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Why do so many attempts to stop
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Abstract
The frequent failure of attempts to stop high inflations suggests that
governments are constrained in framing effective stabilisation programmes.
A model is developed in which some groups have some degree of interest
in continuing inflation, and will support stabilisation only if the programme
is designed so as to placate them. However this may constrain the
programme to have only a small probability of success.

1. Introduction

Whilst hyperinflations have often been stopped with remarkable rapidity
(Yeager, 1981), they typically emerge rather more slowly, and only after the
economy has passed through a period of accelerating inflation in which there
may have been several failed attempts at price stabilisation. In Bolivia
inflation accelerated for five years before hyperinflationary conditions were
reached in early 1985, with the annual inflation rate exceeding 100% from
February 1982 onwards. A similar pattern is evident in most other extreme
inflationary episodes of the last fifteen years (e.g. Argentina, Brazil, Israel,
Mexico, Peru, Poland, Russia and Yugoslavia). Some observers have
interpreted this as evidence that inflation has to accelerate to the point where
it induces a breakdown of normal economic relationships before it is readily
stopped. The Argentine Finance Minister wrote in 1985 that "moderate
inflations are the hardest to stop. The best way to stop an inflation is to fall
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into hyperinflation" (quoted by Webb, 1989: 73). The elimination of wagc-
price inertia under hyperinflationary conditions may be a relevant factor here
(Kiguel and Liviatan, 1988).

The technical requirements for a successful price stabilisation are well
known. It is necessary to correct the fundamentals (for example, to cut the
budget deficit to a level where there is no longer a need to rely on
seigniorage revenue) and to find "nominal anchors" (such as the exchange
rate) that will help to crystallise an expectation of price stability (Bruno et
al., 1988; Dornbusch et al., 1990). Yet it has been estimated that
approximately two out of every three price stabilisation attempts fail (Bruno
et al 1988: viii). Economists have no ready explanation for this
phenomenon. Although it may be optimal to accept a small risk of failure
(Dornbusch, 1991), there is no obvious incentive to announce a programme
with a high failure probability, because the failure of the current stabilisation
attempt would damage the government's credibility and therefore reduce the
chances of success of later stabilisation attempts.

The model presented below emphasises conflicts between different
interest groups as the source of the difficulties in achieving stabilisation. The
underlying idea is that, although society as a whole may be better off with
stable prices, some strategically-placed groups may gain from inflation
because the burden of taxation is shifted, and the need to compensate these
groups may place significant constraints on the formulation of a stabilisation
programme. In other words, some interest groups may have an effective veto
over the stabilisation programme, and the only programmes which satisfy
these interest groups may be ones which are rather poor from a technical
point of view and have only a low probability of success. These
strategically-placed interest groups do not have political power (which
explains why the stabilisation attempt is made at all) but they do have
economic power, and the government's economic policy has to take this into
account.

Related work, which also stresses the role of conflicting interests in
policy formation, includes Fernandez and Rodrik (1991) on trade
liberalisation, Dewatripont and Roland (1991) on former socialist economies
and Alesina and Drazen (1991) on price stabilisation. Alesina and Drazen
adopt a model of conflict from biology and apply it to the issue of two
competing parties disputing over the distribution of the burden of
stabilisation. At each stage each party has the choice of conceding (accepting
a tax increase on its constituents) or not; if it does not concede, inflation
continues. In the Alesina-Drazen model, deadlock between competing
interest groups is the source of the failure to stabilise; in my model the
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Figure 1

The Conditions for Successful Stabilisation in Relation to the Size of
Fiscal Adjustment
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Figure 2
Overall Probability of Success of Stabilisation Attempt
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Ozet
Nigin yiiksek enflasyonu diigiirmeye yonelik gabalar sik sik

basansiziikla sonuglanir?

Yiiksek enflasyonu diigiirmeye yoénelik cabalarin sik sik basarisizlifa ugramasi
hiikiimetlerin istikrar programlanimi etkili bir bicimde uygulama konusunda
kargilastiklar1 kisitlan akla getirmektedir. Makalede gelistirilen modele goére belli
gruplarin enflasyonun devamindan ¢ikarlart vardir ve bir istikrar programini
desteklemeleri i¢in programin s6z konusu gruplari memnun etmesi gerekir. Ancak
bdyle bir programin bagar1 sansi da ¢ok diisiik olacaktir.



