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I ntroduction

Underganding the factors that influence movements in the current account is of consderable
interest in internationa  macroeconomics.  Typicdly, the andyds occurs in a pefect foresight
environment, and the role of uncertainty in determining externa balances is largdy ignored? In
the developing world, the degree of economic uncertainty is often more acute than in developed
countries, especidly in the form of policy uncertainty. Policy uncertainty arises when economic
policy lacks full credibility, and as a consequence, the public forms expectations that the policy
will be abandoned at some point in the future. The public does not know initidly the exact date
of such areversal, and thus, the policy’s duration is uncertain.

Drazen and Helpman (1988), Cavo and Drazen (1998), and Lahiri (2000) have examined
dabilization and reform policy characterized by uncertain duration. These studies have shown
that uncertain duration of policy influences the outcome of macroeconomic dynamics, including
the current account. However, public expectations are biased towards pessmism in these studies
regardless of the success of the policy.? The public dways beieves policy to be less than fully
credible. In fact, public expectations of the duration of policy are assumed time invariant. These
assumptions are in sharp contrast to the view that the degree of credibility does often change
during dabilization or reform.  Moreover, it is not uncommon for the public to stat out by
having doubts about the credibility of policy, but initid success of the policy removes this doubt
over time and full credibility is achieved at least temporarily.

The primary god of this paper is to andyze how public expectations of the duraion of
dabilization impacts the current account. | extend Obgtfed's (1985) modd of a credible
dabilizetion program via exchange rae managemert to include uncertain duration of policy. A
key assumption of the modd is a pre-announced, phased reduction in the rate of devauation,
raher than a once and for dl reduction normdly assumed in the above cited literature.  The
modd developed below allows individuds expectations of a future policy collgpse to adjust
over time. The growth rate of domegtic credit relative to the growth rate of money demand is
assumed to be the key rdationship determining the long-run feeshility of doabilization.
Individuds do not know ex ante whether the government implements a domestic credit policy
consstent with the new exchange rate regime. Individuas are assumed to learn about domestic
credit policy and use Bayesan techniques to cadculate the probability that the policy is
consdsent. Thus, credibility is defined as the public's subjective probability that a conssent
domestic credit policy has been put into effect. Each period the public uses this information to
update their expectations regarding the probability that dabilization will collgpse in the
following period?

The remainder of the paper is organized as follows. Section one sats up a discrete time
verson of Obdgfeld’'s (1985) modd of credible disnflation. Section two extends the modd to
include uncertain duration of policy. Section three develops a specific mechaniam regarding the
formation of expectations of policy collgpse. Section four concludes.

! The exception is Ghosh and Ostry (1994, 1997), who examine how export uncertainty in developing countries and
general macroeconomic uncertainty in developed countries affect external balances.

2 This complaint is also true in models that assume perfect foresight of an impending collapse in stabilization. See
Calvo (1986) and Calvo and Vegh (1993).

3 This concept of how agents’ form expectations about a possible, future policy shift is similar to the one proposed
by Flood and Garber (1980).



1. Credible Disinflation

A gmdl open economy is sudied which consss of a representative agent. The agent
consumes a dngle tradable good, which is supplied exogenoudy and fixed a y. The man
feature of the economy’'s environment is that the government is initiaing an economic
gtabilization program via exchange rate managemern.

The representative agent may hold wedth in the form of domestic money and internationaly
tradable bonds. Bonds are denominated in terms of the traded good, and their red return is
determined in the world capitdl market and is congant at the leve r. All money is taken to be
high-powered and the domegtic banking system is ignored. In this single good world, purchasing
power parity holds,

R=SF. (11)

where P is the domestic price leve, S is the domestic-currency price of foreign money, and P* is
the foreign price levd. It is assumed that P* =1 which implies that we can identify the domestic
price level with the exchange rate. Additiondly, the exchange rate is assumed pegged, but it
need not be condant. The exchange rae may instead follow any path chosen by the monetary
authority.  The centrd bank undertakes whatever foreign-exchange market intervention is
necessary to enforce the current pegged rate.

The agent maximizes an intertempord utility function of the form

U =4 blu,m), 12)

t=0

where b is the subjective discount rae.  The indantaneous utility function depends on
consumption (c) and red money baances (m), defined as nomind money baances (M) deflated
by the domestic price leve (P).
Red wedth at timet is given by

a =m, +h, (1.3)
where b isinternationa bond holdings held by the agent. Red wedth evolves as

a.,-a =rb+y+t -em-q, (1.4)
where t is government lump-sum trandfers, and e is the domedic inflation rae.  Given the
assumption of purchasing power paity, € can aso be identified with the rate of devaudion.
Combining (1.3) with (1.4) yields

a,=(1+rja +y+t - (r+e)m-q. (1.5

Solving (1.5) forward, the agent’ sintertempora budget condraint is
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where the transversdity condition Ité)rl\(lj(lﬂ))ta =0 has been imposed. Congtraint (1.6)

dates that the present vaue of spending on consumption and liquidity services must equd the
present vaue of the agent’ s total wedlth.
The agent’s problem isto maximize (1.2) subject to (1.6). The associated Lagrangian is
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where | is a Lagrange multiplier interpreted as the shadow vaue of wedth. Differentiating with
respect to consumption and real money baances, the firs-order conditions are

u.(c,,m) =1, (1.8)
u,c.m)=1(r+e), (1.9)

where | have assumed for convenience that the agent’s subjective discount rate and the world
discount rate are equd. | aso assume that the instantaneous utility function takes the form

u(c,m) :(ca ml"”‘)l'S 1-s, (1.10)

where s >0 and O<a<l1. According to (1.10), the intertempord eadticity of subgtitution is
defined as g =1/s . Equations (1.8) - (1.10) yidd the following demand functions:

(1-a)(2-s)/s

=(@n)” [a(r +e)/(1- )] , (1.11)
m =(a/l )" [a(r +e)/(1- &))" . (1.12)

In analyzing the public sector, it is convenient to consolidate the budgets of the centra bank
and the fiscd authority.  The following description follows Obstfeld (1986). The government’s
objective is to finance a path of exogenous spending g, and a path of red lump-sum transfers. It
finances this objective by interest earnings on its foreign exchange reserves and through the
expansion of domegtic credit. Thus, the budget condtraint of the government is given by

t, :rtft—l+ rnjt' G, (1.13)

where f is the red level of resarves, d is the red level of domestic credit, and v is the growth
rate of domedtic credit. Equation (1.13) implies that the fiscd authority itsdf does not issue
debt.

The change in the money supply (in red terms) based on the centra bank’ s balance sheet is



”13 - ”131 =dt - dt—l + ft - ft-1 . (1-14)
Equating m®with m® and substituting (1.14) into (1.13) produces
t, :ftft.ﬁ(md' md-l)'(ft' ft-l)' 9 (1.15)

Equation (1.15) illudrates that lump-sum trandfers and government spending can be financed
through expanson of domedtic credit in so far as the demand for money is increesng. This
implies that red money demand growth limits the avalable revenue from seigniorage.  Money
cregtion in excess of this limit will lead to reserve losses. To ensure consstency between the
exchange rae policy and the domestic credit supply, it is assumed that this limit is not violated.

Therefore, domestic credit grows a the same rate as red money demand and (1.15) is rewritten
as

tt =rtft-1+utm'(ft' ft-l)' g- (1-16)

Solving (1.16) forward and assuming that the government does not hold net foreign reserves
asymptoticaly, | obtain the government’ s intertempora budget congtraint:

Sl o $x21 0
a +(gt+tt)= fo+a -
t=0 t=0

s A gorp (O rem). o

The present vaue of government spending and transfers is equd to initid government assets plus
the present vdue of seigniorage.  The government collects seigniorage by accommodating
increases in dedred red bdances and compensating the agent for the red depreciation of her

money holdings.
It is assumed that at time t =0 the government announces a new exchange rate policy. Prior
to the announcement, the rate of devauation was expected to remain constant & € forever. The

policy specifies a new path {et}:‘=0 that dedines gradudly over time from an initid leve of

g =€. To evduae the immediate impact of this new policy and its effects over time on

consumption and the current account, the economy’ s equilibrium must be derived.
The economy wide intertemporad budget condraint is obtained by combining the agent's
intertemporal  budget condraint (1.6) and the government's intertempora budget condraint

(2.27):
g o . _ 1 g
agTrBCt—hoJfa_. —-(y-9,), (1.18)

where h, =h, + f, denotes total bond holdings in the economy. Subgtitution of (1.11) into (1.18)
yields the equilibrium shadow vaue of wesdlth:
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In the absence of any future unanticipated shocks, the multiplier | remains congtant.

| examine the effects of the new devduation rate by consdering two cases 1) when the
intertempord dadticity of subgtitution is less than one, and 2) when the intertempord eadicity
of substitution is greater than one* For the @se of s >1, the shadow vadue of wedth fdls from
its pre-announcement level to its new equilibrium levd a t=0. This is evident by replacing in

(119) the old devaluation path {&} " for the new devaluation path {e} . Since g =8,

equation (1.11) shows that a decrease in | causes consumption to rise on impact. After the
initid period, consumption fals while the devauation rate trangts to a lower rate. Looking a
(1.11) again, this is so because | is congant, but e is faling. Once the devaudtion rate reaches
its long-run vaue, the levd of consumption becomes condant. These consumption dynamics
indicate that the current account records a deficit on impact and improves afteewards. More
specificdly, equation (1.19) reveds that current account deficits perdst while inflation is faling.
The multiplier remains condant while inflation is fdling only if the levd of economy-wide
foreign assats decline over time.  Since consumption falls and income is assumed condant, these
deficits must be decreasng in magnitude over time.  Findly, the current account runs surpluses
after the devaudion rate sops declining so that intetempora budget condraints are not
violated.

For the case of s <1, consumption and current account dynamics are the opposte. The
shadow vaue of wedth increases immediaidy upon announcement of the new exchange rate
regime. This is because when s <1, the exponent - (1- a)(1- s)/s is negative. The reault is
that a decreasing path of € means an increase in the numerator of (1.19) and the multiplier rises.
According to (1.11), consumption decreases on impact and then increases during the trangition to
a lower devaudion rate. This implies that the current account records a surplus on impact,
which deteriorates over time, eventualy giving way to deficits.

2. Uncertain Duration of Policy and Stabilization

In this section, the model outlined above is extended to incorporate uncertain duration of
policy. | assume that & the outset of dabilization, domestic agents do not beieve that the
dabilization policy is fully credible  Even though the government might present the policy as
permanent, the public believes that there is a posshility of the policy being abandoned a some

“When s =1, the utility function becomes logarithmic, aln(c) +(1- a)ln(m) . Thisimpliesthat consumption
behavior isindependent of exchange rate policy, given the separation of consumption and real balances. Thus, when
the new devaluation policy isimplemented, consumption remains constant and there is no changein the current
account aswell.



time in the future. It is assumed that the exact timing of such a future policy reversa is unknown
to domestic agents. Let date T denote the timing of the policy switch if it occurs.

There are two possble daes of naiure.  The first is when dabilization policy is in place,
which will be referred to as the reform regime.  The second is dfter dabilization has been
abandoned and the old exchange rate policy is reindaed. This will be labded the nonreform
regime. Since the behavior of domegtic agents while gabilization policy is in place is the man
focus, | assume tha the nonreform regime is an absorbing state.  Once the non-reform regime is
entered, there is no possbility of ever returning to the reform regime. Each period domestic
agents must formulate probabilities of whether the Sabilization policy will exig or not in the
next period. Formdly, these subjective probabilities of policy collapse arelisted as

Prob(s., =r|§ =1 = R, (2.1)
Prob(s., =n|§ =r)=1- p,, (2.2)

where s denotes the dtate with r corresponding to the reform regime and n to the nonrreform
regime. Equations (2.1) and (2.2) date that in any given period while the stabilization policy is
in place, there is a probability p that the policy will continue to exist in the next period and a
probability 1-p that the policy will be aandoned. Findly, it is assumed that the government
announces publicly a the end of each reform regime period whether the new policy will continue
or not into the next period.

The agent dill derives utility from consumption of a sngle good and from holding red

money bdances. If there were no uncertainty regarding date T, the representative agent’s
lifetime utility would be of the form

T-1 ¥
U = é. btu(ct,r’m,r)-'-é. btu(ct,n'm,n)' (23)
t=o0 t=T

However, the presence of uncertain duration of policy forces the agent to take into account that
date T is random. In essence, the agent’s utility function needs to comprise the likdihood of al
possible future states of nature. Using the probabilities p and 1-p as weights, each possible
configuretion of the agent's lifetime utility is weghted according to the likeihood of that
configuration occurring from the perspective of date zero. For example, the firg three possble
configurations are

B = (1- Po) giley, ) +8 BHUG m, g
+p, (- po)§u<co,rm),r)+bu(cl,rmr)+e°1 btu(ct,n,mt,o‘é
t=2
+ p2 pl(l_ pO) gu (Co,r 1 rrb,r)+ bu(cl,r ’m,r) + bzu(cz,r 1 m,r)+ é. btu(ct,mm,n)tui' (24)
t=3

Therefore, if one continues with the above formulation for the remaining possble configurations
and collects terms in the resulting expression, the representative agent’s utility function takes the
form
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The next sep is to derive the agent’s intertempora budget condraint. Just as in the case of
the agent's lifetime utility function, her intertempord budget condrant can potentidly take
many forms depending on when date T occurs. For example, there is a probability of (1- po)
that the constraint would be:

t

aozécb,r"'(r"'%,r)mm y- tOrH+a81 ( t,n+(r+Q,n)m,n_ y- tt,n)’ (26)

thet is, the new stabilization policy last only one period. There is dso a probability of p,(1- p,)
that the congtraint would be:

3, :é%,r+(r+% )rrbr - y_to,r+cl,r+(r+Q,r)m,r_ y- tl,rg

aelo

81+ (q“+(r+q )mn y- tt,n)’ (2.7)
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that is, the dabilization policy last for only the firsg two periods. If the above formulaion is

caried out teking into account dl remaning possble configurations and then grouping Smilar
terms, the agent’ s expected vaue intertempora budget congtraint then takes the form:
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The agent’s problem is to maximize (2.5) subject to (2.8). As in the previous section, a
Lagrangian can be set up based on (2.5) and (2.8). The resulting firg-order conditions are

u(q,.m.) =1 (2.9)

u,(G, .m,)=1.(+g,), (2.10)

u(G . m,) =1, (2.11)
Upn(CnoMy)=1(rtg,). (212

Using the same isodadtic functiona form as before, the following demand functions are atained:
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m, =(a/l )" g@a(r+e)1-a)f ", (2.14)
c.=(al/l,)” @ +e)L-ag """, (2.15)
m, =(a/l )" g +e,)@a-a)f . (2.16)

In andlyzing the public sector, the same conditions hold as in the previous section. The
government's budget congtraint is®

t, =rf+u,m, - (f-f.)-g, for 0£t<T, (2.17)
and
t.,=rf_ +u.m,-(f-"f.)-g, for TEt<¥. (2.18)

Taking into account that date T is random, the government’s intertemporad budget condraint
becomes

Once again, it is assumed that a time t =0 the government announces a new exchange rate
policy. Prior to the announcement, the rate of devauation was expected to remain condant a& €

forever. The new policy specifies a path {q}io that dedines gradudly over time from the initia

rate of e =€. If the new exchange rate policy is abandoned, the rate of devauation returns to
its previous rate of € for dl remaning time. To evduate the effect of this new policy, | proceed
in the same fashion as before.

The economy wide intertemporal budget condraint is obtained by combining the agent’'s
intertemporal  budget condraint (28) and the government's intertempora budget congraint

(2.19):
paek 0o el o & O 1+r
8?2 cOp.Hc,)+ac—2d-Op.+g.)=h+—(y-g). (220
t=0 dej 7] ge =1 7] r

Subdtitution of (213) and (215) into (220) yidds the initid equilibrium shadow vaue of
wedth:

® For ease of exposition, | assume from here on out that government expenditures are constant across the reform and
non-reform regimes.
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Since | have not yet specified a mechanism for how the probability of policy collgpse changes
over time, | congder the case of congtant probabilities in this section. Equation (2.21) with time

invariant probabilitiesand for any t 3 0becomes
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Equation (2.22) is aso conditiona on stabilizetion not having been abandoned as of timet.

With the incdluson of uncertan duration of policy, the effects of the new devduation rate
agan depend on whether the intertempord eadticity of subditution is larger or smdler than one,
but the probability of no policy collapse p also playsarole.

For the case of s >1, the shadow vaue of wedth ill decreases from its pre-announcement
level to its new levd & t=0. The vaue of p determines by how far it fdls. In generd, the
larger is p, the further the multiplier fdls This is true because the numerator in (2.22) can be
thought of as the expected future level of the devauation rate. The new path of the devaduation
rae and the old devauation rate are weighted by the probability of no collgpse and collapse.  If
the agent believes it is more likely that the gtabilization policy will not be abandoned, she places
more weight on the new exchange rate path and thus, the numerator of (2.22) increases.

Consumption dill risss on impact, but what happens during the trangtion to a lower
devauation rate? In the case of perfect credibility, consumption fell over this interval because e,
declined gradudly and the multiplier remained congant. With uncertain duration of policy,
|, does not necessarily remain fixed over time. The vaue of the multiplier remains congtant only
if expected vaues equd actud vadues. Given the current vadue of p, the agent caculaies what
she expects the devauation rate to be in the next and coming periods. When she reaches the next
period and discovers that the new exchange rate policy has not collgpsed, the actud rate of
devauation is less than what she expected it to be. The outcome in the firs period is tha
I,>1,. According to (2.13), the decrease in the multiplier tends to raise consumption while the

actud decline in the devduation rate tends to decrease consumption. Therefore, the net effect on
consumption in the firsd period is ambiguous. As long as dabilization policy is not reversed,
consumption could either increase or decrease over time depending on the magnitudes of DI , and
De. These consumption dynamics imply that the current account records a deficit on impact,
and the path of externd baances could either continue to deteriorate or improve.

For the s <1 case, the dynamics are the opposite. |, rises when the dabilization policy is
announced, but again the vdue of p dictates by how much the multiplier increases.  Consumption



decreases on impact of the announcement, but after the initid period, consumption behavior
exhibits the same ambiguity as above. The expected levd of the devauation rate in period aeis
greater than the actual devauation rate. However, the numerator of equation (2.22) decreases in
this case. This causes |, <I,, which tends to decrease consumption. On the other hand, the

decrease in the actud devauation rate tends to increase consumption. Consumption could ether
decrease or increase over time depending on these magnitudes. Likewise, the current account
records a surplus on impact and either continues to improve or deteriorates.

Given this ambiguous rexult, | undeteke a dmple numericd exercise to illuminae
consumption and current account dynamics (see Figures 14). This exercise assumes that the old
devaluation rate is st a 20 percent, while the new devauation rate declines by 4 percent in the
firg four periods and remains at 4 percent theresfter. The parameter values used are r =.05 and
a=.6. Snce mog dudies show that the intertempord eadticity of subditution is less than one
for developing countries, | consder the vaues of s =1.25 and s =5, which correspond to the
lower and upper-bound estimates of .2 and .8 cited in the literature (see Ostry and Reinhart,
1992). Figure 1 illustrates consumption behavior for the case of s =1.25 and for three different
vaues of p. This figure shows that consumption does rise in period zero and after that fdls as
predicted by the modd. The vadue of p determines the extent to which the agent responds to
changes in the devauation rate. A lower vaue of p reaults in smaler changes in consumption.
This behavior suggests that the presence of uncertain duraion of policy functions like a
precautionary saving motive: a higher degree of uncertainty causes the agent to be more prudent
in regards to consumption choices. In Figure 2, the corresponding current account dynamics are
shown. The current account registers a deficit in period zero and improves over time for dl three
vaues of p. The vaue of p here determines the magnitude of the deficit in period zero. A
smdler probability of no policy collgpse results in a smdler initid deficit. Fgures 3 and 4 show
the results of the same smulaion exercise except tha s =5. The dynamics ae virtudly
identicd apart from the fact that the larger intertempora subditution of dadticity naturdly
causes consumption to respond more to the changes in the rate of devaluation.

Policy uncertainty cannot continue to exigt indefinitely. At some point in time, it is redidic
to assume that the uncertainty surrounding the duration of policy must be resolved.  If
dabilization is reversed a any time after period one and the agent does not fully anticipate this
event, consumption shoud increase as a result.  The multiplier and the devaduation rete increase
when dabilization is abandoned unexpectedly.  These actions imply that the change in
consumption is indeterminate. The above numericd exercise, however, suggests tha the effect
of a change in the devduation rate is grester than the effect generated by the change in the
multiplier. Thus, consumption rises and the current account deteriorates.

Policy uncertainty does not have to be resolved soldy because gtabilization fals. It can dso
be resolved due to the success of stabilization, which istaken up in the next section.

3. Uncertain Duration of Policy, L earning, and Stabilization

In the last section, it was assumed that domestic agents believed that sabilization policy
announced a time t=0 lacked full credibility. Consequently, agents formed a subjective
probability regarding the likelihood of collgpse of the new policy in the next period. What was

10
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Figure 3
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missng from the andyds, however, was a specific mechanism reaing how these expectaions
are formed and how they might change over time.

Up to this point, the credibility of the new exchange rate regime rested heavily on the
assumption that the growth rate of the domestic credit supply was equa to the growth rate of red
money demand. If the rate of growth of domestic credit outpaced that of the real money demand,
the result was shown to be a loss of reserves. Assuming that the central bank cannot or will not
defend the current peg after its reserves reach a lower bound, a continued reserve loss over time
would result in the eventud collapse of the new exchange rate palicy.

| assume in this section that agents beliefs about the duration of dtabilization policy depend
upon their assessment of the probability that the current domestic credit process is “congstent”
with the new exchange rate regime. | define a consstent domestic credit process to be one that
does not imply a loss of reserves and a non-consstent domestic credit process to be one, which
does imply a loss of reserves. At the outset of Stabilization, domestic agents are uncertain as to
which type of domedtic credit process the government will implement. The public believes that
domedtic credit ether follows a non-consistent process defined as

D, =D, ,exp(m), (3.2)
or a congstent process defined as
D, =D, , exp( ), (3.2

where m> . The expected level of domedtic credit a time t will be a probability-weighted
average of the two processes.

ED, =qD,,exp(m)+(1- q)D,.,exp(m)., (3.3)

where g, is the agent’s subjective probability that the domestic credit process is non-consstent
and 1- q is her subjective probability that the domestic credit process is consstent. The
problem facing agentsisto assgn avaueto g, each period.

It is assumed that agents learn about the true process over time by Bayesan updating. In
every period, agents have a prior beief about the vaue of q. They combine this prior with

current observations of D, each period to update their posterior probability according to Bayes
law. Thus,

q..L (DM
) : 34
* (1' qt—l)L(Dtlﬁ)'l'qt_lL(Dtlﬁ') (3.4)
where L(D,|) and L(D, | is the likelihood of obsarving the varicble D, given that the

growth rate of domegtic credit is norrconsstent and consstent, respectively. If in fact the new
domestic credit process is non-consstent, the probability g, converges, asymptoticaly, to one
and if the process is consstent, it convergesto zero.
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As agents learn about the true domegtic credit process, they will be able to assess more
accuratedy whether or not gtabilization policy will collapse a some point in the future.  Once the

agent has updated her subjective probability ¢,, she next updates her subjective probability of
policy collgpse according to the smple relationship

P = 1- G - (35)

The agent's subjective probability of no policy collgpse is a monotonicdly increasing function of
the agent’ s subjective probahility that the current domestic credit process is consstent.

When the agent’'s subjective probability of no policy collgpse changes, how does this impact
current account balances? For the case of s >1 and assuming that the true domedtic credit
process is conggent, the immediate impact of Stabilization is the same as before.  Consumption
rises in period zero. When the agent reaches the next period and stabilization policy is 4ill in
effect, there are now two sources of information for her to process. Fird, the agent redizes as
before that she has overestimated the devaludtion rate & time t=1. This information causes her
to increase consumption. The agent aso adjusts her subjective probability of no policy collapse.
At the beginning of period one, she has a prior belief about the value of q,. The agent observes
the period one level of domestic credit and updates her bdief based on (3.4), and in this case her
podterior value of g, will be less than her prior. This caculation is then used to update her
subjective probability of no policy collagpse, which increases according to (3.5). The increase in
p ranforces the effect due to overestimation and consumption tends to increase further.
Nevertheess, there is Hill the conflicting force on consumption semming from the actua change
in the devauation rate, which tends to lower consumption. Thus the overdl effect on
consumption and the current account is gill ambiguous during the trandtion to a lower
devduation rate.

Figure 5
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In order to ducidate dynamics, | congtruct another smple numerica exercise (see Figure 5).
This exercise assumes the same vdues for the devauation rate and parameters as in the previous
section’s numericd exercise. The difference here is that | assume the agent learns over time that
the domegtic credit supply is condstent. This increases p and essentidly, the agent becomes
more optimistic that Stabilization is permanent. The other difference is that | am usng just the
parameter vaue of s =5 for the exercise. Figure 6 contains two sets of data The solid lines
pertain to he case of p=.2, which is used as a basdine. The dotted lines pertain to the Stuation
where p starts out equa to .2 and increases by .2 every period until it reaches the value of one.

In comparing the two paths of consumption, it is shown that as p rises, the decrease in the
growth rate of consumption is not as severe as when p is congtant at the value of .2. The paths of
the current account reved that as p increases the current account deteriorates in comparison to its
path that assumes an unchanging p. It is not until the fourth period that a rise in p trandates into
an absolute deteriortion in the externd balance. Therefore, this Smple smulation suggests that
the probability of no policy collapse is pogtively corrdaed to deteriorating current account
balances.

4. Conclusons

This paper extends Obstfdd's (1985) andyss of dSabilization policy by incorporating
uncertain duration of policy. In contrast to previous studies, the mode developed in this paper
gpecifies how the public forms and updates their expectations concerning the collapse of
dabilizetion. | show firg tha the presence of uncertain duration of policy functions like a
precautionary saving motive.  The uncertainty leads individuds to be more prudent about
consumption choices. The impact on the current account occurs mainly in the initid period as
more prudent behavior leads to a smdler deficit. The second result is that the probability of no
policy collapse is podtively corrdated with deteriorating current account baances. A smple
numerical exercise reveds that increases in the probability of no policy collapse cause the
current account to deteriorate relative to what it would have been if probabilities remained
constant.

These results suggest that changing expectations of duration of policy could help explain the
dylized fact of persstent and increesng current account deficits during successful and failed
dabilizaions.
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