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I. 1Introduction

The repeated failure of disinflation programs in developing
countries has often been attributed to private agents’ lack of
confidence in the ability of governments to persevere in reform
efforts and maintain a consistent set of policies over time. 1/
Moreover, a tradition of failed stabilization attempts suggests that
the credibility problem each new anti-inflation program must confront
becomes more severe over time, adding to the downward rigidities that
often characterize the inflationary process.

The recent literature in macroeconomics has considered a variety
of mechanisms aimed at establishing or enhancing policy credibility
and the reputation of policymakers. A key feature of the literature
(see Cukierman, 1992) is that private agents interact strategically
with policymakers and determine their behavior on the basis of their
expectations about the likely course of current and future policies.
The purpose of this paper is to examine the implications of this
literature for the formulation and design of disinflation programs.
Section II presents an overview of alternative sources of credibility
problems. Section III examines alternative mechanisms aimed at
alleviating credibility problems in stabilization programs, including
the adoption of a shock therapy approach for signaling purposes, the
use of price controls as an additional nominal anchor, and increased
central bank independence. The concluding section provides some final

remarks.

1/ The lack of policy credibility as a source of inflation
persistence has been emphasized by various authors, including Blejer
and Liviatan (1987), Calvo and Végh (1992), and Dornbusch (1991).



IT. Sources of Credibility Problems

In the context of disinflation programs, the first important
aspect of the credibility problem relates to the program itself,
specifically to the policy measures around which it is formulated and
the degree to which they are consistent and sustainable. Other
relevant aspects, which relate to policymakers' interactions with
private agents, emerge as a result of various assumptions concerning
the behavior and "characteristics" of those implementing an otherwise
consistent program (such as the structure of policy preferences and
the reputation of the policiymakers themselves), the information
structure, and the pdlicy'environment.

First, a credibility problem may emerge when the public perceives
that a stabilization program is inconsistent with other policies being
pursued simultaneously. A disinflation prograﬁ that does not include
measures to limit the public sector budget deficit will typically lack
credibility because priVate agents will understand its inconsistent
nature. The Brazilian Cruzado Plan implemented in 1986, for instance,
lost credibility rapidly because private agents quickly realized the
inflationary implications of the expansionary fiscal stance the
authorities adopted at the outset. In addition, inconsistencies in
the overall formulation of an economic reform program or an
inappropriate sequencing of policy measures may hurt the credibility
of the stabilization effort, even if the components of the reform
program are internally consistent., Rapid trade liberalization, for
instance, makes little sense if a large number of prices are

maintained under government regulation.



Secondly, the lack of credibility can result from a time-
inconsistency dilemma faced by policymakers: their optimal ex post
strategy may differ from their ex ante strategy. For instance, once
nominal wages are set by the private sector, the authorities may find
it tempting to disinflate less than they had promised to, in order to
generate output gains (Barro and Gordon, 1983). This result obtains
because the policymaker 1is concerned about both inflation and
unemployment, gnd faces an expectations-augmented Phillips curve. The
policymaker wants all agents to expect low inflation in order to
exploit a favorable trade-off between inflation and unemployment. But
announcing a policy of low inflation is not credible, since once
expectations are formed the policymaker has an incentive to renege on
his announcement in order to reduce unemployment. 1/ Private economic
agents understand this incentive and tend not fo believe such policy
announcements in the first place,

A similar time-inconsistency problem emerges in a small open
economy that has opted for a fixed exchange rate arrangement (Agénor,
1991). By fixing the exchange rate--and therefore the domestic price
of tradable goods--the policymaker’s aim is to reduce inflationary
expectations embodied in prices set in the nontradable sector of the
economy. However, price setters understand the policymaker's.incentive
to deviate from the fixed exchange rate announcement and devalue the

currency in order to depreciate the real exchange rate and stimulate

1/ Policymakers' incentive to inflate need not be motivated by _
employment considerations. As shown by Cukierman (1992), it can also
be spurred by the presence of short-term rigidities in the tax system,
the existence of seignorage considerations or because the
policymakers’' objective is to reduce the real value of the nominal
public debt.



output, and therefore will not believe the initial announcement. The
general implication of models that highlight the time-inconsistency
dilemma in both closed and open economies is that when policymakers
have an ex post incentive to renege on their promises, rational agents
will discount announcements of future policy actions or assurances
regarding the continuation of present policies. Accordingly,
inflation will be difficult to reduce and will instead tend to display
persistence over time.

A third source of credibility problems is incomplete or
asymmetric information about policymakers themselves: private agents
may not be able to assess how serious the incumbents really are about
fighting inflation. At the outset of a stabilization program, private
agents do not entirely believe the authorities’ commitment to
disinflate, and need time to verify the new policy stance and assess
the "true" intentions of policymakers. Imperfect information of this
sort may be particularly prevalent in some developing countries, where
policymakers tend to change rapidly, generating confusion about policy
objectives and the preferences of the incumbents. Imperfect
monitoring abilities prevents private agents from detecting those
preferences--unless the policymakers go public. If policymakers have
the incentive to do so, they can exploit this informational advantage.
The implication is, however, that imperfect monitoring capability
reduces the scope for building reputation by policymakers,
particularly if agents learn only gradually (see Cukierman, 1992).

A fourth source of credibility problems in disinflation program
results from the uncertainty surrounding the policy environment and

the predictability of policy measures. In a stochastic world, even if



a program is coherently formulated and time-consistent--in the sense
that policymakers have no incentive to depart ex post from the
preannounced policy measures--exogenous shocks large enough to throw
the program "off track" may occur (Dornbusch, 1991). Under such
circumstances, reputable policymakers may not be able to dampen price
expectations and convey credibility to a stabilization program,
because of a high probability that an unexpectedly large occurence
will force them to deviate from their targets. Such shocks may be
external in nature (such as sharp changes in a country’s terms of
trade or world interest rates) but may also result from the policy
environment itself, especially when the authorities have imperfect
control over policy instruments. For instance, the announcement of a
fiscal target will mnot be fully credible if the government does not
adequately control the level of government expenditure, if tax
‘revenues are subject to considerable variability, or if the rate of
inflation depends on the rate of expansion of domestic credit, which
in turn depends on both deterministic and stochastic factors. Private
agents will understand the implications of this lack of control over
policy instruments and will accordingly form a probability that the
policy target will not be met. 1/ The lower the degree of precision
in the manipulation of policy instruments, the more likely it is that
private agents will anticipate the possibility of a future collapse of

the stabilization effort, and the more rigid downward the inflation

1/ In a sense, the lack of credibility results from the
inability of policymakers to precommit their actions in response to
different states of the environment. Although, in principle, fully
contingent mechanisms might eliminate this source of credibility
problem, in practice they are hard to formulate.



rate will be. Thus, the lack of policy predictability may create
doubts about the sustainability of the reform process and affect the
degree of credibility of an otherwise consistent and viable program.

Finally, a credibility problem may emerge when the public
perceives that policymakers will be unable to implement their program
because its political base may crumble, as may occur with a government
coalition made up of parties with different ideological orientation or
with a government whose legitimacy is in doubt. Although private
agents may believe in the government’s objectives and policy
intentions, they will also evaluate the political feasibility of
potentially painful macroeconomic reforms. The less cohesive
political forces are, or the greater the strength of vested interests,
the more severe the credibility problem. Moreover, lack of political
consensus will often lead agents to expect policy reversals. This
uncertainty about future policies, in turn, has drastic implications
for the long-term effects of stabilization plans. Strategies believed
to be sustainable are likely to elicit both economic and political
responses that will reinforce the reform process, while strategies
believed to be reversible will have the opposite effect.

In practice, it has proved difficult to provide evidence--even
retroactively--regarding the particular type of credibility éroblem
that a given program or policymaker faces. Although there has been
some substantial methodological progress recently (see Agénor and
Taylor, 1993) the paucity of robust quantitative techniques creates
serious problems in gauging the practical importance of alternative
sources of credibility problems and makes it difficult to devise

appropriate policy responses or undertake corrective measures. These



practical difficulties, however, make it all the more important to

strengthen the design of disinflation programs.

III. Enhancing the Credibility of Disinflation Programs

A variety of proposals have been made to enhance credibility in
the context of disinflation programs. One line of inquiry has pursued
the search for ways to increase the credibility (or, in this case, the
consistency) of the reform program itself by devising appropriate
contingency clauses. The second and broader line has focused on ways
to increase the reputation of the policymakers implementing the
program. This section deals primarily with the second category,
discussing the conceptual basis of some of these proposals and
evaluating their practical policy implications. First, the
appropriateness of a shock therapy approach to.stabilization as a way
to signal the policymakers’ "type" to the public and build their
reputation is examined. The role of price controls as an additional
nominal anchor is then discusssed. Third, institutional'reforms, such
as an increase in the degree of autonomy of the central bank or
adhesion to a monetary union, are evaluated.

1. Signaling and sustainability

It is often argued that policymakers must make a sharp break with
the past to demonstrate their commitment to price stabilization
(Rodrik, 1989). This means not only that the authorities must refrain
from accomodating inflation at the outset in order to sustain the
stabilization effort (and eventually to succeed in controlling
inflation), but that they may have to take more drastic measures than

they would otherwise prefer to. Such a course of action may be all



the more necessary when a series of unsuccessful attempts has rendered
the public highly skeptical about the policymakers’ ability and
commitment to disinflate, or--as suggested by Bruno (1992) in the case
of some reforming socialist economies--when a new fegime has emerged
in which the private sector has no yardstick for evaluating
policymakers’ actions. In such cases, "biting the bullet" by
accepting a recession can be perceived by the private seétor as a test
of the authorities’ determination to mainﬁain low inflation (Vickers,
1986). In an economy where inflation is fueled by monetary financing
of government spending, an overadjustment in the fiscal sector can
also provide an important signal about the authorities’ commitment to
maintain the budget deficit under control. Mexico's drastic fiscal
adjustment--from an operational deficit equivalent to 3.6 pércent of
Gross Domestic Product in 1988 to a surplus of 1.8 percent in 1990 and
3.3 percent in 1991--is widely regarded as an essential element in
conveying credibility to the stabilization program initiated at the
end of 1987. |

However, using overly restrictive monetary and fiscal policies in
an attempt to convey signals about the preferences of policymakers may
exacerbate the credibility problem instead of helping to alleviate it.
First, excessi&ely harsh policy measures may create expectations that
such decisions are not sustainable and will eventually be reversed.
As discussed in more detail below, overadjustment (excessive cuts in
public spending, for instance) may increase unemployment and undermine
political support for painful reforms. Second, if uncertainty about
incumbent policymakers relates to their ability to commit themselves

to preannounced policies (and not to the authorities’ relative concern



for output expansion), the optimal behavior may be to partially

restrictive monetary policy stance (Cukierman and Liviatan, 1991).

More generally, the signaling argument for a "big bang" approach to

policymakers depends primarily on their policy preferences--that is,
the weight they attach to price stability relative to output. In
practice, however, policy decisions are also affected by the state of
the economy, which depends, in turn, on the macroeconomic policy
stance. In such conditions, the output loss associated with a shock
therapy approach may weaken credibility by raising expectations that
actual policies will be relaxed and can lead to an outcome worse than
what would have developed with a gradual approach (Coricelli and
Milesi-Ferretti, 1993).

It is the persistence over time that matters to establish
reputation of policymakers, rather than the degree of restrictiveness
of the policy measures implemented at the outset of a stabilization
program. Macroeconomic adjustment measures that are not regarded as
politically and economically sustainable (within the limits imposed by
a democratic regime) cannot be credible. A critical element in
ensuring sustainability is the proper sequencing of stabilization
measures in the context of the overall reform effort, in order to
minimize the distortions that are often by-products of such programs.
For instance, in some cases microeconomic adjustment and institutional
changes may need to precede macroeconomic policy reforms to ensure
that the overall reform strategy is consistent and to convey

credibility to the stabilization package. To some extent, ensuring
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the irreversibility of macroeconomic reforms ensures their
sustainability. Sequencing adjustment measures in such a way that it
becomes costly for future policymakers to reverse decisions already
taken by a reform-minded government enhances the credibility of a
disinflation progam.

2. Price and wage controls

Price and wage controls have been used repeatedly since the early
1960s in disinflation programs in developing countries, despite the
fact that these controls have well-known microeconomic costs. A
typical argument policymakers--or their advisors--offer in support of
price-ceilings is that inflation persists because of lagged wage
indexation and backward-looking expectations. The presence of
inertial factors means that attempts to use restrictive monetary and
fiscal policies exclusively to combat inflation will lead to étrong
recessive effects, making it impossible for such policies to be
continued beyond the short term. More recent theoretical arguments,
however, justify the temporary use of price controls to enhance
credibility and generate political support.

The use of price controls as a nominal anchor (in addition to the
money supply or the exchange rate) for enhancing credibility has been
emphasized by Blejer and Liviatan (1987) and Persson and vanb
Wijnbergen (1993). 1In Blejer and Liviatan’s (1987) analysis, the lack
of credibility stems from the severe asymmetry of the information
available to the public and that held by policymakers. At the outset
of a stabilization program, private agents do not entirely believe the
authorities’ commitment to disinflate, and need time to verify the new

policy stance. A price freeze gives policymakers a period during
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which they can convince the public--by adopting, and sticking to,
restrictive monetary and fiscal policles--of the seriousness of their

policy targets. Persson and van Wijnbergen (1993) provide a

assist in establishing credibility. In their framework, policymakers
must signal their willingness to accept a recession in order to gain

ivin

credibility without resortin ¥:4

g to inflationary measures or

in to
pressure to reverse their policy stance. The temporary use of price
and wage controls (in addition to a restrictive monetary policy)
allows policymakers to reduce the cost of signaling its commitment to
disiﬁflate.

The most frequently cited example of a sucessful application of
price controls is the Israeli stabilization of 1985, during which all
nominal variables (including the exchange raté) were frozen. In
addition to a sharp fiscal contraction (including a cut in subsidies)
and an up-front devaluation, the government announced not only a
credit freeze but also its intention to maintain the exchange rate
fixed, with the understanding that the unions would temporarily
suspend COLA clauses and freeze wages for a few months. Agreement on
the latter was, in turn, made conditional on the introduction of price
ceilings. The tripartite agreement between the government, émployers,
and trade unions formed the basis for a sharp reduction in inflation
from several hundred percent per annum to 25 percent, and subsequently
to 15-20 percent. The short-run gains--in terms of a quick reduction
in inflation and enhanced government credibility--resulting from the

successful application of price controls outweighed the distortions

created by the price ceilings (Bruno, 1991).



In addition to the many practical problems associated with the
imposition and removal of price controls (such as the enforcement
mechanism and the length of the flexibilization stage), the debate on
whether price controls improve credibility is far from settled. In
the Blejer-Liviatan (1987) framework, for instance, the use of price
and wage controls can also be counter-productive, since a freeze does
not enable the public to learn whether sufficient fiscal restraint has
beeﬁ achieved--that is, whether inflation has really been stopped or
has only been temporarily repressed. In fact, controls may lengthen
the time required for expectations to adjust to a new equilibrium. In
addition, the credibility price controls provide may vanish if
policymakers are unwilling or unable to control all prices in the
economy, and if forward-looking price setters in the "free" sector
understand the incentives to depart from a preannounced price control
policy in an attempt to reduce the macroeconomic costs associated with
a price freeze (Agénor, 1992). Paradoxically, the imposition of price
controls in such a framework may lead to inflation inertia.

In practice, price controls have often been used as a substitute
for, rather than a complement to, monetary and fiscal adjustment.
While price controls have often been effective in bringing down
inflation quickly in the short run, in many cases their initial
success has proved difficult to sustain, due to a lack of persistence
in macroeconomic policy reforms. Private agents have quickly realized
that legislating prices down would not be an effective alternative,
often leading to a rapid resurgence of inflation. In Argentina,
Brazil, and Peru, experiments with stabilization packages involving

wage and price controls during the 1980s failed because the
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policymakers were unable to maintain the fiscal and monetary

sustainable. Under Alan Garcia in Peru, wage and price controls were
components of a populist program and were used as substitutes for more
orthodox measures. Real wages were allowed to rise substantially, and
the authorities had little success in bringing public spending under
control. When pressure on prices ultimately forced relaxation of all
controls, ‘a new inflationary spiral began.

Brazil provides a similar example. In the late 1980s the
authorities implemented three anti-inflation programs that relied
heavily on price controls: the Cruzado Plan in 1986, the Bresser Plan
in 1987, and the Verano Plan in 1989, However, because the price
freeze was not accompanied by adequate macroeconomic policy reforms,
the inflation rate jumped upwards after dropping for only a brief
period (see Figure 1). After the collapse of the Bresser and Verano
Plans, inflation came back with a vengeance, leading many observers to
conclude that the repeated use of price controls had diminished their
effectiveness, as economic agents were able to anticipate the price
increases that would follow the flexibilization stage.

3. Central bank independence

A possible way for policymakers facing credibility problems to
demonstrate their capacity and unequivocal commitment to reform is to
appoint a "conservative" central banker with a well-known dislike for
inflation, whose day-to-day control over monetary policy is relatively
free from political pressure or interference from key ministers in the
incumbent government (see Cukierman, 1992). An independent central

bank (preferably a legally established one) with a clear and



well-publicized mandate to maintain price stability provides an
institutional mechanism that may reduce incentives to deviate from
rules. Appointing an independent central banker may also remove the
temptation to rely on monetary expansion to secure a short-term gain
in output, reduce the incentive to rely on the inflation tax, and
force the government to implement fiscal reform. In addition, the
political difficulties associated with stabilization programs may be
less severe when the policymaking decision process is relatively
centralized and insulated from various interest groups. This argument
helps emphasize the importance of institutional reforms for enhancing
the credibility of macroeconomic adjustment programs.

A similar idea consists for a high-inflation country in joining a
monetary union with a fixed exchange rate mechanism and surrender the
power to conduct an independent macroeconomic policy. By transfering
its monetary and exchange rate policy autonomy to a reputable central
bank, a high-inflation country can borrow credibility and thus signal
its own commitment to price stability, thereby reducing--relative to a
purely domestic strategy--the cost of disinflation. 1/ In the context
of developing countries, where central bank financing of fiscal
deficits is often the root cause of inflation, this argument carries
considerable weight.

Several recent empirical studies have shown that central bank
independence contributes significantly to explaining cross-country

variations in inflation rates. Countries whose central banks enjoy

1/ This argument has been much discussed in the context of the
European Monetary System. Italy and France are thought to have
benefited from the Bundesbank’s credibility.
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the highest degree of autonomy seem to have the lowest levels and
variability of inflation (see Alesina and Summers, 1993), and
Cukierman (1992). Institutional reforms aimed at enhancing central
bank autonomy have been implemented in a number of countries in the
past few years. The 1989 reform in Chile, for instance, grants a
large degree of legal independence to the central bank, and Mexico's
congress is currently considering legislation that should achieve the
same goal.

_ However, the extent to which policymakers should "tie their
hands" by appointing a reputable anti-inflation central banker (or
policymaker) in order to convince the public of their commitment to a
domestic disinflation program remains the subject of controversy.
Central bank independence is only one of several institutional devices
that can be implemented to ensure price stabiiity and enhance the
credibility of macroeconomic policy. Although replacing discretionary
actions with a rule-based policy framework implemented by an
independent (domestic or foreign) central bank may help reduce the
perception of arbitrariness and thereby strengthen confidence in the
policy-making process, the signaling effect of such a change in the
policy regime may be weak if secrecy prevails in the institution’s
day-to-day operations. More importantly, adhering to the rigid rules
implemented by a domestic or foreign central bank may lead to
suboptimal outcomes (compared to contingent rules) in an economy
subject to random shocks. Escape clauses for discretionary actions
may be necessary, although extreme care must be taken in defining the
conditions under which such clauses should be triggered in order to

avoid negative side effects (Lohmann, 1992). Finally, as emphasized
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by Swinburne and Castello-Branco (1991), central bank independence
cannot, by itself, guarantee the credibility of monetary policy. This
depends on the overall stance of macroeconomic policy. For instance,
if the fiscal policy adopted by a ministry of finance is viewed as
inconsistent with a disinflation target, credibility is impossible to
achieve even with an independent central bank.

4. Sequencing and political support

The design and subsequent implementation of a disinflation
program require that policymakers make some decisions regarding the
distribution of income. In the absence of a broad political consensus
in support of the program, such decisions are difficult to make, and
the stabilization plan will accordingly be more difficult to
implement. For a program to be viable, the size and composition of
distributional effects of the macroeconomic reforms must be
politically acceptable. The credibility of stabilization programs
depends heavily on the degree of political cohesion in the country and
the legitimacy and popular support enjoyed by the government.

Political factors play a crucial role in both the shock therapy
and gradual approaches to stabilization discussed earlier, in the
context of signaling arguments aimed at enhancing credibility. The
political trade-off can be summarized in the following terms. On the
one hand, drastic measures may help generate credibility in the reform
process quickly, particularly when they are implemented during a new
admnistration’s "honeymoon," when the population is perhaps more
willing to accept the costs associated with painful measures. 1In
addition, the initial benefits of sharp adjustment may outweigh the

costs that would be associated with the persistence of inflation at a



o117 -

higher level as well as other social and economic costs that would
result from the policy shock. On the other hand, overly costly policy

decisions--from a soéialvénd economic ﬁoint of view--run the risk of
causing th lapse an e} to a policy
reversal at a later stage}

A gradualist strategy méy also lack credibility for'precisely the
same reason that a shock thera
governments may be tempted to adopt discretionary policy reversals.
However, the costs in terms of output and empldyment may be lower with
a credible gradual a#proach than with a shock thera#y approacﬁ,'
allowing policymakers to maintain the social and politic#l consensus
neceésafy to sustain the reforms. 1/ From the perspective of
credibility,-éircumstaﬁces.ﬁnderlwhich a shock therapy approach to
stabilizétion.should.be prefered to a more gradual strategy aré

~ therefore likely to vary acfoss:coﬁntries Qnd over time;’

Aifhough broad political support is essential to the sﬁstéined
success of mécfoecohomié reforﬁé, 2/ it is often difficult to create
a political corisensus at the outset of a disinflation program. As
argued earlier; in sitﬁations where hewly elected political leaders

enjoy a period of wideépread popularity, economic shock treatments

have a higher probability of being accepted than prolonged adjustment

1/ 1In principle, the cost associated with maintaining austerity
over a prolonged period under a gradual approach may be as high as the
short-term cost associated with a shock therapy if output recovers
rapidly in the aftermath of stabilization. In practice, however,
future benefits are often heavily discounted by private agents, in a
sense forcing policymakers to focus on short-run costs.

2/ Patinkin (1993) emphasizes the crucial role played by the
"national-unity government" formed in September. 1984 in the success of
the Israeli stabilization program of 1985.
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programs. In 5eneral, hﬁweve:, politicaljsﬁpport tends to dissipate
rather quickly if expenditures on basic programs such as eduction,
health, and spcial services are cut in order to meet fiscal targets or
if unemployment riées in thé short termAto‘very high levels._ For any
given country, the optimal speed of macroeconoﬁic adjustment.will
depend on a variety of economic and politipal factors (sﬁch as the
_structure,of the economy, thelpolicymakér’s preferences, and the
degree of political consensuﬁ). Although in practice it is extremely
difficulc t§ determine the correct pace of refo;m, two mechanisms may
help those designiné stabilizaéion programs; Fifst, as argued before,
it is‘crucial to sequence_macroeconomig and gtructural reforms in a
way that minimizeéythe short-ferﬁ drop in‘output. 1/ éecond, it may
also be impoftant to devisé a‘compensatory schemé fo: those affected
the most, that is, ;o put in plaée sqcial safeﬁy\net; that include
targeted subsidies on eésential food'producfs, cash ﬁransfers ﬁo
vulnerable groups, among oﬁﬁerlquions, Eo pfotect those that are
least able to absorb thé costs of macroeconoﬁic adjustment (low-income
families, pensioners, and unemployea workers). The latter appears to
be one of the main lessons of &he recent literature on fhe political
economy of sﬁabilization programs (Haggard‘and Kaufman, 1989).
Nevertheless, wﬁile.equit& pgovides a strong rationale for
targeting specific groups,'programs that attempt to avoid imposing
' severe economic costs on some vulnerable groups may not necessarily be

more credible (even if the social safety:net is cost-effective),

1/ Obviously, if policymaketé are not prepared to accept any
short-term contraction in output and employment--for political or
electoral reasons--credibility will be impossible to achieve.
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because the targeted groups may not be the most politically
influential in the country. Targeting specific groups for protection
may impose substantial short-term costs on other groups that enjoy
greater political power and could undermine the credibility and
sustainability of the program in the same way as--and perhaps more
than--ignoring the needs of the vulnerable groups altogethér. To the
extent that groups attempt to shift to each other the burden of
stabilization, the consequence may be serious delays in the

stabilization effort (Alesina and Drazen, 1991).

IV. Concluding Remarks

This paper has examined the implications of the recent macro-
economic literature on credibility for the formulation and design of
disinflation programs. Although some of the available analytical
results are sensitive to particular assumptions concerning such
factors as the structure of the economy, the preferencés of
policymakers and private agents, and informational asymmétries, and
despite the severe limitations of the empirical literature on exigting
credibility models, some tentative conclusions and broad policy
lessons can be drawn at this stage.

The alternative options that have been put forward recently have
not created a consensus among economists regarding the optimal way to
convey credibility to a disinflation program or to enhance the
rebutatioﬁ of policymakers. What is essential is to make clear at the
inception of a stabilization program that a new economic regime is
being introduced. This understanding will make it more likely that

the behavior of the private sector will reinforce the reform process,
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in turn increasing the programs’ credibility. Policy measures must
accordingly be structured to indicate garly on that major changes are
being introduced. Emphasis should bé put on structﬁral'actioné tﬁat
clearly demonstrate the direction of the.reformsland'that are
difficult to reverse, rather than on excessively stringent
macroecconomic policies. Such structural policies sﬁould aim at
eliminating the principal causes of fiscal imbalances, since the
persistence of fiscal‘deficits makes it less likely.that subsequent
reforms will be successful, hence reducing the program'§ cfedibility.
However, because signalling a significanf change Qith past |
inflationary policies cannot be achieved only with structural
measures, a significant change in monetary and fiscal policies is also
necessary. Finally, the fact that stabilization often creates only
long-run benefits (which are often discounted by short--sighted
agents) means that the prevailing economic conditions should have some
bearing on the performance of the strategy. - A program that performs
well in a number of alternative possible situations seems preferable
to one designed for only a specific scenario. Consequently,
contingencies may need to be considered more systematically in the
formulation of disinflation programs. Most important, perhaps,; is the
need to integrate political factors into the design of stabilization
programs. Understanding the endogenous interactions between
credibility, macroeconomic policy decisions; and the political

environment may be the key challenge that program designers face at

the present time.
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