Money, Exchange Rates,
and Output

Guillermo A. Calvo

The MIT Press
Cambridge, Massachusetts
London, England



I

Contents

Introduction  xi

Building Blocks
Introduction to PartI 3

On the Time Consistency of Optimal Policy in a Monetary
Economy 7

On the Flexibility of Monetary Policy: The Case of the Optimal
Inflation Tax 31

On the Indeterminacy of Interest Rates and Wages with Perfect
Foresight 61

Staggered Prices in a Utility-Maximizing Framework 79

Predetermined Exchange Rates: Basic Theory
Introduction to Part II 99

Devaluation: Levels versus Rates 103

Real Exchange Rate Dynamics with Fixed Nominal Parities: Structural

Change and Overshooting 111

Trying to Stabilize: Some Theoretical Reflections Based on the Case

of Argentina 127



viii

III

. 10

11

12

13

14

15

16

17

18

Contents
Currency Substitution
Introduction to Part IIl 149

From Currency Substitution to Dollarization and Beyond: Analytical
and Policy Issues 153

A Model of Exchange Rate Determination under Currency
Substitution and Rational Expectations 177

Currency Substitution and the Real Exchange Rate: The Utility
Maximization Approach 187

Domestic Public Debt and Seigniorage
Introduction to Part IV 209

Servicing the Public Debt: The Role of Expectations 213

Indexation and Maturity of Government Bonds: An Exploratory
Model 235

The Perils of Sterilization 269

Optimal Inflation Tax under Precommitment: Theory and
Evidence 275

Imperfect Credibility: Dynamic Implications
Introduction to Part V. 301

Incredible Reforms 303
On the Costs of Temporary Policy 325
Anticipated Devaluations 343

Exchange-Rate-Based Stabilisation under Imperfect Credibility 365



Contents ix

19

20

21

The New Challenge: Stabilizing Transforming Economies
Introduction to Part VI 393

Stabilizing a Previously Centrally Planned Economy:
Poland 1990 397

Output Collapse in Eastern Europe: The Role of Credit 447

Money Demand, Bank Credit, and Economic Performance in Former
Socialist Economies 469

Index 503



