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ABSTRACT: We develop a formal framework that endogeneizegptbductive structure
of a small open peripheral economy as the outcdnaepsoblem of technical choices. We
subsequently examine the main theoretical thesdspalticy prescriptions of the New-
Developmentalist approach to economic developm&fet.argue that: a) not only does the
pattern of specialization depend on technical dos, but also on income distribution; b)
in an economy without rents, the level of the menage nominal-exchange-rate ratio is
univocally determined once the rate of profits m®kn, and shows an inverse relationship
with it; c) if differential rents are consideredhet level of the rate of profits can be set
independently of the money-wage exchange-rate; @d}ithe level of the exchange rate that
ensures normal profitability of the primary secto¥ed not coincide with the current-
account equilibrium rate; e) the effective excharge need not gravitate around any of
these two former levels, which must be rather sseminimum thresholds of the effective
rate; e) the unpleasant distributive consequen¢esxchange-rate depreciation can be
partially avoided by means of export duties that mit raise primary-commodities
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KEYWORDS: DISTRIBUTIVE CONFLICT - DUTCH DISEASE - EXCHANGE RAE
POLICY - NEW-DEVELOPMENTALISM — PATTERN OF SPECIAZIATION

JEL B22, E11, F43

1 A preliminary version of this article was presehtat the 2nd New Developmentalism’s
Workshop, ‘Theory and Policy for Developing Couesti Sdo Paulo, August 4-5, 2017 and at
Research Seminar of the Institute of Economicsdefa University of Rio de Janeiro (IE-UFRJ),
August 8, 2017. We would like to thank the partifs of both events for their comments and
suggestions. All the remaining errors are ours.

2 CONICET - IDAES/UNSAM

® IDAES/UNSAM



[. INTRODUCTION

As is well known, the Neo-Developmentalist Positidtenceforth, NDP), which has
Professor Bresser Perdiras its major proponent, views exchange-rate paiyhe key
variable for sustained economic growth in Latin Aizen peripheral economies. Inspired
in the seminal contribution by Lewis (1954), the RiBnvisages a two-sector economy: on
the one hand, there is a sector of primary goods ¢®rn), or inputs of these goods (e.g.
oil) -sector C-. Thanks to its «extremely favoueabbnditions», this sector is able to export
its production to the global markets. On the othend, there is an industrial sector of
consumption goods -sector I-. Even though the rlagea potentially more dynamic
industry, it is also a relatively backward secttwatt cannot profitably compete at
international prices unless the exchange rate #icigmtly high, at its «industrial
equilibriums level. Without Government intervention, howevée effective exchange rate
is argued to gravitate around a lower level, therrent-equilibrium exchange rate», which
is the value that is assumed to simultaneouslyrenthie normal profitability of sector C
and the equilibrium of the current account. Themefthis dynamics sets an «exchange-rate
trap» for industry that prevents its consolidataom future expansion, a problem known as
«Dutch Disease The solution, it is finally claimed, consists imtroducing a tax on C-
production that increases its normal average casit$ therefore raises the current-
equilibrium exchange rate up to the «industrialidzium» level. Although the solution
causes the real wage to decrease in the shortanoh,hence may face the possible
resistance of workers, it would be an unavoidabkt to boost the development of sector |,
which would anyway compensate its initial negats@sequences in the longer run,
through higher job creation and average produgtiowth.

The present article attempts to examine the scapddimits of the NDP, and hence must
be interpreted as a constructive criticism towalhds approach. To this end, we develop a
formal framework that endogenously determines thttepn of specialization of a small-
open-peripheral economy as the outcome of a prolaetechnical choices. In the first
place, this framework will allow us to properly orporate the existence of differential
rents in the primary sector and, in the secondeplacexamine its implications, which can

be briefly anticipated in the following six proptsns: a) not only does the pattern of

* See Bresser (2008, 2012, 2016) among other catitits. See also Oreigt al.(2015).



specialization of the economy depend on technigadlitions but also on the distribution of
income (the rate of profits); b) in an economy withrents, the level of the money wage-
nominal exchange rate ratio is univocally determioace the rate of profits is known, and
shows an inverse relationship with normal profiighic) the moment differential rents are
considered, an additional degree of freedom inpthee system is gained, and hence the
level of the rate of profits can be set indepengesftthe money wage-exchange rate ratio;
d) the level of the exchange rate that ensuresr@aqrofitability need not coincide with
the current-account equilibrium rate; e) the effectexchange rate need not gravitate
around any of these two former levels; which, fimeg levels of autonomous expenditures,
must be rather seen as minimum thresholds of fieetefe rate; f) it is possible to avoid the
unpleasant distributive consequences of exchartgedepreciation by means of export
duties that subtract a portion of the differentiaht appropriated by landowners, but,
differently from production taxes, do not raise ©guction costs.

The rest of the paper is structured as followstisecll presents the basic analytical
framework, while section Ill incorporates the prbl of differential rent. Section IV
examines the relation among the effective exchaatge the level that ensures C-normal
profitability and the current-account equilibriurate. Section V addresses the problem of
distributive conflict in general terms, while sectiVI studies how the issue manifests itself
within the New-Developmentalist approach, namelg &y-product of the so-callddutch-
Diseaseproblem, and examines its possible solutions.i@edfll resumes the argument

and presents the main conclusions of the paper.

ll. ANALYTICAL FRAMEWORK °
We conceive a small open economy with persisteimptoyment and two productive
sectors: an industrial sector (1) and a primary@e(C). The sectors distinguish themselves
by two main features: i) the productive methods leygd and ii) the destination of
production.
Regarding the methods of production, it is assuthatisector | is produced by labour and
an imported capital good, while C requires labond a fixed factor, typically lanf.

Commodityprices can be represented by the following equation

® This framework heavily draws on Dvoskin and Feldrnf2017a) and (2017b).



pe =wlc(1+7) [1]

pi = Wl + kEpg)(1 +71) [2]

where p3 andp; stand respectively, for tteupply pricesof commodities C and I, namely
the minimum amount of money per unit of output thadducers must receive to regularly
(under«normal conditiong deliver each commodity on the market. Additiopall stands
for the nominal wage rate,for the normal rate of profitd, andl; are the unitary labour
requirements of sectors C ank s the unitary requirement of the capital goodK,is its
exogenously given price aifitlis the nominal exchange rate.

It is now convenient to introduce a second notibrprce, which we shall denominate
demandor selling price and that represents the maximum amount of mdreyconsumers
are willing to pay for a commodity. Since the dotieegconomy takes the international
prices of C p;) and | p;) as given, once the level of the exchange rafxasl, demand
prices are univocally determined. Therefore, demanices for commodities CGof) and |

(p?) are, respectively:

p¢ = Epc [3]

pit = Ep; [4]

The four equations have seven unknowhs, w, ps, p;, p4, p?. If we take nominal wages
as given:

w=w [5]

There are still two degrees of freedom left.

Furthermore, at the level of abstraction we arekwmgr with, we can safely assume free
capital mobility across countries. This means thatrate of profits is determined by the
international rater():

® For simplicity the analysis abstracts from absolgnt. The role of differential rent will be dissed in
section Il below.



r=r" [6]’

There is still one degree of freedom left. Before suggest how to eliminate it, let us
consider the abovementioned feature ii) of the petide system, i.e. the destinations of
production. Note that it is not possible to asdertahich productive sector will be
internationally competitivédbefore the relationship between demand and supply paées
each commodity is established. Hence, before inatdistebution is known. Therefore, the

pattern of specialization of the economy will bgulated by the following conditions:
pf <pjj=Cl 7]

Commodityj is produced and (potentially) exported onlyff = pf. While if pf < pf ,
sectorj will not be viable without protecti6n Therefore, we can derive for each
commodityj anE/w-r relation that determines, for each levelpthe minimumg /w ratio
that allows sectoj to be internationally competitive. (Alternativelpr each level of, we
can determine themaximumlevel of money wages in foreign curreney/E, affordable by
each sector. We will return to this second intagdren of the curve below).

For each commodity=C,I, the level ofE that is implied by thd=/w ratio is obtained by
equalizing the respective supply and demand pridésthus consider conditions [1] and

[3] for sector C and obtain:

wlc(1+1)

Ec = n
c e

[8]

The level of E. is what new-developmentalist authors denominate tturrent

equilibrium» exchange rate (Bresser, 2008, pp 53355

" One can of course rationalize the assumption gi’en rate of profits through other distributivesiires.
See for instance, Bresser et al. (2014), whichligbts the connection between the domestic ratprofits
and an exogenously given mark-up.

8 There is a third possibility, thpl;i > pj, which is fulfilled under the presence of diffetiahrent. This third
case will be explored in section Il below.

° Bresser (2008, p. 55) formally defines the valyeas the ratio between what he denominates the @nark
price» of C(which is determined by “the marginal cost of thadt efficient producer”, and hence coincides
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Analogously, for sector | we consider conditionsd@d [4]:

wlp(1+47)

—_wallTr) 9
L™ pi—kpp(147) Bl

Where the levelE, is what ND authors call the@ndustrial equilibriurn exchange rate

(Bresser, 2008, p. 53-58) Figure 1 (left-hand side) represents the shapleesk curves:

FIGURE 1: E/w — r CURVE
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The curves have two intersections. The first orag1s= —1, while the second one is at:

*

Pk kpk lc

(1+f‘)=kp_;_p_z'l_1 [10]

with pg of equation [1]) and the international price ofICis therefore equivalent to the level Bfobtained
from [8].

19 Bresser does not offer a formal definition Bt but he does define the “necessary price” of aegen
industrial good as “the price that makes econonyigalofitable to produce other tradables [othemtt@]
using technology in the state-of-the-art.”. It #fere coincides witly; in equation [2]. And “The ‘industrial
equilibrium exchange rate [is] the one that enatilegproduction of tradables in the country withthg need

of duties and subsidies... the exchange rate thatawarage, allows companies using state-of-the-art

technology to be profitable or competitive” (Bressz008, p. 54). This ish other wordsthe level ofE that
arises from condition [9].



Figure 1 illustrates the casef> 0. This implies that:

lc pC
=->— 11
l} = pj—kpg [11]

(We shall interpret below what happens if condifibh] does not hold)
These curves can be used to determine the paftspeoialization of the economy. To see

this, let us first define the real wagefor a given consumption basket{c;) as:
w ==, with P=EY;_c,p; [12]

Therefore, the real wage is univocally determined once the levelBfw is known, and
shows an inverse relationship with the latter. Adony to a well-known result of choice of
techniques (see Kurz and Salvadori, 1995, ch.IBhia means that the economy will fully
specialize in the sector that, given the rate ofifzr*, can afford the lowest /w ratio,
which is none other than the sector that can payitthestw. Therefore, ifr > 7 (r < 1)
the economy will fully specialize in the productiof industrial goods (primary goods).
While, the coexistence of the sectors will occulydy a fluke, at- = 7%

The outer envelope of the curve (black line ofrigat-hand side of Figure 1) illustrates the
economically relevariE/w-r configuration. Formally, this relationship is repeated by the

following condition:

E,/w rt <t
E/w={E/w if r=+¢ [13]
Ec/w r* > 7

From conditions [10] and [11] it can be seen tigaten the terms of trade, the size of the

interval[0; ] (the range of full specialization in I) will be siter the higher is i) the import

1 Note that when the production of more than two wamiities is considered, in general there will be no
level of r that will allow the coexistence of all sectors. @ns point, see Steedman (1999, p. 272) and
Baldone (2001).



coefficient of the industrial sectok)( and ii) the higher the labor productivity of the
primary sector vis-a-vis labour productivity in tiredustrial sector. On the other hand,
given technical conditions, this range will be derathe higher are the terms of trade in
favour of the primary sector. (Notice incidentathat, if condition [11] does not hold, then
7 < 0 . This means that there will be no positive vatdighe rate of profits that would
induce the economy to fully specialize in the pithn of the industrial good}or Latin
American countries in recent decades, these conditsuggest thatf any, the interval
[0; 7] will be small, and hence, without protection tleereomy will fully specialize in the
production of commodity C. In fact, this is the diof productive structure envisaged by
ND authors, and can be easily represented in tefrosr model if, given the rate of profits,
E (the «umarket exchange rateas the ND authors call it), is endogenously daeieed by
the«dower branch of condition [13], i.e. at the levél = E. This is how the last degree of
freedom is eliminated. Then, equations [1]-[2]-[8]-[5]-[6]-[13] are enough to determine

the following variables:

{vi. 0%, v, pd, w,r,E,}

We finish this section with the following remark:hile the NDP assumes a plausible
productive structure for LA countries, the propaseaf this approach seem to conceive
this configuration as a purely technical aspedhefeconomies under consideration, while
our framework has revealed that this outcome vatigrally depend on income distribution
(except under the special case in whick 0). It is in other words perfectly conceivable
that the conditiord < r* < 7 holds, and that it is therefore convenient for ésenomy to

specialize in the production of industrial goods.

lll. «<RICARDIAN RENTS » IN THE BASIC FRAMEWORK
At this point of the exposition we should note ttia inverse relationship betweerand
w/E that emerges from the canonical model is modiéede we recall that, according to
the NDP, good C is produced by employing a fixedtda whose exploitation under

«conditions of extraordinary productivity» allowset sector to earn «Ricardian rents»



(Bresser, 2008, p. 50). If we assume full employnuérihe fixed facto?’, these rents will
not be eliminated by the action of competition, avill eventually be appropriated by the
owners of the respective natural resources. Theniatg of this unitary rentp is

determined by:

p = Ep¢ —pe(r*) [14]

The most relevant implication in terms of the basmdel is that it is now possible to fix
the exchange rat@dependenthof the value of the rate of profits. Put it diffatly, it is

now possible to set both(by its international level) anat/E exogenously, being the rent
the endogenous distributive variable of the syStewvithin this modified framework, there

is a linear inverse relationship between the mageitof rent in terms of commodi€/ (o)

w

). This new definition of
Epc

and the real wage measured in terms of this comm@d =

the real wage will prove useful in sections V anHswhce, unlike the industrial good,
commodity C can be seen asecessargonsumption gooddood»), and hence will play a
central role when we address the potential digiibdimits of devaluation policy.

If we divide equation [14] b¥p; we obtain:

pc=1-wclc(1+7) [15]

Figure 2 illustrates this relationship.

121t is not necessary to assume the full employnoéiihe whole stock of land. It is sufficient to as®e that
the land of «best quality» is fully employed. Far @urposes, however, it is enough to assume amat is
homogeneous and fully employed.

13 This does not imply denying the possibility ofieedt relationship betweefi andr. But such relationship
will lack the same degree of generality that wdnddobserved in the absence of rent. For instameecould
assume in a ratherd-hocway thatdevaluation expectatiorsan influence the level of the rate of profits. In
this case, the equation that connects the domegtcof profits with the international rate shoaldopt the
following alternative formr = r* + u(E). Where not only doeg(E) represent thepecific riskf investing

in the domestic economy, but it is also postuldked those risks increase wilh given the potential positive
effect of devaluation on the perceptions on thariievolution of the exchange rate. ThapgE) > 0. It is
clear, anyway, that being based on purely subjecélements, and thus, subject to the influence of a
potentially infinite variety of factors, this relanship lacksgeneralvalidity. It is conceivable, in fact, that
u'(E) <O0.



FIGURE 2: RENT AND WAGES
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The rent is maximum whea, is equal to zero, and it disappears when thewagk is the
highest compatible with the existence of sectortGha levelr*, which occurs when
E = E,.

Before stressing the second implication, noticeé #hahe leveE = Ec commodity | cannot
be profitably produced when its international pigg;. Therefore, its production can only
be sold in the domestic market, provided that thetists some kind of extra-economic
measure that forbids imports of competing goodsfabroad and/or tariffs that increase
the selling price of the foreign commodityThen, the additional degree of freedom of the
price system allows setting the exchange rate atldfiel E; to allow the international
competitiveness of the industrial sector. Formalhys means thak is determined at the
level E; in [13]. We thus have 8 equations ([1]-[2]-[3]{H@]-[6]-[13]-[14]) in the

following variables:

{vi,v¢ vl p& W, E, p}

% |n formal terms, the tariffg() is endogenously determined by the following cdoditE.p; (1+6) = p;.
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IV. THE LEVEL OF THE EXCHANGE RATE AND THE BEHAVIOUR OF THE
CURRENT ACCOUNT

In our basic framework, the level &f that the economy tends to realiZ®,(the «<market
rate> as Bresser calls it, is the outcome of a probléteahnical choices. In the absence of
rents, given the rate of profits and the relevanmtditions of production, we have argued
that it was plausible to assume that this levelldiguavitate around for Latin American
countries (see conditions [10] and [11] in sectipnWhile it could be set at higher levels
(including the levelE;) when differential rents were considered (sectibdp For ND
authors, on the contrary, in these economies ttienacf market forces causes the effective
exchange rate toecessarilygravitate around the level.. The reason is that this is thely

level that ensures the equilibrium of the currestoant:

The ‘current’ equilibrium exchange rate [is] theeothat balances intertemporally a
country’s current account and that is therefore &h& market rate, the rate on which

the market shall converge. (Bresser, 2008, p. 53).

We should note at this point that the previousnclabombines three different statements:
The first two are rather straightforward: a) the minimum level of the exchange rate that
ensures viability of sector &, is also the level that ensures current accoumtiegum,
sayEg,; b) that neither current account deficits nor &isgs can be sustained in the long
run. And finally, c) it is also implicitly arguedhat the balance of payments can be brought
into equilibriumonly by adjustments in income distribution (in th¢E ratio).

To assess the validity of each of these threemtatts, let us suppose that the behaviour of

the current account (CC) can be described by tlheafimg condition:
CC = peXc —piM; | G;PC() [16]
+ g
+

WhereX, is the level of exports of the primary good, asedrio be autonomous, aij is

the level of imports of commodity I, which in tudepends on the given level of public

11



expenditures(), and on private consumptioR({), which is a positive function of the real
wage and, therefore, of the/E ratio. For simplicity the equation abstracts fridme flow
of financial services. Notice moreover that itngpiicitly assumed that the economy fully
specializes in the production 6f while it imports all its consumption of commodity

By settingCC = 0in [16] we can derive all the possible/E — G configurations that

equilibrate the current account. This is shownigufe 3.

FIGURE 3: CURRENT ACCOUNT EQUILIBRIUM

cC=0

The curve is negatively sloped since a rise inréa¢ wage increasé¥C and hence imports.
For a given level of exports, equilibrium in therant account needs a decrease in the level
of G. To the right (left) ofCC = 0, the economy is in a situation of external deficit
(surplus) since for a given real wage, the levegdudilic expenditure is too high (low).

We are now in position to assess whether the abengomed statements a), b) and c) hold
or not. To assess claim a), notice that if we ffiz tevel ofG at G in Figure 3, there is a
corresponding level of = Eg, that, given money wages, equilibrates the extesaator.
And there is no reason wiig, should be equal t8., since the latter solves equation [8],
while the former is the solution afC(w/E,G) = 0. The coincidence betweef, and

Egqwill therefore occur only by fluke which denies the first statement.

12



Let us consider statement b), namely whether sseglwr deficits in the current account
are sustainable when, givéh= G, the effective rate that emerges from the probtém
technical choicest = E (= E;), differs fromEg,. In other words, is it the case that, if
E+ Egq, the effective exchange rate will adjustAg,? The answer needs distinguishing
between situations of surpluses and deficits. TP Nargues that a foreign exchange
surplus cannot last because there will be a terydémcappreciation of the domestic
currency. The argument, however, seems to forgepdissibility ofquantity adjustments
the market of foreign exchange; in other wordspulgh the working okcompensation
mechanismsg either by a Central-Bank policy of internationaserve accumulation, or by
private hoarding of foreign currency, as arguednigny scholars of the Post Keynesian
School (see Lavoie 2001, Frenkel, 2064)

It is clear, on the other hand, that persistentasibns of current account deficits are not
sustainable since they would imply an explosiveatyits of the country’s external d&bt
Therefore, if the level off does not change, there will be a tendency towaegseciation,

at least up to the levélg,.

Finally, with respect to statement c), it can bemediately noticed that given an initial
situation of current account surplus or deficitegfuilibrium in the external sector is to be
re-established, this can ocaither by a change in the/E ratio —as is argued by NDP- or
in the level ofG (or through a combination of both). Therefore, tleeessary connection
between income distribution and the balance of gaymadduced by the NDP is lost once
we admit the possibility of adjustments in the aotmous components of effective
demand’.

Several conclusions emerge from the analysis. Whike still true the level of that the
economy tends to realize emerges from the techolw@te problem addressed in sections

Il and I, this statement must be qualified in flelowing sensef cannot be persistently

15 While for Frenkel the sustainability of the ext@nsurplus depends on the Central Bank’s decisidfixt

the exchange rate and the size of the intervemmidine foreign exchange market, vis-a-vis the peattimits

of monetary sterilization, for Lavoie, following eh Post-Keynesian endogenous money doctrine,
compensation mechanisms are endogenous in natwewilVnot discuss here whether the compensations
mechanisms are exogenous (Frenkel) or endogenawsi@) Our point is that there seems to be agreement
among heterodox scholars that these mechanisnmsaexisare effective.

16 We are of course assuming that the economy intigmegoes not issue the currency that is internatly
accepted as a means of payment.

" This possibility is recognized, for instance, bgtih American Structuralist authors, such as Caiitr
(1975).

13



lower thanEg,. Hence, if:E; > Eg,, then:E > E., while if: Ez, > E¢, then:E > Eg,. All
this can be summarized by saying that, to be gergisthe effective exchange rate must

satisfy the following condition:
E > max{E¢; Eg,} [17]

In other words,E. and Ez;must be seen as the minimum thresholds of the taféec
exchange ratef.

Second, notice that, if the conditiél, > E. holds, since by [17F must be at least equal
to Egq, it follows that there will beRicardian rents even if the current account is in
equilibrium, that is, ifE = Egq. This feature does not arise within the NDP framew
becausé is arbitrarily argued to be equal kg, at least in the long run.

Finally, note that the previous two remarks hold fgven levels of autonomous
expendituress andX (and terms of trade). Conversely, orc®r X are allowed to vary,
there is an additional degree of freedom to acheawelition [17]. Then, for instance, if the
effective rate is such thafly, > E > E., the reestablishment of condition [17] can be
achieved by a decrease(nthat reduces the corresponding leveEgf (or by an increase
in X, although this is beyond the control of the Goweent). This can be summarized by

re-expressing condition [17] as:

E > max{E;; Eg, (G, X)} [177

V. INDUSTRIAL EQUILIBRIUM EXCHANGE RATE AND DISTRIBUTI VE
CONFLICT
We have already shown that Ricardian rents intreducadditional degree of freedom that
allow policy-makers to fix the level of the/w ratio independently of the behaviour of the
rate of profits, and therefore devaluation policgncbe employed to promote the

development of the industrial sector. For a givaiug of the rate of profits, the required

14



(gross) rate of devaluation is determined by whagsBer (2008, p. 55) calls the «severity
of the Dutch diseasé’; dh, which is given by:

dh = — [18]
Then,dh is equal to:

_u 2 ,
dh = Ic [P} —kpj(1+7)] [187]

For a given rate of profits and terms of tradé, positively depends on the degree of
structural heterogeneitpf the economy, namely: a) the relatively low labproductivity

of sector | and b) the high import coefficientstbis industry. From conditions [10] and
[11] (see section 1l), both factors suggest that fatin American peripheral economiés,
and therefore the required rate of devaluation|cdcbadrastic This implies that the target
exchange rate;;, may not be socially feasible.

To see this it may be useful to recall that thera sort of hierarchy among commodities:
the reason is that good C can be conceived as rityeconsumption good of which a
minimum amountw,, iS necessary for workers’ subsistendedd for the cattlg. Given

w = w, it is possible to determine the maximum levelh&f exchange raté’() that allows

workers to buy that quantity C as:

Ey=— [19]

wap(*;

The implication is the following: sincE; = E = dh, if structural heterogeneity, measured
by dh, is severe enough, it may well happen #at- E,. As a result, the required rate of
devaluation will besocially unviable,it will provoke full wage resistanceand will

therefore neutralize the initial effects of theerief the exchange rate on international

competitiveness.

'8 The Dutch Disease problem will be discussed irféHewing section.

15



All this forces us to redefine Figure 2 to incorporate thgeMimit to devaluation.

FIGURE 4: UPPER LIMIT TO DEVALUATION

Pc

Pa

Ecpe

In Figure 4, at the minimum necessary level of comstion, a, the maximum rent

attainable is determined by equation [15] at theltep, = 1 — al- (1 + 7).

Sincew, = El , we can also illustrate this limit in terms oEaw. equilateral hyperbola
Cc

that shows how the level of the real wage chandesnwhe nominal exchange rate varies.

Figure 5 shows the possible range of variatiorth@hominal effective exchange rate:

E € [Ec; Eq] [20]
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FIGURE 5: E-w: RELATIONSHIP AND UPPER LIMIT TO DEVALUATION
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Its lower limit is E., since below this level commodity C cannot be ipabfy produced,;
while its upper bound is given b¥,, since above this value workers are not able to
consume the quantitg of C. Finally, the figure shows that, sinég > E;, either the
industrial sector does not earn the normal ratprofits or, alternatively, workers are not
able to consume the minimum amount of the neceggag.

In the following section we will discuss how theplem manifests itself within the New-

Developmentalist framework, and its possible sohai

VI. DUTCH DISEASE AND ITS NEUTRALIZATION
The NDP subordinates distributive conflict to thegmtial problem okreprimarization of
the productive structure, a phenomenon known inliteeature as «Dutch disease» (see
Corden and Neary, 1982). In general terms, theeisan be described as follows: consider
an economy with significant industrial developmeantwhich differences in productivity
across sectors are small. In other words, withinrddevant interval for the rate of profits,

the industrial and primary exchange rates are apaiely equal:

E = E/(= Ec) [21]

17



Then, the argument follows, the discovery of a matural resource allows exploiting C

under particularly favourable conditions. This d&ses C-supply price:
pe < Ep; [22]

If we further assume that the higher productivityCaat the prevailing exchange rate allows
the sector to increase its exports, a foreign exghanflow will take place. If there are no
«compensation mechanissmésee section 1V), this inflow will induce a tendgnto the
appreciation of the domestic currency towards ¢vellE = E 19, nowconsiderablylower
than E;,%°. And this provokes, in the absence of protecttbe, disappearance of industry.

The Dutch disease is illustrated in Figure 6.

FIGURE 6: DUTCH DISEASE
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191n the light of our discussion of section Il abde relationship between the levgland Eg,, we will here

assume thaf; > E, and hence the effective exchange rate will grévigaoundt .

% An analogous effect to the discovery of a natueaburce may be obtained if initially both sectars
equally efficient E = E; = E;) and a rise op; takes place, allowing sector C to tolerate a loerhange
rate,E’-. At the initial level ofE, there will exist a foreign exchange inflow duehe price effect, which will
push the exchange rate towards the |&Vgl

18



According to the NDP, the «correct way» (Bress&12 p. 66) to solve the problem
consists in implementing a ta®)(on C-production that increastee supply priceof this
commodity pZ) (or what Bresser denominates isecessary prieg and therefore its
demand price, by appropriately rising the levelEgf If the new supply price ig2y =
pe (1 + ), with

1+6="2L [23]

Ec

From condition [23] it follows that the equality démand and supply prices for C is now
p2(1 + 0) = E¢cp;, which means that the new (and higher) level efékchange rate that

satisfies this condition is:

_ _Ec _
€0 =™ (1+6)

E;, (with Ecg > E() [24]
The tax allows re-establishing condition [21], ameince the viability of the industrial
sector. However, this solution is inflationary ahdanay therefore face a «major political
obstacle», since the real-wage fall in terms adalde goods may tackle the resistance of
the working class (Bresser, 2008, p. 59).

There are several aspects of the Dutch Diseasatbatorth discussing. First, notice that
when the problem manifests itself, the distributbemflict hasalready been solved, since
the tax limits tocounteractthe pervasive effects of appreciation, and henceeases the
level of exchange rate, and therefore reduces éakwage, only up to its initial value
E = E, which by hypothesis wasocially viable.

Note in any case that, at first sight, there seémmbe no way to avoid the potential
inflationary pressures associated with the neu@tibn of the disease by means of the tax.
At closer inspection, however, this is the resdlttlee assumptions underlying NDP’s
framework, in which theonly way to induce an increase in the level of the atife
exchange rate is through an increase in sbpply priceof C, since the presence of

differential rents inequilibrium; is neglected.
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As we have already seen, on the contrary, the mbthege rents are sufficiently persistent,
monetary authorities can manage the nominal exeheatg directly (without relying on the
aid of a tax), even if the rate of profits is exogesly given. Therefore, it is possible to
eliminate the competitiveness gap of the induss#aitor by raising up to its initial level

E = E,. Like the tax on production costs, this policyradds inflationary tooln this case,
however, it limits itself to increase tdemand price of (but does not alter its supply price
(in other words, the original value &f. does not changeand therefore its inflationary
effect on the necessary good C can be avoidedcfieg this goal, it is enough that, at the
same time, the Government imposdaxaon exportgr) that fixes the exchange rate net of
taxes faced by C at the lower levEl= E.. This is none other than eompensated
devaluation policyor effective exchange rate differentiati@ndorsed by several old Latin
American Structuralist scholars, the Argentiniaroremmist Marcelo Diamand (1972)
among therft.

To see how this works, let us recall that is themaximumlevel of the exchange rate

tolerable by workers, and further assume #at E, > E.(= E), which means that the

gross rate of devaluation required by the indusseator,dh = 5—’ cannot be implemented.
Cc

In this context, an exchange-rate-differentiatiatiqy absorbs a portion of the differential
rent appropriated by landowners after devaluatimh@events the demand price of C from

raising to the same extenta@h. If 1 —71 = % the effective exchange rate faced by sector
1

C will be: E, =1 —1)E; . Then, atE = E; workers are now able to consume the

minimum amount¢) of the necessary good, since:

w _ w
(1-DEmp¢  Eape

= Wg [25]

This is shown in Figure 7 by means of thevg-equilateral hyperbola introduced in section
V. An export duty of magnitude shifts the curve upwards (dotted line), and allavs
higher real wage for each level & Moreover, the effective exchange rate for the

industrial sector is equal #, while the one faced by sector CEis.

L See Dvoskin and Feldman (2015) for a formal recanton of Marcelo Diamand’s thought.
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FIGURE 7: EXCHANGE RATE DIFFERENTIATION
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Then, if we depart from a situation in whigh= E. (point A), devaluation fronk, to E,
causes a fall ofv., but, thanks to exchange rate differentiation, distributive limit has
not been surpassed (point C), as it would havercedgwith a standard devaluation (point

B). Finally, notice that the inflationary pressuresuld be fully neutralized if the

E . . . . . .
Government sets t= E—C since in this case the maximum rate of C-consiompi,, will
1

remain at its initial level.

VIl. CONCLUDING REMARKS
The present paper has attempted to reconstrucNéweDevelopmentalist approach, by
means of a formal framework thahdogenizeshe productive structure of a small open
peripheral economy, as the outcome of a problertedinical choices. This framework
allowed us to inspect the conditions that the emgbarate must satisfy to ensure the
viability of the industrial sector while simultanedy respecting the restrictions imposed by
the balance of payments and the distributive canf®nce differential rents are admitted,
we have shown that export duties are a more efi¢ceol to neutralize the Dutch disease
than the imposition of a tax on the primary seqooduction costs, since the former

extracts rents from the owners of natural resouvagdsout increasing the domestic price
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faced by workers. At this juncture, one must strassvever, that distributive conflict may
also emerge from the resistance of rentiers who &gyt sufficient political power to
block the policy of exchange rate differentiation.

If in the light of our framework we now return toet more general discussion about the role
of the exchange rate as a tool for sustained ecmngrawth, one should warn that setting
the exchange rate at the industrial equilibriumeleseems to be a necessary get a
sufficient condition for industrial development. particular, once the viability of the sector
is ensured, the rise of the quantities producedexmibrted will depend on thextent of
the market, i.e. on the evolution of global effective demaAdd given the aggregate level
of exports, it is clear that the industrial expats particular economy can increase only to
the extent that there is a simultaneous fall inléhwel of exports of her competitors, and this
will imply «exporting unemployment» to her tradetpars?. Thus, one should expect that
in response to devaluation in the domestic econocoynpetitors devalue their own
currencies as well, thereby starting a currencythalr ends up in a zero-sum game.

At the global level, on the other hand, we shoudm @&xpect that if a significant group of
nations simultaneously devalue their currencigsrtonote their exports, the growth rate of
global output decelerates, considering the negatifreence that the exchange rate exerts
on the real wage. And this effect will tend to damsh the level of exports ddll the
economies involved in trade. It could be therefoomcluded that exchange rate policy
seems to be more effective to counteract negatieeks, such as devaluations pursed by
trade partners or the tendency towards reprimaizathan as an effective tool for

economic development.
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