
Public Sector
Deficits
and
Macroeconomic
Performance

Edited by

William Easterly
Carlos Alfredo Rodriguez
Klaus Schmidt-Hebbel

Published for the World Bank
Oxford University Press



Contents

Foreword ix

Acknowledgments xi

Definitions and Data Notes xii

Contributors xiii

Overview . . 1
William Easterly, Carlos Alfredo Rodriguez, and
Klaus Schmidt-Hebbel

*=*=> Part I: Synthesis and Methodology 2
Part II: Country Case Studies 6
Conclusion 10
Note 11

PART I. SYNTHESIS AND METHODOLOGY 13

1 Fiscal Adjustment and Macroeconomic Performance:
A Synthesis 15
William Easterly and Klaus Schmidt-Hebbel

Measurement of Public Deficits 18
Causes of and Remedies for Deficits 25
Deficits, Inflation, Real Interest Rates, and Financial Repression 38
Private Sector Response to Public Deficits 53
Public Deficits, Trade Deficits, and Real Exchange Rates 60
Conclusions and Policy Implications 63
Appendix 1.1. Measurement of Deficits and Evaluation of

Public Sector Solvency 67
Appendix 1.2. Sustainable Deficits 69
Appendix 1.3. Decomposition of Seigniorage 70
Notes 70
References 73

2 The External Effects of Public Sector Deficits 79
Carlos Alfredo Rodriguez

Deficit Financing and the Trade Balance 80
The Short-Run Process of Determining the Real Exchange Rate 84
Short- and Long-Run Interrelations between the Assets Markets, the

Trade Surplus, and the Real Exchange Rate 87



vi Contents

Conclusions 95
Note 96
References 96

PART II. COUNTRY C A S E STUDIES 99

3 Argentina: Fiscal Disequilibria Leading to Hyperinflation 101
Carlos Alfredo Rodriguez

Recent Developments: Hyperinflation and Political Crisis 303
Background 302
Measurement of the Public Sector Deficit 307
Inflationary Financing of the Deficit 136
Inflation, Revenue from Money Creation, and the Structure of

Financial Markets 322
Demand for Money and the Limits on the Inflation Tax 326
The Process of Determining Public Debt and the Interest Rate 335
The External Effects of Public Sector Deficits 349
General Summary and Conclusions 357
Appendix 357
Notes 364
References 365

4 Chile: Fiscal Adjustment and Successful Performance 167
Jorge Marshall and Klaus Schmidt-Hebbel

Fiscal Policy, Decomposition of Nonfinancial Deficits, Quasi-Fiscal
Deficits, and Sustainability 374

Deficit Financing, Interest Rates, and Inflation 380
Crowding-Out and Crowding-In of Private Consumption and Private

Investment by the Public Sector 393
Relative External Prices and the Trade Balance 202
Conclusions and Policy Implications 207
Appendix 4.1. Revenue and Expenditure Functions 233
Appendix 4.2. Derivation of the Asset Portfolio Model 233
Appendix 4.3. Derivation of the Trade Surplus Equation 235
Appendix 4.4. Data Sources, by Section 236
Notes 237
References 223

5 Colombia: Avoiding Crises through Fiscal Policy 225
William Easterly

Historical Background 225
Fiscal Deficits, Real Interest Rates, and Inflation 237
The Real Exchange Rate and the Fiscal Deficit 254
Conclusion 262
Appendix 5.1. Balance Sheet Identities for Money and Credit Market

Equilibria 263
Appendix 5.2. Definitions of Variables, Sources, and Data 263
Appendix 5.3. Data for Regressions for Consumption, Investment, and

Money 265



Contents vii

Appendix 5.4. Data for Regressions for the Real Exchange Rate and
Resource Balance 266

Appendix 5.5. National Accounts, Colombia 1950 Prices 267
Notes 270
References 273

6 Cote d'lvoire: Fiscal Policy with Fixed Nominal Exchange Rates 273
Christophe Chamley and Hafez Ghanem

External Shocks 274
Public Revenues and Expenditures 278
Impacts of Fiscal Policy 288
Conclusion 302
Appendix 6.1. The Size and Burden of the Public Sector 304
Appendix 6.2. Public Investment 305
Appendix 6.3. Costs of and Returns to Education 306
Notes 307
References 308

7 Ghana: Adjustment, Reform, and Growth 310
_^, Roumeen Islam and Deborah Wetzel

Economic Policy and Fiscal Deficits since the 1960s 310
Fiscal Deficits and Financial Markets 329
Fiscal Deficits, Private Consumption, and Private Investment 329
Fiscal Deficits and the External Sector 335
Conclusions 353
Appendix 7.1. The Model 354
Appendix 7.2. Dynamics 355
Appendix 7.3. Time-Series Data for Principal Variables,

Ghana, 1961-90 357
Appendix 7.4. Central Government Revenue Lost as a Result of

Smuggling, Ghana, 1960/61 through 1981/82 366
Appendix 7.5. Decomposition of the Changes in the Central

Government Deficit According to Changes in Economic Policy
Variables, Ghana, 1972/734rough 1988 367

Notes 369
References 370

8 Morocco: Reconciling Stabilization and Growth 374
Riccardo Faini

The Budget Deficit: Evolution and Financing 375
Asset Demand, Seigniorage, and the Inflation Tax 383
Investment and Saving Decisions 389
Modeling the Impact of Fiscal Policy 396
Conclusions 403
Appendix. The Model A04
Notes 408
References 433



viii Contents

9 Pakistan: Fiscal Sustainability and Macroeconomic Policy 413
Nadeem Ul Haque and Peter J. Montiel

Overview 424
Fiscal Policy in Pakistan 428
Deficits and Inflation 427
The Effects of Fiscal Policy on Economic Behavior 437
Policy Simulations 445
Conclusions 452
Notes 455
References 456

10 Zimbabwe: Fiscal Disequilibria and Low Growth 458
Felipe Morande and Klaus Schmidt-Hebbel

Determination and Sustainability of Public Sector Deficits 463
Deficit Financing and Financial Markets 474
Crowding-Out of Private Consumption and Private Investment 485
External Accounts, Real Exchange Rates, and the Public Deficit 492
Growth Prospects 497
Conclusions and Policy Implications 500
Notes 504
References 507

AFTERWORD 511

The Political Economy of Fiscal Deficit Reduction 513
Vito Tanzi

Macroeconomic Imbalances and Government Response 523
Macroeconomic Policy, Credibility, and Biases in Official

Pronouncements 525
The Control Issue 528
Conclusion 522
Notes 522
References 524

APPENDIX AND INDEXES 525

Statistical Appendix 527
William Easterly and Klaus Schmidt-Hebbel

Author Index 551

Subject Index 553


