Ensayos Economicos | 78

Noviembre de 2021

Flexible Inflation Targeting, Real Exchange Rate

and Structural Change in a Kaldorian Model with Balance

of Payments Constrained Growth

José Luis Oreiro, Luciano Dias de Carvalho, Luciano Ferreira Gabriel
y Evaldo Henrigue da Silva

BANCO CENTRAL
DE LA REPUBLICA ARGENTINA




Ensayos Econdmicos es una revista editada por la Subgerencia General de Investigaciones Econémicas

ISSN 1850-6046
Edicidn electrénica

Banco Central de la Republica Argentina

San Martin 235 / Edificio San Martin Piso 7, Oficina 701 (CT003ABF)

Ciudad Autonoma de Buenos Aires / Argentina

Tel.: (+5411) 4348-3582/3814

Email: ensayos.economicos@bcra.gob.ar

Pagina Web: http://www.bcra.gob.ar/PublicacionesEstadisticas/Ensayos_economicos.asp

Fecha de publicacion: noviembre de 2021

Disefio de tapa e interior | Gerencia Principal de Comunicacién y Relaciones con la Comunidad, BCRA
Diagramacion | Subgerencia General de Investigaciones Econdmicas, BCRA

Ensayos Econdmicos esta orientada a la publicacion de articulos de economia de cardcter tedrico, empirico
o de politica aplicada, y busca propiciar el didlogo entre las distintas escuelas del pensamiento econémico
para contribuir a disefiar y evaluar las politicas adecuadas para sortear los desafios que la economia argen-
tina enfrenta en su proceso de desarrollo. Las opiniones vertidas son exclusiva responsabilidad de los auto-
res y no se corresponden necesariamente con la vision institucional del BCRA o de sus autoridades.

Esta revista apoya el acceso abierto a su contenido bajo el principio de que la libre disponibilidad de la inves-
tigacion para el publico estimula un mayor desarrollo global del intercambio de conocimiento. Para facilitar
una mayor difusion y utilizacion, los articulos se encuentran bajo la licencia Creative Commons Atribucion-
NoComercial-Compartirigual 4.0 Internacional.

Esta licencia permite copiar y redistribuir el material en cualquier medio o formato, y transformar y construir
a partir del material original, mientras no sea con fines comerciales, se mencione el origen del material de
manera adecuada, brindando un enlace a la licencia e indicando si se han realizado cambios, y se distribuya
bajo la misma licencia del original.



Flexible Inflation Targeting, Real Exchange
Rate and Structural Change in a Kaldorian
Model with Balance of Payments
Constrained Growth

José Luis Oreiro
University of Brasilia, Brazil

Luciano Dias de Carvalho

Luciano Ferreira Gabriel

Evaldo Henrique da Silva”

Federal University of Vigosa and University of Brasilia, Brazil

Abstract

The present article contributes to the literature of Kaldorian growth models with balance of
payments constraint introducing some changes in the basic structure of Santana and Oreiro (2018)
model. First, we will assume that monetary policy is conducted under a Flexible Inflation Targeting
Regime where the goal of the monetary policy is not only to achieve a certain target for inflation,
but also stabilize capacity utilization at its potential or target level. Second, we will assume that
potential or target level of capacity utilization depends on the lagged value of this variable. This
hypothesis captures the hysteresis effect of lower output growth over potential output, which is a
phenomenon well documented in recent literature (Cerra, Fatas and Saxena, 2020). Finally, we will
assume that inflation expectations depend on the credibility of the Central Bank. In the case where
Central Bank is fully credible then inflation expectations are equal to the inflation target. Although
the model was developed for a small open economy, it is designed for a mature economy in the
sense of Lewis (1954): labor supply is inelastic and real output growth had to be equal to the natural
growth rate in the long run. The natural growth rate is, however, endogenous because productivity
growth depends both on output growth and employment rate. The natural growth rate adjusts itself
to the actual growth rate of real output, determined by the balance of payments constraint, due to
changes in the level of employment. In order for a balanced growth path to exist, it was also
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necessary to make the autonomous component of investment demand an endogenous variable in
the long-run, as done by Lavoie (2016). In the long run equilibrium with structural change, it was
shown that a decrease in the inflation target could increase the growth rate of real output, the
capacity utilization, the rate of employment and the manufacturing share in GDP, becoming a driver
of the process of structural change. Since monetary policy can affect the productive structure of
the economy as well as the growth rate of real output and the rate of employment; then it is not
possible to separate macroeconomics from economic development, which is core of the so-called
structuralist development macroeconomics, the theoretical basis of the Brazilian New-
Developmentalism School.

JEL Classification: E12, E44, E52, F41, F43.

Keywords: balance of payments constrained growth, monetary policy, real exchange rate, structural
change.
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Resumen

El presente articulo contribuye a la literatura de modelos de crecimiento de Kaldor con restriccion
de la balanza de pagos, introduciendo algunos cambios en la estructura basica del modelo de
Santana y Oreiro (2018). Primero, asumiremos que la politica monetaria se lleva a cabo bajo un
Régimen de Metas de Inflacion Flexible donde el objetivo de la politica monetaria no es solo lograr
una determinada meta de inflacion sino también estabilizar la utilizacién de la capacidad
productiva en su nivel potencial u objetivo. En segundo lugar, asumiremos que el nivel potencial u
objetivo de utilizacion de la capacidad productiva depende del valor rezagado de esta variable. Esta
hipotesis captura el efecto de histéresis de un menor crecimiento del producto sobre el producto
potencial, que es un fenémeno bien documentado en la literatura reciente (Cerra, Fatas y Saxena,
2020). Finalmente, asumiremos que las expectativas de inflacion dependen de la credibilidad del
Banco Central. En el caso de que el Banco Central sea plenamente creible, las expectativas de
inflacion son iguales a la inflacion objetivo. Aunque el modelo se desarrollé para una economia
pequefa y abierta, esta disefiado para una economia madura en el sentido de Lewis (1954): la
oferta de trabajo es inelastica y el crecimiento del producto real tiene que ser igual a la tasa de
crecimiento natural de largo plazo. Sin embargo, la tasa de crecimiento natural es endogena
porque el crecimiento de la productividad depende tanto del crecimiento de la produccion como
de la tasa de empleo. La tasa de crecimiento natural se ajusta a la tasa de crecimiento real de la
produccion, determinada por la restriccion de la balanza de pagos, debido a cambios en el nivel de
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empleo. Para que exista una senda de crecimiento equilibrada también es necesario hacer del
componente autbnomo de la demanda de inversion una variable endogena en el largo plazo, como
lo hizo Lavoie (2016). En el equilibrio de largo plazo con cambio estructural, se demuestra que una
disminucion en la inflacion objetivo podria incrementar la tasa de crecimiento del producto real, la
utilizacion de la capacidad, la tasa de empleo y la participacion de la manufactura en el PIB,
convirtiéndose en un motor del proceso de cambio estructural. Dado que la politica monetaria
puede afectar la estructura productiva de la economia, asi como la tasa de crecimiento de la
produccion real y la tasa de empleo; entonces no es posible separar la macroeconomia del
desarrollo econdémico, que es el nucleo de la llamada macroeconomia estructuralista del
desarrollo, la base tedrica de la Escuela Brasilefia del Nuevo Desarrollismo.

Clasificacion JEL: E12, E44, ES2, FA1, FA3.

Palabras clave: cambio estructural, crecimiento restringido por la balanza de pagos, politica
monetaria, tipo de cambio real.
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1. Introduction

The balance of payments constrained growth models (BPCG models, hereafter), pioneered
developed by Anthony Thirlwall (1979), holds two fundamental problems. Firstly, they fully
disregard the cumulative causation mechanism, so relevant to Kaldorian growth models. Indeed,
assuming constant terms of trade then productivity gains induced by economic growth have no
effect over the dynamics of the system, in a such way they become, strictly, irrelevant. However, in
this case, the system no longer has any adjustment mechanism between aggregate supply and
demand. This deficiency was observed by Palley (2002) for whom the balance of payments
constrained growth model would be inconsistent in the extent that only in a *happy coincidence”
would be possible the equality between the growth rate compatible with the balance of payments
equilibrium and natural growth rate, i.e., the one that keeps the unemployment rate constant over
the time. In this way, the balance of payments constrained growth models is not, in general,
compatible with a balanced growth path.

Last but not least, the balance of payments constrained growth models fully neglected the
relationship between the real exchange rate and the long-term growth. Indeed, in those models the
long-term equilibrium growth rate depends on the ratio of export and import income elasticities
multiplied by rest of the world growth rate. Thus, real exchange rate variations are assumed
irrelevant to the long-term growth either because empirical evidence shows that finding that export
and import price elasticities are low, in such a way that the impact of a real devaluation of exchange
rate over the growth path of exports and imports is low; either because the terms of trade do not
show a systematic trend to appreciation or depreciation in the long-term.

In recent years, an interesting literature has been developed about the relation between real
exchange and economic growth. The Razin and Collins (1997) seminal paper indicated the
existence of important non-linearities in the relationship between exchange rate misalignment -
defined as a lasting deviation of the real exchange rate with respect to some reference value,
determined by the "fundamentals"- and the real output growth in a sample of 93 developing and
developed countries between 1975-1993. Indeed, the empirical results showed that while only large
overvaluations of real exchange rate are associated with a slower economic growth in the long
term, even moderated undervaluation of the real exchange rate have a positive effect on economic
growth. Rodrik (2008), analyzing the development strategies adopted by a group of countries, noted
that an important factor for the ignition of a process of sustained growth of the real output is the
maintenance of an undervalued and stable real exchange rate.

More recently, Gabriel et al. (2020) analyzed the effects of manufacturing and of the real exchange
rate (RER) on real per capita income growth. They use dynamic panel models and the calculation
of output and employment multipliers for a diversified sample of countries from 1990 to 2011.
Three important results can be highlighted. Two novel results were obtained. First, the authors
provide new evidence that manufacturing is the most important tradable sector for achieving
greater real per capita income growth for developing countries. Second, the greater a country’s gap
in relation to the technological frontier, the greater the positive effect of an undervalued RER on the
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real per capita income growth rate. Finally, the manufacturing industry’'s output multipliers and
employment multipliers in the developing countries are higher than those in in developed ones, in
all years analyzed.

For the Brazilian case, Oreiro et al. (2020) analyzed the determinants of the deindustrialization of
the Brazilian economy in the period between 1998 and 2017, which was considered by the authors
a typical example of ‘premature deindustrialization’ in the sense that the major reason for the fall
in the manufacturing share has not been the increase in per-capita income but rather real exchange
rate overvaluation. In the Brazilian case, real exchange rate overvaluation results both from an
appreciation of the real effective exchange rate, and an increase in the equilibrium value of the real
exchange rate, the “industrial equilibrium exchange rate” of the new developmentalist literature.
The elimination of the real exchange rate overvaluation requires not only the adoption of a
macroeconomic policy regime in which some kind of real exchange rate targeting is adopted, but
also industrial policies designed to increase the economic complexity of the Brazilian economy
and, hence, to reduce the equilibrium value of the real exchange rate. Therefore, the absence of a
connection between the level of the real exchange rate and the long-term growth in the context of
the balance of payments constrained growth models becomes theoretically unacceptable.

Some of these deficiencies in the BPCG models are addressed by Santana and Oreiro (2018) who
developed a Kaldorian growth model that: (i) incorporates the balance of payments constraint,
eliminating the inconsistency presented on balance of payments constrained growth models; (ii)
establishes a mechanism by which the level of the real exchange rate may affect the long-term
growth of capitalist economies.

Santana and Oreiro’s (2018) model incorporates some innovations introduced by Oreiro (2009) into
the structure of Kaldorian growth models, such as the conduction of monetary policy in an Inflation
Target Regime, nominal interest rate determined by a Taylor rule, a floating exchange rate regime
and imperfect capital mobility. In contrast to the Oreiro’s (2009) model, however, Santana and
Oreiro’'s (2018) model assumes a balance of payments constraint in which the growth rate of
international capital inflows is a positive function of the differential between the domestic interest
rate and the international interest rate plus the country risk premium. In this context, the differential
between the domestic and international interest rates (plus the risk premium) will also determine
the rate of depreciation (or appreciation) of the nominal exchange rate.

Another important innovation introduced in the model was the hypothesis that the Kaldor-Verdoorn
coefficient -which captures the sensibility of the rate of growth of labor productivity with respect to
the rate of growth of the real output- depends on the manufacturing share on output. This
hypothesis allowed to introduce into the model the possibility of structural change, which is
understood as a dynamic process by which the manufacturing share of output changes over time.
In this way, it was possible to analyze the dynamic properties of the model both in the case where
the productive structure is kept constant (case with no structural change), and in a situation in
which it changes due to some economic process (case with structural change).
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The structural change, in its turn, is defined by the exchange rate misalignment, that is, by the
difference between the actual value of the real exchange rate and the level of the real exchange
rate that would correspond to the "industrial equilibrium”; in other words, the exchange rate level in
which domestic firms that use state-of-art technologies are competitive in international markets
(Bresser-Pereira, Oreiro and Marconi; 2014, 2015).

The present article contributes to this line of research introducing some changes in the basic
structure of Santana and Oreiro’s (2018) model. First of all, we will assume that monetary policy is
conducted under a Flexible Inflation Targeting Regime where the goal of the monetary policy is not
only to achieve a certain target for inflation; but also stabilize capacity utilization at its potential or
target level. Second, we will assume that potential or target level of capacity utilization depends on
the lagged value of this variable. This hypothesis captures the hysteresis effect of lower output
growth over potential output, which is a phenomenon well documented in recent literature (Cerra,
Fatds and Saxena, 2020). Finally, we will assume that inflation expectations depend on the
credibility of the Central Bank. In the case where Central Bank is fully credible then inflation
expectations are equal to the inflation target; otherwise, they are determined by a simple adaptive
rule, which will introduce a level of inflation inertia in the model. In the long run equilibrium with
structural change, it was shown that a decrease in the inflation target could increase the growth
rate of real output, the capacity utilization, the rate of employment and the manufacturing share in
GDP, becoming a driver of the process of structural change. Since monetary policy can affect the
productive structure of the economy as well as the growth rate of real output and the rate of
employment; then it is not possible to separate macroeconomics from economic development,
which is core of the so-called structuralist development macroeconomics, the theoretical basis of
the Brazilian New-Developmentalism School.

Although the model was developed for a small open economy, it is designed for a mature economy
in the sense of Lewis (1954): labor supply is inelastic and real output growth had to be equal to the
natural growth rate in the long run. The natural growth rate is, however, endogenous because
productivity growth depends both on output growth and employment rate. The natural growth rate
adjusts itself to the actual growth rate of real output, determined by the balance of payments
constraint, due to changes in the level of employment. In order for a balanced growth path to exist,
it was also necessary to make the autonomous component of investment demand an endogenous
variable in the long-run, as done by Lavoie (2016).

2. Model structure

Let us consider a small open economy with a free-floating exchange rate regime and imperfect
capital mobility, in which growth rate of exports (quantum) and imports (quantum) are given by:

Xe = xoPi — De + &) + x12; (M

My = po(Pe — Pt — é) + 1 J; 2)
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In which %, is the growth rate of exports (quantum) in the period t, i, is the growth rate of imports
(quantum) in the period t, p; is the domestic rate of inflation in the period t, #; is the rest of the world
inflation in the period t, é; is the rate of depreciation of the nominal exchange rate in the period t, ¥,
is the domestic income growth rate in the period t, Z; is the rest of the world income growth rate in
the period t, x, is the price elasticity of exports, ug is the price elasticity of exports, y; is the income
elasticity of imports.

We will assume the validity of Marshall-Lerner's condition, so that, |y, + 1ol > 1. Moreover, we will
follow Moreno-Brid's (2003) model in which the Balance of Payments restriction in period t is given by:

é +pr + M, =91(ﬁt+9?t)—Qz(ﬁt+dt)+93(ﬁt +ft) 3)

In equation (3), O3 = (1 — 0, + 0,), in which ©; = ;—*"m is the ratio between the initial value of

exports and the initial value of imports, @, = 2— is the ratio between the initial value of external

epxm

liability services and the initial value of imports.

Moreover, d, is the growth rate of services (interest and dividends) related to the external liabilities
in the period t, and f, is the real growth rate of external capital flows in period t.

As in Santana and Oreiro (2018) two important points can be observed. Firstly, the constraint
imposed above is deflated in terms of value paid by imports. Secondly, we are considering an
economy with a net debt to the rest of the world, since @, is a positive parameter and there is a
negative signal before it.

Assuming capital mobility to be imperfect in Mundell's sense, the real rate of growth of external
capital flows will be a function of the difference between the domestic interest rate and the
international interest rate adjusted by the country-risk premium:

ft=f(it—i2‘—r);OSf<00 (4)

In equation (4), f is the sensibility of the growth of external capital flows to the interest differential,
i, is the domestic interest rate in the period t, if international interest rate and r is the country risk
premium. This coefficient captures the level of capital controls of the economy. If f = 0 then the
capital account is closed, and capital mobility is zero. Since f < oo then capital mobility is
necessarily imperfect or limited due to the existence of some kind of capital controls.

Considering an economy with imperfect capital mobility, the dynamics of the nominal exchange
rate depend on inflows and outflows of foreign capital; but also on the level or intervention of
Central Bank in the foreign exchange market. By means of reserve accumulation, the Central Bank
can reduce the impact of capital flows over the dynamics of nominal exchange rate. Thus, we will
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assume that the rate of change of the nominal exchange rate will be a negative function of the
growth rate of the external capital flows:

ét=_Kft,0Sk<oo (5)

In equation (5), k is the coefficient of sensibility of the rate of change of nominal exchange rate to
the growth rate of external capital flows. The magnitude of this coefficient depends on the level of
Central Bank intervention in the exchange rate market by means of reserve accumulation. If k¥ = 0,
then the Central Bank acts as a market maker in the exchange rate market, buying all inflows of
foreign capital and accumulating then as international reserves.

Using (4) in (5) we get:
é =—kf(;—if—1) (5a)

Equation (5a) shows that the rate of change of nominal exchange rate is a negative function of the
interest rate differential.

The determination of the nominal interest rate (;, ) follows the Taylor's (1993) rule:

it =Po+ ﬁ1(ﬁt - ﬁT) + Bo(up — u') (6)

According to equation (6), the nominal interest rate essentially depends on the deviation of the
effective inflation rate (15[ ) from the target based on the monetary authority and the output gap.
The latter is the difference between the actual real level of capacity utilization, u;, and the target
level of capacity utilization by monetary authorities, u”.2 All (3,) are positive.

In particular, the parameter (ﬂo)can be seen as the sum of the international interest rate and the
country risk premium:

Po=if+r (6a)

2 This hypothesis deserves further explanation. Mainstream models generally take for granted that potential output is
determined by the availability of factors of production (capital and labor) and by the level of technological knowledge
measured by the so-called total factor productivity. When applied to capacity utilization, this “vision” would impose the
existence of a potential or normal level of capacity utilization, which is exogenous and independent of aggregate demand.
The same idea is presented in some heterodox growth models like the Sraffian Super-Multiplier Models developed by
Freitas and Serrano (2015). Demand-led growth models, however, calls into question the idea that output is supply
constrained in the long-run. Kaldor (1988) argued that the growth rate of capital accumulation, growth rate of labor force
and the growth rate of labor productivity depends, in the long-run, on the rate of growth of autonomous demand, which
means that natural growth rate is an endogenous variable demand determined. The endogeneity of natural growth rate
was tested by Leon-Ledesma and Thirlwall (2002) for a sample of 15 OECD countries in the period of 1961 to 1985. The
results clearly show that natural growth rate is elastic to demand and output growth. Oreiro et al. (2012) make the same
econometric tests for the Brazilian economy in the period between 1980 and 2002 and obtained similar results. This
means that “normal” or potential level of capacity utilization can be considered a dependent variable, influenced by the
lagged values of effective capacity utilization.
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The target level of capacity utilization is determined by equation (7):
ul' =uT 1+ 0(u,—u1);0<0<1 (7)

In equation (7) we can see that the target level of capacity utilization (its own estimates about
normal rate of capacity utilization) is adjusted over time as long as the actual level of capacity
utilization in previous period is different from its previous estimates. It is clear that in steady-state
ul =uT"1 =™ =y, which means that target level of capacity utilization is a full endogenous
variable.

Using (6) in (5a) we get:

é = _Kf[ﬁl(ﬁt - ﬁT) + B2 (uy — uT)] (5b)

We will consider a small open economy without government activities. In the short-run, firms
operate with idle capacity, which means that output is demand determined. The aggregate demand
is the sum of household consumption (C;), firms’ investment (I,) and net exports of final goods
(Nx;). So, the level of real output is given by:

yt=Ct+It+Nxt (8)

Household income is composed by wages and profits. Following Kaldor (1956, 1966) we will suppose
that propensity to save out of wages is zero. For sake of simplicity, we will take the propensity to save
out of profits to be equal to one. So, the real consumption expenditure is given by:

Ce =Vl = VtZ_ZKt (9)

Where: V; is the real wage rate; L, is the number of workers employed, q; is the level of labor
productivity.

In the absence of depreciation of the capital stock, the aggregate investment is equal to the product
of the capital stock (K;) with the desired growth rate of capital stock (g). This rate, in turn, is
influenced by autonomous investment and by the expected real interest rate:

Iy = gK; = [@o — @1 (i — PE]K: (1 O)

Where: g = [@po — @1 (i — DE)]

In which (pf) is the expected inflation rate, (@) is the autonomous component of investment
(positive) and, (¢;) a sensitivity coefficient (positive) that captures the influence of the expected
real interest rate on investment decisions.
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Inflation expectations are formulated according to the agents’ perception of the monetary
authority’s credibility. In a context in which monetary policy is fully credible, the inflation expectation
converges to the inflation target established by the monetary authority -equation (10a).

pf =p" (10a)

The net exports (Nx;) -as a proportion of the capital stock— depend on the actual level of capacity
utilization (u;) and on the real exchange rate of the previous period (E;_;). The time lag of the real
exchange rate over net-exports captures the “J” curve effect.

Nx, = (Mo — niur + n2E-1)K; (11)

In which (n,) is a positive parameter, which incorporates the other variables that affect net exports,
such as world income.

In order to determine the actual level of capacity utilization let us substitute equations (9)-(11) in (8):

@o t 1o P1 ] . e [ M2 ]
= - - E,_
e <7Tt+771> Te +M (e =pE) me+ml (12)

Where: u; = % is the actual level of capacity utilizationand , = 1 — % is the profit share.
t t
Substituting (6) in (12) we get:

1
U =(—— ) [(@o+1n0— ) + ul +nE_1 + 0198
t <7Tt+771 +§01ﬁ1) [(@o + 10 — ®1B80) + P12 MaLe—1 T P1P¢ (13)

— 0151 B —P1)]

Equation (13) determines the short-run equilibrium value for the actual level of capacity utilization.
Considering a fully credible monetary policy we had p¢ = pT so:

1
U = (m) [(@o + 1o — 91B0) + @1B2u” + M2E¢—q

+ ‘P1((1 - ﬁ1)f1T - ﬁlﬁt)]

(13a)

From (13a) we get:

Ju, ( 1 ) >0 (13b)

(po+1m0)  \m+1y + @1y
Ju, ( ®1B2 )
= >0
ou'  \m + 11+ @1 (13c)
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ouy _ ( M2 ) 50
O0Eiq \my+m+@1ps (13d)

du, :< p,(1-p1) >>0

opT Ty + 11+ @161 (13€)

% —_ — (L) < 0
Pt Ty + 11+ @151 (13f)

We have now to describe the supply side of the economy. Following Blecker (2002), we will suppose
that domestic firms produce a homogeneous good which is imperfect substitute from the goods
produced by foreign firms. Labor is the only variable input used in production and domestic firms
have monopoly power so that they can fix the prices of their goods in the level higher than unit labor
cost. Then prices are fixed by a mark-up over unit direct costs of production, but mark-up depends
on the level of real exchange rate: the more depreciated is the level of real exchange rate, higher
will be the mark-up that domestic firms can set without losing market-share for foreign firms.

Then domestic prices are determined by equation (14):

w.
p, = goEf — (14)
qc

Where: 1+ 1 = goE? > 1, T is the mark-up rate and 8 > 0 is the sensitivity of the mark-up rate to
real exchange rate.

From (14) we can define the real product wage as:

we _ e

Pt UoEé9

(14a)
Households spend their wage income both in domestic and foreign consumption goods. So, the
workers effective real wage rate will be given by:

Wi

Ve = (p)E(erpi)t ¢ (15)

Where: 0 < € < 1 is the weight of domestic goods in the consumption basket of households.

From (14a) and (15) we get:

dt
ooE

Vt = (2] (1 6)

t

Where:og;, =14+6 —e > 0.
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Equation (16) shows that workers effective real wage rate is a positive function of labor productivity
and a negative function of the level of real exchange rate.

Regarding the labor market, we will consider an economy where workers are organized by means
of unions so that wages are set by a collective bargaining between labor unions and firms. Labor
unions define a real wage target (V,), which will be used as the reference for nominal wage
bargaining with firms. We will suppose that the real wage target depends on the rate of employment
(1), due to the fact that a tight labor market increases the bargaining power of unions. So, we get:

I7t-=V0+V1lt (17)

Where: I, = % is the rate of employment, N, is the labor force and L, is the number of workers that
t

are employed.

It can be easily shown that the rate of employment is given by:

(.
lt =
q:

(17a)

Where: k; = z—i is the stock of capital per-worker.

The growth rate of nominal wages is thus determined by:

W =pT +ow(V, = V) (18)
In which () is a positive coefficient that measures the bargaining power of workers.®

Taking logs in (14) and time derivative of the resulting expression we get:

A 9 N A% 1 ~ A
e = |75 o+ 30 + |55 e - a0 (19)
Equation (19) shows that domestic inflation is a weighted average of the growth rate of prices of
foreign goods (which is the sum of the rate of nominal exchange rate devaluation and international
inflation) and the growth rate of unit labor cost (which is the difference between wage inflation and
productivity growth).

8 This coefficient depends on several structural variables of the labor market as the level of centralization of wage
bargains, the share of workers that are unionized, the level of unemployment insurance, among other variables. See
Amadeo (1994) for a detailed discussion regarding this issue.
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The growth rate of labor productivity is given by:
Ge = aog + arhe 11 + a2l (20)

In equation (20), the labor productivity growth rate (§;) depends on an autonomous component
(ap) and on the growth rate of output in the previous period multiplied by the manufacturing share
in output and a positive coefficient (a;). The influence of the previous period growth rate of output
over productivity growth is due to the existence of dynamic economies of scale in the
manufacturing industry, which is the basis of the so-called “Kaldor-Verdoorn Law”. The magnitude
of such an effect depends on the size of the manufacturing sector relative to the rest of the
economy (Oreiro et al. 2020; Botta, 2009, Gabriel et al. 2016). The third element on equation (20)
captures the Marxist idea that a tight labor market may induce capitalists to introduce labor-saving
innovations in order to preserve the rate of profit in an environment of increasing real wages.

Using (16), (17) and (17a) in (18) we get:

g1 2
Viooku B — CIt>

Wy = (mo+ﬁT)+w< 2
GOntt

(18a)

Using (5b), (18a), (20) in (19) we get:

OoUs_ 1k
. (L+ fIOBIBT + 0B + (@vo = o) == ————
A t—1
Pt = _ (21)
14+60(1+ fx wq - @ik — fKOB,q
(1 + fichs) T E° Eél —athy_1Piq + frOBuT + ( L p 2 t) Uy
0L t

From equation (21) we get:

op. _[_(+frop) |

apT |1+ 61 + frBy) (21a)
b, 0

ap: [1 001+ f;c/)’l)] >0 (21b)

0pe [ @wvik, — fKOPB,q, ] 210)
EY C

ou, L1 +601+ frBqr)

In equation (21c¢) % > 0 if and only if (wv 1k, — fKkOB2q:) > 0.
t
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3. Short run equilibrium

In the short run the real exchange rate, the profit-share, the growth rate of world income, the
international inflation rate, the target capacity utilization, the stock of capital per-worker and the
manufacturing share are constants, as well as all variables that had pre-determined values, i.e,
determined from previous periods. The model is thus composed by the following equations:

Xe = xo@Pf —pe + &) + x12: (1)
M = po(Pr — Pt — &) + e (2)
é +pr + M, =@1(ﬁt+9?t)—Qz(ﬁt+dt)+93(ﬁt +ft) (3)
ft = f[,gl(f’t - ﬁT) + B (ur — uT)] (4a)
é = _Kf[ﬁl(ﬁt - ﬁT) + B (ue — uT)] (Sb)

( ! ) [(po + Bo) + @18,u” + n,E,
Uyy=——— — u _

t T+ 11 + 018, Po T No — P1bPo D162 N2E¢—1 (13a)
+ ‘P1((1 - ﬁ1)f1T - ﬁlﬁt)]
OoUs_ 1k
) (L+ fOBIBT + 0 + (@vo = o) === ————

A t_
Pt = [ ] k., — K@ (21)

14+ 6(1+ fxBy) wqél — ayhy(§s + FrOBUT + (wv1 ¢ — fK qut> U

O-OEt Qt

Then we have a system of seven independent equations with seven unknows: &, M, 9;, fe, & us
and p,. This means that we have a determinate system. Some observations are required to make
about this system of equations. First of all, it allows us to calculate the level of employment and
capacity utilization as well as the growth rate of real output. This is an important advance in respect
with balance of payments constrained growth models where only the growth rate of real output
can be determined, but not the general level of resources utilization. Second, the interdependence
of the equations of the model is not general: the model is block-recursive (Sargent, 1987). Indeed,
the short-run equilibrium values of capacity utilization and inflation rate could be entirely
determined by equations (13a) and (21) alone. Once these values are determined, equations (4a)
and (5b) determine the growth rate of foreign capital flows and the rate of exchange rate
depreciation. Once these values are determined, equations (1)-(3) determine the growth rate of
imports, the growth rate of exports and the growth rate of real output that is compatible with the
balance of payments equilibrium.

Equations (13a) and (21) are, respectively, the aggregate demand and aggregate supply equations
of the model. The determination of the short-run equilibrium values for the inflation rate and
capacity utilization can be visualized in Figure 1.
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Figure 1 | Aggregate demand and aggregate supply curves and short-run
equilibrium

Pt

L

Solving the model for equations (13a) and (21) we get the short-run equilibrium value for the
domestic rate of inflation:

R . R PoUe-1K— "
Pt = po + p2b; + (p1 + p3)p" + pau” + psEe_q — % — prhe-1Ye-1 (22)

t—1
Where:

_(@vo—ay) (m+n01+@12) + @vik — fxfoq) qit (@ + 10 — 9150)

— 0
PO T T 0L+ frBD] (e + 1+ 91Bo) + @vike — frBade) ai' 9By
_ (e + 11 + ©182) + (@Vvike — fKPoqr) a7t ¢4 0
PLE T4 00 + frB)] (me + 11+ 01B) + (@vike — fxBade) a7 01fn
py = O(m, + 10y + 915,) >0
2T+ 0+ frB)] (w1 + 01y) + @vike — frfaqr) art @1By

Py = frBi(my + 11+ @1B5) + (@vike — fKB2qr) q7 *e1By
T+ 0+ frep)I (e + My + 91B2) + @Vike — fKBaqe) a7 o1p

>0

Dy = fKOB, (e + 1y + 9182) + (@viky — fKB2q:) 47 @1B2 >0
P+ 0+ frp)I e+ ma + @1B2) + @vike — fKBaqr) a7 e1f
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(@vike — fxB2q:) Qt_lnz

— 0
P = 1+ 01+ FrBOIGre + 1 + 91Pa) + (@Vike — fiBade) 40 9ifs
P = aZ(T[t +n + ‘P1,82) >0
T+ 0+ frBI + 1y + @1B2) + (@Vike — fKBaqr) 47 0151
a1(7Tt +n+ ‘P1ﬁz) 0

P71 = T+ 01+ FrBOIGTe + 11 + 91f2) + (@Vike — fiBade) 40 9ifs

Substituting (22) in (13a) we get the short-run equilibrium value for the capacity utilization:

a_ YotV + V2B + (r3 +¥a)B" — ¥sBi + Vete—1keo1Ge s + V7R 19 (23)
4=

u
Ty + 11 + @152

Where:

Yo = (@0 + 10 — $1B0) — @110 > 0 © (9o + 10) > @1 (Bo + P1po)
Y1 = @1(B2 — B1p4) © B2 > P1pa*

Y2 = (M2 — 9181ps) > 0 © 13 > @181 ps5

¥V3=91(1—P1p1) >0 1> Bipy

Ya=@1p1(1—p3) >0 ©1>p;

¥s = @1P1pz >0

Y6 = $1P1ps > 0

Y7 = ®1P1p7 >0

From equation (23) we get:

Jud 1

Y >0 (23a)
0y T +nN+ @B

auf Y2

= >0
O0E(_1 T+ 11+ Q1P (23b)

aufl _ (y3 +7va)
0pT  m+n + i (23c)

4 This requires that Monetary Authorities give more weight to deviations of actual capacity utilization from the target level

than deviations of inflation from the target level. This could occur in a double mandate regime of monetary policy.

5 This condition requires a high price elasticity of net exports to real exchange rate variation, which means that the

economy under consideration is mainly an exporter of manufacturing goods.
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c’)u{‘ Vs

— = <0
0p; e + 11 + @15 (23d)

a A A
om; e + 11 + @152

Two results are noteworthy to be commented. The first one is equation (23b). A real exchange
devaluation in period t-1 will increase the actual level of capacity utilization. This means that
exchange rate devaluation has an expansionary effect over aggregate demand only after a time lag.
The second one is equation (23e), which shows that an increase in the profit share in period t —due,
for example, a real exchange rate devaluation in period t— will decrease the actual level of capacity
utilization, which means that demand regime is wage-led in the short run, and a devaluation of real
exchange rate has a short-run negative impact over the level of economic activity.

Using equations (23) and (22) in the system (1)-(3), (4a) and (5b) we arrive at the value of the growth
rate of real output that is compatible with balance of payments equilibrium:

Pe = do + P2(uf —u”) + Pp3p; — (¢1 + Po)P” (24)

Where:®
b0 = (¢Bo — O1x12¢ + 62d) 7' >0
1= (@f 1+ O1xo + o) Ui >0

b2 = OfBoui' >0

_ Xo _
¢z = (O1x0 + o) Hit = (91 (;) + 1)#11 >0
0

$s = OfPiust >0
¢=00+u—01x)(kp +63) >0

From equation (24) we get:

~

t
—_— = >0 (24a
Jui = $2> 0 (240) 248)
Expression (24a) shows that an increase in the short-run equilibrium level of capacity utilization
produces an increase in the growth rate of real output compatible with balance of payments
equilibrium. This occurs because an increase in the level of capacity utilization will increase the rate

of employment and hence the domestic rate of inflation. For a given rate of change of nominal

¢ The sufficient conditions for these parameters be positive are: [B (1 + po)] > 011, and (¢, + 92&) > 0 x12;.
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exchange rate and international inflation, this will allow an increase in the terms of trade and hence
on the growth rate of imports (and growth rate of real output) compatible with balance of payments
equilibrium. Furthermore, the increase in the domestic inflation will induce Central Bank to increase
the level of domestic interest rate, increasing interest rate differential and hence increasing the
growth rate of capital flows. The balance of payments constraint is thus relaxed, allowing a faster
growth rate of real output in the short run.

From expressions (23e) and (24a) we can conclude that the short-run effect of an exchange rate
devaluation will be (i) a decrease in the actual level of capacity utilization and, hence, in the rate of

employment and (i) a decrease in the growth rate of real output that is compatible with the balance
of payments equilibrium.

4. Balanced growth without structural change

In the steady-steady balanced growth path it is required that the following conditions hold:’

De-1=De =D (25a)
pe = pT (25b)
Uy =U=ul =u (25c)
Je-1 =9 =9 (25d)
hey=h, =h (25€)
E, =E =E (25f)

Substituting (25a) - (25f) in equations (23) and (24) we get:

«_Yo +ru +vE+ (v + V4)Z3T —VsD* +yel" +y,hY"
ut = (26)
T+ 11+ @162
P = o + 3p; — (P1 + Pu)P” (27)

Solving (26) for u* we get:

oy Yot 2B+ (s +v)BT —ysP" +yel” +y,hy"
(m+m1+@162)(1 —y1) (26a)

In equation (26a) we can see that the steady-state value of capacity utilization is a function of the
steady-state rate of employment. The issue is how the steady-state level of employment is
determined?

7 Throughout this section we will consider both the real exchange rate and manufacturing share as exogenous variables.
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In order to answer this question, we have to notice that in a balanced growth path the actual growth
rate of output must be equal to the natural growth rate, which is the sum of the growth rate of the
labor force and the growth rate of labor productivity. Let us assume that the growth rate of labor
force is exogenous and equal to n. Then, the natural growth rate is given by:

gy =n+ay+ahy + ayl (28)
For a balanced growth path to exist is required that gy = ¥, SO we get:

_ (1 —ah) — (n+ay)
az

l*

(29)

Equation (29) presents the rate of employment in the balanced growth path as a positive function
of the growth rate of real output and a negative function of the manufacturing share.® The rate of
employment is the variable that adjusts the natural growth rate, which is an endogenous variable,
to the actual growth rate of real output, through variations in the rate of productivity growth. It is
important to notice that there is no reason to believe that [* corresponds to the full employment
of the labor force.

Notice that an increase in the manufacturing share will have a negative impact over the steady-
state level of employment (see equation 28a). This occurs because an increase in the employment
rate will increase the growth rate of productivity for a given growth rate of real output, thereby
reducing the demand for labor in the economy.

o
—=——19"<0 29a
TR (29a)

The domestic rate of inflation in the balanced growth path is given by:
P = po+ p2p” + (p1 + pa)P” + pau” + psE — pel” — p7hY” (30)

In equation (30) we can see that in steady state, for a given level of real exchange rate, the value
for the domestic inflation will be equal to the inflation target only by chance.’

For a balanced growth path to exist it is necessary that the growth rate of real output is equal to
the growth rate of capital stock in order for the capacity utilization to be constant over time. This
condition requires that:

8 The approach used here follows Ros (2013, chapter 10).

91f actual inflation does not converge in the long-run to the inflation target one could ask why monetary policy is taken to
be credible by economic agents, making then to set their inflation expectations equal to the target set by Monetary
Authorities? The most obvious reason is that in most countries that adopt an Inflation Targeting Regime, the inflation
target is not a number but a band with floor and ceiling for the inflation rate. This is, for example, the case of Brazil. This
means that if the inflation rate is within this band there is no reason to distrust the commitment of the Central Bank with
the inflation target.
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$o + P3pi — (p1 + d)P” = [0 — 1 (I* + 7 —p")] (31)

In equation (31) all variables are parameters, which means that this condition will be satisfied only
by chance. We came back to Harrod's first problem. In order to solve this problem, we will assume
that in the long-run the autonomous component of investment is no longer an exogenous variable
but adjusts over time according to the following equation (See Lavoie, 2016):

do,

o @ —9) = o + P3b; — (p1 + )" — [0 — @1 (" + 17 —p")] (32)

In steady state, we have % = 0, SO we get:

©o = Po + P30; — (1 + Pa + @)D" + 01" + 1) (32a)

Summing-up, the steady-state balanced growth path solution of the model is given by:

oy Yot 2B+ (s +v)BT —ysP" +yel” +y,hy"

(26a)
(@+n+ @162)(A —v1)
"= o+ P3bt — (1 + P)P” (27)
I* = ' —ah) —(n+ap) (29)
az
P = po+ p20* + (p1 + p3)B" + pau” + psE — pgl* — p;hy* (30)
0o = o + P30; — (P14 s + )P + 1 (i* + 1) (32)

Regarding the steady-state solution of the model, it should be noticed the non-neutrality of the
monetary policy. In fact, if the Monetary Authority changes the inflation target, then this will affect
the growth rate of real output, the capacity utilization and the rate of employment. From equation
(27) we get:

0y
apT =—(¢1+¢4) <0 (27a)

In expression (27a) we can see that an increase in the inflation target will produce a reduction in
the long-run growth rate of real output.

From (26a) and (27a) we get:

ou* (ys +va) _ Y7h(d1 + Ps)
(m+

— 26b
0pT (T + 11+ @1B2) (1 —14) M+ @162)(1 —v1) (260)
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From (29) and (27a) follows:

af _ (1= a h)(P1 + ¢s) <0 (29b)

ap” a;
In expression (28b), the effect of an increase in the inflation target is clearly negative over the long-
run value of employment rate. This means that the long-run Phillips curve is positive sloped. The
effect of an increase in the inflation target over long-run utilization capacity is ambiguous in equation
(26b), but the second term in the brackets is clearly an increasing function of the manufacturing
share. This means that for highly industrialized small open economies, an increase in the inflation
target is likely to be associated with a reduction in the long-run level of capacity utilization.

5. Monetary policy, real exchange rate and structural change

Until now, we have maintained manufacturing’s share and the real exchange rate constant
throughout the analysis. Thus, the present section has the purpose of relaxing the hypothesis of
constant of real exchange rate and manufacturing share.

The dynamic of manufacturing share over time is influenced by price competitiveness as well as
non-price competitiveness. With regards to price competitiveness, an overvalued exchange rate (i.e.,
a real exchange rate below some long-run equilibrium value), may lead to a progressive reduction
of the share of manufacturing industry in GDP, since such a situation induces an increased transfer
of productive activities to other countries. We will call this level of the real exchange rate the
“industrial equilibrium level”.® Thus, an overvalued RER is associated with a negative structural
change on the economy, which we may call premature deindustrialization (Palma, 2005). An
undervalued exchange rate, that is, above its industrial equilibrium level would have the opposite
effect, to induce a transfer of productive activities to the domestic economy, thereby increasing the
share of the manufacturing industry in the GDP.

A fundamental feature of developing economies is that these economies are far from the
technological frontier and therefore their firms cannot operate with the state-of-art technology. This
technological gap negatively affects the non-price competitiveness of manufacturing firms in
developing economies, which produce manufactured goods that are of inferior quality and/or lower
technological intensity than the manufactured goods produced in the developed economies
(Verspagen, 1993). It follows that the existence of the technological gap is an aspect that acts to
reduce the competitiveness of developing countries industries, thus contributing to a reduction of
the share of the manufactured industry in real output.

10 See Bresser-Pereira and Gala (2010) and Bresser-Pereira, Oreiro and Marconi (2015) about the exchange rate at the
industrial equilibrium level. Industrial equilibrium exchange rate is defined in these papers as the level of real exchange
rate that makes firms which operate with the state of art technology competitive both in domestic and international
markets. The problem with this concept is that, for developing countries, firms in general operate behind the technological
frontier. For overcome this conceptual problem, we will redefine industrial equilibrium exchange rate as the level of real
exchange rate that, for a given level of technological gap, makes the share of manufacturing industry on real output
constant over time.
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From the above discussion, we will assume that the dynamic of the share of manufacturing
industry in real output is given by the following differential equation:

Where: & is the growth rate of the share of manufacturing industry in real output ; E is the level of
the real exchange rate; G = ? is the technological gap, defined as the ratio between the level of
da

scientific and technological knowledge at the technological frontier (T;) and level of scientific and
technological knowledge at domestic economy (Ty); h; > 0 is a parameter that represents the
discretionary policies that directly address the industrial development, such as trade tariffs; h, > 0
is a coefficient that captures the sensitivity of the productive structure to the technological gap and
hoy < 0 is a parameter that captures the effect of “mature deindustrialization” due to the effects of
the rising levels of per-capita income over the demand for manufacturing goods (Rowthorn and
Ramaswamy, 1999).

The industrial equilibrium exchange rate will be defined as the level of real exchange rate for which
the manufacturing share is constant over time (Oreiro, 2020). From (33), making A = 0, we get:

E'=-G—— (34)

Where: E' is the industrial equilibrium level of real exchange rate.

In equation (34) we can see that the industrial equilibrium level of real exchange rate is an
increasing function of the technological gap, which means that higher is the distance of a
developing country to the technological frontier, higher will be the real exchange rate required to
hold manufacturing share constant over time. We can also see that industrial equilibrium exchange
rate is a negative function of the level of trade tariffs, captured by the coefficient h;.

It can be easily shown that the dynamics of manufacturing share will be dependent on the level of
real exchange rate overvaluation compared to the industrial equilibrium level. For doing so, let us
make some algebraic manipulation in equation (33), as shown below.

fl = ho + hlEi +h1(E - El) - th = ho + th - ho +h1(q - ql) - th (35)
Then we get:
h=h(E-E") (36)

In steady state h = 0, so we get:

E*=E'= EG—@]

Iy Iy (36a)
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The dynamics of real exchange rate is given by:

From equation (5b) that in steady state we have:
& = —kf[B1(Br — p")]
Substituting (37) in (36b) we get:
Ee = —xf[B1(Be — DD + i — Pr = Pi + xf B1p” — (1 + kf PPy
Substituting (30) in (38) we get:
E = {[1 - (1 +xkfB)]p2}p" — (1 + kfB1)po

+[kfBr — (X + xfB)(p1 + p3)1p" — (1 + kf By )pau’
— (A +xfBpsE + (1 + kfBpsl” + (1 + kf B1)p7hY”

In steady state we have E, = 0, so we get:

1
E = m{{[l — (1 +xfP]p2}0" — (1 + KkfB1)po

+[kfBr — (L + xfB)(p1 + p3)1p” — (1 + kf B )pau’
+ (L4 kfBpel” + (1 + kf B)p7hY"}

(36b)

(38)

(40)

Equation (40) defines a locus of combinations between the level of the real exchange rate and the
manufacturing share for which the real exchange rate is constant over time. Taking the derivative

of (40) in respect to E and h, we get:

aE] _ paOu”  pg0l” py
hle—o  ps Oh  ps ok ps”
We know that:

o __a .,
on ~  a”

Taking the derivative of u in respect to h in (26a) we get:

ou’ Ve (ﬂ) V7 o

= |- +
dh T+n +@if2\ay/ T+ + @1p; Y

(29a)
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Substituting (42) and (28a) in (41) we get:

s~ 775, v ) -7 ) G- [G) G2

o “

In expression (43), the third component is positive (2—7), the second component is negative
5

{— [(ﬁ) (Z—:)]} and the first component can be positive or negative {[m@—:)—

¥ Pa B : . :
7T+TI1+(P132] (ps)}. So, the locus E = 0 can be either positive or negative sloped.

The stability of the system composed by equations (36) and (38) can be analyzed once the system
is linearized around its long-run equilibrium position and presented in the matrix form:

oh oh
fl] _ oh JE|[h—h" 44
[E" oF oF [E—E*] (44)
oh oh
0R 0F
ah OE

The Jacobian Matrix is given by: . According to Olech’s Theorem, for the system to be

oh oh
asymptotically stable in the large the Trace of the Jacobian Matrix must be negative, and the
Determinant must be positive (Gandolfo, 1997, pp. 354-355).

Thetraceis givenby: TR | = (% + Z—i). From equation (36) we know that % = 0 and from equation
(43) we know that Z—i = —(1 + kfB1)ps < 0 which is negative. The determinant is given by: DET ] =

————— . The first term of the determinant is equal to zero because 9% — 0. From equation (36)
dndE  dhJE on

we get Z—Z = hy > 0. So, the sign of the determinant depends on the sign of Z—i. If Z—i < 0 then the
determinant will be positive, and the system will be stable; otherwise, the determinant will be

negative, and the system will have a saddle-path.

Assuming Z—i < 0 we can show the long-run equilibrium position by means of Figure 2.
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Figure 2 | Equilibrium with structural change

E

Ei

h* h

Let us analyze the effect of a reduction of the inflation target over the long-run equilibrium value of
manufacturing share and real exchange rate. According to equation (36a) the long run equilibrium
value of real exchange rate depends only on the level of technological gap, so it is independent of

monetary policy. However, the position of the locus E = 0 depends on inflation target as we can
see in equation (40). Taking the derivative of this equation to E and pT, we get:

0E _ ([kfBr = (A +kfB)(ps + p3)]|  paOu™y  ps0l"\  py (09
aﬁT_{ (T + xfB)ps } oe g7+ o ) * o (57) (49)

From equations (27a) and (28b) we know that( ) < 0and ( ) < 0, so the last two terms in the
R.H.S of equation (45) are clearly negative. From (26b) we know that the sign of( ) is ambiguous,
but a decreasing function of h. For low levels of manufacturing share ( 57 )> 0, so the term
—£s (a ) will be negative. Finally, it seems reasonable to assume that kf, — (1 + kfB1)(p1 +

ps \apT

p3) <0, so the term {Kfﬁl_((::]{lfl));p”p3)]} <0. This means that: —— 2% <0, and a decrease in
1 5

inflation target will shift the £ = 0 to the right, as it is show in Figure 3, producmg anincrease in the
steady-state level of the manufacturing share.

Ensayos Econémicos 78 | Noviembre de 2021 | BCRA | 27



Figure 3 | Decrease in the inflation target and equilibrium with structural
change

E

The effect of changes in inflation target over the growth rate of real output, capacity utilization,
employment rate and manufacturing share are summarized in Table | below.

Table 1 | Effects of changes in the inflation target over the growth rate of
real output, capacity utilization, employment rate and manufacturing share

y* l* u* h*
p = = = =

6. Concluding Remarks

The main objective of this paper is to show that monetary policy, specifically the target inflation,
can have a long-term influence on real output growth, capacity utilization, employment rate and the
productive structure of a small open economy with imperfect capital mobility, flexible inflation
targeting and hysteresis. With this goal, a Kaldorian model of balance of payments constrained
growth was developed in which monetary policy, price and wage setting, productivity growth and
structural change have a central role in the interaction between inflation and economic growth.

Although the model was developed for a small open economy, it is designed for a mature economy
in the sense of Lewis (1954): labor supply is inelastic and real output growth has to be equal to the
natural growth rate in the long run. The natural growth rate is, however, endogenous because
productivity growth depends both on output growth and the employment rate. The natural growth
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rate adjusts to the actual growth rate of real output, determined by the balance of payments
constraint, due to changes in the level of employment. In order for a balanced growth path to exist,
it was also necessary to make the autonomous component of investment demand an endogenous
variable in the long-run, as done by Lavoie (2016).

The main result of the model is that a reduction in the inflation target will result in an increase in
the long run growth rate of real output, rate of employment, capacity utilization and manufacturing
share. This means that monetary policy is not neutral, even in the long-run and has the capacity to
permanently change the productive structure of the economy, increasing the manufacturing share.
As the manufacturing share is decisive for the process of technological progress and economic
development; it is clear that monetary policy is capable of affecting the development path of an
economy. This means that is not possible to separate macroeconomics from economic
development. This conclusion is in accordance with the so-called structuralist development
macroeconomics, which is the theoretical basis of the Brazilian New-Developmentalism school."

1T See www.sdmrg.com.br.

Ensayos Econémicos 78 | Noviembre de 2021 | BCRA | 29



References
Amadeo, E. J. (1994); Institutions, Inflation and Unemployment, Edward Elgar: Aldershot.

Blecker, R. (2002); “Demand, Distribution and Growth in Neo-Kaleckian Macro Models”, in:
Setterfield, M. (ed.), The Economics of Demand-Led Growth: Challenging the Supply-Side Vision of
the Long-Run, Edward Elgar: Aldershot.

Botta, A. (2009); “A Structuralist North-South Model on Structural Change, Economic Growth and
Catching-Up”, Structural change and Economic Dynamics, Vol. 20, pp. 61-73.

Bresser-Pereira, L. C. and GALA, P. (2010); “Macroeconomia Estruturalista do Desenvolvimento”,
Brazilian Review of Political Economy, Vol. 30, Issue 4, pp. 663-686.

Bresser-Pereira, L. C., Oreiro, J. L. and Marconi, N. (2014); “A Theoretical Framework for New
Developmentalism”, in: Bresser-Pereira, L.C., Kregel, J. and Burlamaqui, L. (eds.); Financial Stability
and Growth: Perspectives on Financial Regulation and New Developmentalism, Routledge: London.

Bresser-Pereira, L. C., Oreiro, J. L. and Marconi, N. (2015); Developmental Macroeconomics: New
Developmentalism as a Growth Strategy, Routledge: London.

Cerra, V., Fatds, A. and Saxena, S. C. (2020); "Hysteresis and Business Cycles”, Working Papers
Series N°73, IMF.

Gabriel L. F., De Santana Ribeiro, L. C., Jayme JR, F. G. and Oreiro J. L. (2020); “Manufacturing,
Economic Growth, and Real Exchange Rate: Empirical Evidence in Panel Data and Input-Output
Multipliers”, PSL Quarterly Review, 73 (292), pp. 51-75.

Gabriel, L. F., Jayme JR, F. G. and Oreiro, J. (2016); “A North-South Model of Economic Growth,
Technological Gap, Structural Change and Real Exchange Rate”, Structural Change and Economic
Dynamics, 38, pp. 83-94.

Gandolfo, G. (1997); Economic Dynamics, Springer-Verlag: Berlin.

Freitas, F. and Serrano, F. (2015); “Growth Rate and Level Effects, The Stability of the Adjustment
of Capacity to Demand and the Sraffian Supermultiplier”, Review of Political Economy, Vol. 27, N° 3,
pp. 258-281.

Kaldor, N. (1988); “The Role of Effective Demand in the Short and Long-Run Growth”, in The
Foundations of Keynesian Analysis, Barrére, A. (ed.), London, Macmillan Press.

Lavoie, M. (2016); “Convergence towards the Normal Rate of Capacity Utilization in Neo-Kaleckian
Models: The Role of Non-Capacity Creating Autonomous Expenditure”, Metroeconomica, 67(1), pp.
172-201.

Flexible Inflation Targeting, Real Exchange Rate and Structural Change in a Kaldorian Model

with Balance of Payments Constrained Growth 30



Ledesma, M. L. and Thirlwall, A. (2002), “The Endogeneity of the Natural Rate of Growth”, Cambridge
Journal of Economics, Vol. 26, N° 4, Oxford, Oxford University Press.

Lewis, W. A. (1954); “Economic Development with Unlimited Supplies of Labour”, The Manchester
School, 22, N° 2.

Moreno-Brid, J. C. (2003); “Capital Flows, Interest payments and the Balance of Payments
Constrained Growth Model: A Theoretical and Empirical Analysis”, Metroeconomica, pp. 346-365.

Oreiro, J. L. (2020); “New Developmentalism: Beyond Competitive Exchange Rate”, Brazilian Journal
of Political Economy, 40 (2), pp. 238-242.

Oreiro, J. L. (2009); “A Modified Kaldorian Model of Cumulative Causation’, Investigacion
Econdmica, Vol. LXVIII, 268, pp.15-38.

Oreiro, J. L., Manarin D'agostini, L. L. and Gala, P. (2020); “Deindustrialization, Economic Complexity
and Exchange Rate Overvaluation: The Case of Brazil (1998-2017)", PSL Quarterly Review, 73 (295),
pp. 313- 341.

Oreiro, J. L., Nakabashi, L., Costa Silva, G. and Souza, G. J. G. (2012); “The Economics of Demand-
Led Growth: Theory and Evidence for Brazil’, CEPAL Review, 106, pp. 151-168.

Palley, T. (2002); “Pitfalls in the Theory of Growth: An Application to the Balance of Payments
Constrained Growth Model”, in: Setterfield, M. (ed.), The Economics of Demand-Led Growth, Edward
Elgar: Aldershot.

Palma, G. (2005); "Quatro fontes de desindustrializagdo e um novo conceito de doenga holandesa’,
Conferéncia de Industrializagdo, Desindustrializagao e Desenvolvimento, Federacao das Industrias

do Estado de S&o Paulo. August

Razin, 0. and Collins, S. (1997); “Real Exchange Rate Misalignments and Growth”, NBER, Working
Paper N° 6147.

Rodrik, D. (2008); “Real Exchange Rate and Economic Growth: Theory and Evidence”, John F.
Kennedy School of Government, Harvard University, Draft.

Ros, J. (2013); Rethinking Economic Development, Growth and Institutions, Oxford University Press:
Oxford.

Rowthorn, R. and Ramaswany, R. (1999); “Growth, Trade and Deindustrialization”, Staff Papers, Vol.
46,N° 1, IMF.

Ensayos Econémicos 78 | Noviembre de 2021 | BCRA | 31



Santana, B. and Oreiro, J. (2018); “Real Exchange Rate and Structural Change in a Kaldorian Balance
of Payments Constrained Growth Model”, Brazilian Journal of Political Economy, Vol. 38, N° 1 (150),
pp. 48-69, January-March.

Sargent, T. (1987); Macroeconomic Theory, Academic Press: San Diego.
Shone, R. (1997); Economic Dynamics, Cambridge University Press: Cambridge.

Taylor, J. B. (1993); “Discretion versus Policy Rules in Practice”, Carnegie-Rochester Conference
Series on Public Policy, 39, pp. 195-214.

Thirwall, A. P. (1979); “The Balance of Payments Constraint as an Explanation of International
Growth Rate Differences”, Banca Nazionale Del Lavoro Quarterly Review, 128, pp. 45-53.

Verspagen, B. (1993); Uneven Growth Between Interdependent Economies: An Evolutionary View on
Technological Gaps, Trade and Growth. Avebury: New York.

Flexible Inflation Targeting, Real Exchange Rate and Structural Change in a Kaldorian Model

with Balance of Payments Constrained Growth 132



Appendix I. Stability analysis of the dynamic model in the case with no structural
change

The stability analysis of the two-dimensional linear systems of short and long term was based on
Shone (1997).

From equations (22) and (23) and considering (7), we have:

Pr = po + p2 Pt + (p1 + p3)P" + ,04[UT_1 +0(ue-qg — UT_l)] + psEe_1
ke—q R (22a)
— Pe q U1 — P7he_1Te-1

t—-1

1 ~
q, =/ — T-1 9 = T-1 E_
e (”t+n1+<ﬂ1ﬁz>[y0+h[u + (Zf 1—u )]+V2 t—1
t—1

(23a)
+ (s + v —vsP* +vs p

Upq + Y7ht—1)7t—1]
t—1

So, the matrix form of the system (22.a) and (23.a) has the following arrangement:

~ kt—lqt_—ll
R 0 0—pg——m—mmmMM| ..
Pt] _ pa Pe e + 11 + @15, Pt—1]
U, V1§ + Vskt—1CIt_—11 Ut-1

Ty + 11 + @15

The determinant of matrix A is clearly equal to zero. In effect, the eigenvalues are real and equal. In
this case, if the matrix A feature is negative, the system will be a stable node. For this to occur, the
following condition must be met:

Y10 + Veke—1q:21

<1
e + 11 + @15

Or to be more specific:

V10 + Vekeo1G:y < m+1m1 + 91B2

Condition that is most likely to be satisfied if: B, < Bipa.
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Appendix Il. Stability analysis of the dynamic model in the case with structural change

Equations (36) and (39) make up the system of the model of section 5.

h=h(E-E") (36)
Ey = (1—&)pyp* — Epo + [(6 — 1) — E(py + p3)]p" — épau” — EpsE + épgl” (39)
+ ép7hY”
Where é = (1 + kfp;) > 1.

So, the matrix from of the system (36) and (39) has the following arrangement:

Bl e i
El 121 <0 J22 <OJLE — E* (A1)
Where:

oE ou* a,

_OE_ o a A2
J21 ET €Pa 5y £p6a2y <0 (A2)

oE

=— = -7 A3
]22_6E éps <0 (A3)

The partial derivative ';—1:: will be positive as long as a, > 4. That s, as long as the rate of growth in
labor productivity is more sensitive to the rate of employment than the growth rate of output.

So,we haveto Tr = J,, < 0 and Det = —h,J,; > 0. Therefore, the system has a stable equilibrium.
Quod erat demonstrandum.
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Appendix lll. Calibration of model parameters and initial conditions

The model calibration was performed using Matlab/Simulink R12. As the model is hybrid, that is, it
presents discrete dynamics in the short term and continuous dynamics in the long term (when there
is structural change), the 50 years calibrated in the long term was based on 50,000 short term
interpolations.

The calibration procedure consisted of determining the values of the short-term parameters that
would generate a plausible equilibrium in economic terms. These values were used to calibrate the
parameters in the presence of structural change (long term). Thus, the long-term behavior is, at
each instant, consistent with the short-term equilibrium.

Table A1 | Model calibrated initial values of the model

Initial Variables Description cil;?;ztsed
Vi Domestic income growth rate in the period t-1 1
h, Industry share in GDP 0.25
E Real exchange rate in period t-1 1
U, Degree of capacity utilization in period t-1 0.75

E, Real exchange rate in period t 1
u! Target Capacity utilization in period t-1 0.75
p’ Inflation Target 0.05
fgt* International inflation rate 0.02
it* International interest rate 0.02
R Country risk 0.10
K, Capital stock 1
k, Capital stock per worker 1
N, Workforce 1
q, Labor productivity 1
7, Profit share in income 0.25
z, International GDP growth rate in period t 0.05
0, Ratio be_tween the initial value of exports and the initial 1
value of imports
0, Ratio bgtvygen the initigl value of external liability services 0.24
and the initial value of imports
05 Restriction 0; = (1 — 0, + 0,) 0.24
G Technological gap 0.50
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Table A2 | Calibrated model parameter values

Parameter

Xo
4
Ho
H

K

f

B
B
B,
o
D
(2]

un
m

S >
S S

Q

Description

Price elasticity of exports
Income elasticity of exports
Price elasticity of exports
Income elasticity of imports

Coefficient of sensibility of the rate of change of nominal exchange
rate in relation to the growth rate of external capital flows

Sensibility of the growth of external capital flows to the interest
differential

Sum of the international interest rate and the country risk premium
Coefficient of sensibility of the interest rate to the inflation gap
Coefficient of sensibility of the interest rate to the output gap

Coefficient of sensibility of the target level of capacity utilization
to the capacity utilization gap

Autonomous component of investment

Sensitivity coefficient (positive) that captures the influence
of the expected real interest rate on investment decisions

Autonomous component of net exports

Sensitivity of net exports the degree of capacity utilization
Marshall-Lerner’s condition

Coefficient that measures the bargaining power of workers
Autonomous component

Coefficient of Kaldor-Verdoorn

Sensibility of labor productivity growth rate to the employment rate
Autonomous share of the manufacturing industry in GDP
Sensibility of structural change to the real exchange rate
Sensibility of structural change to the technological gap
Population growth rate

Sensitivity of the mark-up rate to real exchange rate

Calibrated
values

0.40
0.25
0.01
0.25

0.25

0.25

0.12
0.25
0.25

0.25
0.06
0.25

0.12
0,80
0.41
0.12
0.01
0.12
0.02
0.50
0.01
1
0.01
0.50
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Figure A1 | Dynamics of the level of capacity utilization and the rate of
inflation
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Source: authors’ own elaboration. Note: blue - capacity utilization; red - inflation rate.

Figure A2 | Dynamics with structural change, growth, and employment
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Source: authors’ own elaboration. Note: red — manufacturing share in GDP, yellow - employment
rate and purple: GDP growth rate.
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