization could conceivably
result in some negative welfare effects under certain circumstances: (1)
if the restrictions on the capital account take the form of a tax on foreign
borrowing that introduces a wedge between foreign and domestic inter-
est rates, and (2) if the liberalization of the current account results in a
reduction in the demand for foreign borrowing. This case is illustrated
in Figure 2, where the shaded rectangle represents the welfare cost.
In practice, however, this case is implausible. First, it is unlikely that

lowering tariffs will reduce the demand for foreign borrowing. On the
contrary, once tariffs are reduced there will be a tendency for the de-
mand for importables to increase, and part of this increase in consump-
tion will be financed by additional foreign borrowing.8 Second, very

FIGURE 2
INDIRECT WELFARE EFFECTS OF TRADE LIBERALIZATION

AK

7 Assuming that there is no uncertainty and that agents are rational and not myopic.
8 There is an important problem, however, related to the speed of tariff reductions. If a

slow tariff reform is announced today, borrowing may decrease as the public postpones
consumption until tariffs are lower (see Edwards and Van Wijnbergen, 1983).
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often the distortions associated with the capital account take the form of
quantitative restrictions on the amount of foreign borrowing allowed. In
such cases, there is no indirect welfare cost, i.e., welfare rectangle, in
the capital market associated with the reduction of trade distortions.
These considerations tend to support the• presumption that trade liber-
alization improves welfare even if distortions in the capital account re-
main (on this, see Krueger, 1983; Michaely, 1982).
An important problem related to the welfare effects of economic lib-

eralization in developing countries is whether the external sector should
be fully or only partially liberalized. From a theoretical perspective, the
answer is clear. Unless the country can alter world prices, and in the
absence of other distortions, the first-best solution is to liberalize the
economy completely, eliminating tariffs, quotas, and all restrictions on
capital movements. If, on the other hand, the country has a monopoly or
monopsony position and can thus affect world prices, there is a first-best
argument for the imposition of some restrictions. This case has been
extensively discussed in the trade literature on optimal import tariffs and
optimal export taxes (see Bhagwati and Srinivasan, 1983a). From a prac-
tical point of view, however, there may be a number of reasons why all
restrictions on external transactions should not or cannot be removed.
For example, there may be no better ways to deal with other domestic
distortions. Even though trade and capital controls are clearly third-best
options, they may be the only ones available (see Johnson, 1965). In
order to simplify the discussion, however, this problem will be ignored
here.

Although a number of developing countries have a monopoly position
in the production of certain commodities, most are small in the world
financial market. Moreover, these countries face borrowing limits and
are charged a premium interest rate that is positively related to the
degree of perceived country risk (on credit limits in the international
capital market, see Eaton and Gersovitz, 1980, 1981; Harberger, 1983;
Sachs and Cohen, 1982). The existence of the country-risk premium im-
plies that even very small countries face an upward-sloping supply curve
for foreign funds, where the interest rate at which they can borrow will
increase as the level of indebtedness rises (see Harberger, 1983; Ed-
wards, 1984b). Some recent empirical studies have found a significant
and robust positive relation between the spread charged over the Lon-
don interbank offered rate (LIBOR) on foreign loans to developing coun-
tries and the level of their foreign indebtedness.9 This evidence suggests
that there is a negative externality associated with the process of borrow-

For example, using pooled data for 1976-80 for nineteen developing countries, Ed-
wards (1984b) found the following relationship between the spread charged over LIBOR
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ing from abroad that stems from the divergence between the average
and marginal costs of foreign borrowing. From a policy perspective, the
best way to deal with this problem is to impose a tax on capital imports.'°
In this case, there is a genuine first-best argument for not fully liberal-
izing the capital account. As Harberger (1982, p. 13) puts it:

The corrective for any such externality [the difference between the marginal
cost of international credit and its average cost] is something that will lead
economic agents to internalize it. In the present case, a tax would be the
obvious instrument for accomplishing this task.

4 The Order of Liberalization and Adjustment Costs

When trade barriers are reduced, domestic relative prices will change
and resources will be reallocated across sectors. Any process of economic
liberalization will require an often costly adjustment period during which
firms must retool and labor must acquire new skills. To enhance the
probability of success for the trade reform, Michaely (1982) and others
have urged that adjustment costs such as unemployment that are asso-
ciated with the reduction of tariffs be kept as low as possible. To accom-
plish this, these authors recommend that liberalization of trade be
carried out slowly and that assistance—usually in the form of foreign
funds—be provided to finance a smoother adjustment by the import-
competing industries. Some authors talk in terms of obtaining foreign
aid, but the argument can easily be extended to foreign loans.

According to Little, Scitovsky, and Scott (1970, Chap. 10) and Mi-
chaely (1982, p. 17), the capital account should be opened first or at the
same time as the trade account. Krueger (1983, p. 11), while not agree-
ing with the "capital account first and trade account second- sequence,
also recognizes the possibly important role of foreign funds:

One of the important contributions international lending can make to a coun-
try when its leaders are genuinely committed to full liberalization [is to] . . .

and a set of explanatory variables (the numbers in parentheses are t-statistics, and SEE is
the standard error of estimate of the regression):

Spread = 0.314 + 0.633 [debt/GNP] — 1.152 [international reserves/GNP]
(1.424) (2.453) (-2.142)

+ 0.353 [debt service/exports] — 1.186 [investment/GNP]
(1.458) (-2.266)

SEE = 0.167

i° There is an important qualification to this argument for imposing a first-best optimum
tax on capital imports. If borrowers and lenders make the same assessment of the proba-
bility of default, the country-risk premium is not a real part of the cost of borrowing and
no tax should be imposed on these grounds. But if, as Harberger (1976, 1980) argues,
lenders perceive a larger probability of default than borrowers, there is a first-best reason
for imposing such a tax.
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permit higher levels of imports than would otherwise be feasible. . . . Not
only does this reduce the economic and political strains associated with liber-
alization, it also reduces uncertainty of business as to the likelihood that lib-
eralization will persist.

Clark (1982, p. 2) attributes the successful 1970s liberalization of the
Egyptian economy in large part to the adjustment assistance provided
by foreign sources.
Arguments for using foreign funds to smooth the adjustment process

during a trade-liberalization episode are related to arguments for provid-
ing adjustment assistance to industries that are negatively affected by
exogenous changes in the terms of trade." A recent National Bureau of
Economic Research study edited by Bhagwati (1982) contains a number
of interesting papers on the subject. As Bhagwati puts it in the intro-
duction to that volume, in order to analyze the adjustment-assistance
issue it is necessary to know the path the economy will take following a
change in relative prices that reflects a change in the terms of trade,
tariff reductions, or both. In a simple textbook case, resources will im-
mediately move out of the sector whose relative price had declined and
into the expanding sector. In more complex models, however, there will
be adjustment costs, so that resource reallocation will take place more
slowly, possibly resulting in a short-run loss of output. '2 It is important,
in any case, to specify clearly the nature of these adjustment costs before
making inferences regarding the desirability of intervention. If the costs
are related to the activity of moving resources between sectors, as in
Mussa's (1978) model, and there are no externalities, there is no welfare-
related reason to provide adjustment assistance. If adjustment costs arise
from market imperfections, such as minimum wages, there is some room
for intervention. The first-best policy, of course, is to try to eliminate
the source of these distortions. If this first-best policy is not feasible,
second-best solutions should be sought. Even in the absence of distor-
tions, however, adjustment assistance might be called for for other rea-
sons, such as income-distribution considerations, as Learner (1980) has
argued.
McKinnon (1973, 1982) has strongly opposed the idea of using foreign

capital flows to assist the trade-reform transition process. In fact, in his
1973 book he states that if capital inflows are allowed, the liberalization

" An important issue is how these foreign funds are made available. One possibility is
that the capital account is fully opened and free international borrowing and lending are
allowed. Alternatively, the capital account is partially opened and only some sectors are
allowed to obtain funds from abroad.

12 The most popular models with adjustment costs are of the Ricardo-Viner type. See,
for example, Mussa (1974, 1978, 1982) and Neary (1978, 1982).
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episodes will generally be aborted. He refers to these cases as "partial

liberalization with foreign capital" (1973, p. 155). This view, of course,

is consistent with his position that capital inflows should be tightly con-

trolled throughout the trade liberalization, and it is based on the idea

that short-term capital movements provide incorrect signals to the pri-

vate sector. As he has recently stated (1982, p. 163):

Trade liberalization should proceed without relying on unusual short-term
inflows of private capital. . . . Such capital inflows are simply not sustainable
in the long-run; and during the liberalization process itself they throw out
incorrect market signals.

There are two problems with this view. First, it is not clear what

McKinnon means by "unusual" inflows of capital. Second, there is no

theoretical a priori reason to believe that these "unusual" capital inflows

will send the wrong signals. For this argument to make sense, it is nec-

essary to specify why the private sector will not realize that these inflows
are temporary and "unusual" (as the government presumably does in

McKinnon's model). If the private sector does recognize the temporary
nature of the inflows, the inflows will not send incorrect signals and

there is no reason, at least on these grounds, to restrict capital move-

ments.
The credibility of the trade reform is critical to the analysis of the

order of liberalization. If it looks as if the reform is likely to be reversed

in the future, owners of capital in the import-competing industries might

use foreign funds obtained through the opening of the capital account to

keep their firms functioning, hoping that their losses will be temporary

because the liberalization will be reversed. This is what happened in
Argentina. According to Rodriguez's (1983, p. 28) evaluation of the Ar-
gentinian experience of 1978-82, "As a consequence of the lack of cred-

ibility of the continuity of the economic program, many firms—which

would have disappeared due to the tariff reductions—decided to go
into debt in order to keep operating while waiting for a change in eco-

nomic strategy" (emphasis added). Alternatively, these foreign funds

might be used to finance lobbying activities in an attempt to convince

government officials of the desirability of reversing the trade reform.

Furthermore, if people believe that the trade reform will be reversed
in the future, they will tend to borrow heavily today in order to finance

higher present consumption. This is a rational strategy if they expect

importable goods to be more expensive in the future because tariffs will

be hiked. Although this may be optimal behavior from a private per-

spective, it may result in excessive, or nonoptimal, borrowing from the

social point of view.
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Thus, the credibility of the reform will dictate whether an increase in
the availability of foreign funds will help the adjustment process by mak-
ing it politically more palatable, as Krueger suggests, or frustrate the
reform. The degree of credibility should not be viewed as a completely
exogenous variable, because it is affected by the strategy followed during
the liberalization. The internal consistency of the policies being pursued
is fundamental and critical to establishing credibility. In Argentina, for
example, the inconsistency of fiscal policy, which maintained a very large
fiscal deficit, and the preannounced exchange-rate policy severely un-
dermined the credibility of the reform process.

5 Some Related Policy Issues

The recent Chilean experience presents an interesting policy question
concerning the "current-account first" order of liberalization advocated
by McKinnon, Frenkel, and Krueger. Chile followed the McKinnon-
Frenkel order almost exactly, liberalizing the trade account first and par-
tially opening the capital account only after tariffs had reached their final
goal of 10 percent (see Harberger, 1982; Edwards, 1985a, 1985b; Sjaastad,
1983). In a book published in 1982, McKinnon stated: "The correct order
of liberalization . . . approximates the successful Chilean experience
after 1975. Chile is to be treated as a norm or standard of reference" (p.
159). Soon after the liberalization process entered its final stage, how-
ever, the Chilean economy experienced the worst recession in its his-
tory, with real output declining by 15 percent in 1982 and by 3 percent
in 1983. Moreover, the recovery from this recession has been only par-
tial, and the future of the tariff reform seems to be in serious jeopardy.
In fact, import tariffs were increased in 1983 and 1984.

While a complete analysis of the Chilean experience is beyond the
scope of this Essay, it is possible to point out some of the major causes
of the failure of the Chilean experiment. First, it was a serious mistake
to peg the exchange rate to the dollar in June 1979 while real wages
were fully indexed (see Dornbusch, 1984). The massive inflows of capital
in 1980 and 1981 generated a large real appreciation that resulted in an
important loss of competitiveness in the tradable-goods sector. This sit-
uation was aggravated by extremely high real interest rates (partially
attributable to generalized expectations of a large devaluation), by the
world recession, and by the decline in Chile's terms of trade. The failure
to take timely corrective measures also aggravated the situation, gener-
ating speculation against the peso and a consequent loss of international
reserves. (Edwards, forthcoming, 1985b, discusses the Chilean case in
detail.)
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Does the Chilean failure mean that the order of liberalization advo-
cated by McKinnon, Frenkel, and others is incorrect? I think the answer
is no. What it tells us is that macroeconomic management following a
liberalization attempt is much more difficult than had been thought. In
fact, the Chilean and Argentinian cases suggest that macroeconomic
management could be the most critical policy problem that countries
face following a liberalization attempt. They also confirm the central role
of expectations and credibility in any major economic reform. If credi-
bility is low and there are expectations of policy reversal, it will be very
difficult for the reform to succeed. Therefore, when reform policy is
being formulated, the speed and order of the liberalization should be set
in such a way that expectations of reversal will be low.

Another policy problem that has not received the attention it deserves
concerns the level of foreign indebtedness resulting from opening the
capital account. To what extent can a liberalization of the capital account
result in a foreign-debt crisis by inducing the private sector to overbor-
row?'3 Theoretically, overborrowing is unlikely, since the private sector,
which now faces the "correct" signals, will borrow only if the marginal
return obtained from those funds exceeds the cost of the loans, and free
interaction between the private domestic sector and the foreign banks
will result in an optimal borrowing and lending strategy. But in practice
and in sophisticated models, there are several reasons to believe that
this will not be the case.

First, as the recent experience of some Latin American countries has
shown, the distinction between private and public foreign debt is highly
artificial. Once a country's private sector runs into debt problems, the
government takes over the private debt (or is forced to take it over) (see
Diaz-Alejandro, 1983, 1984; Edwards, 1984a). To the extent that the
private sector knows that it will be bailed out by the government, moral-
hazard-type behavior becomes highly likely. Under these circumstances,
there will be an important difference between socially and privately op-
timal borrowing strategies, with a tendency on the part of the private
sector to overborrow.

Second, as noted in section 3 and contrary to the textbook case, even
small countries cannot borrow infinite amounts at "the" given world in-
terest rate. Up to a certain point, even small countries face upward-
sloping supplies of foreign funds where the interest rate charged is an
increasing function of the amount borrowed. This fact will also induce

13 Overborrowing is defined as an amount of private-sector borrowing that exceeds the
socially optimal level. McKinnon (1973) briefly deals with the desired level of foreign
indebtedness in his taxonomy of successful and unsuccessful liberalization attempts. On
optimal external borrowing, see Dornbusch (1983a).
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the private sector to overborrow once the capital account is opened.
Specifically, there is an argument for imposing an optimal tax on borrow-
ing. (The tax rate should be 11E, where E is the elasticity of supply of
foreign ffinds.)14

Third, if the private sector expects tariffs to be raised in the future, it
will perceive a very low consumption interest rate (measured as the rate
at which it can exchange traded goods between today and tomorrow) and
will thus tend to increase its foreign borrowing. While this is an optimal
strategy from the private point of view it may not be so from a social
perspective.
These considerations suggest that the relationship between liberaliza-

tion and optimal borrowing strategies is an important area for future
research.

6 Concluding Remarks

In a textbook economy free of imperfections, the question of the appro-
priate order of liberalization of the current and capital accounts is trivial.
The two accounts should be liberalized immediately and simultaneously.
But in a world with adjustment costs, market imperfections, and exter-
nalities, there are a number of reasons, both economic and political, why
an immediate and simultaneous liberalization may be neither feasible
nor desirable. In this context, the appropriate order of liberalization has
recently attracted considerable attention in both academic and policy-
oriented circles.

In this Essay, I have discussed some of the most important issues
related to the order of liberalization. But there are three other important
issues regarding a broadly defined liberalization process that I have not
examined closely. First, if a liberalization does not completely eliminate
all distortions, the welfare effects of partial reforms become critical.
From a second-best perspective, almost anything can happen in terms
of welfare as a consequence of a partial reform, but, as Krueger (1983)
has pointed out, there are well-founded conjectures that liberalizing only
some markets will improve welfare. Second, the speed of liberalization
is important. If there are market imperfections or externalities and first-
best policies are not available to deal with them, a gradual rather than

" See McDonald (1982) for an exhaustive review of issues related to country risk. See
also Edwards (1984a, 1984b) and Harberger (1976, 1980). On the optimal tax, recall the
distinction drawn in section 3 between the borrower's and the lender's perceptions of the
probability of default.
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an immediate liberalization may be called for (on this, see Mussa, 1983).
Finally, the relationship between liberalization and stabilization is cru-
cial to an understanding of the success or failure of liberalization reforms,
since most liberalization attempts have been undertaken in conjunction
with major stabilization programs (see Krueger, 1978; Little, 1982). One
of the important aspects of this relationship that deserves further atten-
tion is the desirability of implementing a major, almost full liberalization
while a major stabilization program is underway.

While my analysis has not yielded a strong theorem regarding the
appropriate order for liberalizing the current and capital accounts, both
the historical evidence and the theoretical considerations discussed here
suggest that the more prudent strategy is to liberalize the current ac-
count first. The strongest case for this sequence is based on the relation-
ships among macroeconomic stability, capital flows, and the real ex-
change rate. Experiences with capital flows immediately following a
capital-account liberalization have generally been destabilizing—con-
sider, for example, Korea in 1964, Argentina in 1978, Chile in 1980—
and have jeopardized other aspects of the reform package. Some of these
experiences suggest that the capital account should be opened slowly so
that any subsequent increase in the stock of foreign debt will be spread
through time, reducing the degree of real appreciation, as Harberger
(1983) has recommended. Also, to the extent that country risk causes these
countries to face an upward-sloping supply curve of foreign funds, there
is an argument for imposing an optimal tax on foreign indebtedness.

Most of the discussion presented here has assumed that once the cap-
ital account is opened, domestic agents will be able to borrow from
abroad. This is what would be expected in a normal situation, because
real interest rates should be substantially higher in developing countries
than in developed countries (see McKinnon, 1973). However, since
1982, in the wake of the international debt crisis, many countries have
faced temporary credit rationing imposed in international capital mar-
kets. Under these circumstances, opening the capital account will prob-

• ably not result in additional capital inflows. Moreover, depending on the
approach the country is taking to solve its debt problems, capital may
even flow out if capital restrictions are relaxed. These considerations
reinforce the advisability of delaying the opening of the capital account.
Only after the initial steps toward stabilization and external adjustment
have been taken and the trade account has been opened should capital
restrictions be slowly relaxed.

Finally, a central aspect of any reform package is the degree of confi-
dence it inspires. If the reform has no credibility, the public will not

19



make the decisions required for the new policy to have an effect on the
economic structure. Furthermore, a lack of credibility can cause inves-
tors to use foreign funds to increase investments in the "wrong" sector,
as happened in Argentina. The degree of credibility of a reform package
is not an exogenous variable but will depend on a number of factors, of
which one of the most important is the perceived consistency of the
proposed policies. If the public perceives the policies to be inconsistent,
it will expect the reform attempt to be discontinued or reversed. In that
sense, even more important than determining the correct order of lib-
eralization may be defining a consistent and credible policy package that
will support whichever order is chosen.
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