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participating countries. At the same time, to the extent to
which the lower tariffs affect articles which compete with
domestically produced goods, the resulting intensification of
external competition may seriously prejudice domestic enterprises,
1f the first type of repercussion predominates, the
net effect on the economy is likely to be beneficial. Firms
facing stiffer competition from non-participating countries (or
from within the common market as intra~regional barriers to
trade are lowered) will be better able to meet it as their costs
are brought down by the cut in tariffs on articles they use in
production, 1/ But if the second type of repercussion predominates,
the net effect may be injurious to the sectors'af the economy
involved, If these account for a major share of national production,
the effect may be as if the general level of production costs had
become relatively higher than those abroad,

If it proves to be difficult for the affected enterprises
to cut production costs in order tc hold their own, there may be no
other way to correct the structural walad justment which is involved
than for the authorities to devalue the currency to am appropriate
extent to prevent excessive imports and bring about some increase

in exports with which to pay for the enlarged imports. 1In general

1/ This would further weaken any argument for a devaluation by such
a ccuntry to deal with a level of production costs generally
above that of other participacing countries,
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a participating country called upon to lower its tariffs on the
major part of its imports would be likely to be one whose level
of production costs was generally higher than that of other
participating countries, This would tend to result from the fact
that, because of the relatively high level of its tariffs, it
had been sheltered from competition from abroad more than they
were, Hence, such a country would be hurt both by the lowering
of intra~regicnal trade barriers and by the lowering of its
external tariff as part of the adoption of a common tariff against
non-participating countries,

While the case for a devaluation by such a country would
be strengthened if a pre-existing cost disadvantage reinforced
the effect of the cut in external tariffs, this would not necessarily
overcome the other diff:culties associated with devaluation already
discussed, Because of these difficulties, discussed in the first
section of this paper, depreciation should be cons:dered only if
a major portion of domestic production is threatened by the cut
in tariifs and other ways of cutting productien costs appear quite
unpromosing. In any event, the currency should not be depreciated
to such an extent as to trigger a rise in domestic prices which

vould wipe out the cost benefits accruing from lower external tariffs,
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Whether the adoption of a common external tariff
entails a rise or a fall in most tari1ffs, the yield of import
duties will probably be affected, and the impact may be large
enough to trigger fiscal and/or monetary repercussions. The
elasticity of demand for imports will determine vhether the
yield of import duties rises or falls as the level of most
tariffs rises or falls., 1If the yield rises, the Government way
have the choice of cutting other taxes correspondingly or of
using the larger revenues to increase expenditures or of reducing
its deficit (or running a surplus)., Tnese are alternatives which
vould generally benefit a country 1/ and nothing more needs be
said about them,

On the other hand, if the yield of import duties
falls, the available choices are all paianful: either a cut in
expenditures, or a rise in other taxes, or an increase in the
government deficit (or a reduction in its surplus), or a
combiriation of these., The first two alternatives spell austerity,
while the third may spell inflation unless its effect can be

offset by appropriate measures of monetary restraint which in

1/ 1f the authorities chose to increase expenditures, the possibility
would exist that, even though the budget deficit (or surplus)
remained unchanged, the multiplier effect of these higher
expenditures would disturb the equilbrium of incomes and prices
in the economy. This would happen if the propensity to consume
of the recipients of these increases in expenditures were
different from that of the sectors paying increased tariffs,
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turn spell austerity in the private sector. If the austerity
invclved (or its alternmative, inflation) is moderate, it may
be socially and politically tolerable, But if the cut in the
yield of import duties is large, and if these duties account for
a large fraction of total government revenues, the austerity
(or the alternative, inflation) may be severe,

In such a case, an appropriate exchange ad justment
designed to redress the budgetary situation may obviate the
need to take unpalatable austerity measures, Whether this must
be a currency appreciation or a devaluation would depend on the
elasticity of demand for imports since the objective 1s to
reduce the extent of the decline in the yield of import duties,
The scope of a currency appreciation is, of course, limited
since, as before, i1t must not be so large as to damage exports
(or encourage imports) to the point where overall balance of
payments equilibrium would be destroyed. All of the other
difficulties associated with a devaluation or a currency appre-
ciation, which were discussed in the first section of the paper,
would apply in this case and need not be repeated,

However, it should be noted that, if the country
experiencing a decline in the yield of its import duties also
has a level of production costs generally above that of the other

participating countries, the use of exchange adjustments may be



ruled out. If the decline in the yield of import duties occurs
under conditions where a curreancy appreciation mizht restore

the budgetary situation, such an appreciatiocn would be the exact
opposite of vhat might be indicated to ease the adjustment of

the high costs of production, Only if the declime in the yield

of import duties occurs under circumstaznces in which a devaluation
might restore the budgetary situation, would this coincide with
the solution which, theoretically at least, might be suitable

to deal with the differences in levels of production costs. While
this would somevhat strengthen the case for devaluation, it

would not per se overcome the principal difficulties associated

with devaluation already discussed.

Iv. Conclusion

The argument of this paper is that the adjustments
made necessary by the creation of a common market (or free trade
area) may be such as to call into question the equilibrivm of
the exchange rate, If so, the problem arises vhether a suitable
currency depreciation or appreciation, as may be appropriate, may
be a desirable way of dealing with the structural disequilibrium
whict. is 1nvolved, The analysis of this paper suggests that the
best course of action remains to carry out the “real” adjustments

that integration requires at existing exchange rates. Only when
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this turns out to be genuinely impossible should exchange

ad justments be made, Specifically, they are acceptable only
when the strains and stresses which would otherwise be incurred
to make the common market or the free trade area a functioning
reality are more than the economy (or the political of social
fabric of the nation) can stand, and always on the condition
that the repercussions from currency adjustment will not wipe
out the benefits derived from it or create other perhaps more
serious problems, An important consideration supporting this
conclusion is that in some cases, the exchange adjustments
appropriate to deal with certain aspects of the problem are the
exact opposite of those appropriate to deal with other aspects
of it,

In general, exchange stability (and policies naturally
conducive to it) is to be preferred., Not only does it form an
essential part of a healthy investment climate in which businessmen
will find it easier to carry out adjustments required to operate
in an enlarged market, but in addition, it will facilitate the
establishment of financial relationships among the participating
countries and their banks, which are essential to extend the

integration process beyond the commercial field, Indeed, if the




participating countries suffer from currency instability, as
a number of South American countries do, it may be difficult to
20 much beyond the commercial stage of economic integration.

It is true that exchange stability does not mean
exchange rigidity and that there is room for exchange ad justwents
in the arsenal of economic weapons to cope with structural
disequilibrium (where it exists), as the Bretton Woods Agreement
recognized, But for practical reasons, as well as to give the
needed increases in productive efficiency a chance to occur, it
would be desirable, if this weapon is used at all to facilitate
a movement toward integration, that it be used infrequently,
perhaps only once in the course of the transition period during
which the common market (or free trade area) is being created,

preferably at or near the start of the transition period,





